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Abstract. Motivated by classical considerations from risk theory, we investigate boundary crossing problems for refracted Lévy
processes. The latter is a Lévy process whose dynamics change by subtracting off a fixed linear drift (of suitable size) whenever
the aggregate process is above a pre-specified level. More formally, whenever it exists, a refracted Lévy process is described by the
unique strong solution to the stochastic differential equation

dU; = =81y, >py dr + dX;,

where X = {X;: t > 0} is a Lévy process with law [P and b, § € R such that the resulting process U may visit the half line (b, co)
with positive probability. We consider in particular the case that X is spectrally negative and establish a suite of identities for the
case of one and two sided exit problems. All identities can be written in terms of the g-scale function of the driving Lévy process
and its perturbed version describing motion above the level b. We remark on a number of applications of the obtained identities to
(controlled) insurance risk processes.

Résumé. Motivé par des considérations classiques de la théorie du risque, nous étudions des problémes de croisement de frontiere
par des processus de Lévy réfractés. Un processus de Lévy réfracté est un processus de Lévy dont la dynamique posséde une derive
linéaire fixe. Plus formellement, un processus de Lévy réfracté est décrit par I’'unique solution forte, si elle existe, de 1’équation
différentielle stochastique

dU; = =81y, > p) dt +dX;,

ou X est un processus de Lévy et b, § € R, de telle maniere que le processus U peut visiter I’intervalle (b, oo) avec probabilité
positive. En particulier, nous considérons le cas ou le processus de Lévy n’a pas de saut positif et nous fournissons des calculs
explicites pour le probleme de sortie d’un intervalle. Toutes les identités peuvent étre écrites en terme de la fonction d’échelle as-
sociée au processus de Lévy sous-jacent et sa version perturbée. Finallement, nous appliquons les identités obtenues aux processus
de risque.

MSC: Primary 60J99; secondary 60G40; 91B70

Keywords: Stochastic control; Fluctuation theory; Lévy processes

1. Introduction

In this paper we are interested in understanding the dynamics of a one-dimensional Lévy process when its path is
perturbed in a simple way. Informally speaking, a linear drift at rate § > 0 is subtracted from the increments of a
Lévy process whenever it exceeds a pre-specified positive level. More formally, suppose that X = {X;: t > 0} is Lévy
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process. If we denote the level by b > 0, a natural way to model such processes is to consider them as solutions to the
stochastic differential equation

t
U =X, —5/ Liy,>pyds, >0 (1.1)
0

assuming that at least a unique weak solution exists and such that U = {U;: t > 0} visits (b, oo) with positive proba-
bility.

As a first treatment of (1.1) we shall restrict ourselves to the case that X is a process with no positive jumps and
such that —X is not a subordinator (also henceforth referred to as spectrally negative Lévy processes). As a special
case of the latter, suppose that X may be written in the form

X,=ct—S, t>0, (1.2)

where ¢ > 0 is a constant and S = {S;: ¢ > 0} is a pure jump compound Poisson subordinator. In that case it is easy to
see that, under the hypothesis ¢ > § a solution to (1.1) may be constructed pathwise utilizing the fact that b is always
crossed by X from below on the path of a linear part of the trajectory at a discrete set of times and is always crossed
by X, — &t from above by a jump. Note that the trajectory of the process U is piecewise linear and “bent” as it crosses
the level b in the fashion that a light ray refracts from one medium to another. Inspired by this mental picture, we
refer to solutions of (1.1) when the driving process X is a general one dimensional Lévy process as a refracted Lévy
process.!

The special case (1.2) with compound Poisson jumps described above may also be seen as an example of a Cramér—
Lundberg process as soon as E(X1) > 0. This provides a specific motivation for the study of the dynamics of (1.1).
Indeed very recent studies of problems related to ruin in insurance risk has seen some preference to working with
general spectrally negative Lévy processes in place of the classical Cramér-Lundberg process (which is itself an
example of the former class). See, for example, [2,7,12,13,17,18,20,26,30]. This preference is largely thanks to the
robust mathematical theory which has been developed around certain path decompositions of such processes as well
as the meaningful interpretation of the general spectrally negative Lévy process as an insurance risk process (see, for
example, the discussion in Section 10 or [17,30]).

Under such a general model, the solution to the stochastic differential Eq. (1.1) may now be thought of as the
aggregate of the insurance risk process when dividends are paid out at a rate § whenever it exceeds the level b.
Quantities which have been of persistent interest in the literature invariably pertain to the behaviour of (1.1) up to
the ruin time «; = inf{t > 0: U; < 0}. For example, the probability of ruin, Py(«x, < 00), the net present value

of the dividends paid out until ruin, E,( fOKO e 4! 81(y,>p ds), where ¢ > 0, and the overshoot and undershoot at
ruin, PX(UK(; €A, UK(;_ € B), where A C (—00,0), B C [0, 00) and UK(;_ = limmk& U;. Whilst expressions for the
expected discounted value of the dividends, the Laplace transform of the ruin probability and the joint law of the
undershoot and overshoot have been established before for refracted Lévy processes (cf. [24,32,35-37]) none of them
go beyond the case of a compound Poisson jump structure. Moreover, existing identities in these cases are not often
written in the modern language of scale functions (defined in Section 2 below). The latter has some advantage given
the analytical properties and families of examples that are now known for such functions (cf. [11,21]).

Our objectives in this paper are threefold. Firstly to show that refracted Lévy processes exist as a unique solution to
(1.1) in the strong sense whenever X is a spectrally negative Lévy process (establishing the existence and uniqueness
turns out to be not as simple as (1.1) looks for some cases of the driving process X). Secondly to study their dynamics
by establishing a suite of identities, written in terms of scale functions, related to one and two sided exit problems and
thirdly to cite the relevance of such identities in context of a number of recent and classical applications of spectrally
negative Lévy processes within the context of ruin problems.

The remainder of the paper is structured as follows. In the next section we compile all of our main results together.
Principally these consist of showing the existence and uniqueness of solutions to (1.1) which turns out to be in the
strong sense. The principal difficulties that arise in handling (1.1) lie with the case that X has unbounded variation

ISee, for example, the diagram on p. 80 of [9] and the text above it which also makes reference to “refraction” in the case of compound Poisson
jumps. The article [8] also uses the terminology “refraction” for the case that X is a linear Brownian motion.
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paths with no Gaussian part which seemingly falls outside of many standard results on existence and uniqueness of
solutions to stochastic differential equations driven by Lévy processes. Then in Sections 3-9 we give the proofs of our
main results. Finally, in Section 10 we return to the discussion on applications in (controlled) risk processes where
explicit examples are given.

2. Main results

Henceforth the process X will always denote a spectrally negative Lévy process defined on the filtered probability
space (82, F, {F;: t = 0}, P). It is well known that spectral negativity allows us to talk about the Laplace exponent
¥ (0) =log E(e?%1) for 6 > 0. Further the Laplace exponent is known to necessarily take the form

V() = {10292} + {ye —/ (1 —e—"")n(dx)} — {/ (1—e —ex)n(dx)} (2.3)
2 (1,00) ©,1)

for y € R, 0 > 0 and Lévy measure [T satisfying

I1(—00,0)=0 and / (1 Ax?) I (dx) < 00
(0,00)

(even though X only has negative jumps, for convenience we choose the Lévy measure to have only mass on the posi-
tive instead of the negative half line). Note that when I7(0, co) = oo the process X enjoys a countably infinite number
of jumps over each finite time horizon. We shall also denote by {IP,: x € R} probabilities of X such that under P, the
process X is issued from x. Moreover, E, will be the expectation operator associated to Py. For convenience in the
case that x = 0 we shall always write P and [E instead of Py and E.

We need the following hypothesis which will be in force throughout the remainder of the paper:

(H). The constant 0 <8 <y + |, ©.1) xI1(dx) if X has paths of bounded variation.

Note that when X is a spectrally negative Lévy process with bounded variation paths, it can always be written in
the form (1.2) where ¢ > 0 and S is a pure jump subordinator. In that case, one sees that the hypothesis (H) simply
says that ¢ > § > 0. Write S for the space of spectrally negative Lévy processes satisfying (H). Below, our first result
concerns existence and uniqueness of solutions to (1.1).

Theorem 1. For a fixed Xo = x € R, there exists a unique strong solution to (1.1) when X is in the class S.

Remark 2. The existence of a unique strong solution to (1.1) is, to some extent, no surprise within the class of solutions
driven by a general Lévy processes (not necessarily spectrally negative) with non-zero Gaussian component. Indeed
for the latter class, existence of a strong unique solution is known, for example, from the work of Veretennikov [33]
and Theorem 305 of the monograph of Situ [28]. The strength of Theorem 1 thus lies in dealing with the case that
X € S with no Gaussian component. In fact it will turn out that the real difficulties lie with the case that X has
paths of unbounded variation with no Gaussian part. Such stochastic differential equations, in particular with drift
coefficients which are neither Lipschitzian nor continuous but just bounded and measurable, are called degenerate
and less seems to be known about them in the literature for the case of a driving Lévy process. See, for example, the
remark proceeding Theorem 111.2.34 on p. 159 of [14] as well as the presentation in [28].

Remark 3. Standard arguments show that the existence of a unique strong solution to (1.1) for each point of issue
x € R, leads to the conclusion that U is a Strong Markov Process. Indeed suppose that T is a stopping time with
respect to the natural filtration generated by X. Then define a process U whose dynamics are those of {Uy: t < T}
issued from x and, on the event that {T < 00}, it evolves on the time horizon [T, 00) as the unique solution, say U , to
(1.1) driven by the Lévy process X= {X74s — X7: 5 = 0} when issued from the random starting point Ur. Note that
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by construction, on {T < 00}, the dependency of{ﬁt: t>T}on {17,: t < T} occurs only through the value 177 =Ur.
Note also that fort > 0

UT+t =U;
t

= ﬁT + }N(t — 8/0 l{L7Y>b} ds

=x+XT—8/
0

T+t
:X+XT+[_8/ 1{[7A>b}ds
0

T t

1{U5>b}ds+(XT+t _XT) _8/. l{ﬁT+a>b} dS
0

showing that (/]; solves (1.1) issued from x. Given there is strong uniqueness of solutions to (1.1), we may identify this
solution to be U and thus in possession of the Strong Markov Property.

Before proceeding to the promised fluctuation identities we must first recall a few facts concerning scale func-
tions for spectrally negative Lévy processes, in terms of which all identities will be written. For each ¢ > 0 define
W@ :R — [0, 00) such that W@ (x) =0 for all x < 0 and on (0, c0) W@ is the unique continuous function with
Laplace transform

o0 1
By @ () dx =
/0 © =B g

for all B > @(g), where @ (q) = sup{f > 0: {(0) = gq}. For convenience, we write W instead of W@ Associated to
the functions W@ are the functions Z@ : R — [1, c0) defined by

2.4)

X
200 =1+q [ WOy
0

for ¢ > 0. Together, the functions W@ and Z@ are collectively known as scale functions and predominantly appear
in almost all fluctuation identities for spectrally negative Lévy processes. Indeed, several such identities which are
well known (cf. Chapter 8 of [19]) are given in Theorem 23 in the Appendix and will be of repeated use throughout
the remainder of the text.

Note also that by considering the Laplace transform of W%, it is straightforward to deduce that W@ (0+) = 1/c
when X has bounded variation and therefore is (necessarily) written in the form ct — S; where S = {S;: t > 0} is
a driftless subordinator and ¢ > 0. Otherwise W(?(0+) = 0 for the case of unbounded variation. In all cases, if
X drifts to oo then W(oo) = 1/E(X1). In general, the derivative of the scale function is well defined except for at
most countably many points. However, when X has unbounded variation or IT has no atoms, then for any g > 0, the
restriction of W@ to the positive half line belongs to C 1(0, 00). See, for example, [23] and [22]. In [5] it was also
shown that when X has a Gaussian component (o > 0), then W@ € C%(0, c0).

We are now ready to state our main conclusions with regard to certain fluctuation identities. In all theorems, the
process U = {U;: t > 0} is the solution to (1.1) when driven by X € S and the level b > 0. We shall frequently refer
to the stopping times

k =inf{t > 0: U; > a}
and
Ko =inf{t > 0: Uy <0},

where a > 0. Further, let Y = {Y; := X; — ét: t > 0}. For each ¢ > 0, W@ and Z@ are the g-scale functions
associated with X and W@ and Z(@ are the g-scale functions associated with Y. Moreover, ¢ is defined as the right
inverse of the Laplace exponent of Y so that

9(q) =sup{f > 0: ¥(0) — 30 =q}.
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Theorem 4 (Two sided exit problem).

(i) Forq >0and0<x,b <a we have

E, (C_q'“cfl + )= W ) + a'fbx W(q)(x _ y)W(q)/(y) dy .
=tV W@ () + 8 [ W& (a — y) W@ (y)dy

2.5)
(i) Forg>0and 0 <x,b <a we have

_ X
Ee(€790 1o o) = Z9(0) +8q /b W@ (x — )W (y)dy

ZD(a) +8q [ WD (a—y)WD(y)dy
W@ () +8 [ W& (a—y)W@(y)dy

« <W<q)(x) 46 /x W(q)(x _ y)W(q)/(y) dy).
b

Theorem 5 (One sided exit problem).

(i) Forq > 0and x,b <a we have

e _qK+1 eP@x 4 5P (q) fbx e‘p(‘I)ZW(‘”(x —2)dz
x(e {kif <oo}) = e®@a 4 5P (q) fba e?@DTWD (g — 7)dz’

(ii) Forx,b>0and g >0

— X
E, (e_q"() 1{:(0_<oo}) — Z(‘I)(x) + 5q/l: W(q)(x _ y)W(q)(y) dy

q fboo e P @OYW @ (y)dy
- [ e ¢ @YW @ (y)dy

(W(q)(x) +6 /X W(Q)(x _ y)W(q)/(y) dy).
b

If in addition 0 < § < E(X1), then letting q |, O one has the ruin probability

E(X1) -4

PX(KO_<OO)=1_W

(W(x) +5 /b W — )W) dy>.

Theorem 6 (Resolvents). Fix the Borel set B C R.

(i) Forq>0and0<x,b<a,

o)
—qt
Ex <[) e 1{U,€B,t<KaAK;r} dt)

B / { WD ()48 [y WD (x —2)WD'(2)dz
e | W@ (a) +8 [, WD (a—2)W@'(z)dz

W@ —y) =W (x —y) } dy

f { WD (x) + 5be WD (x — 2)WD' () dz
Bn0.0) L WD (a) + bea W@ (a —z)W@'(z)dz

« (W(q)(a — V) +6 /a W(q)(a _ z)W(")/(z —y) dZ)
b

- (W(‘”(x )+ /X WO — )W @'z - y) dZ> } dy. (2.6)
b
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(i1) Forx,b>0and q > 0,

oo
—qt
Ex(fo e 1{U,€B,t<xo_}dt)

_/ { WD (x) + (Sf;‘ W@ (x — 2)W@'(7)dz
B BN[b,00) Sfbooe—<0(q)zw(q)/(z)dz

X =0 @z W@ (; — y)dz *
+/ { o i (z=y) (W@(x) + 8/ WD (x — )W (2) dZ)
ron) L f, e HOW@ () dz b

e @y _ W(q)(x _ y)} dy

X
- (W(q)(x -+ 5/ WD (x =)W' (z - y) dz) } dy.
b
(iii) Forx,b <a and g >0,

o0
—qgt
Ex(/o e 1{U,eB,z<,c;}d’)

/ {e‘PW +80(q) [, eP@WD (x —z)dz
a2 @e +80(q) [} e* @ W@ (a - z)dz

WD (a —y) — WD (x — y)} dy

ff[Sesew e o
B(=c0.b) | €2@4 + 8D (q) [, e®@ W@ (a — 7) dz

x (W(Q)(a —y)+ 5/ W(Q)(a _ Z)W(q)/(z -y dZ)
b

_ (W(Q)(x — )+ /x W(q)(x — Z)W(q)’(Z —-y) dZ) } dy.
b

(iv) For x,beR and q > 0,

o0
E, (f e_qtl{Uteg}dt)
0
_ / {(e¢(q><x—b> +8d(g)e- @b / " @@ (5 dz)
BN[b,00) b

@) =P gy
§2(q)

X
+/ {(eab(q)(xburm(q)e@(q)b/ e@(q)zw(w(x_z)dZ)
BN(—00.b) b

— W@ (x — y)} dy

—Q 00
« $D = 2@ g / e VDWW (2 — y)dz
P(q) b

X
— (W@(x — )+ / WD (x — )W (z - y) dz) } dy. 2.7)
b
Theorem 7 (Creeping). Forall x,b > 0and g > 0,
_ o2 X
E:(e ™0 1y _—¢)) = 7{W“W(x) +38 f W (x — )W (2)dz
KO b

[ e DW @ () dg
B fboo e~ %@z W(CI)/(Z) dz

<W(q)(x) +6 /x WD (x — )W () dz) }
b
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where the right-hand side should be understood to be equal to zero when o = 0.

Remark 8 (Identities in Theorems 6 and 7 when q = 0). In the previous two theorems the parameter q was taken to
be strictly positive for some of the identities. The case that ¢ = 0 can be handled by taking limits as g = 0 on both left
and right-hand sides of these identities.

Remark 9. Note that in the above (and subsequent) expressions the derivative of the scale function appears, despite
the fact that in general W9 may not be well defined for a countable number of points. However, since W9 only
appears in the integrand of an ordinary Lebesgue integral, this does not present a problem.

Remark 10. As is the case with any presentation which expresses identities in terms of scale functions of spectrally
negative Lévy processes, one may argue that one has only transferred the issue of “solving the problem” into finding
explicit examples of scale functions. Although in general scale functions are only semi-explicitly known through their
Laplace transform, there are now quite a number of cases for which they can be calculated explicitly. See, for example,
[11] and [21] for an updated account including a variety of new, explicit examples. For the cases where no explicit
formula is known for the scale function, [27] and [31] advocate simple methods of numerical Laplace inversion.
Numerical computation of scale functions has already proved to be of practical value in, for example, the work of [6]
and [10].

3. Proof of Theorem 1 in a subclass S ¢ 8

In this section, our objective is to define a subclass S (%) of S for which Theorem 1 holds. We will later show that
S = S To this end, by taking advantage of the fact that when X has bounded variation, 0 is irregular for (—oo, 0),
let us construct a pathwise solution to (1.1) for X having bounded variation and satisfying (H) (which will shortly turn
out to be the unique solution within that class). Define the times 7,, and S,, recursively as follows. We set Sy = 0 and
forn=1,2,...

n—1

i=1
n—1
S, =inf:z ST X, =8 (S;—T)—8(t—Tp) < b}.
i=1

Since 0 is irregular for (—oo, 0), the difference between two consecutive times is strictly positive (except possibly for
So and T7). Now we construct a solution to (1.1), U = {U;: t > 0}, as follows. The process is issued from X¢ = x and

U [ X=X (Si =T fort €[Sy, Tyq1) andn=0,1,2, ...,
T X =8NS =T — 8 —T,) forielT,, Sy andn=1,2,....

Note that in particular the times 7, and S, for n =1, 2, ... can then be identified as
T, =inf{t > S,,_1: U; > b}, S, =inf{r > T,,;: U; < b}

and moreover,

t
U =X, —8/ 1Ly >pyds.
0

The next lemma is the first step in showing that any solution to (1.1) which is driven by a spectrally negative Lévy
process of unbounded variation can be shown to exist uniquely as the result of strong approximation by solutions to
(1.1) driven by a sequence of bounded variation processes respecting the condition (H). In order to state it we shall
introduce some notation.
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Definition 11. It is known (cf. p. 210 of [4], for example) that for any spectrally negative Lévy process with unbounded
variation paths, X, there exists a sequence of bounded variation spectrally negative Lévy processes, X" such that
foreacht >0,

lim sup [X" —X|=0

n1o05e(0,1]

almost surely and moreover, when X" is written in the form (1.2) the drift coefficient tends to infinity as n 1 co. The
latter fact implies that for all n sufficiently large, the sequence X ™ will automatically fulfill the condition (H). Such
a sequence, X" will be referred to as strongly approximating for X. Rather trivially we may also talk of a strongly
approximating sequence for processes of bounded variation respecting (H).

Lemma 12. Suppose that X is a spectrally negative Lévy process satisfying (H) and that X" is a strongly approxi-
mating sequence. Denote by U™ the sequence of pathwise solutions associated with each X" which are constructed
pathwise in the manner described above. Then there exists a stochastic process U® = {U,(Oo): t > 0} such that for
each fixed t > 0,

lim sup [UM™ —U|=0
n1o0sef0.1]

almost surely.

Proof. It suffices to give a proof for the case that X has paths of unbounded variation. Throughout the proof, w € £2
is considered to be fixed (we hereby note that the reasoning below might not hold for some w belonging to a set with
P-measure zero). Let the constant n > 0 be fixed and let N € N be such that for all n,m > N, sup;c(o . |X ™ (s) —
X™ (s)| < n (note that N may depend on w). We will prove that for each fixed # > 0

sup |[UM —UM™| <29 (3.8)
s€l0,7]

from which we deduce that {U. s("): s € [0, t]} is a Cauchy sequence in the Banach space consisting of D[0, ¢] equipped
with the supremum norm, where D[0, 7] is the space of cadlag mappings from [0, ¢]. Note that the limit U (°® does not
depend on ¢. Indeed, if U (0.5 for = 1, 2 are the limits obtained over two different time horizons 0 < #; <t < 00
then a simple application of the triangle inequality shows that

Sup Us(OO,t]) _ US(OO,tz)|
s€[0,11]

<tim sup (U0 - 0D tim sup (U~ U <o
n1o0s5ef0,11] n1o0 sef0,1]

Returning to the proof of (3.8), define A Uy = Us(") - Us(m) and AWM X = XS(") — Xs(m). Moreover, set

A§n,m) =AMy Ay 3.9
S
= 8/0 Aym b 00 <py ~ Lum <p, o)) V- (3.10)

We shall proceed now to show that sup; (o |A"™| < from which (3.8) follows.

Suppose the latter claim is not true. Then since A®™ is continuous and A(()"’m) = 0 there exists 0 < s < ¢ such

(n,m)
p

that either (i) A§"’m) =7 and for all ¢ > 0 sufficiently small there exists r € (s, s + €) such that A > n or (ii)

Ag"’m) = —n and for all & > 0 sufficiently small there exists r € (s, s + €) such that Aﬁ"’m) < —1.
In case (i) it follows that A" U, > 0 since A”™™ X, € (—n, n) and thus by right-continuity there exists & > 0

such that A®™ U, > 0 for all r € [s, s + ¢). Hence, considering the integrand in (3.9), the first indicator is necessarily
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zero when v € [s, s + ¢). It follows that A, <n for all r € [s, s + &) which forms a contradiction. A similar argument
by contradiction excludes case (ii). O

We may now introduce the class S©® C S for which we will be able to prove that the statement of Theorem 1
holds.

Definition 13. The class S = S (x) consists of all processes X € S (issued from x) such that for the associated
process U it holds that P, (Ut(oo) = b) =0 for Lebesgue almost every t > 0.

Remark 14. Note in particular that S©°) contains all solutions to (1.1) for which X is of bounded variation satisfy-
ing (H).

Proposition 15. When X € S, the process U is the unique strong solution of (1.1) and consequently Theorem 1
holds when the class S is replaced by S

Proof. The fact that U is a strong solution to (1.1) is immediate as soon as it is clear that for each fixed r > 0

t

t
nhTIcI>lo 0 Lyoopyds = /0 Lo py ds

almost surely. However, this is an immediate consequence of Lemma 12 and the assumption that X € S(>).
For pathwise uniqueness of this solution, we use an argument which is based on ideas found in Example 2.4 on
p. 286 of [16]. Suppose that U1 and U@ are two strong solutions to (1.1). Then writing

t
1 2
At = Ut( ) — U[( ) = _8/0\ (1{U§1)>b} - I{Ul§2)>b})ds7

it follows from classical calculus that

t
2
A7 = —25‘/(; As(l{U}”>b} — 1{U3f2)>b})ds'
Now note that thanks to the fact that 1;,p) is an increasing function, it follows from the above representation that, for

allr >0, At2 <0 and hence A; = 0 almost surely. This concludes the proof of existence and uniqueness amongst the
class of strong solutions. |

4. A key analytical identity

The main goal of this section is to establish a key analytical identity which will play an important role throughout the
remainder of the paper.

Theorem 16. Suppose X is a spectrally negative Lévy process that has paths of bounded variation and let 0 < § < c,
where c =y +f(0 1y X1 (dx). Then for v=u>m >0

0 WD (v —m —
/ / WD (z — 6 +m)I(dH) Mw(@w —m)—WDu—m—2z)|dz
0 Jizoo Wi

q)(v — m)
_ WOw-—m (g W@ @
__m<w (v)+5/mW v —2W (z)dz>
+ W(q)(u) + 3/ W(q)(u — Z)W(q)/(z) dz. (4.10)
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Proof. We denote p(x,d) =E, (e_q’(; I{K(;r«a}). Suppose that x < b. Then by conditioning on U until it passes
above b, we have

———p(b,9), (4.11)

where in the last equality we have used (10.26) from the Appendix. Let now x > b and x < a. Recall the process
Y ={Y;: t > 0}, where Y; = X; — 6t and denote by P, the law of the process ¥ when issued from x (with E, as the
associated expectation operator). Using respectively, that O is irregular for (—o0, 0) for Y, (10.26), the Strong Markov
Property, (4.11) and (10.28), we have

_ a7t gt
p(x’ 8) = Ex (e ta l{rb_>r;'}) + EX (e ¥a 1{K0_>K;—}1{'L’b_<1’;—})
W@ —b)
- W@ (a—b)

WD(x —b)  pb,d) -

— ’ —qT, (9)

T W@ (q —b) + W(q)(b)Ex (e ’ l{fb_<rJ’}W (be_))
_ W@ (x — b) n p(b,d)

T W@D@a—b)  W@W®b) )

5 [W(‘”(x WD @a—b—y)

+Ey(e79% Lo oy P(U,- 8))

a—>b
| wowsy-0
(y,00)

WDy _p_
W@ (a — b) W (x —b y)}ﬂ(dG)dy- (4.12)

By setting x = b in (4.12) we can now get an explicit expression for p(b, §) using that W@ (0) = 1/(c — 8)

maﬁzwwwﬂw—mw@m_mwm@)

a—b -1
— / / Wb+ y—0)WD(a—b—y)I(do) dy} ) (4.13)
0 (y,00)

We now start with the second step which concerns simplifying the term involving the double integral in above expres-
sion. Noting that for § = 0 (the case that there is no refraction) we have by (10.26) for all x > 0

gt W@ (b)
p(b,0) =Ey(e™ 7% 1{10_”;}) = Vo@' (4.14)
it follows from (4.13) and (4.14) that
a—b
/ / WD (y -0 +b)WD(a —b— y)IA0)dy = c WD BDYWD (a — b) — WD (a). (4.15)
0 (y,00)

As a > b is taken arbitrarily, we set a = x in the above identity and take Laplace transforms from b to co of both sides
of the above expression. Denote by £, the operator which satisfies L f[1] := f boo e f(x)dx. Let A > ®(q). For
the left-hand side of (4.15) we get by using Fubini’s theorem

o0 o0
/ e—kx/ / WDy —0+b)WD (x — b — y)dyIT(d0) dx
b 0 J(y,00)

e—kh 00 . @
- e WD (y — 6 + b)IT(dH) dy.
v —q /0 v/(y,oo)
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For the right-hand side of (4.15) we get

—Ab

/booe_)”x(w(q)(x — b)cW(q)(b) _ W<‘1)(x)) dx = W%_ch(q)(b) B /booe_xx W(q)(x) dx
and so
/OO/ e WD (y — 0 +b)1(d0) dy = WD (b) — (Y (1) — q)e*? L, WP [A] (4.16)
0 J(y,00)

for A > @(g). Our objective is now to use (4.16) to show that for g > 0, for x > b, we have
o0
[ / WDDb+y—0)TdOWD (x —b— y)dy
0 J(y,00
X
= WD)+ (c - HWDPBYWD (x —b) — 8 f WD (x — y)WD (y)dy. (4.17)
b

The latter identity then implies the statement of the theorem.
The equality in (4.17) follows by taking Laplace transforms on both sides in x. To this end note that by (4.16) it
follows that the Laplace transform of the left-hand side equals (for A > ¢(g))

o0 oo
/ e M / / WD b+ y—0)WD(x —b—y)[1(d0)dydx
b 0 J(y,00

ef)\b

= m(cw(‘”(b) — (Y1) —q)ePL,W@). @.18)

Since Lp(f, f(x = y)g) dNIA = (Lo HIM(Lpg)[A] and L WD [1] = AL, W D[1] — e W@ (b) (which fol-
lows by integration by parts) it follows that the Laplace transform of the right-hand side of (4.17) is equal to the
right-hand side of (4.18). Hence, (4.17) holds for almost every x > b. Because both sides of (4.17) are continuous
in x, we have that (4.17) holds for all x > b. O

Remark 17. Close examination of the proof of the last theorem shows that one may easily obtain the identity in
Theorem 4(i) for the case that X has paths of bounded variation. Indeed plugging (4.10) into (4.12) and (4.13) and
then using (4.13) in (4.11) and (4.12) gives the required identity.

Note, however, that although this method may be used to obtain other identities in the case of bounded varia-
tion paths, it is not sufficient to reach the entire family of identities presented in this paper which explains why the
forthcoming line of reasoning does not necessarily appeal directly to the observation above.

5. Some calculations for resolvents

In this section, we shall always take X to be of bounded variation satisfying (H). Recall for this class of driving Lévy
processes, we know that (1.1) has a unique strong solution by Proposition 15 which has been described piecewise at
the beginning of Section 3.
Let U, = SUPg<s<; Ur, U, = infy<s<; U; and define for g > 0 and Borel B € [0, 00),
o [e ¢
V@ (x,B)= /0 e 4P, (U; € B,U; <a,U, >0)dr =/0 e 1P (Us € B, t <ky Ak[)dt.

The identity in Theorem 16 will be instrumental in establishing the following result.

Proposition 18. When X is of bounded variation satisfying (H) the conclusion of Theorem 6(i) holds.
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Proof. Recall that the process ¥ = {Y;: t > 0} is given by Y; = X, — 6t and its law is denoted by P, when issued
from x.

We have for x < b by the Strong Markov Property, (10.26) and (10.27)

+

7 00
V(q)(x, B)=E, </ e qtl{U,eB,t<K;r/\KO}dt> + E, </+ e qtl{U,EB,t<K;AKJ,‘E;<‘EJ} dl)
0 T

b

r;rAr(; 4
E, (/(; eiqtl{xteg} dt) +Ex(eiqrb l{rb+<rO—})V(q)(b, B)

W(q)(b—y) @ @ W(q)(x) @

Moreover, for b < x < a, we have

‘Eb_/\r;r Jr/\KO_
V@ (x, B) =E, (/ eqtl{YteBﬂ[b,a]}dt) +Ex <l{r <z+}/ eqtl{UteB}df>
0 b

oo
=/ e I'Pe(Yi € BN[boal,t <1 Aty)dr +E (L e VDY, B))
0

{7, <=
N W(ll) (a ) @ w
BN[b.a] <mw (x =b) = W (x — z)> dz
W(")(b y) (q) »
/ /(zoo){f[ W@ (b) W (z—-0+4+b)-W (Z_9+b_y)}dy
V@b, B) W@a—b-2)

W@ -6+ b)} [ WD (x —b) — WD (x —b— z)}]’l(de) dz,

W@ (b) W@ (a — b)
where in the second equality we have used the Strong Markov Property and in the third equality (5.19), (10.27)
and (10.28). Next we shall apply the identity proved in Theorem 16 twice in order to simplify the expression for
V(‘f)(x, B), a > x > b. We use it once by setting m = b, u = x, v =a and once by settingm =b —yandu =x — y,
v=a —y for y € [0, b]. One obtains

(q)
V(q)(x, B) = / (Mw(tﬁ( b) — W(q)(x _ Z)) dz
BN[b,a]

W@ (a — b)
WOb—y)( WO —b)( ‘ w@ @y
* [Bm[o,b){ W@ (b) <_W<q>(a —b) (W @+ /b W — W dz>

+ WD (x)+8 / W (x — )W (2) dz)
b

B < W(‘f)(x —b)

= 7 @, —
W@ _b) (W" (a—y)+34

o
WD —y—2)WD'(z) dz)
b—y
-
+ WD —y)+35 WD (x—y—W?(2) dz> } dy
b—y

V@ (b, B) ( W@ (x — b)

_ @ WD A w@)
W@ (b) W@ (a — b) (Wq (a)+8/b W (a — )WY (z)dz)

+ WD (x)+8 / WD (x — )W (z) dz>. (5.20)
b
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Setting x = b in (5.20), one then gets an expression for V@) (b, B) in terms of itself. Solving this and then putting the
resulting expression for V@ (b, B) in (5.19) and (5.20) leads to (2.6) which proves the proposition. O

Keeping with the setting that X is a Lévy process of bounded variation fulfilling (H), we may proceed to use the
conclusion of the above proposition to establish an identity for the resolvent of U without killing which we denote by

o0
R(q)(x,B)=/ e 9'P, (U, € B) dt (5.21)
0

for ¢ > 0 and Borel B € R.
Corollary 19. The conclusion of Theorem 6(iv) is valid when X has paths of bounded variation satisfying (H).

Proof. By taking the expression given in Proposition 18 and letting a 1 co one gets by the Monotone Convergence
Theorem the expression for the one sided exit below resolvent given in Theorem 6(ii) in the case where X is of bounded
variation. It should be noted that here one uses the relation (cf. Chapter 8 of [19]) WD (x) = e®@x Wo(g)(x) (and
similarly W(@ (x) = e?@W,,, (x)), where @ (g) is the right inverse of the Laplace exponent of X and Wg ) plays
the role of the (¢ = 0) scale function for the spectrally negative Lévy process with Laplace exponent ¥ (60 + @ (g)) —q.
Moreover one should use the known fact that We ) (00) < 0o when g > 0.

In the same spirit, replacing b by b 4+ 6, x by x 4+ 6, B by B 4 6 and then letting 6 1 oo in the expression for the
one sided exit below resolvent obtained above, one may recover the expression for R (x, B) given in Theorem 6(iv).
Here one uses I’Hopital’s rule and the known fact that the (left-) derivative of Wg () is bounded on intervals of the
form (xp, co) where xg > 0 and tends to zero at infinity. O

We close this section with a result which says that if X strongly approximates X and the latter has unbounded
variation, then by taking 7 1 0o, even though we are not yet able to necessarily identify the limiting process U(*) as

the solution to (1.1), the limit of the associated resolvents to U™, say R,(,q) , still exists as n 1 oo and it is absolutely
continuous with density which is equal to the limiting density of R,(,q).

Lemma 20. Suppose that X has paths of unbounded variation with strongly approximating sequence X" . For x € R
and bounded interval B we have

lim R\ (x, B) =/ lim rA? (x, y) dy,
ntoo pntoo

where r,(lq) (x, y) is the density of R,gq)(x, dy). In particular lim, 40 r,(lq) (x, y) is equal to the density in the right-hand
side of (2.7).

Proof. Denote by 1, the Laplace exponent of X ™ and by W.?’ the scale function of X ™. Since the sequence X™ is
strongly approximating for X, it follows that v,,(8) — ¥ (8) when n — oo for all § > 0. By performing an integration
by parts in (2.4), one obtains

_B
V(B —q

and, hence, by the Continuity Theorem for Laplace transforms,

/ e Bx W(q)(dx) —
[0,00)

lim W) = lim W?[0,x]= W90, x]= W% (x) forall x >0.
n—0oo n—oo

For the same reasons, we have Wf,q) (x) > W@ (x), where WS,Q) is the scale function of the process {X,(") —&t: t > 0}.
Further, since W@ (dx) = W@ (0)8o(dx) + W@ (x) dx (with 8o(dx) being the Dirac measure at zero), it follows that
W,i‘“ /(x) converges to W@’ (x) for almost every x > 0. The proof of the lemma is now a direct consequence of
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Corollary 19, the Dominated Convergence Theorem and the Continuity Theorem for Laplace transforms. Note hereby
that since in (2.7), W@’ (x) only appears in the integrand of an ordinary Lebesgue integral, it is sufficient that the

convergence of W,Eq)/(x) to W@’ (x) only holds for almost every x. (]

6. Proof of Theorem 1
Our objective in this section is to use the resolvents of the previous section to prove the following result.

Lemma 21. It holds that S'° contains all spectrally negative Lévy processes of unbounded variation and, hence, by
Remark 14 and Proposition 15 it follows that Theorem 1 holds.

Proof. It suffices to show that for all driving Lévy processes X with paths of unbounded variation we have that, when

x is fixed, Py (Ut(oo) =b) = 0 for Lebesgue almost every ¢ > 0. In fact we shall prove something slightly more general
(for future convenience).
Let X be strongly approximated by the sequence X . Note that for each 7, n > 0 and a € R, thanks to Lemma 12.

{U,(oo) =a} C lil?%ggf{Ut(") €@a—na+n}:= {Ut(”) € (a —n,a+n) eventually as n 1 co}.

Standard measure theory (cf. Exercise 3.1.12 of [29]) now gives us for each n > 0

]P’X(Ut(oo) = a) < linTlianP’x(Ut(n) e(a—n,a+ r])).
nToo
Now applying Fatou’s lemma followed by the conclusion of Lemma 20 we have for ¢ > 0,

o (0.¢]
/ e 4P, (U =a)dr <liminf / e P (U™ € (a—n,a+mn)de
0 ntoo Jo

= liminfRf,q) (x, (a—n,a+ n))

ntoo

a+n
=/ FO(x, y) dy,

a—n

where 7@ (x, y) is the density on the right hand side of (2.6). Note that, uniformly in 7, the integral on the right-
hand side above is bounded by 1/g thanks to Lemma 20 and the fact that for all n, Rf,q)(x, R) < 1/g on account

of (5.21). Since the quantity » is arbitrary the required statement that IP’X(U,(OO) = a) = (0 for Lebesgue almost every
t > 0 follows. ]

Before concluding this section, it is worth registering the following corollary for the next section which follows
directly from the conclusion and proof above.

Corollary 22. For all X € S, we have for each given x,a € R that the unique strong solution U to (1.1) satisfies
Py (U; = a) =0 for Lebesgue almost every t > 0.

7. Proof of Theorem 6

Firstly, let us note that parts (ii), (iii) and (iv) follow from part (i) by taking limits much in the spirit of the proof of
Corollary 19. As before such calculations are straightforward and hence, for the sake of brevity, are left to the reader.

To establish part (i) we have already seen that (2.6) is true for case that X has bounded variation and satisfies
(H). To deal with the case that X has paths of unbounded variation we consider as usual a strongly approximating
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sequence X", As before, we will write the left-hand side of the identity in (2.6) when the driving process is X" in
the form

o0
Vi (x, B) = f e P (U € B, U <a, U > 0)dr

0

for ¢ > 0 and Borel B € R.
Recall from Lemma 21 that U(® defined in Lemma 12 is the unique solution to (1.1). We shall henceforth refer
to it as just U. In the spirit of Lemma 20 we may prove that for open intervals B,

lim v,fq>(x,3)=f v @ (x, y)dy, (7.22)
ntoo B

where v(@ (x, y) is the density which appears on the right-hand side of the identity (2.6). It is known (see, for example,
Lemma 13.4.1 of [34]) that

U =T v [uf” - U, < sup U ~ U

s€[0,1]
and therefore thanks to Lemma 12, it follows that for each ¢ > 0, in the almost sure sense,

lim (UM, T, ") = U, T, U,).

ntoo

This tells us that by the Dominated Convergence Theorem

o0
lim v,f‘”(x,B)=/ e P (U € B, U, <a,U,>0)dt
ntoo 0

provided the boundary of {U; € B, U; <a, U ; > 0} is not charged by IP,. To rule the latter out it suffices to show that
Py(U; €dB)=P,(U,=0)=P,(U;=a)=0 (7.23)

for Lebesgue almost every ¢t > 0.
To this end, note that if «[%¢) = inf{r > 0: U, € [0, &)} where ¢ > 0 then it is easy to see from (1.1) that on
(1198 < 00}

UK[O.S)+S < UK[OJ?) + XSa

where X is a copy of X which is independent of {Us: s < K[O’g)}. Let g(x,t) = P, (inf;<; Xy > 0) and note that it
is increasing in x and decreasing in t. Moreover, by regularity of (—oo, 0) for X we have that for each fixed ¢ > 0,
g(0,1) =0. It follows that for all £ > 0

P.(U,=0) <E, I:l{,([o,a>§,}]P’x (UK[O,s) + inf X, > 0|fK[0.5))]

s<t—kl0:e)
<E[Ly00<g(et —«09)]. (7.24)

By monotonicity there exist k(% := lim, 10 «10-2) and the event {«!% = ¢} implies almost surely that U;_ =0 = U;,
where the last equality follows on account of the fact that  is a jump time with probability zero. Hence, by dominated
convergence

PaU, =0) B[ 10y limg (.1 - )] +Pewr =0).

The preceding remarks concerning g(x, ¢) and the conclusion of Corollary 22 now imply that P, (U, = 0) =0 for
Lebesgue almost every ¢ > 0. A similar argument can be employed to show that P, (U;=a) =0 for Lebesgue almost
every t > (. It is also a simple consequence of Corollary 22 that P, (U; € d B) = 0 for Lebesgue almost every ¢ > 0.
Thus (7.23) is satisfied and referring back to (7.22), we see that the proof is complete.
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8. Proof of Theorems 4 and §

The idea of the proofs is to make use of the identities in parts (i)—(iv) of Theorem 6. We give only the important ideas
of the proof as the details of the computations are straightforward and so left to the reader, again, for the sake of
brevity. In doing so, one will need to make use of the following identity for g,a > 0

a a “
5/ W(q)(a—y)W(q)(y)dy=/ W(‘”(y)dy—f W@ (y)dy,
0 0 0

which can be proved by showing that the Laplace transforms on both sides are equal.
One obtains the result in Theorem 5(ii) by noting that

_ o
Ex(e"“o 1{ )= 1 _Px(geq >0)=1 —q/o e 1'P,.(U; eR, t <Ky )de.

K <00}
For the proof of Theorem 4(i), it suffices to note that for g > 0, by applying the Strong Markov Property, one has that

Py(Ue, = 0,Ue, > @) =Ex (™4 1t _ - )Pa(U, = 0).

Ka <K

The first and the last probabilities above can be obtained directly from the potential measures given in Theorem 6
since

Pe(U,, 20,Te, > a) =Po(Ug, > 0) —Pr(U,, 20,Te, <a)

a

o0 o
:q/ e_q’IP’x(UteR,t<r(;)—qf e Py (U, €10,al,t <t ATy )dt
0 0
and
o
Pa(gquO):q/ e_‘”]Pa(U,e[O,oo),t<ro_)dt.
0

By using the Strong Markov Property for (1.1) at the specific stopping time «; and the fact that U =aon
{k} < oo}, we now have that

By (e—qKO_ 1{ 1 ) =Ey (e_qKO_ l{Ko_ <oo}) — By (e_qko_ l{lc"' 1 )

Ky <kq } Ky <00} a <Kg } Ky <oo}
—ak- —art —aKk=
= E)‘ (e 7o 1{/((; <oo}) - Ex (e a 1{K,T<K07})Ea (C o 1{K6<OO})’

for 0 < x, b < a. This gives the required identity in Theorem 4(ii).
For part (i) of Theorem 5 one notes that

o
Ex(e_q’ql{,c;@o}) =1- Px(Ueq <a)=1- q/o e 'Py(Us € (—00,al,t <k)dr.

However, it seems difficult to derive the required expression in this way. In place of this method one may obtain the
result by using the expression for E, (ertiqur l{K;r <KJ})’ namely first replace x by x + 6, a by a+6 and b by b+ 6 and
then let 6 1 oco.

9. Proof of Theorem 7

It is a well established fact (cf. Chapter VI of [4]) that a spectrally negative Lévy process creeps downward if and only
if it has a Gaussian component. For this reason it is obvious that the probability that U creeps downward is zero as
soon as X has no Gaussian component. We therefore restrict ourselves to the case that X has a Gaussian component.
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Suppose that for x, b > a, w9 (x, y, a, b) is the resolvent density for U with killing on exiting the interval [a, 00).
Note that by spatial homogeneity w'? (x, y, a, b) = w@ (x —a, y — a, 0, b — a) and therefore an expression for this
density is already given in Theorem 6. Since U is the sum of a continuous process and a Lévy process, it is quasi-left
continuous and hence we can use Proposition 1(i) in [25] to deduce

u)(‘f)(x, 0,—¢&,b)

—ak= . — g0} .
E 90 1 — =1 E FL | _ =1 D S
x(e {UKO——O}) glf(} x(e {;((0)<K_S}) 81?(} w(q)(O, 0, —¢,b)
C w@(x+e60,b+e)
= lim )
el0 w@(e e,0,b+¢)

where «{% = inf{r > 0: U, = 0}. The limit can then be computed by using I’Hopital’s rule, the Dominated Conver-
gence Theorem and the fact that W9 (0) = 2/o> when o > 0.

10. Applications in ruin theory

As alluded to in the introduction, modern perspectives on the theory of ruin has seen preference for working with
spectrally negative Lévy processes. Indeed one may understand the third bracket in (2.3) as the part of a risk process
corresponding to countably infinite number of arbitrarily small claims compensated by a deterministic positive drift
(which may be infinite in the case that f(o, X1 (dx) = 00) corresponding to the accumulation of premiums over an
infinite number of contracts. Roughly speaking, the way in which claims occur is such that in any arbitrarily small
period of time dt, a claim of size x is made independently with probability I7(dx) df 4+ o(d¢). The insurance company
thus counterbalances such claims by ensuring that it collects premiums in such a way that in any d¢, xI7(dx) d¢ of its
income is devoted to the compensation of claims of size x. The second bracket in (2.3) we may understand as coming
from large claims which occur occasionally and are compensated against by a steady income at rate y > 0 as in the
Cramér-Lundberg model. Here “large” is taken to mean claims of size one or more. Finally, the first bracket in (2.3)
may be seen as a stochastic perturbation of the system of claims and premium income.

As mentioned earlier, a quantity which is of particular value is the probability of ruin. This is given precisely in the
second half of Theorem 5(i). Another quantity of interest mentioned in the introduction is the net present value of the
dividends paid out until ruin. Such a quantity is easily obtained from Theorem 6 and it is equal to

W@ (x)+8 [} WD (x — y)WD'(y)dy
9(q) o e ? @YW @' (y +b)dy

.
8
E, (/ D e Sy, dt) =—(1-2Z9x - b))+ (10.25)
0 q

As U is a semi-martingale whose jumps are described by the same Poisson point process of jumps which describes
the jumps of the driving Lévy process, one may apply the compensation formula in a straightforward way together
with the resolvent in part (ii) of Theorem 6 to deduce the following expression for the joint law of the overshoot and
undershoot at ruin (see, for example, the spirit of the discussion at the beginning of Section 8.4 of [19]) in the case
that 0 < § < E(X1).

Let A C (—00,0) and B C [0, co) be Borel-sets and let UKO—_ = limtTKO— U;.Forx e R

1—8W®—y)

P.(U-€AU_- B)y=| Oy—-—A
(U €A U €B) /B O )

dy(W(x)+5/ W(x—z)W/(z)dz)

b

—/ I'[(y—A)(W(x—y)—i—zS/ W(x—z)W’(z—y)dz)dy
BN[0,b) b

—f Gy — AYW(x — y)dy.
B[b,00)

As mentioned in the introduction, expressions for the expected discounted value of the dividends, the Laplace
transform of the ruin probability and the joint law of the undershoot and overshoot have been established before for
refracted Lévy processes, but only for the case I7(0, co) < co. Moreover, the identities we have obtained here, aside
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from being more generally applicable, arguably appear in a simpler form, being expressed in terms of scale functions.
For example, considering the expression for the value of the dividends, denoted by V (x), given in (10.25), we see that
we can easily differentiate that expression with respect to x (providing W@, W@ e C1(0, 00)). In that case, it follows
that there is smooth pasting, i.e., lim, 4y V/(x) = lim, b V'(x), if and only if X has paths of unbounded variation or
b is chosen such that ¢(q) fooo e Y@YW @' (y + b)dy = W@’ (b). Having an expression for the derivative of V is
very important regarding a certain optimal control problem involving refracted Lévy processes, see Gerber and Shiu
[9] who solve this control problem for an extremely particular example of a refracted Lévy process (the compound
Poisson case with exponentially distributed jumps). Besides in the Cramér-Lundberg model, the threshold strategy
(and/or corresponding control problem) has also been considered in a Brownian motion setting, see e.g. [1,8,15].
Refracted Lévy processes have also been recently studied in the context of queuing theory, see e.g. Bekker et al. [3]
and references therein. By comparison, the setting here operates at a greater degree of generality however.
We conclude this section with two concrete examples.

Example 1. Suppose that we take X to be a spectrally negative a-stable process for o € (1, 2) with positive linear
drift ¢ > §. It is known that for such processes (cf. [7]),

W(x) = l(1 — Eq_1(—cx*71)),
C

where Eq_1(x) = ano x"/ T (¢ — 1)n + 1) is the one-parameter Mittag—Leffer function with index o — 1. It follows
that when X is refracted with rate §, then the ruin probability is given by

c—36

P, (k- —1-
x(ko < 00) C— 0+ 0E, 1(—cbo 1)

{1 - Ea,](—cx“_l)
S LICER)! /b [1 = Eami(=(c =) x = 0 )] E_y (—ey*™ )y 2 dy}.

Example 2. Let X be a spectrally negative Lévy process of bounded variation with compound Poisson jumps such
that the Lévy measure is given by

n n
M(dx) =21 Age ™ dx, A Apax>0, ) Ap=1
k=1 k=1

and when written in the form (1.2) the drift coefficient is taken to be c¢ such that E(X1) > 0. This corresponds to
the case of a Cramér—Lundberg process with premium rate ¢ and claims which are hyper-exponentially distributed.
Moreover, we assume that g > 0 and that 0 < § < c. Then the Laplace exponent of X is well defined and given by

(475

n
logB(e?X) =cO —h+1 ) A for & > min{ay, ..., o).
k=1

o+ 6

Denote (with slight abuse of notation) by r(0) the right-hand side of above equation and note that this expres-

sion is well defined for all 0 € R\{—«y, ..., —a,}. By using the partial fraction method, we can then write for all
0 e R\{—ay,...,—a,},
1 1 . [Tee (ak +6)

YO)—q  cO—A+r>r_ Arar/(@+0)—q [l (% +6)

n

Iz +0) D;
T[T —6) _Ze—e,f

i=0
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Here {6;: i =0, 1,...,n} are the roots of ¥ (0) — q, with 6y = @ (gq) > 0 and the other roots being strictly negative.
Further, {D;: i =0, 1,...,n} are given by D; = 1/4'(6;). It follows that the scale function of X is given by

n
WD) => D", x>0.
i=0
Similarly, the scale function of the process {X; — §t: t > 0} is given by
n ~
W@ @)=Y "D;e’*, x>0,
Jj=0

where {é/: j=0,1,...,n} are the roots of ¥ () — 86 — q with 6y = ¢(q) > 0 and [)j = 1/W(é,~). We now want to
give an explicit expression for the value of the dividends, denoted by V , for which the generic formula was given in
(10.25) above.

We can write

/ W(q)(x _ Z)w(‘])/(z) dz = ZZ 9ix _ e@,-beéj(x—b))
i=0iz0 % —0;
:__W(q)(x) ZZ Deeeb 9(x b)
j=0i=0 6 —

where the second equality follows since

2": D; 1 1

j=0 ei - é] 1p(el) - 6el —q (391 ’
Further, we have

—0@)y @ ~ _Diti g
o(q) | YWD (y+b)dy = eoZ e
0 i=0 b0 — 6

and since Z?:o [)j/éj =—1/(¥(0)—-45-0—¢q), we get
0 =
5(1 — 79 (x — b)) = Z (D — 1) = 2 —52&&3‘("*”).
q ) 0;
Hence, the value of the dividends V is given for x < b by
Vi(x)= (éo Z Bk e(’fb> : Z D;eli*
izo %0 —0i i=0
and for x > b by
8 n
Vi ==+ eoz ef’f Z
q =0 90 — 0

Note that the j = 0 term between the curly brackets is zero. The above formulas for V' are an improvement upon the
calculations made in Appendix A of Gerber and Shiu [9].

b Di sedite—=b)

b
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Appendix

The theorem below is a collection of known fluctuation identities which have been used in the preceding text. See, for
example, Chapter 8 of [19] for proofs and the origin of these identities.

Theorem 23. Recall that X is a spectrally negative Lévy process and let

t=inf{t > 0: X, >a} and 1, =inf{t >0: X, <0}.

(1) Forq>0andx <a

gt W@ (x)
Ex(e 9%a 1{1’6>1’;}) = WT)(Q) (1026)
(i) Foranya >0,x,y€[0,a],g>0
00 WD ()W (a —y)
—qt + - - WDy —
/0 e TP (Xredy, t <7/ ATy )dt = { W) W (x y)} dy. (10.27)

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

Ey(e™% f(XrJ)g(Xf(;f)l{r(; <ra+})

_ [ WOROWDa—y)
_/O /(y’oo) fFO& - G)g(y){ W@ - WP — y)}H(dO) dy. (10.28)
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