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Abstract The first part of this paper introduces a class of discrete multivariate phase-type
(MPH) distributions. Recursive formulas are found for joint probabilities. Explicit expres-
sions are obtained for means, variances and co-variances. The discrete MPH-distributions
are used in the second part of the paper to study multivariate insurance claim processes in
risk analysis, where claims may arrive in batches, the arrivals of different types of batches
may be correlated and the amounts of different types of claims in a batch may be depen-
dent. Under certain conditions, it is shown that the total amounts of claims accumulated
in some random time horizon are discrete MPH random vectors. Matrix-representations of
the discrete MPH-distributions are constructed explicitly. Efficient computational methods
are developed for computing risk measures of the total claims of different types of claim
batches and individual types of claims (e.g., joint distribution, mean, variance, correlation
and value at risk.)

Keywords Matrix-analytic methods - Risk analysis - Markovian arrival process -
Multivariate phase-type distribution.

Mathematics Subject Classification 60K

1 Introduction

Multivariate Phase-Type Distributions are introduced in Assaf et al. (1984) and Kulkarni
(1989). They have found applications in many areas. For example, in insurance risk mod-
eling, Cai and Li (2005) use it to develop a multivariate risk model in which different
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types of claims are stochastically dependent. In credit risk analysis, Herbertsson (2011)
uses multivariate phase-type distributions to model default contagion in credit risk. Some
other developments can be found in Rabehasaina (2009) and Zaphiropoulos and Zazanis
(2010).

In the first part of the paper, we present a class of discrete multivariate phase-type (MPH)
distributions, which generalizes the discrete univariate phase-type distributions (Neuts 1975,
1981) and is a discrete version of the continuous multivariate phase-type distributions
(Assaf et al. 1984; Kulkarni 1989). Taking advantages of Markovian properties provided
by an auxiliary process, we develop efficient computational methods for the joint distribu-
tion functions and the joint moments of the MPH distributions. According to Assaf et al.
(1984), the set of continuous MPH is dense in the set of nonnegative multivariate distri-
butions. The same conclusion holds for discrete MPH, which implies a wide variety of
applications.

In the second part of this paper, we introduce a novel multivariate insurance claim process
that considers K >1 types of claims and show that the joint distribution of the various types
of losses follow the MPH distribution introduced in the first part of the paper. As a result,
the joint distribution as well as the joint moments of the losses of different types can be
efficiently evaluated.

The remainder of the paper is organized as follows. In Section 2, a class of discrete mul-
tivariate phase-type distributions is introduced. Analyses on the distributions at the batch
level and individual item level are carried out in Sections 2.1 and 2.2, respectively. A multi-
variate insurance claim process is introduced and studied in Section 3. Efficient algorithms
are developed for computing performance measures such as the value at risk. Section 4 gives
a brief discussion on some extensions.

2 Discrete Multivariate Phase-Type Distributions

Similar to the continuous multivariate phase-type distributions (e.g., Kulkarni 1989), we
introduce discrete multivariate phase-type distributions (MPH-distributions). Like the con-
tinuous case, the discrete MPH's are defined as the numbers of different types of batches
arrived before the absorption of a discrete time Markov chain.

Assume that there are K types of items of interest, where K is a positive integer. The set
of batches of interest is denoted as C°, where a batch in C is represented by a string of
integers between 1 and K. For example, for K = 2, C% can be {{1}}, {2}, {11}, {12}, {111},
{112}. In batch h = {112}, there are two type 1 items and one type 2 item. In general, a
batch in C? can be denoted as h = {kika.. .k}, where 1 < ky < ky <...< kp =< K,
|h|is the number of integers in the string h (counting multiplicities). In other words, |h|is the
number of items in the batch h. Note that we shall use {.} to represent a batch. For example,
“{1} ” represent a batch with a single item of type 1 and “1” represents a type 1 item.

Definition 2.1 Let {Bg, Bp, h € CO} be nonnegative matrices of order m, where m is a
positive integer. Assume that B = By + ZheCO Bn is a substochastic matrix (i.e., Be < e).
A multivariate phase-type random vector { X, h € C°) can be defined as follows.

i) Define a discrete time Markov chain { I,,, n > 0} with m+1 phases { 1,2, ..., m, m+1}
B e — Be
0 1

chain is (6, 1- 6e), where 0 is a substochastic vector of order m.

and transition probability matrix < ), where phase m+1 of the Markov
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ii) Define &, = 0 forh € CY.If I, = i < m, then at time n+1,

a. forhe C% &npi1 =&nn+1 Euntt =Eun.foruzghu e Cland l,y) =j <
m with probability (Bn); ;3

b. &un+1 =&un, forallue C%andl, ;| = j < m with probability (Bo);, j; and

c. &unt+1 =&un.forallue CYand I,+1 = m+1 with probability 1-(Be);.

iii) If I, = m+1, then the process is terminated. Define Xy = & ,, forh € CoO.

In this paper, we also call {Xy, h € C°} a discrete MPH. Intuitively, we interpret X}, as
the number of type h batches arrived before the underlying Markov chain is absorbed into
phase m+-1.

We remark that the above definition of discrete time MPH-distributions is similar to the
terminating marked Markovian arrival processes introduced and studied in He and Neuts
(1998) (Also see Li (2003), Lucantoni (1991), and Neuts (1979)). A special case with one
type of items is studied in Latouche et al. (2003). In fact, it was the analogy between the
two types of processes that inspired us utilizing the discrete MPH-distributions to study
multivariate claims processes in risk analysis in Section 3.

For 1 <k < K, let Y} be the total number of type k items arrived before the underlying
process is absorbed into phase m+1. Then we have defined another discrete multivariate
random vector {Y;, 1 < k < K}, which can be expressed in terms of {Xp, h € CO} as

Yo=Y |hiXn, 1<k<K, .1
heC?

where |h|; is the number of times that k£ appears in the string h. Note that we must have
lh| = 35, |hj, forh e C°.

The random vectors {Xp, h € C 0} and {Yx, 1 <k < K} can be useful in insurance risk
and other areas. For example, Cummins and Wiltbank (1983) commented that:

an organization could be subject to losses from several perils and each loss event from
a given peril could result in claims of more than one type. For example, in workers’
compensation insurance, a single loss event could give rise to rymedical claims and
roincome replacement claims. . ..

For this case, {Xn, h € C°} can be used to model the number of loss events that cause
the claim combination {kj k»,....,kn} and {Ys, 1 < k < K} represents the total number of
different types of claims. Note that the arrivals of different types of claim batches can be
dependent, because, for example, accidents could be more likely to occur in certain time
periods than others.

Let J, be the type of the batch arrived in period n, if there is a batch arrived; J, = ¢,
otherwise. Then Xy and Yj can be rewritten as follows:

o
Xn = Z Iyy=n, 1,=my. heCY%
! (22)
Yo=Y Ihlly=h 1,<m), 1<k <K,
n=1heC?

where I{ ) is the indicator function. The expressions in Eq. (2.2) make an explicit connection
between Definition 2.1 and the continuous MPH-distribution introduced in Kulkarni (1989).
This can be seen if a time period is marked as h when the last transition is due to By, h € C 0
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Example 2.1 Assume that Y| and Y, are two independent discrete phase-type distributions
with PH-representations (¢t;, 77) and (o2, 72) with oije = ope = 1, respectively. Define a
discrete Markov chain with an absorption state and transition probability B given as follows:

e (I-TNe®@T i@ —Tye (I —Tne® (I — Tre
0 T 0 (I —Tp)e
0 0 T] (1 — Tl)e ’
0 0 0 1

(2.3)

where “®" is for the Kronecker product operation of matrices. Consider a case with C* =
{{1}, {2}, {12}}, m = 2, and define random vector (X{1}, X2}, X{12}) to be an discrete MPH
distribution with representation 0 = (0;; ® 0, 0, 0),

000 1T, I-T)e®@T, T1 @ (I —Th)e
),B{z}:(() T 0),B{12}:( 0 0 0 )
000

000
Bm:<000
00T 0 0 0

1
2.4)

It can be shown that Y1 = X{12) + X1 and Y = X(12) + X{2;. It is also easy to see that
X(12) = min{Yy, Y2} . Random vectors (X{1;, X2}, X{12)) and (Y1, Y>) are both discrete
MPH. While {X(1y, X{2), X{12)} are dependent, {Y], Y>} are independent (by assumption).
2.1 Discrete MPH Random Vector { Xy, h € C9}

Define

pi<xh,h€C0) :P{Xh:xh, hec°|10:i}, forxp >0, heC® 1<i<m:

p (xh, he CO) = (Pi (xh, he CO)) ;
mx1

p,*(zh, heCO) =E 1_[ 7 =i
heCt

Yo | Tl @] pitn ke, 1<i<m
{(xn=>0, heC®} \heC®

(7 (o hec)),

p* (zh, he CO)

forO<zy<1l,he CY. Note that p(xh, he CO) and p* (zh, he CO) are column vectors
of order m.

Proposition 2.1 For the discrete MPH-distribution defined in Definition 2.1, the condi-
tional joint probability generating functions of {Xn, h € C°} are given by

-1

P'Gn. heC)=|I-By— ) zmBn| (I-Ble, for0<z <1 hecC’ 26)
heC?

where I is the identity matrix.
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Proof Recall that J,, is the type of the batch arrived at time n, if there is a batch arrived;
Jn = ¢, otherwise. By conditioning on the first transition of the underlying Markov chain,
we obtain

pi (xn, h e C?)
= P{Xp=xn, he COlly=1i}
m-+1
=Y > PXn=xn heC’ Ji=ul=jll=i}

Jj=1 ue{pjuc?
m+1

Y. > PlUi=wlhi=jllh=i}PXn=on heCli=uli=jlo=i)
J=1 ue{p}uco

P{li =m+ 1|1y =i}

m
+Y P{i=9¢. 1y = jllo =i}P{Xn = 0.h € C°|I; = j}, if xa = 0, forall h e C*;
j=1
m
1Y Y Plhi=uli=jllh=i}P{Xy=xy— 1. Xn =xp.h#u he I, = j}
J=lueCl x,>1,
m
+Y PUI =0 I = jllo=i}P{Xn=xn.h e COlIy = j}. otherwise.
j=1

Q2.7)

Note that P{I; = m+1 |lp = i} = 1-(Be);, P{ J1 = ¢. I = j |lo = i} = (By);,; and
P{J; =u, I} = j |l =i} = (By)i,;. In matrix form, Eq. (2.7) can be written as

P(xh =0, heC% = (I —B)e+ Bop(xn =0, he CY);
P(xh, he CO) =Bop(xn, he CO)+ > Byp(xu—1,xn, h#u he ).
ueCO:xy>1
(2.8)

Then Eq. (2.6) can be obtained from Eq. (2.8) by routine calculations for probability
generating functions. This completes the proof of Proposition 2.1.

Equation (2.8) directly leads to the following recursive formulas for computing the
conditional joint probabilities of {Xp, h € C 0} . O

Proposition 2.2 The conditional joint probabilities of { Xy, h € C°) satisfies, for xn > 0,
heCO,

p(xn =0, forallh e CO) — (I —By)~'(I - Be:
p(Xh, he CO) — > = BO)*IBup (xu —1,xp, h#u, he CO). (2.9)

ueCO: xy>1
We remark that Eq. (2.6) can be rewritten as

-1

p* (z.,, he C°> — =B+ [Bo+ > mBu|[1-Bo— Y wmBu| (1 -Be
heCt heCt
(2.10)

@ Springer



Methodol Comput Appl Probab

which is equivalent to

p* (zn heC®) == Bre+ [ Bo+ Y anbu | p* (s hec®). @l
heC?

Taking derivatives of both sides of Eq. (2.11) with respect to zy and zy, for u, v € C°,
we obtain

-1 —1
ap*(zn, h e C°
o heC) (I—Bo— > a.Bh> Ba (1—30— Y ZhBh) (I - B)e;

9zu heC? heC?
3%p*(zn, h e CY)
3ZvaZu
-1 -1 —1
= (I —By— > ZhBh> By (I —By— > ZhBh> By (1 —Bo— > ZhBh) (I — B)e
heC? heC? heC?

—1 -1 -1
+ (1 — By — Z ZhBh> By ([ — By — Z ZhBh> By ([ — By — Z ZhBh> (I — B)e.

heC? heC? heC?
(2.12)

Letting zp = 1 for all h € C° in Eq. (2.12), it is easy to obtain the following result.
Proposition 2.3 The conditional first and second moments of {Xy, h € C°} are given by

(E[Xullo = iDmx1 = (I — B)"!' Bye, ueC";

(E[Xu(Xu— DIIo = iDmx1 =2 — B)"' By (I — B)™' Bye, ueC

(E[XuXvllo = iDmx1 = — B)" (Ba(I =B)"' By + By (I — B) ' By)e, u# vec’
(2.13)

Once the initial distribution of the underlying Markov chain {/,, n > 0} is given, the joint
probability distribution, means, variances, co-variances and coefficients of correlations of
{Xh, he CO} can be found by using Propositions 2.2 and 2.3. Details are omitted.

2.2 Discrete MPH Random Vector {Y;, 1 < k < K}

The joint probabilities, means, variances, co-variances and correlations of {¥;, 1 < k <
K} can be obtained directly from that of {Xh,h € CO} by using relationship (2.1).
The conditional joint probability generating functions of {¥;, 1 < k < K} are defined as

p§‘{ ;@1 2k) = E []_[le Z,fk‘ Iy = i], 1 <i < m and similar to Proposition 2.1, can be
represented in vector form as

-1
|A|

py(i1, 22, ... zk) = | I — By — Z szj Bn (I — B)e. (2.14)
heC? \j=I
The joint probabilities py (yx, | <k < K) = (P{Yy = yr, 1 <k < K |Ip = i})mx1 of
{Yr, 1 <k < K} can be obtained recursively as
pYyOr =0, k=1,..,K) = (I — By)"'(I — B)e;

PY(V1. -oor YK) = > (= Bo) ' Bapy(i — luli, ..o, yk — ulg). (2.15)
ueCO: y>lulg,k=l1,...K
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By Eq. (2.1), the first and second moments of {Y;, | < k < K} can be obtained from
that of {Xp, h € C} as follows:

ElVil= ) [E[Xnl, 1<k<K;
hec? (2.16)
ElViYjl= Y Y lul;[hiE[XuXn], 1<k j<K.
ueC%heC?

3 Risk Analysis: Multivariate Claim Processes

In this section, we introduce a multivariate insurance claim process in which K types of
claims, denoted as type 1, 2, ..., K, are considered. Different types of claims arrive accord-
ing to a marked Markovian arrival process (He 1996; He and Neuts 1998). Each batch of
claims may consist of different types of claims. For example, a claim batch can be com-
prised of 1 type 1 claims and n; type 2 claims. In addition, the joint distribution of the sizes
of claims in a batch is assumed to be a discrete MPH, thus allowing dependency between
them. The analysis on claims can be done at both batch level and individual claim level. The
model presented in this paper is quite general since Markovian arrival processes can be used
to approximate general arrival processes (Asmussen and Koole 1993) and phase-type dis-
tributions can be used to approximate any distribution functions with a nonnegative support
(Asmussen 2000) and (O’Cinneide 1990).
We next define the multivariate claim processes.

Assumption A The claim process is defined as follows.

A.1) The claims arrive in batches. The set of possible batches, represented by strings of
integers between 1 and K and denoted as C°, has finite many elements. The length
of each element (string of integers) in C? is finite.

A.2) The batches of claims arrive according to continuous time marked Markovian arrival
process (MMAP) {Dgy, Dy, h e C 0} where {Dp, h € C%} are nonnegative matrices
of order m, and Dy is a matrix of order m, and has negative diagonal elements
and nonnegative off-diagonal elements. Let D = Do + ) ;,cco Dn. Then D is the
infinitesimal generator of the underlying continuous time Markov chain of the arrival
process. We assume that the initial phase distribution of the underlying Markov chain
of the arrival process is stochastic vector n| (i.e., > 0 and ne = 1).

A.3) Let{Xnj, 1< j <|h|} be the vector of the sizes of the claims within a type h batch,
which is assumed to follow a discrete MPH—distribution with matrix representation
By Th,j» 1< j <Ih]) of order mp, for h € C°.

A.4) The random time horizon t has a continuous time phase-type distribution with
representation ( y, C) of order m-.

Under these assumptions, let S; () be the total claims (or losses) of type j occurring in
[0, ], for j = 1,2, ..., K. We define the vector of all types of losses during time interval
[0, 7] by (Si(7)), ..., Sk (7).

Note 1:  Assumptions A.2) and A.4) can be combined into a terminating MMAP for the
claim arrival process (see Example 3.2). This approach can capture the possible depen-
dency between the arrivals and the terminating time. All results in Sections 3.1, 3.2 and
3.3 still hold.
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Note 2: The amount of claims (S;(¢)), ..., Sk (¢)) in a fixed time interval [0, 7] can be
approximated by (S1(7)), ..., Sk (7)), where t has an Erlang distribution with parame-
ters {m, m/t} for a large m (Ramaswami et al. 2008). This is because the mean of 7 is ¢
and the variance of t is #>/m. The random variable T approaches constant ¢ as m goes to
infinity.

Assumption A.3) implies that the total amount of claims in a batch has a discrete PH-
distribution with matrix representation (By, 7Th), where Th = Th,1+Th2+---+Th, - In
Section 3.3, in order to analyze the amounts of claims of individual types, we further assume
that {7y, j, 1< j < |hl} have the following structure:

0 0 0 0
Tnj=\ ThGv - TnGp Tngj+v - TnGomp |- 1=Jj=<Ih (3.1
0 .. 0 0 -~ 0

Intuitively, Eq. (3.1) indicates that phases of the underlying Markov chain are divided into
non-overlapping groups, each group of phases corresponds a specific type of claims. An
important special case of the distributions of claims is given in the following example.

Example 3.1 Assume that i) the size of type k claims in any batch has a discrete phase-type
distribution with PH-representation (B, Tx) of order my, 1 < k < K; and ii) the size of
individual claims in any batch are independent random variables. By definition, a batch h =
{kika... k) € €Y consists of |h|claims of the types k7, . ..and kpn|. It is easy to see that the
amounts of claims of individual types have an MPH-distribution with matrix representation
(By: Tin.j» 1< j <Ihl), where

[h|—1
By = (Bkl, (1 =By, ©Br,s (1 =B o)1 = BBy, (1‘[ (1—Bk,.e>) Bkh); 32
j=1
0.0 0 0 0
|h|—1
Tnj=|0..0T (I—TieBy,, - (1—Tkj)e( IT @ —Bkie)) Biw |+ 1= =l
i=j+1
0.0 0 0 ! 0

(3.3)

The total amount of claims in a batch is the sum of the amounts of individual types of claims
in that batch. Then the total amount of claims in the batch is the sum of |h|independent
claims of the type ki, ...and kp, which is also a PH-distribution with matrix representation
(Bh> Th), where T, has a upper triangular structure and can be given by

T, I - Ty, )eBkz - T, )e(l — Bkze)Bk3

s T, (I = T )eBy,
0 0
0
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I3t is easy to see that mp, = le.h:ll mg;, forh = {kik ... kn} € C°. This completes Example

Our analysis on (§1(7)), ..., Sk (t)) consists of the following parts. From Section 3.1
to Section 3.3, we study i) the numbers of different types of batches (or individual claims)
arrived in [0, 7]; ii) the total amounts of claims associated with different types of batches;
and iii) the total amounts of different types of claims (S1(t)), ..., Sk (7)). For each case,
we show that the random vector(s) involved has a discrete MPH-distribution and we con-
struct a matrix-representation for it explicitly. In Section 3.4, a few numerical examples are
presented. In Section 3.5, the value at risk is analyzed.

3.1 The Numbers of Claims: A Discrete MPH-Distribution

Forh € C°, let Ny, (#) be the number of type h batches arrived in [0, 7]. Then the number of
type h batches arrived in [0, 7] is given by Ny (7). Let Ni(¢) be the number of type k claims
arrived in [0, ¢], 1 < k < K. Then the number of type k claims arrived in [0, t] is given
by Ni(t). The relationship between {Np(2),h € CY% and {Ni(t), 1 < k < K} is shown in
Eq. (2.1). We are interested in random vectors {Np(7),h € C% and {N¢(x), 1 <k < K}.
Since t has a phase-type distribution by He and Neuts (1998), the random vector {Ny(7),
h e C% is associated with a terminating MMAP and has a discrete MPH-distribution.

Theorem 3.1 (Theorem 3.4, He and Neuts 1998)Under Assumption A, the numbers
of batches arrived in the random time horizon v, {Ny(t),h € C%), have a discrete
MPH-distribution with matrix representation

{n@v, Bo=0, Bh=—(Do®I+I®C) " (Dy®1I), he c°} 3.5)
The orders of the matrices in the matrix representation are mamr.

The joint distribution, means, variances, co-variances and correlations of {Np(7), h €
C% and {Ny(7), 1 < k < K} can be found using the formulas given in Section 2.

3.2 The Amount of Claims of Individual Batches: A Discrete MPH-Distribution

For h € €, denote by Sy(z) the total amount of claims that come from type h batches
arrived in [0, ¢]. Then Sp(7) is the total amount of claims that come from type h batches
arrived in [0, 7]. Note the difference between S () andS{y(¢): S1(¢) is the total amount of
type 1 claims (which may arrive with different types of batches) in [0, ¢], while S (¢) is
the total amount of batch {1} claims in [0, ¢].

We show that the random vector {Sh(7),h € C°} has a discrete MPH-distribution. For
that purpose, denote by {/, ,, n > 0} the underlying Markov chain of the discrete MPH
random vector {Np(7),h € C%} defined in Section 3.1. Denote by {Ih,n, n > 0} the underly-
ing Markov chain of the discrete PH—distribution (B},, 7Th). We introduce a new underlying
Markov chain such that, after each transition in {1, ,, n > 0} , check the type of the batch
just arrived. Since By = 0, there is always a batch arrives after each transition. If the type
is h, then the Markov chain {I ,, n > 0} is initialized. If {Iy ,, n >0} is initialized in one
of its transient phase (i.e., a non-absorption phase), the clock of the Markov chain {1, ;,
n > 0} is stopped. When {Iy ,, n > 0} enters its absorption phase, the Markov chain {1, ,,
n > 0} takes another transition, the type of the next batch is observed and the next cycle
begins. If {In ,, n > O} is initialized in its absorption phase (i.e., the total amount of the
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claims in the batch is zero), the Markov chain {/, ,, n > 0} continues to its next transition. If
{I,,n, n > O} enters its absorption phase, the whole process is terminated. It is easy to see
that Sp(7) is the total time that a type h batch is observed while the underlying Markov
chain coincides with {/y ,, n > 0} .

The state space of the above underlying Markov chain has my = mam:+ mam,
> heco M phases: the first mam phases correspond to transitions with zero claims and the
mam,mp, phases correspond to transitions with claims from the batch h, forh € C 0,

Let B = > heco Bn(1 — Bye), which corresponds to phase transitions in {/, ,, n > 0} if
the amount of claims in the batch is zero. For such a case, the clock of the Markov chain
{I,n, n > 0} continues without being stopped. The Markov chain {/, ,, n > 0} continues
until either a nonzero claim batch is observed or it enters its absorption phase. We remark
that the first m,m, phases of the underlying Markov chain are not necessary if B=0.

The above analysis leads to the first main result of the paper. For notational convenience,
we assume that the elements in C are arranged in certain order (say u is the first batch and
v is the last batch), which is followed whenever the elements appear in vectors or matrices.

Theorem 3.2 The amounts of claims {Sp(7),h € C° have a discrete MPH-distribution
with matrix representation (0, Lo, Ly, h € CO), where

6=(menB, (oVB e, hec’), (3.6)
L0=<gB“?Bu:::Bthh:::BV?BV>! 3.7)

and, forh € C°,

0 0 0 0

Ln=(B® U —The) Bu® (I —TweB,) - 1 ®Th+Ba® (I — TweBy) -+ By ® (I — Tw)eBy) |-
0 0 0 0

(3.8)

Proof After a transition of the Markov chain {/, ,, n > 0} , a type h batch arrives with
(matrix) probability Bp. The next batch has a zero amount of claims with probability 1 — ;e
and a positive amount of claim with probability distribution 3,e. The total probability for a
zero amount of claim is then given by B = > heco Bn(1 — Bye). With probability By @ By,
the Markov chain {I ,, n > 0} is initialized in order to count the amount of claims brought
in by that batch, which leads to Lg. Once the Markov chain {/y ,, n >0} is initialized,
the underlying Markov chain is governed by I ® Ty, since during this period of time, the
phase of {I,,, n > 0} remains the same and the phase of {I, ,, n > 0} is governed by
Th. When the counting process of the claims in batch h is over, with probability (I — Tp)e,
{Ia,n, n > 0} makes its next move and the next batch is u with (matrix) probability By.
The counting process for the amount of claims in the batch u is initialized with (matrix)
probability By®((I — Th)eP,,). The Markov chain continues its transition without counting
claims with (matrix) probability B, for which case the amount of claims in the batch h (and
all possible batches) is zero. Then the matrix Ly, is obtained. The initial distribution vector
6 can be obtained similarly. This completes the proof of Theorem 3.2. O

Then (9, Lo, Ln, h € C9) gives a matrix representation of {Sp(7),h € CY% . The joint
probabilities, means, variances, co-variances and correlations of { Sp(7),h € C 0} can then
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be computed using formulas provided in Sections 2.1. The implementation of the computa-
tional methods is straightforward. Let pj(ny, h € C 0} be the probability that Sy(t) = np,
for all h € C°, given that the underlying Markov chain is in phase ; initially. Let
p(nn, h € C% = (pj(nn, h € C%)y,, x1. Then Eq. (2.9) leads to

(I—Lo™ " |{I—Lo— ) Ln]e, if np =0 for he CY;
P (nh, he CO) = heC?
Z (I — Lo)’lLup(nu —1, nh, h#u, he CO), otherwise.
ueC9, ny>1
(3.9)

Since the matrices Lo and {Lp, h € C°)} have a special structure shown in Egs. (3.7) and
(3.8), the recursion (3.9) can be further simplified as follows. Decompose p(np,h € C 0y into
(Po(nn, h € C°), pu(nn. h € C%),u € C?), where vector py(n, h € C?) is of order mym,
and py(nn, h € C) is of order mym my.

Corollary 3.3 Foru € C° we have, for ny # 0 for at least one h € C°,

po(nn, h e C?)
- ¥ ((1 _ é)leu ® Bu> (é ® U — Tu)e)po (nu —Lnmh#uhe co)

ueCl: ny>1

+ Z ((I_é)_l Bu@m) (1®Tu)l3u(nu—l,nh,h;éu,heco)

ueCY: ny>1

+ Y % ((1 - é)_l Bu® Bu> (By ® (I — Tu)eB,)py

ueCl: ny>1veCo
x (ny—1,np,h #u,h e €Y,
(3.10)
and, foru € cY and ny > 1,

pu(nh,heCO)
:épo(nu—1,nh,h7éu,heC0>+(I®Tu)pu(nu—l,nh,h#u,heCO)
+ Y Bed- Tu)er)pv(nu ~1,nmh#uhe CO).

veCO: ny>1

(3.11)

Compared to the recursion in Eq. (3.9), the recursive formulas in Egs. (3.10) and (3.11)
are involved with matrices of order less than or equal to m,mmaxy{my,}, instead of mym, +
MMt ) peco M.

Equations (3.9), (3.10) and (3.11) can easily be interpreted probabilistically. For
the initial probability distribution 8, 8p(ny, h € C°) gives the probability P{Sh(t)=np,
for h € CY}. In addition, the recursive algorithm for computing the joint probabilities can be
further improved by utilizing the special structure in matrices {Th,, h € C%} (e.g., Eq. (3.4)).
Details are omitted.

An alternative matrix representation for {Sp(7),h € C°} can be found by getting rid of
the first mym, phases in the matrix representation given in Theorem 3.2. Doing so, the
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transitions of the Markov chain {I, ,, n > 0} that correspond to zero amount of claims are
censored.

Theorem 3.4 The amounts of claims {Sn(7),h € C°% have a discrete MPH-distribution
with matrix representation (0, Ly, Ly, h € C 0, where

9 — ( (m®y)(1—1§)*13h)®[3h, he CO), (3.12)

Lo =0, and, forh € C°,

0
Ln=|I—-B)"Bu® (I —T)ePy) -+ I ® Ty
0
+ U =B "By ® (I — Tw)ePy) -+ (I — B)™'By ® (I — Tn)eP,)
0 0 .o 0
(3.13)

Proof Since B = ZheCO Bn(1 — Bye) includes all the probabilities that the arrived batch
has zero amount of claims, then {(/ — é)_lBh, he CY% give the probabilities that the claims
are nonzero. Then Eqs. (3.12) and (3.13) are obtained accordingly. This completes the proof
of Theorem 3.4. O

It is easy to see that the joint probabilities can be computed using Egs. 3.10 and 3.11
with minor modifications.

Corollary 3.5 The total amount of claims (i.e., the sum of {Sn(t), h € C%}) has a discrete
PH-distribution with matrix representation (G, Lo, Y heco Lh) or (9, 0, D heco Lh).

3.3 Multivariate Claims of Individual Types: A Discrete MPH-Distribution

Now, we are ready to consider the random vector (S1(7)), ..., Sk (t)). An important special
caseis CO = {{1}, {2}, ..., {K}}, where there is no difference between the batches of claims
and the types of claims. For the general case, by definition, Sp(7) is the sum of the amount
of claims of individual types included in the string h. With the structure of (B, Ty, j, 1<
h|
j <|h]) given in Eq. (3.1), we decompose matrices {Lp, h € CO} as follows:Lp = Y Lhy,j,
Jj=1
where Ly, ; corresponding to transitions associated with the j-th claim in the batch h. Then
Ly, ; is obtained by replacing I — Ty by diag(0, 1, 0) — Ty, ; in Eq. (3.8). Note that diag(0,
1, 0) is a matrix with a (block) diagonal structure and diagonal blocks are 0,  and 0. Also
note that we have I — T, = X ;(diag(0,1,0)—Tj, ;). Define

Ih|
Ly = > > Lnj. 1<k=<K (3.14)

h={k1...k‘h‘}€C0 j=11 kj:k

It is easy to see that L; corresponds to the amount of type k claims from all batches, 1<
k < K. By Theorem 3.2, we obtain

@ Springer



Methodol Comput Appl Probab

Theorem 3.6 The random vector (S1(t)), ..., Sk (t)) has a discrete MPH-distribution with
matrix representation (0, Lo, L1, Ly, ..., Lg), where 0 is defined in Eq. (3.6), Ly is defined
in Eq. (3.7) and {L1, Ly, ..., Lk} are defined in Eq. (3.14).

Similarly, we can obtain another MPH-representation of (S1(7)), ..., Sk (7)) by utilizing
the MPH-representation of {Sy(7),h € C 0y given in Theorem 3.4. Details are omitted.

Computation of the joint probabilities, means, variances, covariance and correlations of
(S1(2)), ..., Sk (7)) can be done accordingly. Details are omitted.

3.4 Examples

Example 3.2 We consider a model with K = 2 and C° = {{1}, {2}, {12}}. Claims arrive in
batches according to continuous time MMAP with m, = 3, n = (0.5, 0, 0.5),

-5 2 1 010 000 100
Do=|0 -2 0 |, byy=[0200|, Dyy=[000], Duy={000
0 0 —10 000 009 100

3.1

Amounts of claims of type 1 and type 2 have independent discrete phase-type distributions
with PH-representations (3, Tx), respectively, where

0203 0.1 0.5
B, = (0.4, 0.6), T) = <0.5 5 ) B, = (0.8, 02), Tp = (0.1 0.2). (3.16)

The time horizon t has a continuous time phase-type distribution with PH-representation
(v, O):

¥=(05,05), C = (‘12 _15> (3.17)
Using the methods developed in Sections 3.1, 3.2 and 3.3, moments are obtained as
The means
E[Nj(7)] E[Npy(7)] E[Nq2y(7)] E[N(7)] E[N2(1)]
3.8098 1.8098 0.3152 4.1250 2.125
E[S1y(7)] E[S(2)(7)] E[S{12)(7)] E[S(7)] E[$2(7)]
7.2987 3.0508 1.1099 7.9292 3.5302

Covariance is given in the following matrices:

76.30 —2.73 0.76

Covar(Ny1y(t), N2y (t), Ny (r)) = | —2.73 10.69 0.40 | ;
0.76 0.40 0.36 (3.18)
78.19 —1.19
Covar(Ni(t), N2(1)) = (_1.19 11.87 ) .

302.68 —7.46 6.41
Covar(S(1y(7), Sp (), Spigy(r)) = | —7.46 36.32 2.99 |;
6.41 299 5.82

310.67 —1.18
Covar(8)(r), $2(1)) = ( —1.18 40.41 )
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Note that both the numbers and amounts of type 1 and type 2 claims are negatively
correlated. The joint distribution of S7 and S> are illustrated in the following table.

The joint distribution of {S1(7), S2(7)}

Si(o\S2(r) 0 1 2 3 4 5 6 7

0 0.0438 0.0372 0.0295 0.0253 0.0213 0.0181 0.0154 0.0131
1 0.0180 0.0088 0.0054 0.0040 0.0032 0.0027 0.0023 0.0020
2 0.0129 0.0052 0.0037 0.0028 0.0022 0.0018 0.0016 0.0014
3 0.0101 0.0032 0.0025 0.0019 0.0015 0.0013 0.0011 0.0009
4 0.0085 0.0021 0.0018 0.0014 0.0011 0.0009 0.0008 0.0007
5 0.0075 0.0015 0.0013 0.0010 0.0008 0.0007 0.0006 0.0005
6 0.0069 0.0011 0.0011 0.0008 0.0006 0.0005 0.0004 0.0004
7 0.0064 0.0009 0.0009 0.0006 0.0005 0.0004 0.0004 0.0003

In Example 3.2, the claim arrival process (Assumption A.2) and the terminating time
(Assumption A.4) are independent. In the next example, the claim arrival process and the
terminating time are not independent and are defined by a single discrete MPH.

Example 3.3 Let the environment be described by a two-state terminating discrete-time
Markov Chain with two phases: N (stand for normal) and R (stand for risky). The transition
probabilities before termination are given by

N (084 0.1
P=R <0.8 0.16)' -19)

Suppose that the auto accident rates in two areas A and B are both affected by the underlying
environment. An auto accident can cause property loss claims (type 1), bodily injury claims
(type 2), or both (type 12). Consider a model in which claims (losses) arrive according to
the following discrete MPH with C° = {{A1}, (A2}, {A12), {B1}, {Ba), {B12}).

0.6 0.1
0=(0.2, 0.8), By= 0801 )

B (008 0 B (004 0 B (004 0
A=\ o0 002) "=\ o0 o001 ) 42~ 0o o0.01)

5. _ (004 0 B, (002 0 5. (002 0
By=\ 0 001) 7BI=\ 0 0005) "B~ 0 0.005)"

Assume the sizes of claims (losses) of individual accidents have the following discrete
MPH-distributions:

Biay =), Ty = (0.1);
Bray = 0.9).  Tiay) = (0.05);

0.1 0.1 0 0
Piasy = 02 08 Tianh1 = ( 0 0 ) a2 = <0.1 0.05);
By = (1. Timyy = (0.15);
B{BZ} = (0'9)5 T{Bz} = (0.05);

0.1 0.05 0 0
B{Blz} =(0.4,04), Tpy1 = ( 0 0 ) v T2 = (0.0] 0'05> :
(3.21)

(3.20)
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Note that if an accident causes both type 1 and type 2 claims, then the claim sizes of the
two types are dependent, as indicated by {T{a 51,1, T{a,,}),2> T(B1y),1> T(By),2} - Denote by
Sa,(t), Sa,(1), Say, (1), SB, (1), SB,(7) and Sp, (7) the amounts of claims corresponding
to accident types Ay, Az, A1z, Bi, B> and By, respectively. We analyze i) the amounts of
claims of individual accidents (batches) {S4, (7), S4,(7), Sa,,(7), S, (v), SB,(T), SB,, (T)}
; i1) amounts of claims from areas Aand B and iii) amounts of claims of types 1 and 2.

For part i), by Theorem 3.2 or 3.4, the random vector (S4, (1), Sa,(7), Sa;,(7), SB, (1),
S5, (1), Sy, (7)) has a discrete MPH-distribution with matrix representation, say, ( 6, Lo,
Lay, Lay, Lay,, L, Lp,, Lp,,). Using the formulas given in Section 2, the means and
coefficients of correlations of the losses associated with accidents are found as follows.

Mean(Sa, (t), Sa,(t), Sa,(t), S (r), SB,(T), SB), (7))
— (0.0101, 0.0035, 0.0067, 0.0051, 0.0018, 0.0021);

Correlation(Sa, (), Sa,(t), Sa,(tv), S, (r), SB,(T), SB,(7))

1.0000 0.0898 0.0844 0.0895 0.0645 0.0574

0.0898 1.0000 0.0622 0.0655 0.0469 0.0421 (3.22)

0.0844 0.0622 1.0000 0.0616 0.0447 0.0395

0.0895 0.0655 0.0616 1.0000 0.0471 0.0419

0.0645 0.0469 0.0447 0.0471 1.0000 0.0302

0.0574 0.0421 0.0395 0.0419 0.0302 1.0000

For part ii), the analysis on S4(7) and Sg(7) can be done by using: Sa(t) = S4,(7)+
Sa,(t) + Sa,(7) and Sp(t) = Sp,(t) + SB,(t) + SB, (7). Then (Sa(r), Sp(r)) has a
bivariate PH-distribution with matrix representation (6, Lo, Lao, +La,+La,, Lp,+Lp, +
L p,,). The means and coefficients of correlations are:

Mean (S4(7), Sp(r)) = (0.0203, 0.0089);

Correlation (S (t), Sp(r)) = (0 11556 0~11556> (3.23)

For part iii), S1(t) = Sa,(tv) + Sa,,(v) + S, (v) + Sp,(v) and S2(v) = Sa,(v) +
S, (T) 4+ SB,(T) + Sp,, (7). The means and coefficients of correlations can be found from
that Of(SAl (T)7 SA2 (t)5 SAIZ('E), SB] (f), SBz(t)’ SB]Q(.E))‘

Mean(S1(t), S2(r)) = (0.0194, 0.0097);

Correlation(S; (1), S»(1)) = (0 11977 0'11977) (3.24)

Note that both the claim amounts from different areas and of different types are posi-
tively correlated. According to Proposition 2.2, the joint distributions of the above random
variables can be calculated recursively. Details are omitted.

3.5 Value at Risk

Assume that the premium rate of type k insurance is jx; and the initial reserve for type k
insurance is vk, k =1, 2, ..., K. The operating losses at time ¢ for type k insurance can be

@ Springer



Methodol Comput Appl Probab

Table 1 Values at risk for « = 0.95 and E[t] =2

m 5 10 20 30 40 50 60 70 80 90 100 110

Var(t) 08 04 02 013 01 008 0067 0.057 005 0044 0.04 0.037

VaR; 59 43 34 30 29 27 27 26 26 25 25 25
VaR, -20 -21 -21 -21 =21 =22 =22 —22 -22 =22 -22 =22
VaRia 4 —-13 -23 =27 =29 -30 31 -32 =32 -33 -33 =33

defined as Sk (t)—urt—vi. Given a confidence level @ €(0, 1) and a time horizon ¢, we define
the value at risk (VaR) for type k insurance as

VaRe(a, 1) = inf{x : P{Si(t) — pxt — vk <x} >a}, 1<k<K. (3.25)

The value at risk for the total claim Sy (#)+ ... +Sk (¢) can be defined similarly.

We remark that if the VaR value is positive, then the probability that the premiums and
the initial reserve cannot cover the losses is greater than the acceptable level 1-«.

As pointed out in Note 2, the distribution of (S1(¢)), ..., Sk (¢)) for fixed t can be approx-
imated by that of (S1(7)), ..., Sk (7)), where thas an Erlang distribution with parameters
{m, m/t} and m is a positive integer. The latter quantity can be computed using Proposi-
tion 2.2. The total claim S;(¢)+ ...+Sk (¢) can be approximated by Si(t)+ ...+ Sk (1),
with the latter having a discrete PH-distribution so the value at risk can be computed. Note
that since Proposition 2.2 provided an algorithm for the joint distribution of (S{(7)), ...,
Sk (7)), one may actually evaluate the VaR of any combinations of the K types of losses.

Example 3.4 (Example 3.2 continued) We choose « = 0.95,¢r = 2, u; = 10,v; =
50, o = 15, and vy = 30. For the Erlang approximation, we choose m = 5, 10, 20, ...,
100 and 110. For Example 3.2, the values at risk for different type of claims are computed
and presented in the following table.

First, we comment that the values at risk seem to converge for each case, which validates
the approximation approach. Second, the numerical results show that for type 2 insurance,
the value at risk is negative. Thus, there is at least 95 % chance that the insurance company
can use its initial capital and premium income to cover the potential losses. However, this
is not true for type 1 insurance. Nevertheless, if the two are combined, the initial capital
and premium income may cover all the potential claims with probability 0.95. This shows
the benefit of diversification in insurance management. Third, when m becomes larger, the
variance of the terminating time is smaller. Table 1 shows that, if the terminating time is less
variable, the value at risk is smaller, which is consistent with intuition.

4 Discussion

The analysis in this paper can be extended easily to the following two modified models. The
first modified model is obtained from the one defined in Section 3 by changing the arrival
process and the time horizon from continuous time to discrete time. The analysis of the new
model is almost parallel to that of Section 3. The second modified model can be obtained
by changing the claims from discrete distributions to continuous distributions. For this case,
the total amounts of claims are continuous. The analysis is similar to that of Section 3 with
minor modifications.
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