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Abstract: Johannes Kohal, Scale function approach to exit problems of refracted
Lévy risk processes, Master’s thesis in mathematics, 54 pages, University of Jyvéskyl,
Department of Mathematics and Statistics, autumn 2018.

In this masters’s thesis we start by introducing a family of functions called scale
functions. Scale functions are defined with the help of Laplace transform and they are
unique with respect to the corresponding spectrally negative Lévy process. Spectrally
negative Lévy processes are Lévy processes which can only jump downwards. With the
help of scale functions we inspect the behaviour of spectrally negative Lévy processes.
Principally in the case of spectrally negative Lévy processes we are interested in
problems concerning boundary crossings, called exit problems, of intervals [a,b] and
[b, ], where a,b,c € R and a < b < ¢. Hence we present results for exit problems of
spectrally negative Lévy processes in which we use scale functions.

After this we start consider refracted Lévy processes and connect those to spec-
trally negative Lévy processes and scale functions. In our case a refracted Lévy process
is defined such that it is a process which has been deducted by a linear drift when it
is above a pre-specified level. Mathematically we define a refracted Lévy process to
be the strong solution of the stochastic differential equation

dUt = dXt — Oé]].{Ut>b}dt, for ¢ > O,

where X = (X});>0 is a spectrally negative Lévy process and b € R. For fixed Xy =z
we have that a unique strong solution exists and the solution is a strong Markov
process. If we define the spectrally negative Lévy process Y = (¥;);>0 such that
Y, := X, — at, we get a stochastic differential equation which is equivalent to the
earlier stochastic differential equation:

dU; = dY; + aly,<pydt, for t > 0.

We derive the equalities considering the exit problems of refracted Lévy process by
using the scale functions of the corresponding spectrally negative Lévy processes X
and Y.

In the main theorem we give the representations for the joint Laplace transforms

of

+

<ffa,/ ]l{Us<b}d5> and (Féj,/ ]l{Us<b}d3>7
0 0

where x, and k} are optional times of the exit problems of interval [a, c] related to
the refracted Lévy process U = (U)o and a < b < ¢. From these representations we
derive an expression for the expected time that the process U spends inside the set
[a, b) before crossing ¢ or a. Finally we present a risk model, in which we can apply
the main result. In the risk model we consider the set [a, b) to be the red zone, which
we consider to be the set inside of which the company, which financial situation the
refracted Lévy process U represents, is in financial distress. This paper is based on
the Jean-Francois Renaud’s paper On the time spent in the red by a refracted Lévy
risk process (J. Appl. Prob. 51, 1171-1188 (2014)).
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Opinnéytetyo aloitetaan esittelemélld skaalafunktiot (englanniksi scale function).
Skaalafunktiot méaritelldin Laplace-muunnoksen avulla ja ne ovat yksikésitteisid an-
netun spektraalisti negatiivisen Lévy-prosessin suhteen. Spektraalisti negatiivinen
Lévy-prosessi (englanniksi spectrally negative Lévy process) on Lévy-prosessi, jolla on
vain negatiivisia hyppyji. Skaalafunktioiden avulla tutkitaan spektraalisti negatiivis-
ten Lévy-prosessien kayttaytymista. Téssd tyossa keskitytadn padasiassa tutkimaan
spektraalisti negatiivisten Lévy-prosessien arvojoukkovilien [a, b] ja [b, ¢|, missé
a,b,c € R jaa < b < ¢ péaétepisteiden ylityksiin liittyvid ongelmia eli poistu-
misongelmia (englanniksi ezit problems). Tésté syysté tyossa esitetddn tuloksia spekt-
raalisti negatiivisten Lévy-prosessien poistumisongelmille, joissa kéytetddn skaala-
funktioita.

Tamaén jélkeen kasitelladn taivutettuja Lévy-prosesseja ja ndmé yhdistetadn spekt-
raalisti negatiivisiin Lévy-prosesseihin ja skaalafunktioihin. Taivutettu Lévy-prosessi
(englanniksi refracted Lévy process) madritelladn tésséd tyossi siten, ettd se on prosessi,
jota taivutetaan alaspéin lineaarisen suoran avulla prosessin ollessa annetun arvon
yléapuolella. Matemaattisesti taivuttu Lévy-prosessi mééritellién olevan stokastisen
differentiaaliyhtélon

dUt = dXt - Oé]].{Ut>b}dt, t Z O,
missd X = (Xy)i>0 on spektraalisti negatiivinen Lévy-prosessi ja b € R, vahva
ratkaisu. Annetulla alkuarvolla Xy = x yksikésitteinen ratkaisu on olemassa ja
ratkaisu on vahva Markov-prosessi. Mikéli maaritelladin spektraalisti negatiivinen
Lévy-prosessi Y = (Y;)i>0 siten, ettd Y; := X; — at, saadaan ylld olevan stokastisen
differentiaaliyhtdlon kanssa ekvivalentti stokastinen differentiaaliyhtélo, joka on

dUt = dY;g + OéIL{Ut<b}dt7 t Z 0.

Taivutettuihin Lévy-prosesseihin liittyvien poistumisongelmien yhtélot johdetaan
kayttamalld vastaavien spektraalisti negatiivisten Lévy-prosessien X ja Y skaalafunk-
tioita.

Tyon paadtulos antaa satunnaismuuttujien

Ka mi
(K,a,/ ]1{U5<b}ds) ja </€j,/ ]l{US<b}ds),
0 0

yhdistettyjen Laplace-muunnosten esitykset, missi x; ja kI ovat taivutetun Lévy-
prosessin (Uy);>o vilin [a, ¢] poistumisongelmiin liittyvit optionaaliset hetket (englan-
niksi optional times) ja a < b < c. Néisté esityksistd johdetaan yhtélo odotetulle
ajalle, jonka prosessi U viettdd vélilld [a, b) ennen arvon ¢ ylittamisté tai arvon a alit-
tamista. Lopuksi esitelldéan riskimalli, jossa voidaan soveltaa tyon padtulosta. Riski-
mallissa vélid [a,b) pidetddn punaisena alueena. Kun prosessi U on tdmén alueen
sisdlld, sanotaan, ettd yritys, jonka taloudellista tilannetta prosessi U mallintaa, on
taloudellisessa ahdingossa. Tamé tyo pohjautuu Jean-Francois Renaud’'n tyohén On
the time spent in the red by a refracted Lévy risk process (J. Appl. Prob. 51,
1171-1188 (2014)).
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Introduction

In classical ruin theory it is usually assumed that ruin occurs if the given risk
process falls too low. In many cases it is said that the risk process falls too low if
it falls below 0. A way to refine the classical ruin definition is to define a boundary
b such that ruin happens if the risk process spends too much time below b. If we
consider the case that the given risk process describes the financial situation of some
company it is natural to think that when the risk process is below b some kind of
restructuring should happen. Since in classical ruin theory the restructuring is not
considered, we want to build such a model where restructuring can occur. This gives
us the motivation to study refracted Lévy processes.

A refracted Lévy process is introduced as a process which dynamics is changed
while it is above a pre-specified level by subtracting off a fixed linear drift. Formally
we define that the refracted Lévy process is the strong solution of the stochastic
differential equation

(01) dUt = dXt — O[ﬂ{Ut>b}dt7

where b is now the pre-specified level above of which we subtract off the linear drift,
and X is spectrally negative Lévy process. For fixed Xy = x we have that the strong
solution exists and it is a strong Markov process. Another way to define the process

U is
(02) dUt = d)/t + Oé]l{Ut<b}dt,

where Y; = X; — at. A consequence from and is that the process U is
described by the process X when it is below b, and by the process Y when it is above
b. Clearly the definitions and are equivalent when we define Y as above.
The only difference is that on the process U is refracted above b and on it
is refracted when it is below b.

The processes which are of the type as U are used to describe for example an
insurance company’s surplus. Refraction in this situation can thought to be the
consequence from, for example, the following action: when the insurance company is
in financial distress, that is when the process is above the level of which ruin occurs
but below b, it increases its premiums. When the company is in financial distress, we
say that the risk process U is in the red zone, which is the interval [0, b) if we assume
that ruin occurs when the risk process falls under 0, as in classical ruin theory.

The main results of this paper gives us representations for the joint Laplace trans-
forms of

+

(0.3) </<ea,/ ]1{U5<b}ds> and (/@j,/ ]1{U3<b}ds>,
0 0

where a < b <e¢, and k; :=inf{t > 0: U, < a} and kF :=inf{t > 0: U; > ¢} are the
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optional times of the refracted Lévy process U. With help of the representations in
(0.3) we derive the ruin probability of the risk process U.

To get knowledge about the behaviour of refracted Lévy processes, namely about
the representations in ((0.3]), we need to inspect the corresponding spectrally negative
Lévy processes. Spectrally negative Lévy processes are defined to be Lévy processes
which can only jump downwards. This type of processes are very commonly used in
risk theory. Because the refracted Lévy process changes its dynamics we are inter-
ested in exit problems of the corresponding spectrally negative Lévy processes, which
are used in and , with which we can investigate the boundary crossing,
especially for the boundaries of the red zone. In the results for the exit problems we
are constantly using a function class called scale functions. This class of functions is
defined with help of Laplace transform. One of the properties that scale functions
possess is that they are unique with respect to the corresponding spectrally negative
Lévy process. This function class is well studied and has many applications in risk
theory.

The paper is organised in the following way. On the first chapter we go through the
basics of the probability theory and give the important base knowledge regarding to
our main theory. In the beginning of the second chapter we introduce scale functions
and give an example how to compute the scale function of given spectrally negative
Lévy process. After that we start to consider the exit problems of spectrally negative
Lévy processes and proceed with exit problems of refracted Lévy processes. In the
final chapter, chapter three, we give our main result which gives us the time spent
in the red zone. After that we present a risk model and define the probability of
bankruptcy. In the computations of the probability of bankruptcy we apply the main
result. This paper is mainly based on the paper of Jean-Frangois Renaud [10]. Also
the book of Kyprianou [6] and results from Kyprianou and Loeffen [7] are strongly
used.



CHAPTER 1

Preliminaries

We start with introducing some of the basic concepts of probability theory. For
more information about the basics of probability theory see for example [4], [9] and

1.
DEFINITION 1.1 (o-algebra). Let © be a non-empty set. A collection F of subsets
of €2 is called a o-algebra if the following assertions are true:
(i) Qe Fand ) € F.

(ii) If A € F then A% € F.
(111) If Al,AQ,Ag ... € F then UZOZI An e F.

The pair (2, F) such as in Definition [1.1]is called measurable space.

DEFINITION 1.2 (Probability measure). Let (€2, F) be a measurable space. A map
P:F — [—00, 0] is called a probability measure if following assertions are true:

A)>OforallA€]:.

(Un 1A ) Zn 1]P)(An) for Al,AQ,Ag,... € F such that Az ﬁAJ = @

A map P from definition[1.2]is called measure, if the condition (i) is omitted, and
is usually denoted by g in the literature. The triplet (€2, F,P) such that it satisfies
Definitions [I.T] and [I.2] is called probability space.

DEFINITION 1.3 (o-finite measure). Let (€2, F) be a measurable space and p be

a measure on ). The measure p is called o-finite if there exists a countable set
(E;)ier € F such that u(E;) < oo for all i € I and |J,.; E; = .

DEFINITION 1.4 (Filtration). Let (€2, F) be a measurable space. The sequence of
o-algebras (F;)i>o such that F; C F for all t > 0 and F; C F, for all s > ¢ > 0 is
called a filtration of F.

el

DEFINITION 1.5 (Stochastic basis). A probability space (€2, F,P) equipped with
the filtration (F;):>o of F is called stochastic basis and denoted by (2, F, (F¢)i>0, P).

DEFINITION 1.6 (Random variable). Let (€2, F) be a measurable space. A map
X : Q — Ris called a random variable if {w € Q : X(w) € B} € F for all B € B(R),
where B(R) denotes a Borel g-algebra on R.

We denote the expected value of a random variable X by E[X]. The definition
and the properties of the expected value, that are used in this paper, can be found

for example in [1, Chapter 2]. For a random variable X and an event A, we define
E[X; Al :=E[X1,4].

DEFINITION 1.7 (Stopping time). A map 7 : Q@ — [0,00) U {oo} is called a
(Fi)e>o-stopping time if {w € Q: 7(w) < t} € F; for all t > 0.

DEFINITION 1.8 (Optional time). A map 7 : © — [0,00) U {oo} is called a
(Ft)e>o-optional time if {w € Q: 7(w) <t} € F; for all t > 0.
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1.1. Processes and properties

In this section we define the processes that will be used. For more information
about the used processes see for example [2]. Let us begin with the definition of a
stochastic process.

DEFINITION 1.9 (Stochastic process). Let (£2, F,P) be a probability space and [
an arbitrary set. A family X := {X;t € I}, where X; : 2 — R is a random variable
for all t € I, is called a stochastic process with index set I.

REMARK 1.10. If Xy(w) = z for all w € Q we denote the law of the process
X = (X¢)i>0 by P, and its corresponding expectation by E,.

From now on we use [0, 00) or the extended positive real line [0, 00] as the index
set of stochastic processes. Let us now present the Lévy process. This process is used
for example in risk modelling and in that context it is called a Lévy risk process.
The following definition and other properties of Lévy processes can be found in [2]
Chapter 3].

DEFINITION 1.11 (Lévy process). Let (€2, F,P) be a probability space. A right-
continuous stochastic process X = (X;)i>o with Xy = 0, which has left limits, is
called a Lévy process if the following assertions are true:

(i) Independent increments: for every increasing sequence of times tg, t1, ..., t,
the random variables X;,, Xy, — X3, X¢, — X4y, .-+, Xy, — Xy, _, are indepen-
dent.

(ii) Stationary increments: for any h > 0, the law of X;,, — X; does not depend
ont>0.

The most well-known examples of Lévy processes are Brownian motion and Pois-
son process. They are defined as follows.

DEFINITION 1.12 (Brownian motion). Let (2, F,P) be a probability space. A
stochastic process B := (Bi)i>0, with By = 0, is called Brownian motion if the
following assertions are true:

(i) B is continuous.
(ii) B has independent increments.
(iii) By — Bs ~ N(0,t — s) for all 0 < s < ¢.

DEFINITION 1.13 (Poisson process). Let (€2, F,P) be a probability space, (Y;)i>1
be a sequence of independent exponential random variables with parameter A > 0
and T,, = Y"1 ¥i. The process (N¢);>o defined by

N; = Z]I{Tngt} =max{n; T, <t}, t>0,
n>1

is called a Poisson process with intensity .

With use of the above two stochastic processes it is easy to get examples of other
Lévy processes. In Lévy risk models the jump part of a given Lévy risk process can
be described by a compound Poisson process. It is defined as follows.
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DEFINITION 1.14 (Compound Poisson process). Let (2, F,P) be a probability
space. A stochastic process X := (X;);>o defined as

Nt
X = Zfz, t >0,
=1

where jump sizes & are independent and identically distributed with distribution
f = P¢, and (Ng);>0 is a Poisson process with intensity A, independent from (&;);>1,
is called a compound Poisson process with intensity A and jump size distribution f.

For the next theorem we define the natural filtration of a process X.

DEFINITION 1.15 (Natural filtration). Let (2, F,P) be a probability space and
X := (X{)i>0 be a stochastic process. The filtration F* := {FX;t > 0}, where
F¥ = 0{X;0 < s <t} is called the natural filtration of the process X.

The next theorem follows from Definition This is one of the most used
properties of Lévy processes here.

THEOREM 1.16 (Strong Markov property for a Lévy process). Let (Q, F,P) be a
probability space, X := (X;);>0 a Lévy process and assume that T is an FX-optional
time. Define the process Z := (Z;)i>0 by

Zy = :[L{T<OO}<Xt+T - X’?’)

Then on {1 < oo} the process Z is independent of FX. and Z has the same distribution
as X.

PROOF. See for example [6, Theorem 3.1]. O

What earlier theorem says is that the distribution of the given Lévy process does
not change if we shift time and the conditional probability distribution of future states
depends only upon the present state of the process. The general formulation of the
strong Markov property is as follows. This is a modification of [4], Definition 6.2].

DEFINITION 1.17 (Strong Markov property). Let (€2, F,P) be a probability space,
(M, M) a measurable space and X := (X};);>0 a stochastic process such that
X, :Q — M for all t > 0 and it is adapted to the filtration F¥X. If for all A € M,
FX-optional times 7 and ¢ > 0 it holds almost surely that

LreotP(Xorpe € A|FY) = Lo P(Xo 40 € A|X),

then X is called strong Markov.

1.2. Laplace transforms

In the next chapter we need the Laplace transform of a function. In general the
range of a Laplace transform is a subset of the complex plane. Later on we see that
in our case only the real valued codomain occurs. Let us begin with the definition of
the Laplace transform.
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DEFINITION 1.18 (]9], Chapter 1, Section 1.2). Let f : [0,00) — R be a function.
Then the Laplace transform of f is defined by

L{f}(s) = / e o)

for the range of values of s € C for which the integral exists as a finite number.

If we have that F' is the Laplace transform of f, then f is called the inverse
Laplace transform of F. There are many known results for both Laplace transform
and inverse Laplace transform which can be found in the literature. For a random
variable X the Laplace transform is defined as follows.

DEFINITION 1.19 (Laplace (Laplace-Stieltjes) transform of a probability distri-
bution or of a random variable). Let X be a non-negative random variable with
distribution function

fx(@) = P(X < a).
The Laplace transform F'x of the distribution function fx is defined for s > 0 by

Px() = [ e dfa(a)

We shall see that Definition [I.19 also gives the "Laplace transform of a random
variable X”, when X has a density.

REMARK 1.20. For a non-negative random variable X one has that
Fx(s) = E[e™*X] = / e ' dPx(t), s>0,
0

and Fx(0) = 1. For non-negative random variables, the Laplace transform Fx(s)
exists for all s > 0, and Fx uniquely describes the distribution of X. Suppose that
X has a density hx(z) = f%(z). Then one has that

(1.1) Fx(s) = /000 e "hx(x)dx, s>0.

This is the ordinary Laplace transform L£{hx}(s) from Definition of the density
function hx.

1.3. Spectrally negative Lévy processes

In this section we consider the case that the Lévy process has no positive jumps.
These type of processes are used for example in insurance risk models. In that case
jumps usually present claims that a company gets. Let us begin the section with the
following definition.

DEFINITION 1.21 (Spectrally negative Lévy process). Let (2, F,P) be a proba-
bility space. The process X is called a spectrally negative Lévy process if it satisfies
the properties of Definition and has no positive jumps.

Compound Poisson and gamma processes can be used to create spectrally negative
Lévy processes. Later in this paper we are going to use a spectrally negative Lévy
process which is of form X; = ut + 0By — Sy, where p,0 € R, (B;)i>o is a Brownian
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motion and (S)i>o is a compound Poisson process which jumps only up. Next we
recall the moment generating function for a spectrally negative Lévy process.

PROPOSITION 1.22 (The moment generating function of a spectrally negative Lévy
process). Let (£2, F,P) be a probability space and (X;);>o a spectrally negative Lévy
process. Then for X we have that

E[e*] < 00 and E[eM'] = et

for all ¢, A > 0, where function ¢ : [0,00) — R is of the form
22

(L2) ) =pr+

where 4 € R, 0 > 0 and II is a o-finite measure on (0, c0) such that
JoS (A 2*)I(dz) < oo

Proor. This follows from the Lévy-Khintchine formula for a Lévy process, which
can be found in |2, Theorem 3.1], by change of variable A = if. O

+/ ( A1 + Ax]l{‘xkl})l'[(dx), A>0,
0

The function ¢ (\) is called the Laplace exponent of the process X and it is unique
and the triplet (u, 02, 1) from Proposition is called the Lévy triplet of the process
X.

REMARK 1.23. The Lévy triplet (u,o?, II) uniquely defines the distribution of
a Lévy process, if the same cut-off function 1y,/<1y is used in the Lévy-Khintchine
formula or in ((1.2). The measure II is called the Lévy measure. Notice that in
general for Lévy processes, one would use the measure given by —II(—B), where
B € B(R\{0}), as Lévy measure.

PROPOSITION 1.24. Assume that X is non-trivial spectrally negative Lévy pro-
cess. For process X the Laplace exponent t(\) is strictly convex and hm ¢( ) =00
for A > 0. Therefore there exists a function ¢ : [0,00) — [0, 00) deﬁned by
(1.3) ¢(q) == sup{A > 0:9(A) = ¢}
so that ¥[¢(q)] = q for ¢ > 0. This function is called inverse Laplace transform.

PROOF. One can verify the strict convexity of the Laplace exponent () of a
spectrally negative Lévy process by differentiating it twice and checking that

YP"(\) > 0 for all A > 0. This also implies that ¢(q) = 0 if and only if ¢ = 0 and
' (0+) > 0. Note that convexity and /\lim ¥(A) = oo imply that there are at most
—00

two solutions to the equation (\) = ¢ for A > 0. O






CHAPTER 2

Scale functions and exit problems

In this chapter we introduce scale functions. These functions will be our main tool
when we start considering boundary crossings. After presenting the scale functions
we continue with identities that create a connection between scale functions and exit
problems. Our first observations considers the exit problems of spectrally negative
Lévy processes. With the help of exit problems of spectrally negative Lévy processes
we derive the equalities for exit problems of refracted Lévy processes. These identities
are used to describe refracted Lévy risk processes. In the end of this chapter we give
some useful results for the scale functions.

2.1. The concept of scale functions

Scale functions got their name from the analogous role they play in the identity

W(a)(;,;)

—qrd .+ -1 _
(2.1) E.le TS < Ty | = —W(Q)(a)’

where 7,5 and 7, are certain stopping times of the stochastic process X := (X¢)t>0
and W@ is the g-scale function of X. This identity first appeared for the case ¢ = 0
in [11]. Later in this chapter we prove a more general form of identity (2.1)). Now let
us begin with the definition of a scale function.

PROPOSITION 2.1 (Scale function). Let X := (X});>0 be a spectrally negative
Lévy process with the Lévy triplet (u,o? II). Then there exists a unique function
W@ R — [0,00), ¢ > 0, such that W@ (z) = 0 if # < 0, and otherwise W@ is
characterised as a strictly increasing and continuous function with Laplace transform

(2.2) .AMKMW@QMZ_EG%TE x> é(q),

where 1()\) is the Laplace exponent of the process X and ¢ is defined as in (1.3)).

PRrROOF. The proof can be found in [6, Theorem 8.1 (7)]. O
LEMMA 2.2. For all ¢ > 0, the initial value of W ®(0) := lim W@ (x) is
z—0
1
W@ () = 4 when o =0 and [ z11(dz) < oo,
0, otherwise,

where ¢ .= p+ [ 211(dz).

PROOF. The proof can be found in [6, Lemma 8.6]. Note that in case W@ (0) = 1
the process X has paths of bounded variation. Otherwise X has paths of unbounded
variation. 0

Occasionally we use the function Z(@ which is defined as

(2.3) ZD(z) =1+ q/ W@(z)dz, zeR.
0
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The functions {W@ : ¢ > 0} and {Z@ : ¢ > 0} are called g-scale functions.
Now we give an example how to calculate the scale functions of a spectrally negative
Lévy process.

EXAMPLE 2.3 (Evaluating scale functions). This example follows from [5, Exam-
ple 1.3]. Let (Q, F,IP) be a probability space and X the spectrally negative Lévy
process defined by

N
(2.4) Xy :=0B; + ut — Zfz, t>0,
i=1

where (B;)i>o is a Brownian motion, (§;)$°, are independent, identically distributed
random variables, which are exponentially distributed with parameter p > 0. The
process (IVi):>o is a Poisson process independent from (&;)$°, with intensity a > 0 and
oc>0and pu €R.

In order to calculate scale functions, we need first to find the Laplace exponent
of the process X. We notice that the Lévy measure of X is finite, and hence we can
replace the function 1yz<13 by h(z) = 0 in the representation . This changes the
value of p into 1 = p + fol xII(dz), but gives us a more simple expression of Laplace
exponent of X, which is

o222

2 p+=z

o222

(2.5)  Y(z) =jpz+—+ /Ooo(e” — DII(dx) = fz +

5 for z > 0.

We see that the equation ¢(z) = ¢ can be written as

0'222 az

2 p+z

(2.6) iz + —q=0

By considering the behavior of 1(z) — ¢ we see that

lim 4(z) —¢ =00, ¥(=p)=¢>0 and ¢(0)—g¢<0.
Z—r 00
Therefore, there exist exactly three solutions for the equation (2.6). Clearly one
solution is ¢(q) > 0, where ¢ is defined as in Proposition [1.24] Let the other solutions
be —m < —p < —mp < 0 < é(q).

By using the solutions and partial fraction decomposition we get the representation

1 1 01 OQ C(3

W@ —¢ GrmGerme-—o@) ztm ztm  z-6@

for some C,Cy,C3 € R. Next we use the inverse Laplace transform which gives us
that

(2.7)

(28) W(Q) (ZL‘) = Cle ™M 4 Che ™% 4 Cge(ﬁ(q)”".
Now we need to find Cy, Cy and C3. By using the second equality of (2.7)) we get that

(z+m)(z = ()01 + (2 +m)(z — ¢(q))Co + (2 +m) (2 +12)C3 = 1.

10



2.1. THE CONCEPT OF SCALE FUNCTIONS

Rewriting the equation into az? + bz + ¢ = 1 leads us to the following simultaneous
equations:

Ci+Cy+C3=0
(m2 — ¢(q))C1 + (m — ¢(q))C2 + (1 +12)C3 = 0
mn2Cs — d(q)n2C1 — ¢(q)mCy = 1.

Solving the equations gives that

Cy = [(m —m)(p(q) +m)] ™"
Cy = —[(m — m)(¢(q) +n2)] 7
Cs = [(¢(q) +m)(d(q) +m2)] "

This result combined with the first equality of and the fact L (¢(z) —q) = ¢'(2)
gives us that C; = ¢/'(—ny)7t, Cy = ¢'(—m2) "t and C3 = ¢/ (¢(q)) L.

Now we insert the expressions for C, Cy and (5 into the formula and get that
the scale functions of X are

6*77# 6777237 6¢(q)x

W@ —
@)= e ey T
and
Z(Q)(x) L glem* —1)  g(e ™" —1) q(e¢(q)ac —-1) >0

mom) | mvm) @ o)

One can calculate explicit expressions of W@ (z) and Z@(x) by applying Cardano’s
formula for (2.6) and get the exact values of —n;, —n9 and ¢(q). Recall that i is
implied by the representation ({2.5]).

Other examples of scale functions can be found for example in [3, Chapter 2]. Let
us now start considering the exit problems of the hitting times
rF=1inf{t > 0: X; > ¢} and 7, := inf{t > 0 : X; < a}. Note that in general the
first hitting time of an open set is an optional time. For the proof see for example
[4, Problem 2.6]. The next theorem gives us the first identity that connects scale
functions to exit problems. It is a generalization of equality (2.1)).

THEOREM 2.4 (Solution to the two-sided exit problem 7.7 < 7.7). Let (0, F, (Ft)i>0, P)
be a stochastic basis and X a spectrally negative Lévy process and define the following
optional times

7, =inf{t > 0: X; <a}

rh=inf{t >0:X; >c}
for a,c € R. For all a < x < ¢ the solution to the two-sided exit problem for X is
given by
D (2 — a)
W(‘J)(c —a)
PRrOOF. We follow here the proofs of [6, Theorem 8.1 (7) and (i77)], and show the
result for the case ¢ = 0 and ¥/(0+) > 0, Wthh implies that X drifts to +oc0. For

I['Em[(a_‘ZTC+;TcJr <7, ]=

11



2.1. THE CONCEPT OF SCALE FUNCTIONS

case x = ¢, we have that

B W@(c—a)
C WW@(c—a)

Ex[e—qu;Tch <71 ]=1

Hence we can assume, that a < x < c. Let X := inf;>¢ X, and define the increasing
function

P, a(X, >0)
¥'(0+)

Note that for process X we have that P(X < 0) = 1. In this case, by using the
tower property and the law of total probability, we get that

(2.9) r+— H(x —a):=

(210)  H(z —a)/(04+) =P, o(X > 0)=P.(X_ >a)
P X2 0) = B[P of 2 1)

=E,[1 {TRT;}P””(,:BE X; > a, inf X; > a|F5),)]

t<7’c+

+ Ez []l{T;<Tj}Px(t1>I:—f_ Xt > a, inf Xt > (L|f(7_c+)+)]

t<Tq

= ]E:L‘ []]-{TC‘*<7—(;}E1‘[]]-{inft2Tc+ XtZa,inft<TgL Xi>a} |]:(7—C+)+H

+ Ew []1{7-‘;<7-C+}Ex[1{inft2_ra_ tha,inft<_ra_ tha}|~/—-.(~,-c+)+ﬂ .

The fact that 1, +_ -, and 1, - __+, are F_+, -measurable, see [4, Lemma 2.15],
combined with the tower property, gives us, since .~ C F( .+, when 7, < 7.7, that
]Ea: []l {TCJF<T;}E:B[]1 {inftz‘rj_ tha,inft<7_c+ X¢>a} |JT-(7—C+)+H
+ Ez []1{7-; <7-C+}Ex []l{inftZTa_ tha,inft<Ta_ Xi>a} |f(7-c+)+]:|
=E, [Ea:[]l{Tc""<7—a—}]l{inftZTc+ XtZzz,inft<TC+ X¢>a} |f(7—c+)+]:|

+E, [E [l <t bt Xezainf,__ Xi2a}| . -

From the definitions of 7,~ and 7" it follows that the event {inf,__- X; > a} =Q
and that {77 < 7,7} C {inf,__+ X; > a}. Hence we get by using the strong Markov
property of X and the fact, that X + = ¢, that

Ex [Ex[]l{-,-j<7-;}]l{inft27_é. tha,inft<‘rg_ X¢>a} |~F(-,-c+)+H

+ By [Boll o oy Line, Xozaint,_ xi2a) [Py ]
= Bo [Eall o crmy Line,, o x| Py )] 4 Be [Ball e oy T, xioay| o]
= B [Lir e Bal g,y xe2a) i)+ Be (L ey Be[inr, x| 77 ]]

= Do []I{TJ<TJ}E~’U []l{infszo(XTgurS*XTgr)JrCEa}|‘F(T§r)+]] + E, []I{TJ<TJ}EI[]I{ianTa— XtZa}“’rTJH
z |:]l{7'(:‘—<T(l_}]EC|:]l{infSZU XSZG}H + ]Ex |:]l{7'a_ <T£"}Ex []l{inftzn; XtZa} "FT,I_H .

12



2.1. THE CONCEPT OF SCALE FUNCTIONS

a

Since 7, = inf{t > 0 : X; < a} we get that Ex[]].{inft> 7Xt2a}’-7'—¢;] = (0 and
therefore o
Ex [H{Tj<T;}EC[1{infszo XSZ(Z}H + Ex [1{T;<Tj}Ex[1{inftZT; XtZa}“FTa*H

= EIE |:]l{’rc+<7'a_}]EC[]l{infszo XSZG}H
= ]E-T [1{TJ<T;}]]EC[1{inf.SZO sta}]
—E, 1

{TC+<T(;}]PC(;2£ XS > CL)
(211) - EI[]]‘{T(;‘—<TQ_}:IH(C_ a)w/(o—i_)
From ([2.10) and ([2.11)) it follows that
(2.12) H(z —a) =E;[1+_ ]H(c—a).

If we can show that H is the scale function of X, the proof is done. For that we
need the Wiener-Hopf factorization, which is introduced in [6, Chapter 6]. For the
function H, we first notice that

Y (0+) / e PTH(z)dx = / e’ﬁIIP’x(%r;gXt > 0)dz = / e*ﬂxp(%ggxt > —r)d
0 0 = 0 =

_ > — B < _ o Bz . s _
/0 e PPP( %Izlg X; < x)dx /0 e P({ Ilfrzlg X € (0,z]} U{ %Izlg X =0})dx
]P(— inftZO Xt = 0)

_ / e PP~ inf X, € (0, 2])dz +
0 >0

8
fooo e PedP(— inf;>o X; € (0, 2]) N P(—infi>0 X; = 0)
N 3 B
[ e P2 dP(~ infyz0 X; € [0,2])  Jigoe € PTAP(—infizo X < )
— 5 _ ;
_ B[]
==

where equality from third line to fourth line follows from integration by parts. From
the Wiener-Hopf factorization, presented in [6], Theorem 6.16], it follows that

ElefX=] = ¢/(0+ b ,

(7] = (04)7 B
where 1 is the Laplace exponent of X. Now by Proposition function H is the
scale function of X. Hence we have that H(c — a) > 0 for ¢ > a. Now by dividing
both sides of the equality (2.12)) with H(c — a) we get what we wanted and the proof
is finished. For the cases ¢ = 0 and ¢’ (0+) < 0 see for example [6l, Theorem 8.1]. [

For ¢ = 0 Theorem [2.4] gives the probability, that a spectrally negative Lévy
process X, with Xy = z, hits the interval (¢, 00) before it hits (—oo,a). Later on we

also use the following theorem which is generalization of the second part of Theorem
8.1 (7i7) in [6].

13



2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

THEOREM 2.5 (Solution to the two-sided exit problem 7, < 7.'). Assume the
same setting as in Theorem[2. Then for alla < x < ¢

_ Z9(c - a)
—qTa . ~— +1 — (q) — . A (q) —
E e 7. <77 =29 —a) W (e = a)W (x —a).
PROOF. Proof is similar to the proof of Theorem [2.4, For more details see for
example the proof of [6, Theorem 8.1 (i7i)]. O

2.2. Exit problems of refracted Lévy processes

We start this section with the definition of refracted Lévy process and continue
with an existence and uniqueness result for refracted Lévy processes.

DEFINITION 2.6 (Refracted Lévy process). Let X := (X});>0 be a spectrally neg-
ative Lévy process with triplet (u, 0%, IT). If the process U := (Uy);>o satisfies

t
Ut = Xt — Oé/ 1{U5>b}ds7 t 2 0,
0
it is called a refracted Lévy process.

THEOREM 2.7 (Existence and uniqueness of refracted Lévy process). The refracted
Lévy process U = (Uy)>o is the unique strong solution to the stochastic differential
equation

dUt = dXt - aﬂ{Ut>b}dt, t Z 0,

which is equivalent to
t
(213) Ut = Xt — Oé/ ]1{U3>b}d57 t 2 O,
0

where X, with Xy = 0, is a spectrally negative Lévy process with triplet (u, 02 11),

satisfying 0 < a < p+ fol zIl(dz), if X has paths of bounded variation. Moreover, U
is a strong Markov process.

PROOF. For the existence of the unique strong solution see [7, Theorem 1, Remark
2 and Remark 3]. O

As it can be seen from Definition [2.6] a refracted Lévy process is a process whose
dynamics changes by subtracting off a fixed linear drift whenever the process is above
a pre-specified level b. When the refracted Lévy process is below the pre-specified
level it is equal to the corresponding spectrally negative Lévy process.

From now on, we let (2, F, (F;)i>0,P) be a stochastic basis, X = (X;)i>0 be a
spectrally negative Lévy process with triplet (u,0,II), which has paths of bounded
variation, and assume that v is its Laplace exponent. Define the scale functions (@
and Z@ to be the scale functions related to X.

For0<a<p+ fol xll(dz), we define the process Y = (Y;):>0 such that

(2.14) Y, =X, — ot.

Since X is a spectrally negative Lévy process and has paths of bounded variation we
clearly have that the process Y is also a spectrally negative Lévy process and has

14



2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

paths of bounded variation. Let ¥ be the Laplace exponent of Y and define the scale
functions W@ and Z@ to be the scale functions related to Y.
For processes X and Y we define the following optional times:

(2.15) nfi=inf{t >0: X, > b} and v :=inf{t >0:Y, > c}
(2.16) 7, =inf{t > 0: X; <a} and v, :=inf{t > 0:Y; < b}
for a,b,c € R.

We also define a refracted Lévy process U := (U;);> such that
t
(2.17) U =Y, + a/ L, <pyds.
0
From ([2.14) and ([2.17)) it follows that

t
(218) Ut = Xt — O[/ ]].{Us>b}d3.
0

For the process U we define optional times
(2.19) Kk, :=inf{t >0:U; <a} and s} :=inf{t >0:U; > c}.

The following theorem gives us the first results for exit problems related to the
process U.

THEOREM 2.8 ([7], Theorem 6). Fiz a Borel set B C R.

(i) ForO<a<p+ fol zII(dz), ¢ > 0 and z,b € [0, al,

E, |:/0 ]l{UtEB t<rgy Akd }dt:|

B / W@ (z) + al ) fb (x — 2)W @ (2)dz
~ JBAbal W@ (a) 4+ a [, W@ a—z)W‘l)’ 2)dz

(
+/ {W( )(x )+a]l{w>b} JL W@ (2 — 2)W @' (2)dz
BA0b) W@ (a) + osz W@ (a — 2)W@'(2)dz

WO a = ) = WO~ ) fay

X (W(q)(a —y) +a /b W@ (g — 2)W@' (2 — y)dz)

— (W(Q)(x — ) + al sy / W (g — )W (2 — y)dz) }dy.
b

15



2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

(ii) For0<a<u+f01xﬂ(dx), z,b>0 and ¢ >0

]Ex[/o e_qt]l{UteB7t<K0}dt]

_ / W@ (z) 4 aliy>p fbx W@ (z — )W (2)dz e—P@y _ yya) (x —y) pdy
B Alboo) af e~ P2 W (@) (2)dz
OO _ ZW (q)! _ d T
+/ {fb (Z y)dz (W(q) (z) + a]l{x>b}/ W@ (g — Z)W(q)/<z)dz)
sy L f, e #@OW @ (2)dz e

_ (W(q)(x — )+l yon / W@ (z — z)W(q)’(z _ y)dz) }dy,
b

where ¢(q) is the z’nverse Laplace exponent of the spectrally negative Lévy
process related to W9 from Proposition
For the proof we need the following two theorems.
THEOREM 2.9 ([7], Theorem 23). For a spectrally negative Lévy process X let
=inf{t >0:X; >a} and 7, =inf{t > 0: X; <0}.
(i) For ¢ >0 and 0 <z < a we have

w (@ (7)
W (@) (a) '

E [6 qTa ]1{7'0 o }]
(ii) For any a >0, z,y € [0,al, ¢ >0

/ e P (X, € dy,t <7 A7y )dt
0

{W(q) (2)WD(q —y)

W (a) — WD (z—y) }dy.

(iii) Let a > 0, x € [0,a], ¢ > 0 and f, g be positive, bounded measurable
functions. Further, suppose that X is of bounded variation or f(0)g(0) = 0.
Then

e~ f( ) ( - )IL{TO ot }]
W@ ()W (a —y) ,
/ /y (,00) v =0 >{ W@ (a) — W (z — y)}H(de)dy_

PROOF. Part (i) is a special case of Theorem [2.4 The proofs of other identities
can be found in [6, Chapter 8]. O

THEOREM 2.10 ([7], Theorem 16). Suppose that X is a spectrally negative Lévy
process that has paths of bounded variation and let 0 < a < ¢, where
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2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

c=p+ f(O,l) xIl(dz). Then forv>u>m >0

W@ (v —m — 2)

@ (4 — — WD (y —m —
W (o = m) W (u —m) — W (u —m—2)|dz

/ W (2 — 04 m)II(dY) [
0 (z,00)

() u—m °
_ _M (W(q) (v) + o /m W (y — Z)W(Q)/(z)dZ)

+ W@ (u) + a/ W (u— 2)W ' (2)dz.

m

PROOF. The proof can be found in [7, Theorem 16]. O

Now we can go back to the proof of Theorem [2.8] For the proof recall that the
process X has paths of bounded variation.

PROOF. The proof is derived in the same way as the proof of Theorem 6 in [7].
Part (4):
Define the function

(220) V(q) (IL’, B) = Em [A e_qt]l{UtEB,t<f€5/\fig}dt:| )

Let us first assume that £ < b < a. We notice that

V(@ (x,B)=E, [/0 e_qt]l{UteB,thm;:}dt}
T
(221) = Ew |:/0' eqt]l{UtEB,t<no_/\n:;}dt:|

(222> + Eﬂc [/Jr e_qtl{UzEB,t<nO/\na+,Tb+<To}dt:| ’

b

Since from (2.18) it follows that U = X when U < b, we have that x; = 7,7 and

Ky = T, . Also, because z < b < a, we have that n;r < k. Hence we get for the
component ([2.21f), by using the Fubini’s theorem, that

N +
T Tb
E,; [/0 e_Qt]l{UteB,KngAni}dt} =E, {/0 e_qt]l{UtGB»KTo_/\":}dt]

+ +

T Ty
=E, {/0 e_qt]l{XteB,K‘rO/\nb*}dt} =E, {/0 C_qt]l{XtGB,t<‘rO/\‘r;r}dt:|

(2.23) = / e "P, (X, € Bt <1y AT, )dt.
0
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2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

For the component (2.22)) we get, by using the change of variable and the tower
property, that

Ea: |:/ ]I{UtEB t<kg N Tb <75 }dt:|

_ —q(s+7'b
- ]EI / ]1{U9+T+ €B,s+7’b+<m0 N ‘rb <7y }d$:|
5T

Fe >+H
Ft >+”
o]

where in the last equality we used that =% and 1 (s} A€ Fey

By using the strong Markov property of U and that UTb+ = Xﬁf = b, since U can not
jump upwards, we get that
|

—qr," <o s
]Em |:]]-{7_b+<7_0}6 qT, ]Eg; |:/0 e q ]l{U s +EB 5+Tb <Ii /\RJr}dS
—q7F . s
= ]Ex |:]l{7_;r<7_0}€ i Eft |:/0 e! ]l{U + U ++U +€B s+1'b <Kg /\n+}ds
—qrF o s
=E, {]I{T;<To_}e Ky [/0 e ¢ ]l{UseB,s<n0‘/\ni}d3H‘

By using Fubini’s theorem, we get that

—qr" - s
Ew |:]l{’r;<7'0_}e B ]Eb [/0 e™? ]]‘{USEB,S<H5/\H3'}dS:|:|
ot [T
=E, |:]l{rb+<’ro}e m /[; ” Eb[]l{U €B,s<ky Akd }]d :|

=E, {]I{T )€ quj/ e Py(Us € B, s < kg A m;r)ds]
0

— q(s+7)
- Ez E, {/ e ]I{Uerle EB,s+7, <kg Akd T <74 }ds

00 4
=E, Ew |:/0 e e ]l{U+ +EB s+7, <Kg /\fia}]l{T <7y }dS

o
—qrF —qs
:Em I{TJ<TJ}6 qugj|:/(; € g ]l{U++EBS+T <’€ /\K+}d8

-measurable.

Foir|

= EI[]I{TJQ}(B_‘FJ]/O e ¥Py(U, € B,s < kg Ak} )ds

(2.24) =E,[L+ e ™ SV @ (b, B).
Now, by using Theorem [2.9) . 9| for (2.23) and (2.24), V@ (x, B) turns into
V(q)@;’ B)

— / e P, (X, € Bt <75 AT )dt + Ex[ﬂ{T;<Tg}e’qTf]V‘Q)(ba B)
0

(D (AW D (p — (@ (g
(2.25) = /B <W (I/zfl/(z)(bgb y) — W(q)(l‘ — y))dy + —y/(q)ia; V(q)(b, B).
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2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

To get an expression for V(9 (b, B) with help of W and W, we need to continue
and consider the case b < o < a. First we notice that before the hitting time v,", we
have that U = Y. Hence for V@ (z, B) it follows that

V@ (z, B)
vy, AV
(2.26) =E, { / eqtﬂmeBm[b,andt}
0
Ka AR
(227) + Ez |:]l{’/b<’/a+} / €_qt]l{Ut€B}dt:| .

b

For the component ([2.26]), by using Theorem and the Fubini’s theorem, we get
that

E

8

0

T |:/ ]I{YteB N[b,a],t<v, /\l/j}dt‘|

/0 Liyvien nibal i<y avdJdE

Vb /\I/a
{ e ? ]l{mBm[ba}dt}
E

:/ e "P,(Y, € BN[b,a),t <v, Av])dt
0

(@ (q — (@ (p —
(2.28) _ /B » (W <W(q§/()zfv_ bg b) _ WOy —y))dy.

For the component (2.27)), by using a change of variable, the tower property and the
fact that e=% and 1 (v <t} A€ F(my ,-measurable, it follows that

na /\m0
[ {v, <Va Qt]]-{UtEB}dt:|

=E, ]l{ub <1/+}/ ]l{U EBt<ki Argy }dt:|

- EI ]1{1/[; <Va } / e_q(5+yb )]l{Us-H/b_ GB,3+yb<na+/\K/O}dS:|

oo
7|

=E,|E, {]l{y <} / e (st )]1{U5+V; EB,s—i-ub_<na+/\H0_}dS

o0
_ —qu, —4qs
= Em e ]l{yb—<yj}]Ez {/0 e ]l{Us+u,j €B,s+tv, <mf{/\rsg}d8
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Now, by using the strong Markov property, the fact that be— = be— by (2.17) and
Fubini’s theorem, we get that
on

r 00
— —qv, _ —qs _ _
E.|e ]l{ub <VI}EE [/{) € ]l{USJrVI:—UV; +UVI; €B,s+vy <wd Akg }dS

00
—quy —qs
Ew € ]l{yb_<y2'}El‘ [A € ]1{U5+V, GB,s+1jb_<m,';/\no_}dS
b

7o

=E,|e ™ ]l{,/;@;}EYVb, [/0 e_qs]l{UseB7s<n;/\n0}d5H
=B, |e™™ Ty, /0 ¢ Ry []lwseB,s«wo}]ds}

—E,|e ]l{yb_@;}/o e*qS]Pyyb_ (Us € B,s < kI A lio)d8:|

- ]Ez e_qyb_]l{yb_ <V;_}V(Q) (be_v B>:| :

Since Y has paths of bounded variation it follows from the definition of v, that
Y,- < b. Hence we can use the expression (2.25) for V@ (be—, B), which gives us that

Ex |:eqyb]1{yb_<u,f}v(q) (be_7 B):|

I W@ (b — )W (be_) W@y .
= Ly |€ {z/l;<y;L} B W(q)(b) - ( v, y) Y

—ar 11/ (@)
_'_EYU’J_ []l{T;_<T0_}€ T ]V q (b, B)):| .

By using Theorem (¢i1), for v, , vi and process Y instead of 7,7, 7,7 and X so
that W is used instead of W and x — a and a — b instead of z and a, for the equation
above it follows that

- W(q)(b_ y)W(Q)(be_> Wy :
z | € {v, <vd} 5 W@ (b) - ( vy y) |dy

—qrt
+ EYu; []I{T;<TJ}€ ik ]V(q)(b7 B)):|

N W(q)(b — y)W(q)(Yu,j) Wy .
= Ly |€ {y;<yj} B W(q)(b) - ( v, - y) Yy

WO, VO, B))}

b

W(q)(b)
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(2.29) / /m {/ (W(qqu(b)y)w@(z—ew)—W<q>(z—e+b—y)>dy

V@b, B) . W@ (z — bW (g —b— 2)
W "V E0 b>} [ W(a—b)

~ W@z —b— z)] T1(d6)d>.

Note that above we can use the integration with respect to dz on (0, 00) instead of
(0,a — b) since W9 (q —b—2) =W (x —b—2) =0 for z > a—b. To simplify the
expression above let us denote

A [W(q(:v—b)W (a—b—2)

Wil (a = b) —W(‘I)(x—b—z)].

We abbreviate (2.29) by D and write D as a sum and change the terms using Fubini:

D= / /m {/ (Wl;q/)((g(;) )W<q><z—9+b>—W<q>(z—9+b—y))dy

(I)—bgw (z—0+0) }AH(dQ)d
(@(p —
/ / W@ (z — 6+ b)II(dF) ; WW((l;(b) )dyAdz

///W (z — 0+ b — y)dyll(d6) Adz

q)

(@D(p — 0 oo
_ / M / / W@ (= — 0 + b)II(d0) Adzdy
Brpoy W@
/ / / W@ (z—0+4b—y)Il(d)Adzdy
BN[0,b)

q)

Now for (2.29), by taking into consideration that W@ (b —y) = 0 and
W@(z —0+b—y) =0 for y > b, and using Theorem twice by setting first that

u=x, m=>band v =a and after that settingm =b—y,u=2—yand v=a —y,
we have that
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(2.30)
D=

W@ (b —y) [ B W@ (z — b)
B W@(D) W@ (a —b)

+ WD (2) + / W (2 — z)W(‘”’(@dZ} dy
b

W@ (z — b) < a—y
N — 2 (W9D(a—y)+a WD (4 — oy — VWD (5 dz)
/Bm[o,b) { W) (a — b) (a—y) (a—y—=2) (2)

(W<q>(a) + /b ’ W (a — z)W(q)’(z)dz)

b—y
z—y
b—y
V@ (b, B) W@ (2 — b) a
. — (2) @ (, _ ()
W@ (b) { W@ (a —b) (W (a) + a/b WD (q — 2)W (z)dz)

+ WO (2) +a / W (2 — z)W@’(z)dz] :
b

Now V@ (x, B) can be written by using (2.28)), which coinsides with term (2.26)),
and ([2.30]), which is D and stands for (2.27]). This leads us to the following equality

(2.31)
V(Q)<JJ, B)
[ (WO WOw =)
= /Bm[b’a] ( W@ (a — b) Wl y))dy

W@ (b — ) W@ (z — b) . e N
* /Bm[o,b) W(q)(b)y {_ W@ (a — b) (W( )(a) + Oc/b W )(a — z)W( ) (z)dz)

+ W@ (2) + a/ W (z — z)W(Q)’(z)dz] dy
b

b—y
+ WD (x —y) +oz/

V@ (b, B) W(q;& —b) . e N
W@ (b) { T W@(a—b) (W( '(a) +a /b W (aq — z)W@ (Z)dz>

=y

WD (z —y — z)W(q)'(z)dz] dy

+

b

Setting x = b in equation ([2.31)) causes several terms to vanish and leads us to a linear
equation for V(@ (b, B) of the form
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(2.32) V@(b,B) = Ay + V' (b, B) {1 - W@(a - b()?v 9 (b)

X (W(q)(a) +a /b ' W (q — z)W@)’(z)dzﬂ ,

which we solve and get that

@ (p, B)

{/W (W&?i"ff A e ox

X { W(q) W) y <W(q)(a) +a /b ' W@ (g — z)W(q)’(z)dz) + W(‘“(b)} dy

W(q)(o) <
— 7 (WD (q—y)+ «
BN[0,b) [ W@ (a—b) ( )

a—y
W (q -y — z)W(q)'(z)dz>

b—y

. W@ (b)W (q — b)
+ W9 — y)} dy} X {W(q)(O)[W(Q)(a) +oa [ W@ (a— 2)W @ (2)de] }
(2.33)

WD (q — )W D (b
:/ (W(q) : (%) 5 (o )dy _/ Wb~ y)dy
Bl (a) + o f; W (a — )W ( )dz Brl0b)

/ WD) WD (a—1y)+a fb @D (q —y — Z)W(Q)/(z)dz]}
" BN[0,b) [ W@ (a +Osz W(q (a — 2)W@'(z)dz

dy.

Now, by inserting ([2.33)) into (2.31) and simplifying the expression, we get that

(2.34)
V(q)(x, B)

B W@(a— )Wz —b) iy,
B /Bm[b a) ( W@ (a - b) . y))dy

; W@ (b — y) W@ (2 — b) . o N
" /Bﬁ[o,b) W (b) {_ W@ (a —b) (W( )(a) + a /b W (a — )W (z)dz)

+ W9 () + oz/ W (2 — Z)W(q)/('z)dz] dy
b

W (2 — b) ( =y
— - (WD (g —y +a/ W(Q)a—y—zW(Q)’zdz>
/Bm[o,b) { W@ (a — b) ( ) b—y ( ) )

z—y
+ WDz —y)+a W (z -y — Z)W(Q)/(Z)dz] dy

b—y
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V(a—y)W(z —b)
- /Bn[b,a] W@ (a - b) v

/ WD (a — y) (WD (z) + a [ WD (z — 2)W W (2)dz]dy
b.a) W@ (a) + o [, WO (a — z)W(q)’(z)dz

_l’_
WD (b —y)[WD(z) + a [ WD (z — 2)W ' (2)dz]dy

all
/Bm[o,b) W@ (b)
[

+

/ {[W(Q)(a —y)+a fba_;y WD (q —y — )W (2 )dz]] 1

Boon) W@ (a) + a f; W (a — 2)W @ (2)dz !
(@ (p — a

X | — M <W(q)(a) + a/b W@ (g — z)W(q)’(z)dz)

+ WD (2) 4+ a /z W (z — z)W(Q)’(z)dz]

W@ (z W@ (p — AW d
{ ( )+aj;a ()(a: 2) )/(2) ZWm)(a_y)_W(q)(x—y)}dy
BAba | W@(a) +a [ WO (a — 2)W @' (z)dz

N / W@ (z) + a [ WD (z — 2)WD'(2)dz
Aoy (W@ (a) +a [ W@ (a— )W (2)dz

X (W(q)(a —y)+a /b ' W (g — 2)W9' (2 — y)dz)
— (W@ (z —y) +a /b ") (z — )W (7 — y)dz> }dy

for all b < x < a. By inserting the expression (2.33)) into (2.25) and noticing that

Tiasn) / WD (z — )W (2 —9)dz =0
b
and
]l{zzb}/ WD (z — )W (2)dz = 0
b
for all z < b, we get that

V(@ (z,B)

/ n[o b {W Wg(ng S W (x — y)}dy
n

@) () W@ (q — )W @D (D) - o
Wi (b)[/mba] (WU ) +a [ W) ( a—z)W(Q)’(z)dz>dy /Bm[ Wb — y)dy

W@ B [WD(a —y) + « fb @D (q —y— 2)WW(2)dz]
*/Bn[o J W (a +afb (a— W)z 1@1
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_ / { W@ ()W (a — y) }
BAba (W@ (a) + o [ W@ (a — 2)W@(2)dz

W@ (2 )WD(b—y) WD ()W (h—y)
i /Bm[o ) { W@(b) T Waw)

W@ (z)[WD(a—y) + o fa W@ (a —y — )W (2)dz] .
W@ (a) —|—0sz W(‘J (a — 2)W@'(2)dz —W()(x—y)}
(2.35)
_ 9 (x) +a]l{a:>b}fb W@ (z — )W (2)dz @ (g — o) — WD (g —
N /Bn[ba} { W@ (a +afb (a — )W@'(2)dz Wi( y) — WH( y)}dy
W (2)dz

+/ {W(q( )+ alaz) fb W@(x — 2
BA0b) W@ (a) + osz W@ (a — 2)W (@' (2)dz

X (W(q)(a —y) + a/ W (q — 2)W@' (2 — y)dz)
b
_ (W(Q)(:c —y) + al o / w@) (z — Z)w(q)/(z — y)dz) }dy
b

for all z < b < a. From ([2.20)) and equalities (2.34)) and ([2.35) it follows that the part
() holds for all z,b € [0, a] and the proof is done.

Part (zi): By using part (i) and letting a — oo, we get the wanted result by using
the Monotone Convergence Theorem. Note that here we need the fact, presented in
[6l Lemma 8.4], that scale functions can be written as

W (z) = "D Wy (),

where ¢ is the inverse Laplace exponent of X, defined in Proposition [1.24]and function
Wg)(z) = Pi(Q)(XOO > 0) stands for O-scale function. The measure P29 is the
measure defined as

— P @)X+ (d(9))t
dP,

Fi

O

The expected values, which we introduced in Theorem 2.8 give us the discounted
measure of how long the process U stays inside a given set on average. Hence they
are also called g-potential measures in the literature. Also the expected values, which
are of the same form as in Theorem [2.8] are called g-potential measures. Let us now
consider the case that the process U crosses one boundary before the other.

THEOREM 2.11 ([7], Theorem 4). For g >0, z,b € [0,a] and
O<a<p+ fol xIl(dz) we have

(i)
W@ (x) + a]l{x>b} Jy W@ (2 — )W (y)dy
W(q _|_ Odfb fI) a — )W(Q)/(y)dy

E.le” a]l{ﬁ“o }]
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(i)

EZB [eiqlia]l{ng<m;f}]

= Z9(2) + aql sy / W (z — )W (y)dy
b

Z9(a) + aq [, WD (a — y)W9 (y)dy

B b @ i, / WD (e — WD )
W@ (a) + o ) W(q)(a_y)w(q),(y>dy( (2) + alpsp i (z —v) (y)dy

PROOF. Part (i): First we prove the equality for ¢ > 0. Let e;,, ¢ > 0, be an
exponentially distributed random variable with rate g such that e, is independent from
U. Recall the optional times kg, :=inf{t > 0: U; < 0} and x} :=inf{t > 0:U; > a}
and that the corresponding spectrally negative Lévy processes X and Y have paths
of bounded variation. From the definitions of x; and &/ it follows for the process U
that

{Qtz()}:{oggtUSZO}:{/ig>t} and {U; >a} = {sup U, > a} = {k] <t}.

0<s<t

Hence it follows, by using the independence of U and e, and the tower property, that

(2.36) P.(U,, > 0,Uc, >a)= Ex/o ]l{gtzoﬁpa}qe’qtdt
- Ex/o ]]~{K6>tyl{j<t}qe_qtdt - ]E:C /;_ ]l{ﬁof>t}q€_qtdt

= {Ex{/m Ly oy (g <ty + ﬂ{nkno})qeqtdt’f@)*H'

Since {k} <t < kg } (ko < K} =0, the strong Markov property and measurability
give us that

—qt
B {Ex[L Lig oty (g <ty T Lt <z e thlf(”i” }

| > —gt—q(sE —r)
=E, IEz{/ﬁ+ Lo et <ngyae™ ! dt‘f(n(m]

> — t—nj
N Lo snyge g )dt‘f(niw }

o)

- - R:
:Ex ]l{fi?f<f€5}e q Ew

L Jrd

I ot et
= By | Tyt cngye ™ Ba Lfintoe, <, U0ty 461 Ka)dt‘fmwﬂ

3

- » .
=E, :[L{H;r<ﬁa}6 W g, ]l{infogrgtUT+KZL¢.—UK3.+aZO,tZO}(]€ qtdt‘f(N;HH

o0

[ —qrd —qs
= Ex ]]‘{K;‘:<I€07}e ¢ aEa ]]‘{infog,,.és Urzo}qe 1 d8:|:|

o0

—_agrt —qs
:Ew[]l{n:<mo_}e a|E, ; Lintoe, <, U,>03q€ "7 ds]

> 0).

<

€

(237) = Bu[L oy ™ Py
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2.2. EXIT PROBLEMS OF REFRACTED LEVY PROCESSES

Combining ([2.36) and (| - gives that
(2.38) Po(U,, > 0,0c, > a) = B[l s oy " Pu(U,, > 0).
For the probabilities above we have that

P,(U,, > 0,T., > a) = P,(U,, > 0) ~ P,(U,, >0,T,, < a)

= q/ e "P(U; € Rt < kg )dt — q/ e P, (U; € [0,a],t < kg AKS)dE
0 0

and

P.(U,, >0)= q/ e P, (U € R, t < Ky )dt.
0
From Theorem [2.8] (i) it follows that for all ¢ > 0

/ e M"P(U; € Rt < Ky )dt

0

(2.39)

= [W9(a) + oz/ W (a — 2)W 9 (2)dz]
b

y / e—P@y W (a — ) 4
[b,00) Ozf e~ P2 W (@ (2)dz W(q)(a )+ o [, W) ( a—z)W(‘I)’(z)dz Y

+/ [ e P OFW D (z — y)dz B WW(a—y)+af WD (a—2)W
on LSy @7“”@)2”/(")’(2)(12 W(a) + o [ W(a — 2)W

gl e
—~

N

|

<
SN~—
o

N
| IS |

ol
<

——

Moreover Theorem [2.8| (¢) and (i7) imply

/ e P (U € Rt < kg )dt — / e P, (U € [0,a],t < kg AkS)dt
0 0
(2.40)
= [W(q) () + al >y / W@ (z — z)W(q)’(z)dz}
b

e—P@y W@ (1 — ) 1
" { /{b,oo> [Oéfboo WD (2)dz - WO(2) + allzy [y WO (2 — 2)WW'(2)d2

N /‘ fboo e_GD(Q)ZW(Q)/(Z — y)dz du — / W( )(a — y)
ob * e @2 (@' (2)dz Y pal LW @(a) + a (a — 2)W @ (2)dz
[0,b) b [b,a] b

B W (z —y) 4
W@ (z) + algsey [, WO (z — 2)W@(2)dz Y

B WD(a—y)+a [ WD(a—2)WD(z—y)dz
/[Ob) [ W@ (a) + o [, WO (a — 2)W@r(z)d 1dy}

27
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We notice that because of W@ (a — y) = 0 for y > a we can extend the integration
from [b, a] to [b, 00). Hence expression (2.40|) turns into

(W () + al 5y / W@ (z — )W (2)de]
b

6790((1)?/ W(q) (aj — y) d
>< J—
{ /[b,oo) |:Oz fboo e DWW (2)dz WD (z) 4+ alfzop fbx W@ (z — 2)W @ (2)dz Y

. / fboo e P DWW @ (2 —9)dz dy— / W@ (q —y)
[0,b) j;)oo eft,o(q)zW(q)/(z)dZ [b,00) W(q)(a) + fba W(Q)(a — z)W(Q)’(z)dz
B W (z —y) 1
W@ (z) + al ey J; WO (z — )W (z)dz] 0

/ WD(a—y)+a [ WD(a—2)WD(z—y)dz q
- a Y
0,6) W@(a)+a [, W (a—2)W@(z)dz

(2.41)
- [W(Q) (z) + aﬂ{x>b}/ W@ (¢ — z)W(q)’(z)dz}

. / o—#(@)y - W@ (a —y) dy
ooy LO f, e DWW (2)dz - W@ (a) + o [, WD (a — 2)W @' (2)dz
N / [ e #02 W@ (2 — y)dz B WD (a—y)+a [ WD (a— )W (2 —y)dz q
[0,) fboo e—%@(Q)ZW(Q)’<z)dz W(Q) (a) + « fba W(Q) (a — Z)W(Q)/(Z)dz )
Substituting (2.39) and (2.41]) into equation (2.38]) gives after rearranging that
_q,{j] B W@ (x) + alz>py sz W@ (z — )W (2)dz
W@ (a) +a [ WO (a — 2)W@(z)dz

which is what we wanted. The result for ¢ = 0 follows from the limit behaviour of the
case ¢ > 0 as ¢ — 0. Note here that for scale functions we have the representation

WD (z) = " D" Wy (),

where ¢ is the inverse Laplace exponent of X. The representation is presented in [6],
Lemma 8.4].

Part (ii): The proof is similar to the proof of part (i). For more details see for
example the proof of [8, Theorem 7].

Ex[]l{ﬁg<ﬁg}6

O
For the process U we define the following functions:
(2.42) W' (z;a0) = WD (- a) + al sy / WD (2 — )W (y — a)dy
b
(2.43) 29(z;a) == Z9 (v — a) + agl s / WD (z — )W D(y — a)dy.
b

The function Z@ in (2.43) is defined as in (2.3). Notice that if z < b, then
w'(z;a) = W@ (z — a) and 29 (2;a) = Z9(z — a). In the next theorem we use
the functions w@ and 2@ to generalize Theorem Hence we can think that these
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functions are the scale functions of the refracted Lévy process U. The proof of the
next theorem follows [10, Theorem 2].

THEOREM 2.12 ([10], Theorem 2). For ¢ > 0 and z,b € [a, |, we have that

(@) (-
Eo[e okt < ;] = %
and @
—qrd . — 1 — D (e ) M (D (-
E.le";k, <k, ] =2"(x;a) W a)w (x;a).

PROOF. Let a,c € R, a < ¢ and z,b € [a,c|]. Define the refracted Lévy process
(Ut)>0 such that U; := U; — a and optional times

kg :=inf{t >0: U, <0} and &}, :=inf{t > 0: U, > ¢ — a}.
By using quasi-space homogeneity property for U, we get that
E,[e ¢k} < k] = Ey_ule e BY, < Fg).
By Theorem [2.11] () and a change of variable it follows that
Exa[eqcaﬁ < Ryq]
WD (z —a) + alip_ospay fo (x —a—y)W@ (y)dy
W@ (c—a)+af W (c —a—y)W@ (y)dy
W9 (z—a)+ oz]l{$>b} [ WD (2 — )W (y — a)dy
W@(c—a)+a [, W (c—y)W@(y —a)dy
B w@ (2 a)
w@D(c;a)’

where for the last equality we used (2.42)) and ([2.43] -
The other part of the proof is snnllar to the first part. One just needs to use
Theorem m (77) and does the same steps as in the proof of the first part. O

2.3. Scale function equalities

In this section we present some equalities which we are going to use in the last
chapter. Let us begin with the main equality from which we derive the other results.

LEMMA 2.13. Let p,q,x > 0 and define o« as in Theorem[2.7]. Then

(2.44) /W z —y)WD(y)dy + (p //W(p) — )W (2)dzdy

- [ W”(y)dy—/ W
0 0

PROOF. Let us first consider the left hand side of (2.44]). We notice that by taking
the Laplace transform and using the convolution theorem, we get that

(2.45)
/ e_ma/ W(”)(x—y)W(Q)(y)dydx:oz/ e—Azw(P)(x)dm/ e—AyW(q)(y)dy.
0 0 0 0
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In the same way we get by integration by parts for the integral with respect to dx

that
(p—q / / / W (y — 2)WD(2)dzdydz
= (x — y)W (y)dydz
(2.46) _ ;‘” /0 —MW (a)da /0 e MW@ (y)dy,

where the last line can be seen by changing the order of integration and using that
W® =0 for z < y. By Proposition we have for (2.45) and (2.46)) that

(2.47) a/ooo e MW (2)dz /000 e MWD (y)dy = a - W()\; - 1/}()\)1 —

and

2.48

| (p)— q) [~ ) (2)d OO @ () Ay — (p—q) 1 1
T e e = B g e

Let us consider now the right hand side of (2.44]). Again by taking the Laplace
transform and integrating by parts we get that

/ /W dydx—/ /W(q )dydx

_A/o e AT ()d:c—X/O e MW@ (2)dx

1 1 1 1
(2.49) XN T —p A o) —q

where in the end we used again Propos1t10n 2.1] From (2.14) if follows that
(A —p =9 —ar—p.

We use (2.47) and ([2.48) to compute the Laplace transform of the left hand side of
(2.44) as follows

N 1 1 _'_(p—q). 1 1
T(A)—p (N A VA —p p(A) —¢q
(p—q) 1 1
‘(“* A ) ) —p o
_(w(A)—q—w(A)+aA+p> 11
A TA)—p (A —q
:<(¢(A)—Q)—(W(A)—p)) 11
A ) —p v(\)—q
1 1 1 1

(2.50) —_——— .
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Now from ([2.49) and ([2.50) it follows that the Laplace transforms of the left and right
hand side of (2.44) are equal. Since the Laplace transform describes a continuous
function uniquely, we get that equality holds in (2.44)), and the proof is done. O

From Lemma [2.13| we can derive the following corollaries.

COROLLARY 2.14. Let p,q,x > 0 and define o as in Theorem[2.7]. Then
@=p) [ WOl - WOy
0
=W (z) — WP (z) + a[W?(0 / W (2 — y)W ' (y)dy].

PROOF. The relation follows from Lemma 2.13| by differentiating both sides with
respect to x and integration by parts. 0

Note that Corollary holds for all p,¢,x > 0 and « as in Theorem Later
on we are going to use this corollary for example in cases like ¢ = p and a = 0. In
the case ¢ = p we get that

(2.51) W9 (z) — W () + a(W@(O)W(q)(x) + / ) W (2 — )W D (y )dy) =0.

It is important to notice that from a = 0 it follows by ([2.14]) and uniqueness of the
scale functions that W@ = W@ Hence when o = 0 Corollary [2.14] gets into the
form

(2.52) (4-p) / WO @ — WO (y)dy = WO (@) — WO (a).

COROLLARY 2.15. Let ¢,z > 0 and define o as in Theorem[2.7]. Then for x > b
it holds

we:0) = [1 - aWOOIWO ) o [ WO~ Wy

ProOF. This follows from (2.42)) and (2.51)). O

31






CHAPTER 3

Risk model

In this chapter we present a risk model, in which we apply a refracted Lévy process.
We begin with the section which presents equations which give us the expected time
that a given process spends in the so called red zone. After that we continue with a
risk model where we compute the probability of bankruptcy.

3.1. Time spent in the red zone

Now we are interested in how long the given refracted Lévy process stays below
the given boundary, which we later consider as a red zone. To get into this problem
let us first state the following lemma.

LeEMMA 3.1 ([10], Lemma 1). For all ¢,p > 0 and b < x < ¢, one has that

E.le ™™ WO, );vy < /]

— w@ (.Z'; ()) — (q — p) /b‘x w®) (1' — y)w(q) (y; O)dy

W) (2 — b) ¢
0 D(e0) = (g — ®) (e — (@ (4
Wl(c =) (w (¢0) = (¢ =p) /b W (e — y)w(y; O)dy>7
and
E.[e " Z@ (YV;); v, <vl]
200~ (- p) [ WO~ )= (5s0)dy
b
W®) (z — b) ¢
@D (e 0) = (g — ®) (e — ) 2D (y:
Wl(c =) <Z (¢;0) = (¢ —p) /b W (e —y)z (y,O)dy).
PROOF. See for example the proof of Lemma 1 in [10]. O

Next we present the theorem which gives us the representations for the joint
Laplace transforms

Ka /‘@Zr
(3.1) (/@a,/ 1{Us<b}ds> and (Féj,/ ]1{U3<b}ds).
0 0

Notice that for example fo'ﬁ 1, <pyds stands for the time that the process U spent
below b before going below a. These representations give us the expected time that
the given refracted Lévy process spent below b. Let us now begin with the theorem.

THEOREM 3.2 ([10], Theorem 3). For all g,p > 0 and z,b € [a, ] it holds
(i)
wd
By e ~000 " Lwsnnds; b < ]

~ w9 (z5a0) — qlisy [, WP (e — y)w?(y;a)dy
wPtd(c;a) — q [y WO (e — y)wr+d(y; a)dy
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(i1)
Ex[e—png_qfon; ]l{Us<b}d5; /ﬁ?; < /@j]
— (pta) (z;a) — q]l{be}/ w®) (z — y)z(p+‘1) (y; a)dy
b

2P (cia) — g fy WP (e — )29 (y;a)dy
wP+9)(c;a) — q [, W) (¢ — y)wP+9) (y; a)dy

X (w(”“) (z5a) — qlizspy / W (2 — y)wPto (y; a)dy).
b

PRrROOF. The proof follows the proof of Theorem 3 in [10].
Part (7): Let us begin with the case that a < 2 < b < ¢. Since process U can not
jump up and = < b < ¢, we have that
E,

+
o PR —afsc ﬂ{Us<b}ds]l{
K,

i<~;}}

+
+ Ke

—F prd —q fo ¢ Liug<p d8]1 1

=y |€ 0 {Us <t {kd<rz}

{n;r<na}:|

- KJF +
—ped—a Jo " Twa<pyds—a 7§ Ty, <npds
b

=E,|e

{kd </£;}]1

{n$<na}:|
r 4 ped
—PKe —qKy —¢ f’{+ ]1{U5<b}d5
b

=E,|e

]l{nb+<ﬁa}}

{kd<ra}
r 4o A Rl
—DPKc —qRy, —DPKy +PpKy —q fﬂ+ ]l{US<b}d5
b

=E,|e

{ni<m;}]l

{n;’<na}:|

=B, e @,
T {’ib

+
—p(ﬂi—fi;)—tIf:i Ty <pyds
<,"€;}e b

{Klz—<f€;}:| :

By using the tower property, the fact that e~(@+P)E] and 1 (ki <ny} BTC .7-"(,{;) -measurable
and the strong Markov property of U we get that

+
—p(ré =k )=a ["¢ Liu,<pyds
E, le—(q+p)“b+]1{ﬁg<m;}e ’ g {,J<ng}}
- 4t rd
B g+ oF *p("fc —Ry )7qf~+ IL{Us<b}ds
=E,; |E,; {e s ]l{f:{,"<n;}e ’ ]1{”j<“c7} f(“?)‘*‘

_ P
== ]Ea: e (a+p)m, ]l{m;<ng}Ex |:€

+
—p(kd —rf)—q f:f. Ly, <pyds
b

]l{ni«a}] ‘7@)4

&
=E, 67(q+p)n?1{n;’<n5}Eb [ep”jq b 1{Us<b}dsﬂ{n2’<m§}1 }

wd
62 =BTt [ g
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3.1. TIME SPENT IN THE RED ZONE

Let us now consider the case that b < x < ¢. First we notice that
E. |e—prd—a fffér Ty, <pydsq
z|€ ° {Hj<fi;}

wd
(33) — Ex |:e_p’{j]]'{lij<ﬁb}:| + Ex |:e—pfic+—q Jo ]l{US<b}ds]l{K; 1

<I€j} {nj<f@;} :

For the second component in (3.3) we get by using the tower property, the fact that

e P% and 1 (ki <ty A€ .F(K; ) -measurable and the strong Markov property of U that

+
+ Ke
—pré —q Jo ¢ Liu,<pyds
E$ |:€ 0 {Us<b} ]l{ﬁg<ﬁj}]l

{nﬁ<na}:|

_ +
—prd = ["C Ty, <pyds
b

=E,|e

]]'{Hb_<fii}]l{f€j<fig}:|
r o~ eed
—prd +pry =Ry, —q [7C Ty, <pyds
b

=E,|e

11{@«5}]

{nb_<f£2'}

_ +
+ - = e
—PK¢ +PK, —DKy 7(1\/‘ — ]l{Us<b}ds
_ K
—E,|E, [e b e <nty Lt <oy [ | F (s )+

_ +
- —p(rd —pry )=a [ Ly, <pyds
=E;|e " Ly <ntyBa {e ’ Lt anay || F o)+

+
_ + ke
_ —pK —pke —q [5 ¢ Liyg<pyds
=E;|e b]l{n;<ni}EU~; [e v H{HRM}H’

where in the first equality we used that b < x and 1y, <53 = 0 before hitting time &, .
Now for the inside expected value we can use the equality (3.2) and hence it follows
by using Theorem [2.4] that

+
_ + K
—pK —prd —q [5¢ Ly <ppds
E;|e b]l{n;<~i}EUn; [6 v ﬂ{ﬁkm}”

— R;‘—
=E,|e " ﬂ{n;<ni}EUnb_ |:e_(q+p),i;r]l{ﬁ;r<ﬁa}:| Ey |:e_pﬁj_q£) H{Us<b}d8]l{ﬁj<ﬁa}:|:|

- Wt (U — —a

Ky

—pk,
e b 1{5;<Hj} W(q+p) (b _ a)

)E —10'%*—11[0%+ Ty <pydsq
b|€ ° {ni<n;}

+
—prd—q [e 1 d
E, |ePre ~1Jo° La<n) T

j<’ia}:|
_ L —DKy (g+p) _
= W5 —a) E, [e b ]l{R;<H;r}W (U“b_ a)] .

Since U =Y above b, we get from Theorem [2.4] that

—prd _ —pvd _
E, {e p 1{@0@,,}] =E, {e p ]l{l’j<’/b}1 = W(Z’)(C—b).
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3.1. TIME SPENT IN THE RED ZONE

Applying above equation and (3.4) in (3.3)) it follows that

—pnzr—qfﬁg_ Ty, <prds
EZ‘ e 0 s ﬂ{ﬂi<ﬂ;}
(3.5)
—prd — Hjﬂ <pyds
W (2 — ) Ey [6 PEth” o< ]l{ni«a}] e e
~Wo(c—p) W@ (b — a) Eq [6 "L <ty WU —a) |-

Setting x = b in above equation we get that

W(P)(o)
W®) (c—b)

Ey[e P 1, _ W@ (U —a)]\
1_ ( b[ {,{b <n2>} ( K )])

wd
(3.6) lEb{e—p”f‘qu ]“Us<”d51{ﬁg<ﬁa}}==

W (a+P) (b—a)

Since U =Y when U > b, we get by using the spatial homogeneity of ¥, Lemma |3.1
and the change of variable that

E, [€_p”;]l{f$;<nc+}W(q+p)(UH; —a) =E, [e_pyb_]l{l/{ <V(:+}W(q+p)<y”1; —a)]
— ]Ezia[e*pllbia]l{yb_i ot }W(q+p)(y_ )]
= w ) (2 — a;0) — (¢ +p —p) / W (2 — a — y)w @) (y; 0)dy

b—a

c—

W (z —a—b+ a)

— (@+P) (¢ — q:0) — —
e (W a0) - =) [
(3.7)

= w7 (3 a) — q/ W (1 — ) w'TP) (y; a)dy
b

W (e — a —y)uw' P (y; O)dy>

W®) (z — b) ¢
A S (g+p) (e ) VV(I’) _ (¢+p)(,,.
W(p) (C _ b) (w <C7 a) q /b' (C y)w <y7 a’)dy> .

Applying (3.7) in (3.6) and setting z = b we get, by using (2.42), after reducing that
—prd —q fﬂj‘ 1 ds
(3.8) By | e7P"e 7000 U<ty vy

WP (h — q)
wlat)(c;a) — g fy WO (¢ — y)wls?) (y; a)dy
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3.2. PROBABILITY OF BANKRUPTCY

Inserting (3.8) into (3.5)) and using (3.7)) leads us to following expression

Ky

E, [ep”b]l{ﬁb<ﬁc+}W(q+p)(U ~ —a)

w@t?)(c;a) — g [} W(I” (¢ = y)waP)(y; a)dy
V\\](p)(aj _ ) ‘1+P) x, a) _ qu ( y)w(q+p)(y; a)dy
W®)(c —b) e w@P)(c;a) — q [, WP (c — y)wa (y; a)dy
W (& — b)[w ) (¢;a) — q [, W(” (¢ — y)w' ) (y; a)dy]
W® (¢ — b)[watP)(c;a) — q [, W (c — y)w@+P) (y; a)dy]
w ) (z;a) — qf W(p) (z — )w' Tt (y; a)dy
wltp) (c;a) — q [, WP (c — y)watP) (y;a)dy

which is what we wanted to show.
The proof of part (i7) can be derived in the same way as the part (7). O

With Theorem we can compute the expected time that the given process,
which can describe for example some insurance company’s financial situation, spent
below the given boundary b but above a before crossing ¢ or a.

In risk theory the boundary b is in many cases chosen to be the level below which
our company is in financial distress. The boundaries a and ¢ are usually chosen in
the following way. If the process U goes below a, then ruin occurs, and if U crosses
¢, the company has financial solvency.

3.2. Probability of bankruptcy

In this section we apply the knowledge about scale functions and exit problems and
give the probability of bankruptcy. We start by giving an example of a situation where
one can apply refracted Lévy processes. Let us assume that we want to describe the
financial situation of some insurance company. Assume that the spectrally negative
Lévy process (Y;)i>0 describes the surplus of the company. Now the jumps can be
taught to be the consequence from the claims that the company gets. For small
claim sizes it is usually assumed that jumps are exponentially distributed and that is
what we assume here too. If we assume that the company becomes bankrupt when
the surplus goes below 0 it is natural to think that we want the company’s surplus
to be above some artificial level b such that for example with high probability one
claim can not cause bankruptcy. In this case we have that the level b depends on the
claim size distribution. If the company’s surplus is between 0 and b we say that the
company is in financial distress. When the company is in financial distress it is natural
to think that some restructuring should happen. One solution for restructuring, so
the company has better chances to overcome financial distress, would be to increase
premiums, which can be modelled with linear drift. Now we have the new process
which describes the surplus of our company which is same as process (Y;)i>o above b
and below b it is process (Y;):;>¢ increased by a linear drift. This process is actually
the refracted Lévy process (U)o from Definition if we define X; :=Y; + at. Let
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3.2. PROBABILITY OF BANKRUPTCY

us now present the model with which we can compute the probability of bankruptcy,
when the surplus is described by refracted Lévy process. For more information about
the model see for example [10, Remark 4].

Recall the processes (Ut)i>0, (Xt)i>0 and (Y;):>0, the scale functions and the cor-
responding optional times from the beginning of Section 2.2. The definition of bank-
ruptcy is borrowed from [10] and is as follows: bankruptcy happens, if the process
U spends too much time in the interval (—oo,b) or drops too deep. We clarify the
definition with the following functions. For ¢ > 0 define the function w : R — [0, 0o]
such that

0, if © >0,
w(x) =< q, if0<az<b,
0, if x <0.
For the function w define the corresponding bankruptcy time p,, by
t
(3.9) P, = inf{t > O;/ w(Us)ds > ey},
0

where e; is an exponentially distributed random variable with rate 1 that is indepen-
dent of U.

We assume that the condition, which in literature is called the net profit condition,
E[X/] > « holds, in which case the probability of bankruptcy is less than 1 and

1 1

(3.10) clggo Wi(e) = F00 —a EM—a

In our model, if bankruptcy occurs, it occurs when the process U is in set [0,b) or
drops below 0. By using the law of total probability we get that

(3.11) P,.(0<U,, <b,p, <o0)+P,(U,, <0,p, <00)~+Py(p, =00) =1,

where for first two probabilities we get that
(3.12) P,(0<U,, <b,p, <o0)= Px</ﬁo w(Us)ds > el)
0
—1-E, {eqfono ﬂws<b}d5]
and

Ko
(3.13) P, (U,, <0,p, <00)= ]P’x(/ w(Us)ds < eq,ky < oo)
0

_q [0 _
=E, [6 aJo Lws <oy ds. Ky < OO}

The equality (3.12)) describes the probability of bankruptcy while surplus is between 0
and b and the equality (3.13) gives the probability of bankruptcy when surplus drops
below 0 with the initial capital x > 0. The probability P,(p, = 00) in gives
us the so called survival probability, that is the probability that bankruptcy does not
occur with the initial capital x > 0. The probabilities in (3.11) can be calculated
with help of the following corollary.
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3.2. PROBABILITY OF BANKRUPTCY

COROLLARY 3.3 ([10], Corollary 1). Assume the net profit condition E[X;] > «
1s verified. Then for ¢ > 0 and x,b > 0 the following assertions are true:

(i)
|: —QI() 1{U5<b}d5 ,{0 < OO:|
(a0~ q | W= )l 3:0)dy
L B -a) + Qf Z9(y) — aW @D (y)ZD (b — y))dy
9) — WD
X (w(”(x; 0) — Q/b W(z — y)w@ (y; O)dy)-
(ii)

Ez |:6—¢Ifo 0 IL{Us<b}d$; ,{a — 00:|

w@(2;0) — q [, W(z — y)w@ (y; 0)dy
Z@(b) — aW (@ (b) '

~ (B[] -
PROOF. Part (i): First we notice that
(3.14) E. {e_qfo&o Lws<opds, o < oo} = lim E, {e_qfoﬁo Lwsceyds, o <
Cc— 00

Since from Theorem (i) it follows that

Em |:€qf00 IL{Us<b}ds; Ha < K./+:|

c

.15 - z<q><:c; 0 -q [ Wa —y>z<q><y;o>dy
b
+ —qf,f — )29 (y; 0)dy
—q f; W(c—y)w@(y;0)dy

X (w(q)(:p;()) — q/b W(z —y)w'? (y;O)dy),

the only thing we need to show is that

. 29 0)—q [y W @ (y; 0)dy

(3.16) Jim w@(c;0)—q [W q) (y: 0)dy
(E[Xl] —a)+q [ Z(q y) — aWWD(y)ZD (b — y))dy
Z(q)(b) — aW(Q)(b) ’
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3.2. PROBABILITY OF BANKRUPTCY

For ¢ > b, by using Corollary [2.15] we have that
w!?(¢;0) — C]/ W(e - y)w'? (y; 0)dy
= (1 — aW@(0) —a/W c— )W (y)dy

- cw<c —y) {(1 — aW@ () WO(y) - a / Wy — z>w<q><z>dz] dy
(3.17)
:<1—aw<q><0>>[w<q iy / Wie =)W )]

b
—a{/ W (e —y) y)dy — /WQ)’ /WC— —z)dydz].
0

From ([2.52) it follows that

q /b CW(C — )W (y)dy

c b
=q / W(c—y)W9(y)dy — g / W(c—y)W9(y)dy

(3.18) = W@ (e —q/ W(e—y (y)dy

/ W(e— —2dy=q [ We—y—2)W(y)dy
b—z

b—z
—q / W(e—y— WOy —gq [ Wie—y— =)W (y)dy
0 0

(3.19) = WD (c—2)—W(e—2)—gq B W(e—y —2)W9(y)dy.

0

Applying (3.18) and (3.19)) in (3.17) gives that

(1 - W@ (0)) [w<q><c> —a [ Vite— g <y>dy]

- a[/ob W@ (¢ — )W (y)dy — /b W / W(c— - z)dydz}

= (1 —aW@(0 [ +q/Wc— )dy]
—a/ W [ c—z)—l—q/o W(c—z—y)W(Q)(y)dy}dz.
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3.2. PROBABILITY OF BANKRUPTCY

Since the function W is non-decreasing, we can use the monotone convergence
theorem together with the definition

(3.20) Z9D(x) =1+gq / W@
0

. W(c—y)
n AW
ous, non-degreasing and W(z) < oo for > 0, and get that

= 1, which follows from the fact that scale functions are continu-

wD(c;0) — g [, W(c —y)w@ (y;0)dy

J, W(e)
. { (1 — aW@(0)[W(c) + q [y W(e —y)W (y)dy]
e W(c)
_a fob W@ (2)[W(c—2)+q fob_z (c— 2z — y)WD(y)dy] dz}
:(1—aW —a/W b—z)d

By using integration by parts, relation (3.20)), Lemma for case p = ¢ and
relation ([2.3) we get that

(1 —aW?(0)) / WD () ZD (x — y)dy

— (1= aWOO)Z) + WD OZ ) ~ WO () —a [ WO)gW e~ g)dy
0

= Z9D(z) — aW'D(z) — qa/ W (z — @ (y)dy

=1+4g¢ /x W (y)dy — aW @ (z) — qa/ W (2 —y)W (y)dy

—1+q/ WD (y)dy — aW @ (z) —q/W dy—f—q/OmW(‘I)

—1—aW®@ +q/ W@ (y

= Z(Q)( ) — aw(q
Now we have that

(3.21) lim w(e;0) qucgvy((;— Y (y:0dy _ (2) — a W@ (z).
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3.2. PROBABILITY OF BANKRUPTCY

Also for ¢ > b, by using Corollary and the definitions of z and Z, which we
presented in (2.43)) and ({2.3)), we have that

29(¢;0) — g / W(e — )2 (y; 0)dy
= 79(c +aq/ W (¢ — )W (y)dy

—q/ W(c—y [Z(q +aq/ WD (y — 2) (z)dz}dy
—1—|—q/ W dy—l—aq/ W (¢ — )W (y)dy

—q/ W(e—y [1+q/ W@ dz—l—aQ/ W@ ( —z)W(Q)(z)dzldy

—1+q/ W@ dy+aq/ WD (¢ — ) WD (y)dy — aq/ W (¢ —y)WD(y)dy
—q/ W(c—y)dy—q/ W(c—1y) [ / W@ dz+aq/ W@ (y — 2)WD (2 )dz}d.

b b
By using (3.20) we get that

1+q/ W@ )dy—l—aq/W‘”c— Y)W ()dy—aq/ WD (c — )W (y)dy

—q/Wc— dy—q/WC— [/W dz+aq/W —z)W(q()dz]d
“1+g / W(e — )29 (y)dy — g / W(e - y)dy —q / Wi(e - y)q / W(2)dzdy

b
v [ WO+ ag [ WO~ )W)y~ ag [ WO~ )W)y

—q/Wc— dy—q/Wc— /W(q()dzdy 0
—q/b W(c—y)aQ/b W@ (y — )W (2)dzdy.

By setting p = 0 and o = 0, which means that W and W are equal, we get from
Corollary that

q /0 Wz — WO (2)dz = WO (z) — W(z)

so that
(3.22)

—aq/wq>c— @(y)dy

b c—y
— _aq / W(c — y)W@ (y)dy — ag / g / W(e -y — )W (2)d W@ (y)dy
0 0 0
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3.2. PROBABILITY OF BANKRUPTCY

By using the relation (3.22)) and the fact that [; W(c—y)dy = [ W(z)dz, by change
of variable, we get that

b b b Yy
g / W(c — 4)Z9 (y)dy — g / W(e - y)dy — g / W(c—y)q / W@ (2)dzdy
0 0 0 0
c c b
o [ WOy +ag [ WOl WO (g)dy - ag [ WOe - )W (y)dy
0 0 0
c c Yy
- q/ W(c—y)dy — q/ W(c— y)q/ W@ (z)dzdy
b b 0
c y
—q / W(c—y)ag / W (y — )W (2)dzdy
b b
b b
“1tg / W(c — 5)Z9(y)dy — ag / W(c — )W @ (y)dy
+q/W‘1) dy—q/W dy+aq/WQ)c—y)W(Q)(y)dy
- q/ W(c— / W@ (2)dzdy — aq/ / W(e—y — 2)W9D(y)dyW D (2)dz

—~ q/b W(c - y)aQ/b W@ (y — )W (2)dzdy.
(3.23)

—1+qf Wi - 920 (5)dy — ag / Wie — WO )y
~ ag? / bW(q)(z) . W(c—y—z)W(q)(y)dydz
[aq / W@ W(c—y—z)W(q)(y)dydz
+a [ W) - iy >]dy+aq/ WO (e — )W (y)dy
—q/ W(c—y /W<q( Ydzdy — ag? /0 W@ (2 / W(c—y — 2)W9(y)dydz
—q/b W(c—y)aQ/b W@ (y — )W (Z)dzdy]~
From it follows that
(324)  29(c;0) —q/ Wi(e — )= (y;0)dy
—1+q/Wc— >dy—aq/Wc— Y)W (y)dy

o / Wy [ W -y — WO (y)dydz,
0 0
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3.2. PROBABILITY OF BANKRUPTCY

if we only can show that the expression in [ ] is equal to 0. This is what we do next.
Putting in Corollary p = 0 and integrating the equation, then using Fubini and
integration by parts with respect to z, we get that

q /0 C (W9 (y) — W(y)]dy

0 p / "W(y — WO (2)dzdy — g / & [W<q><o>w<y> -/ "W(y — )W (2)dz | dy

A%
—qa/W (0O)W dy—qa//W — )W @ (2)dzdy
0

Zq/ocq/oyW(y—Z)Wq (2)dzdy
W (0)yw dy—qa//W W (2)dydz

= q/ocq/oyW(y—z)Wq (2)dzdy

—qa[ / W@ 0)W(y)dy + / W@ (2) /O C_ZW(y)dydz}

c y c
—q [ q| Wy—2)WD(2)dzdy — aq/ W(c— 2)W9(2)dz.
0

0 0

With the help of above equality proceed with [ ] from (3.23)) as follows:
(3.25)
b b—z
A :zan/ W@ (z) W(e—y — 2)W@ (y)dydz
0 0
v [ IVO) = W)y + ag [ WO )W)y
—q/Wc— /W(q dzdy—ozq/Wq) / W(e—y — 2)W9 (y)dydz
—a [ W= yag [ WOy - W)y
b b
b b—z
= ag’ / W@ (z) W(e—y — 2)W9(y)dydz
0 0
¢ ry
—l—q/ q/ W(y — 2)W9(2)dzdy
o Jo
c Yy b c—z
—a [ Wie—y)a [ WOty - ag? [ W) [ Wy - 2w )y
0 0 0 0

c y
iy / W(c - y)ag / WOy — )W (2)dzdy
b b
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3.2. PROBABILITY OF BANKRUPTCY

b c—z

= —a¢® | W9(z) W(c—y— 2)W9(y)dydz

—aq/Wc— /W(q (y — 2)WD(2)d2dy

—i—q//W —2) Q) dzdy—q/WC— /W z)dzdy.

We substitute ¥ = y — 2z and then use Fubini and change y = ¥ again to get
b c—2
= —oqu/ W(Q)(z) W(c —y — 2)W9(y)dydz
—aq / W@ (2 / W(c—7)W (7 — 2)dgdz
= —aq / W(c— / W@ (y — 2)W @ (2)dzdy,
so that we get

(3.26) A= —agq’ /bc W(c—1y) /Oy WD (y — 2)WD(2)d2dy

c Yy c Y
+q° / / W(y — 2)WD(2)dzdy — ¢° / W(c—1y) / W@ (2)dzdy.
0 Jo 0 0

By using Corollary for p = ¢, Fubini and integration by parts we get that

¢ [ W=y [ WOz
:qQ/OCW(c—y) /Oy {W<q>(z)+a(w< 0)W@ (2 / WD (z — r YW@ (r )dr)}dzdy

= ¢ /0 CW(C—y) /0 ’ W9 (2)dzdy + ¢ /O W(c—1y) /0 aW @D (0)WW (z)dzdy

c y z
+q¢° / W(e—vy) / a/ W (2 — )W (r)drdzdy
0 o Jo

= ¢ /C W(c—1y) /y W@ (2)dzdy + ¢ /c W(c—1y) /y aW' D (0)W@ (2)dzdy

+q/Wc— /aW(q /W (z — r)dzdrdy

=q / W(c—y /W(q Ydzdy + ¢ / W(c—y /&W(q)(O)W(q)(z)dzdy
+q2/ W(c—y)/ OéW(Q)/(’/’)/ W@ (2)dzdrdy
0 0 0
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3.2. PROBABILITY OF BANKRUPTCY

¢ [ W=y [ WO [ W) [ aW O oW )y
— ¢ /C W (e — y)aW9(0) /y W (2)dzdy — ¢ /C aW(c—1y) /y W@ WD (y — r)drdy

(3.27)
=q / W(ec—vy / WD (2)dzdy — ag? / W(e—y / W (y — )W (r)drdy.
Inserting (|3 in to and by using Fubini and integration by parts it follows
that

—ag’ /b W(e—y) /0 WOy — 2 O(2)dzdy

+q° /OC /Oy W(y — 2)W 9 (2)dzdy — ¢ /OC W(c—y) /Oy W (2)dzdy.
¢ [ [ W — w0 easay - [ wie-y) [0
o Jo 0 0

= [ W) [t - s - [we-y) [Ty

=q /C W@ (z) /C_Z W(y)dydz — q2/ (c— / W@ (2)dzdy

—q/Wc— /W dzdy—q/Wc— /W(q z)dzdy

which is what we wanted. Now we have that the equality (3.24) holds. By using
monotone convergence and the definition of Z it follows that

. 29(¢;0) — g [, W(e —y)2@(y; 0)dy
lim

c—00 W(c)
oy L0 We— )29 (y)dy
im
c—00 W(c)
+ lim aq fob W@ (z) [W(c —2)+q fob_z W(e—z— y)W(q)(y)dy] dz
c—r 00

W(c)
b b—=z
= lim W(o) / @(y)dy — ag / W@(z)[1+gq W (y)dy] d=
b

(328) = (E[X)]—a)+q / [Zy) — WO )ZO (b - y)]dy,

0

where in the last equality we also used the equality (3.10]). From (3.21)) and (3.28)) it

follows that the equality (3.16)) holds and hence the proof is done
Part (i7): First we notice that

E, {eqfoo ]l{Us<b}d5; Ky = oo}

. g0 _
= lim E, [e 1Jo® Lpeands; o ot

c— 00
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From Theorem [3.2] (¢) it follows that

Ky (
E, |:€qf00 ]l{US<b}ds; Ky > lﬁj] _ QIb y)w q) (y;0)dy '
w( )(Ca 0 - qu y)w(q (ya )dy
In part () we have shown that
@D(c:0) =g [FW(c— @ (y:0)d
c—00 W(C)
Hence we get by using the equality (3.10]) that
lim E, [eq 5 Lws<opds, oo > K::|
c— 00
iy L W(@[w qu w® (y; 0)dy]
e=o0 W(c) w(q’(c,O - be y) (y,O)dy
_ (X, - a)w(q) (2;0) —q [, W(:c — ) w'? (y; 0)dy
B ! Z@(z) — aW @ (z) ’
which is what we needed to show. U

In the model given in the beginning of this section we have that the probability
of bankruptcy with the initial capital x > 0 is

(3.29) P.(pn < 00) =P, (0<U,, <b,p, <o0)+P,(U,, <0,p, <00),

where for the probabilities on the right hand side we have the equalities (3.12) and
(3.13) which we can now compute with Corollary . Consequently we can also derive
the survival probability of the risk process U, which is

(3.30) P.(py =00) =1—-P,(p, < 00),
where in the right hand side we can apply (3.29)).
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