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Abstract

The conditional tail expectation in risk analysis describes the expected amount of risk that
can be experienced given that a potential risk exceeds a threshold value, and provides an
important measure of right-tail risk. In this paper, we study the convolution and extreme
values of dependent risks that follow a multivariate phase-type distribution, and derive
explicit formulae for several conditional tail expectations of the convolution and extreme
values for such dependent risks. Utilizing the underlying Markovian property of these
distributions, our method not only provides structural insight, but also yields some new
distributional properties of multivariate phase-type distributions.
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1. Introduction

Let risk X be a nonnegative random variable with cumulative distribution function F,
where X may refer to a claim for an insurance company or a loss on an investment portfolio.
The conditional expectation of X given that X > ¢, denoted by CTEx(¢) = E(X | X > 1), is
called the conditional tail expectation (CTE) of X at t. Observe that

CTEx(t) =t +B(X —1 | X > 1),

where the random variable (X — ¢ | X > t) is known as the residual lifetime in reliability
(Shaked and Shanthikumar (1994)) and the excess loss or excess risk in insurance and finance
(Embrechts et al. (1997)). Since (d/dt)(t + E(X —t | X > t)) > 0 for any continuous risk
X (see Shaked and Shanthikumar (1994, p. 45)), the CTE function CTEx (¢) is increasing in
t,t>0.

The CTE is an important measure of right-tail risk which is frequently encountered
in the fields of insurance and financial investment. It is known that the CTE for continuous risks
satisfies all the desirable properties of a coherent risk measure (Artzner et al. (1999)) and that
it provides a more conservative measure of risk than the value-at-risk at the same confidence
level (Landsman and Valdez (2003)). Hence, the CTE is preferable in many applications, and
has recently received increased attention in the insurance and finance literature.
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To analyze dependent risks, several CTE measures emerge, and the most popular ones are
the CTEs of the total risk and extreme risks. Let X = (X, ..., X,,) be a risk vector, where
X; denotes risk (claim or loss) in subportfolioi fori = 1,...,n. Then S = X1 +--- + X,,
is the aggregate risk or the total risk in the portfolio consisting of the n subportfolios, and
Xy = min{Xy, ..., X,} and X(,) = max{Xy,..., X,} are extreme risks in the portfolio.
In the risk analysis of such a portfolio, we are not only interested in the CTE of each risk X;,
but also in the CTEs of the statistics S, X (1), and X ,), which are respectively denoted by

CTEs(t) =E(S | S > 1),
CTEX(I)(I) = E(X(l) | X(l) > l‘), (11)
CTEXW ) =EX@un | X@ >1). (1.2)

The risk measures related to these statistics also include, among others,

CTEy, s(t) =E(X; | S > 1), (1.3)
CTEXi \X(l)(t) = E(Xi | X(l) > l‘), (]4)
CTEy, \X(n)(t) =EBEX; | X > 1), (1.5)

fori =1, 2,...,n.

All these risk measures have useful interpretations in insurance, finance, and other fields.
For instance, CTEY; | s(#) represents the contribution of the ith risk X; to the aggregate risk S,
since CTEg(¢) = Z?:l CTEy; s(t). The CTEs E(X(1y | X1y > t) and E(X () | X(n) > 1)
respectively describe the expected minimal and maximal risk in all the subportfolios, given that
the minimal or maximal risk exceeds some threshold . More interestingly, E(X; | X(1) > 1)
represents the average contribution of the ith risk given that all the risks exceed some value ¢,
whereas E(X; | X(,) > 1) represents the average contribution of the ith risk given that at least
one risk exceeds a certain value ¢. Besides their interpretations in risk analysis, the CTEs in
(1.1)—(1.5) also have interpretations in life insurance. For instance, in a group life insurance,
let X;, 1 <i < n, be the lifetime of the ith member in a group that consists of the n members.
Then X(j) is the joint-life status and X, is the last-survivor status (Bowers et al. (1997)).
As such, E(X; | X(1) > 1) is the expected lifetime of member i given that all members are
alive at time ¢, and E(X; | X(,) > 1) is the expected lifetime of member i given that at least
one member is still alive at time 7.

Landsman and Valdez (2003) obtained explicit formulae for CTEg(¢) and CTEy;, | s(¢) for
the multivariate elliptical distributions, which include distributions such as the multivariate
normal, stable, Student ¢, etc. The focus of this paper is to derive explicit formulae for various
CTEs, such as CTEg(t), CTEX(|>(Z‘), CTEX(”) (1), E(X(n) | X(l) > t), and E(X(n) | Xi > 1),
i=1,2,...,n, for the multivariate phase-type distributions.

Univariate phase-type distributions (see Section 2 for the definition) have been widely used in
queueing and reliability modeling (Asmussen (2003), Neuts (1981)), and in risk management
and finance (Asmussen (2000), Rolski e al. (1999)). Multivariate phase-type distributions
were introduced and studied in Assaf et al. (1984). The multivariate phase-type distributions
include, as special cases, many well-known multivariate distributions, such as the Marshall—-
Olkin distribution (Marshall and Olkin (1967)), and retain many desirable properties similar
to those in the univariate case. For example, the set of n-dimensional phase-type distributions
is dense in the set of all distributions on [0, c0)" and, hence, any nonnegative n-dimensional
distribution can be approximated by n-dimensional phase-type distributions. Furthermore,
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Kulkarni (1989) showed that the sum of random variables that have a multivariate phase-type
distribution follows a (univariate) phase-type distribution.

Owing to their complex structure, however, the applications of multivariate phase-type
distributions have been limited. Cai and Li (2005) employed Kulkarni’s method and derived
the explicit phase-type representation for the convolution, and applied the multivariate phase-
type distributions to ruin theory in a multidimensional risk model. In this paper, we further
utilize the underlying Markovian structure to explore the right-tail distributional properties of
phase-type distributions that are relevant to explicit calculations of the CTE risk measures. Our
method yields, in a unified fashion, explicit expressions for most of the above-mentioned CTE
functions for phase-type distributions, and also gives some new distributional properties for
multivariate phase-type distributions.

The paper is organized as follows. After giving a brief introduction to phase-type distribu-
tions, in Section 2 we discuss the CTE for univariate phase-type distributions. In Section 3,
we detail various CTE measures that involve the multivariate phase-type distributions.
In Section 4, we conclude the paper with some illustrative examples. Throughout the paper,
we denote by X = Y the fact that two random variables X and Y are identically distributed.
The vector e denotes a column vector of 1s of appropriate dimension, and the vector 0 denotes
a row vector of Os of appropriate dimension. Note that the entries of all the probability vectors
(subvectors) and matrices are indexed according to the state space of a Markov chain.

2. The CTE for univariate phase-type distributions

A nonnegative random variable X, or its distribution function F, is said to be of phase type
(PH) with representation (o, A, d) if X is the time to absorption into the absorbing state 0 in a
finite Markov chain {X (¢), t > 0} with state space {0, 1, ..., d}, initial distribution 8 = (0, ),
and infinitesimal generator

0 0
0= % 4]

where subgenerator A is a d x d nonsingular matrix and ¢ = («7q, ..., ®g). Thus, anonnegative
random variable X is of phase type with representation («, A, d) if X = inf{t > 0: X (r) = 0},
where {X (¢), t > 0} is the underlying Markov chain for X.

Let F(x) = 1 — F(x) denote the survival function. Then the random variable X is of phase
type with representation (e, A, d) if and only if

F(x) =Pr{X(x) € {1,...,d}} = ac*e, x>0. (2.1)

Thus,
o
EXx* :/ *KAdF (x) = (=) k! a A %e, k=1,2,.... (2.2)
0
See, for example, Rolski et al. (1999) for details.

The CTE for a univariate phase-type distribution has an explicit expression, which follows
from the following proposition.

Proposition 2.1. If X has a PH distribution with representation (o, A, d) then, for anyt > 0,
the excess risk (X —t | X > t) has a PH distribution with representation (s, A, d), where

(xe’A
o= —. 2.3
1 aelAe ( )
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Proof. The survival function of (X — ¢ | X > ¢) is given by

F(t
Pr{X—t>x|X>t}=Pr{X>t+x|X>t}=(_—+x).
F(1)
It follows from (2.1) that
(t+x)A
ae e
PriX—t>x|X>t}= = a,e¥e.
aclde

Hence, (X —t | X > t) has a PH distribution with representation (&, A, d).

Corollary 2.1. Ifrandom variable X has a PH distribution with representation (a, A, d) then,

foranyt > 0,
oA le!de
CTEx() =t — ——— 2.4)
ae'de
Proof. 1t follows from Proposition 2.1 and (2.2) that
ac'dA e aA et de

CTEx(1) =t+EX -t | X>t)=t—o,A 'e=1

’

acde  aelde
where the last equality holds due to the fact that A~ le’4 = /44~

As one immediate application of Corollary 2.1, we can obtain an explicit expression for the
conditional expectation E(X | X < ¢), as follows.

Proposition 2.2. If X has a PH distribution with representation (&, A, d) then, for any t > 0,

—aAle —tae’de + a A" le! e

EX|X<1= , 2.5
XX=1 = 2.5)
t A—lI_ tA
Er-X|X<p= ' toA T=eTe (2.6)
1 — ae’de

where I is the d x d identity matrix.
Proof. Equation (2.5) follows from
E(X)=E(X | X >)Pr{X > 1} +E(X | X <t)Pr{X <1},
E(X) = —aA e, Pr{X <t} = 1 — ae'de, Pr{X > t} = ae’4e, and (2.4). Equation (2.6) is
then obtained from E(r — X | X <t) =t —E(X | X <t) and (2.5).

The conditional expectation E(X | X < r) will be used later in the paper. In risk analysis,
E(t — X | X <) describes the surplus beyond the risk that has been experienced. It is called
the expected inactivity time in reliability theory.

3. The CTE for multivariate phase-type distributions

Let {X(z), t > 0} be a right-continuous, continuous-time Markov chain on a finite
state space & with generator Q. Let &;,i = 1, ..., n, be n nonempty, stochastically closed
subsets of & such that (7_, & is a proper subset of €. (A subset of the state space is said
to be stochastically closed if, once the process {X(¢), + > 0} enters it, it never leaves.)
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We assume that absorption into ();_; & is certain. Since we are interested in the process
only until it is absorbed into ();_, &;, we may assume, without loss of generality, that ()_, &
consists of one state, which we shall denote by A. Thus, without loss of generality, we may
write § = U?:] &; U & for some subset & C & with § N &; = @ for 1 < j < n. The states
in & are enumerated in such a way that A is the first element of &. Thus, the generator of the
chain has the form

0 0
e= |:—Ae A]’ (3.1)

where subgenerator A is a d x d nonsingular matrix (as before),andd = |&|—1. Let 8 = (0, )
be an initial probability vector on & such that 8(A) = 0.

We define
X; =inf{t > 0: X(t) € &}, i=1,...,n. (3.2)

As in Assaf et al. (1984), for simplicity we shall assume that Pr{X; > 0,..., X, > 0} = 1,
which means that the underlying Markov chain {X (z), ¢ > 0} starts within &y almost surely.
The joint distribution of (X1, ..., X)) is called a multivariate phase-type (MPH) distribution
with representation (&, A, &, &1, ..., 8,), and (X1, ..., X,) is called a phase-type random
vector.

When n = 1, the distribution of (3.2) reduces to the univariate PH distribution introduced
in Neuts (1981) (see our Section 2). Examples of MPH distributions include, among many
others, the well-known Marshall-Olkin distribution (Marshall and Olkin (1967)). The MPH
distributions, their properties, and some related applications in reliability theory were discussed
in Assaf et al. (1984). As in the univariate case, those MPH distributions (and their densities,
Laplace transforms, and moments) can be written in closed form. The set of n-dimensional
MPH distributions is dense in the set of all distributions on [0, co)”. It was also shown in Assaf
et al. (1984) and in Kulkarni (1989) that MPH distributions are closed under marginalization,
finite mixture, convolution, and the formation of coherent systems.

The sum § = X; 4 --- 4+ X, and the extreme values X(;) = min{Xy,..., X,} and
Xy = max{Xy, ..., X,} are all of phase type if (X1, ..., X,,) has a multivariate phase-type
distribution. Thus, Corollary 2.1 will yield explicit expressions for the CTEs of S, X (1), and X,
if we can find the phase-type representations of S, X (1), and X ). In the following subsections,
we will discuss these representations. We will also discuss the phase-type representation for
the random vector (X (1), X;, X)), = 1,2, ..., n, and then obtain the related CTEs.

3.1. The CTE of sums

Cai and Li (2005) derived an explicit representation for the convolution distribution of
S = X1+ -+ X,,. To state this result, we partition the state space as follows:

I = &, rrt=g\Jene), i=1...n
ki
rrP=@nep\JeEngne, i#]
ki,
k#j

and so on.
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Forany O C {1, ..., n}, we also define
ry @ (ﬂ &)\ U (ﬂ & msk) Y., = {A},
ieD kgD “ieD

where | - | denotes set cardinality.

In other words, Fg\i)l contains the states only in &; for all i € D, but not in any other
€, j ¢ D. Note that these ‘I"’s form a partition of &. For each state i € &, define

k@) =1{j:i ¢ & 1<j=nj

Forexample, k(i) = nforalli € ', k(i) = Oforalli € Flz ,and, in general, k(i) = n—|D|
foralli € 'y 121,

Lemma 3.1. (Cai and Li (2005).) Let (X1, ..., X,) be a phase-type vector whose distribution
has representation (&, A, €, 81, ..., &), where A = (a; j). Then Z?:l X; has a phase-type
distribution with representation (e, T, |&| — 1), where T = (t; ;) is given by

;= g (3.3)
T k) '
thatis, t; j = a; j/m ifi € 'Y, for some D C {1, ..., n}.
Theorem 3.1. Let (X1, ..., X,) be a phase-type vector whose distribution has representation
(¢, A,8,81,...,8&,). Thenthe CTE of S = X1+ --- + X,, is given, forany t > 0, by
dT 1 tT
ae'le

where T is defined by (3.3).

Proof. Equation (3.4) follows from the phase-type representation (e, T', |§] — 1) of S in
Lemma 3.1 and (2.4).

3.2. The CTE of order statistics

Let F (x1,...,xy) and F(xy, ..., x,) respectively denote the joint survival and distribution
functions of a phase-type random vector (X1, ..., X;;). Then (see Assaf et al. (1984)), for
X1 > xp > -+ > x, >0, we have

I:"(xl,...,xn)zPr{Xl > X1,..., Xp > Xp}

(xp—1—xn)A (x1—x2)A

=aetg,e gt e Ag e (3.5
F(-x17~"9-xl’l) =Pr{X1 S-xla"-’Xl’l S'xﬂ}
— ﬂeanhne(xn—l_xn)th_l . -e(Xl_Xz)the, (3.6)
where, fork = 1, ..., n, g is defined as a diagonal d x d matrix whose ith diagonal element,
fori =1,...,d,equals 1 ifi € &\ & and equals O otherwise, and hy is defined as a diagonal

(d + 1) x (d + 1) matrix whose ith diagonal element, fori = 1,...,d + 1,equals 1 ifi € &
and equals O otherwise.
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For the matrix A in (3.1), we now introduce two Markov chains. Let & \ {A} = S U §*,
where S N §* = @. The matrix @ in (3.1) can be partitioned as follows:

0 0 0
Q0 =| —(Ase+ Ags+e) As  Ags |. (3.7)
—(Agse + Agre) Agrs Ag+

Here Ag and A+ are the submatrices of A gained by removing the sth row and the sth column
of Aforalls ¢ Sands ¢ S*, respectively, and Agg+ and A g+ are the submatrices of A gained
by removing the sth row and the s*th column of A forall s € S*,s* € Sand s € S, s* € §%,
respectively. In particular, we have Ag\(a} = A.

(I) The matrix

0 0
QS - |:—Ase A5:|

is the generator of a Markov chain with state space SU{A} and absorbing state A. This Markov
chain combines all the states of @ in S* into the absorbing state A.

(I) Let Ais) = As + D(Ags+), where D(Ags+) is the diagonal matrix whose sth diagonal
entry is the sth entry of Agg«e. The matrix

0 0
Qis1 = [_A[S]e A[S]] (3.8)

is the generator of another Markov chain with state space S U {A} and absorbing state A.
This Markov chain removes all the transition rates of Q from & \ {A} to S*.

For any d-dimensional probability vector & and any subset S € &\ {A}, we denote by ag the
|S|-dimensional subvector of & gained by removing its sth entry for all s ¢ S. The vector I(S)
(not to be confused with the identity matrix I') denotes the column vector whose sth entry equals
1if s € S and equals O otherwise. Furthermore, for any S C & \ {A}, we write «;(S) for the
following |S|-dimensional row vector:

agelAs

Note that a; (€ \ {A}) = «a;, where «; is given by (2.3).
For any phase-type random vector (Xi, ..., X;), Assaf et al. (1984) showed that the
extreme values X(;) = min{Xy,..., X;;} and X(,;) = max{Xy,...,X,} are also of phase

type. Their representations can be obtained from (3.5) and (3.6).

Lemma 3.2. Let (X1, ..., X,) be of phase type with representation (o, A, &, &1, ..., &y).
Then

(1) X(1) is of phase type with representation (ag,/og, e, Ag,, |Eol), where Ag, is defined as
in(3.7), and

(i1) X(y) is of phase type with representation (e, A, |E| — 1).
Proof. By (3.5), the survival function of X1y is given, for x > 0, by

Fxg (x) =Pr{Xq) > x} = F(x,...,x) = ae’lg, - ge.
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Note that g,, - - - g1e = I(&p). Since the &;, 1 <i < n, are all stochastically closed, we have

— ag
Fxo, (x) = ae*1(6p) = —~e" e,
0g,e

which implies that X 1) is of phase type with representation (ag,/otg, e, Ag,, |Eol).
Similarly, by (3.6), the distribution function of X, is given, for x > 0, by

Fx,, () =Pr{X(y <x} = F(x,...,x) = Be*Chy - - hie = B 2I({A}) = 1 — ae™e.

Thus, X, is of phase type with representation (e, A, |&] — 1).

In fact, X(1y is the exit time of {X(¢), ¢+ > 0} from & and X, is the exit time of
{X(#),t = 0} from & \ {A}; thus, X (1) and X, are of phase type with representations given
in Lemma 3.2. In general, the kth order statistic X ) is the exit time of {X(¢), t > 0} from
&\ Uil,iz,...,ik (ﬂ];:l €i;) and, thus, is also of phase type. Hence, we obtain the following

lemma.
Lemma 3.3. Let X, 1 < k < n, be the kth smallest component of (X1, ..., X,), which is of
phase type with representation («, A, &, 81, ..., &,). Then

(i) (X, ..., Xw) is of phase type with representation (a, A, €, 01, ..., 0,), where
k
Or = Uil,iz ,,,,, ik(mj=1 81'_,-), 1 <k<n

(i1) X is of phase type with representation (ag\o, /0tg\0.€, Ag\0;» 1€ \ Okl), 1 <k <n.

Lemmas 3.2 and 3.3 and (2.4) immediately yield the CTEs of the extreme values X1 and
X (n), as follows.

Theorem 3.2. Let (X1, ..., X,) be of phase type with representation (&, A, &, &1, ..., &,).

(i) The excess loss (X1y —t | X1y > t) of a subportfolio with the least risk is of phase type
with representation (ot;(80), Ag,, |80l), and the CTE of X (1) is given by

CTEx,, (1) =t — a;(E)Ag'e. (3.10)

(i1) The excess loss (X ) —t | X(n) > t) of the riskiest subportfolio is of phase type with
representation (a;, A, |E| — 1), and the CTE of X ) is given by

otetA

CTEy,, () =t —oa;A"'e, where o, = (3.11)

aclde’
(iii) In general, the excess loss (X ) —t | X«) > t) of the (n — k + 1)th riskiest subportfolio is
of phase type with representation (a,(€ \ Or), Ag\o;, 1€ \ Okl), and the CTE of X ) is given
by

CTEx, (t) =t — a; (€ \ Ok)AE\loke,

with O = ik (ﬂ]jc-zl &i;), 1 <k <n, as above.

i1,i2,.
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3.3. CTE:s involving different subportfolios

The Markovian method also leads to expressions for CTEs among different subportfolios.
Hereafter, in a slight abuse of notation, for any d-dimensional probability vector e and any
subset S C & \ {A}, we denote by (0, as) the d-dimensional vector whose sth entry equals
the sth entry of a if s € S, and equals 0 otherwise. For example, (0, a;(S)) denotes the
d-dimensional vector whose sth entry is the sth entry of a; (S) (see (3.9)) if s € S, and vanishes

otherwise.
Theorem 3.3. If (X1, ..., X,) is of phase type with representation («, A, &, &1, ..., &,), then
the random vector (X1 —t,..., X, —t) | Xqy > t) is of phase type with representation
(0, 04 (&0)), A, €, 81,...,8).

Proof. Let {X(t), t > 0} be the underlying Markov chain for (X1, ..., X;;). Then

(Xoy>t}={X1>1,..., X, >t} ={X(@) € &}.
It follows from the Markov property that

(Xi—=t.... X =8| Xqy)>1)
=((X1—=t,....,.Xp, =1 | X() € &)
=y (inf{s > 0: X™(s) € &},...,inf{s > 0: X*(s) € &,}),

where {X*(s), s > 0} is a Markov chain with the same state space and generator as {X (¢),
t > 0}, but with the initial probability vector (0, &;(&p)) and

(€0) L ey = i), e ) = 26
o =———(Pr =i}, i = —
TR0 € &) O ag e
Thus, the random vector ((X1 —¢, ..., X, —1) | X(1) > ?) is of phase type with representation
(0, 2, (€0)), A, 8, &1, ..., &).

Hence, any marginal distribution of ((X1 —¢, ..., X, —1) | X1y > t) is also of phase type,

and the risk contribution from the ith subportfolio, given that all the risks exceed a threshold
value, can be calculated.

Corollary 3.1. Let (X1, ..., Xy) be of phase type with representation (&, A, €, &1, ..., &,).
Then the excess loss (X; —t | X1y > t) is of phase type with representation

(0, 2, (&0)), A\, 1€ — |&i])

and

CTEx, | x) (1) =1 — (0, &, (€0)) Ag g, e (3.12)

Proof. By Theorem 3.3, (X1 —1t,..., X, —1) | Xy > 1) has a phase-type representation
(0, o;(&0)), A, €, 81,...,8,). Hence, (X; —t | X(1) > t) has a phase-type representation
(00, 0;(&p)), Ag\g;» |1€] — |&]). Thus, (3.12) follows from (2.4).

In fact, from a direct calculation, we have

S F@ . tx . ) dx
F(t,t,...,1)

s

CTEXl. |x(l)(t) =E(X; | X(]) >t)=1t+
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where, in the integrand, the ith argument of F takes the value x. The random vector
Xi, X1, Xic1, Xig1, - -5 X))
has an MPH distribution with representation
(¢, A,8,6,81,...,8-1,8+1,...,68n).
Therefore, by (3.5),

F(t,...,t,x,t,...,t) =Pr{X;>x, X1 >¢t,....Xi-1>1t, Xjy1>t,..., X, >t}
n
= ae'd 1_[ gre® gie, forx >t.
k=1, k#i
Hence, for any i, 1 <i < n, we obtain
o0 —
ae'4 HZ:Lk;é[ gk[f, ex—H4 dx]g;e
ae' [Ti_, gue
A —1
ae’ szl,k?si gKA” gie
ac’ATTiL, gre )

CTEy;, \X(l)(t) =1+

=1 —

(3.13)

Expression (3.13) provides another formula for CTEy; | x,, (¢).
Note that (3.13) yields the same result as that of Corollary 3.1, due to the fact that

we' [Tio) 1z gk A ' gie (0, (agy/oegye)e’0)A I gie (0, u@oe’AgO)Ag\lgie

aetd HZ:l gre (0580/“80 e)etAgoe otgoetAEOe
—1
= (0, at(go))Ag\gie-

To develop a general scheme, we derive expressions for E(X; | Xz > ¢),i,k =1,...,n,
where (X1, ..., X,) is of phase type with representation (&, A, &, &1, ..., &,), and the under-
lying Markov chain {X (¢), ¢ > 0}.

Let gx = Pr{Xy > t}. Since & is stochastically closed, we have

G = Pr{X (1) € €\ &) = e (€ \ &) = —E\& ot erq
\& €

Also, for any x > 0, we have
1
Pr{X; >x | Xx >t} = —Pr{X; > x, Xy >t}
gk

= qur{Xi >x, X(1) € (6\ (& U &) U (& \ (& N &)}
k

=p1xPr{X; > x | X(¢) € §\ (& U &)}
+ P2 Pr{X; > x | X(2) € & \ (& N &)},

where

_ Pr{X () € €\ (& U &)} and _ Pr{X(t) € & \ (& N &)}
qk . qk .

Pk
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Clearly p1 x + p2.x = 1. Thus,

EX;i | X > 1)
=pikEXi | X@®) €&\ (EUE))+pror BE(X; | X() € &\ (& NE)). (3.14)

Since
g\ (& Ug
Pr{X (1) € & \ (& U &)} = — % oxp(1Ag\ g uen))es
Oe\(gUg )€
Pr{X (1) € & \ (& N &} = ae' 1(& \ (& N &),
we have
ag\g € oe\ (g;U8) EXP(tAg\(gUgy)) €
pl’k:( \6i )( \Gue XPUA\Guen)e ) (3.15)
e\ (6:U&)€ ag\ge ke
IAT(&\ (& NE
Pok = oe (& \( i k)) (3.16)

ae'AI(E\ &)
To calculate the two conditional expectations in (3.14), we need the following lemma.

Lemma 3.4. Let (X1, ..., X,) have an MPH distribution with representation («, A, &, &1,
e, 8.

(1) Forany i and k, if Pr{X () € & \ (& U &)} > O then
E(X; | X(1) € €\ (& UE&)) =1—(0,04(E\ (& U Sk)))Ag\lgie.
(ii) For any i and k, i £k, if Pr{X (¢t) € & \ (& N &)} > O then

E(X; | X(r) € & \ (& N &)

0. AR g e — 10, D)W + (0, D) A g e 1OV e 617
= 1 — (0’ &)etA[g\gk]e s .

where o = ag\(g,uek)/“é?\(s,—u@k)e'

Proof. We first calculate E(X; | X (z) € &\ (& U&y)). It follows from the Markov property
that
E(X; | X(t) € E\ (& U&)) =t +E(nf{s > 0: X*(s) = A}),

where {X*(¢), t > 0} is a Markov chain with state space (& \ &) U {A}, subgenerator Ag\g;,
and initial probability vector (0, &, (& \ (&; U &))) with

Pr{X () =j}, j € E\ (& U&))  ag\(sug) exp(t Ag\(gug,))

&\ (& UE&)) = = .
(€ (& U &) Pr{X () € &\ (& U &)} oe\(gUg,) EXP(T A g\ (5 ug;))e

Since inf{s > 0: X*(s) = A} is of phase type, we have
E(X; | X#) € E\(&UE)) =1—(0,04(E\ (& U gk)))Ag\lg,.&
To calculate E(X; | X(¢) € & \ (& N &)), consider

{X() e &\ (& NEDE={Xi =1 < Xl
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We now define a new Markov chain {X(¢), t > 0} with state space & \ &, as follows.
The set of absorbing states is &§; \ (& N &), the initial probability vector of (X(), t > 0}
is (0, @), where @ = ag\(g,ug,)/®e\ (€, Ug,)e> and the generator of {X(¢), t > 0} is given by
Afg\g] (see (3.8)). Let

X; =inf{s > 0: X(s) € & \ (& N &)},
which has a phase-type distribution. Then, from (2.5),
E(X; | X(1) € &\ (& N&)) =EX; | X; <1)
0, Ap g e~ 1(0,@)e MO+ (0, &) Ay, g o1 We

B 1— (0, @)e'Ae\ele

Thus, (3.17) holds.
Observe that if & C &, then X; > Xy almost surely. It follows from (3.14) that
EX; | Xe. t) =E(X; | X(t) €&\ &) if & C &. (3.18)
Thus, Lemma 3.4(i) implies that (X; — ¢ | X > ¢) is of phase type with representation
(0, /(& \ &), Ag\g;, |6\ &;]). This leads to the following corollaries.

Corollary 3.2. Let (X1, ..., Xy,) have an MPH distribution with representation (e, A, &, &1,
.. &), Let X (1), 1 < k < n, be the kth order statistic of (X1, ..., Xp).

(i) Foranyi andk, k <1, (X4 —t | X > t) is of phase type with representation

(0, o (€ \ Op)), Ag\o;- |€\ Oil),
and
EXay | Xgop > 1) =1 — (0, a,(E \ Ok))Ag\l(gie.
(ii) In particular, (X —t | X1y > t) is of phase type with representation

(0, a:(€0)), A, |€] = 1),

and
EX( | Xy > 1) =1 —(0,a,(&)) A e. (3.19)

Proof. Tt follows from Lemma 3.3 that (X ), X(;)) is of phase type with representation
(a, A, €, O, O;). Since X(;) > X, the corollary follows from Lemma 3.4(i), Ag\{a} = A,
and |€ \ {A}| = |86 — 1.

Corollary 3.3. Let (X1, ..., X,) have an MPH distribution with representation (e, A, &, &1,
ooy &) Then (X —t | Xi > t) is of phase type with representation ((0, a; (€ \ &;)), A,
€] — 1), and

EXp | Xi >0)=1—(0,0,(€\ &)NAe. (3.20)

Proof. If (X1, ..., Xy) is MPH distributed with representation («, A, &1, ..., &,), then
(Xi, X(n) is of phase type with representation (e, A, &, &;, {A}). The results of the corollary
then follow from (3.18), Lemma 3.4, and the fact that X,y > X; almost surely for any i.

The expression for E(X; | X(,) > t) is cumbersome, but can be obtained from (3.14), (3.15),
(3.16), and Lemma 3.4.

https://doi.org/10.1239/jap/1127322029 Published online by Cambridge University Press


https://doi.org/10.1239/jap/1127322029

822 J.CATAND H. LI

4. The CTE of Marshall-OIkin distributions

In this section, we illustrate our results using the multivariate Marshall-Olkin distribution,
and also show some interesting effects on the CTEs of choosing different model parameters.

Let {Es, S € {1,...,n}} be a sequence of independent, exponentially distributed random
variables, with Eg having mean 1/Ag. Let

X; =min{Eg: § > j}, j=1,...,n.

The joint distribution of (X1, ..., X,,) is called the Marshall-Olkin distribution with parameters
{As, S € {1, ..., n}} (Marshall and Olkin (1967)). In the reliability context, X1, ..., X, canbe
viewed as the lifetimes of n components operating in a random shock environment, where a fatal
shock governed by a Poisson process {Ng(t), t > 0} with rate Ag destroys all the components
with indices in S C {1, ..., n} simultaneously. Assuming that these Poisson shock arrival
processes are independent, we then have

X; =inf{t: Ns(t) > 1, § 3 j}, j=1...,n 4.1)

Let {Ms(?), t = 0}, S € {1, ..., n}, be independent Markov chains with absorbing state Ag,
each representing the exponential distribution with parameter Ag. It follows from (4.1) that
(X1, ..., Xpn) is of phase type, and has the underlying Markov chain, on the product space
of these independent Markov chains, with absorbing classes &; = {(es): es = Ag for some
S 5 j}, 1 < j <n. Itis also easy to verify that the marginal distribution of the jth component
of the Marshall-Olkin-distributed random vector is exponential with mean 1/} (s. 55 ;) As-
To calculate the CTEs, we need to simplify the underlying Markov chain for the Marshall—
Olkin distribution and obtain its phase-type representation. Let {X (¢), ¢t > 0} be aMarkov chain
with state space § = {S: S C {1,...,n}} ={A,eq, ..., eq}, starting at & almost surely. The
index set {1, ..., n} is the absorbing state A, & = {},and &; = (S: S > j},j=1,...,n.
It follows from (4.1) that its subgenerator is given by A = (a; j), where

ajj = Z )\-L ifei:S,ej:S*, andSCS*’
{L: LCS*, LUS=S5%}

dii = Z AL—A ifei:SandA:ZAS,
(L: LCS) 3

and the other entries of A vanish. Using the results in Sections 2—-3 and these parameters,
we can calculate the CTEs. To illustrate the results, we consider the bivariate case.

Example 4.1. In the Marshall-Olkin distribution, let n = 2, let & = {12,2, 1, &}, and let
&; = {12, j}, j =1, 2, where 12is the absorbing state A. Furthermore, let the initial probability
vector be (0, &) withee = (0, 0, 1). Then the subgenerator A for the two-dimensional Marshall—
Olkin distribution is given by

—A2 — Al 0 0
A= 0 —A12 — A2 0 ,
A2 Al —A+ iy

where A = A+ X+ A1 + Ay
To study the effect of dependence on the CTEs, we calculate CTEs(7), CTEx ,, (), and
CTEx,,, (1), respectively, under several different sets of model parameters. The analytic forms
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TaBLE 1: Effects of dependence on the CTEs of S, X(1), and X ;).

CTEgs (1) CTEx,, () CTEx,,, ()
t Case 1 Case2 Case3 Casel Case2 Case3 Case 1 Case2 Case3
2 2.4667 2.5381 2.8 2.2 2.25 2.4 2.4007 2.4038 2.4
4 4.4364 4.5113 4.8 4.2 4.25 4.4 4.4000 4.4002 4.4
6 6.4250 6.5039 6.8 6.2 6.25 6.4 6.4000 6.4000 6.4
8 8.4191 8.5014 8.8 8.2 8.25 8.4 8.4000 8.4000 8.4
10 10.4154 10.5005 10.8 10.2 10.25 10.4 10.4000  10.4000 10.4

of CTEg(¢), CTE X (), and CTE X () in the following three cases, and the numerical values
in Table 1, were easily produced from (3.4), (3.10), and (3.11) using MATHEMATICA®. The
first column of Table 1 lists several values of ¢, and the next several columns list values of these
CTE:s in the following three cases.

Case 1: A3 =0,A1 = Ay = 2.5, Lz = 0. In this case, X and X, are independent, and

0.16
0441’

CTEs(t) =04+t +

CTEx,, (1) = 0.2 +1,

0.8 427 — (0.2 + 1)e 25

CTEx,, (1) = 5 _ g—25t

Case?2: A2 =1,A1 = X2 = 1.5, Az = 1. In this case, X1 and X are positively dependent,
and
1+2t — (0.6 + 1.51)e 0
2 — 1.5e=0:51 ’
CTEx, (1) =0.25 +1,
0.8 +2¢ — (0.25 + t)e~ 1
2 e L5t :

CTEs(t) =

CTEx,, (1) =

Case 3: M2 = 2.5, 1 = A» =0, Az = 2.5. This is the comonotone case in which X| = X»
and, so, the vector (X1, X») has the strongest positive dependence. In this case,

CTEs(t) = 0.8 + 1, CTEXm(t) = CTEx(n) (1) =04 +1t.

In all the three cases, (X1, X») has the same marginal distributions; that is, X1 and X, have
the exponential distributions with means 1/(A12+ A1) and 1/(A12 + A2), respectively. The only
difference among them is in the correlation between X | and X». It can be easily verified directly
that the correlation coefficient of (X, X3) in Case 1 is smaller than that in Case 2, which in
turn is smaller than that in Case 3. In fact, it follows from Proposition 5.5 of Li and Xu (2000)
that the random vector in Case 1 is less dependent than that in Case 2, which in turn is less
dependent than that in Case 3, all in supermodular dependence order.

Table 1 shows that CTEg(¢) becomes larger as the correlation grows. The effect of de-
pendence on CTEX“) (#) is the same as it is on CTEg(¢). However, the effect of dependence
on CTEXW (1) is different from its effect on CTEg(¢) and CTEX“) (t). Indeed, CTE X (t) is
neither increasing nor decreasing as the correlation grows.
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TaBLE 2: Effects of dependence and different conditions on the maximal risk.

E(X(n) | X(]) > l) E(X(n) | X1 > l) E(X(n) | X(n) > l‘)

t Casel Case2 Case3 Case 1 Case 2 Case 3 Case 1 Case 2 Case 3

2.6 2.55 24 2.4014 2.4075 2.4 2.4007 2.4038 2.4
4.6 4.55 44 4.4000 4.4004 4.4 4.4000 4.4002 4.4
6.6 6.55 6.4 6.4000 6.4000 6.4 6.4000 6.4000 6.4
8.6 8.55 8.4 8.4000 8.4000 8.4 8.4000 8.4000 8.4
10.6 10.55 10.4 10.4000  10.4000 10.4 10.4000  10.4000 10.4

S 0N B~

—

Example 4.2. We now calculate E(X(,) | X1) > ), E(X(n) | X1 > ), and CTEx(n) (t) =
E(X(n) | X(@) > t) under the same sets of model parameters used in Example 4.1.

The analytic forms of E(X () | X(1) > 1), E(X(n) | X1 > 1), and E(X () | X(») > ¢) in the
following three cases, and the numerical values in Table 2, were easily produced from (3.19),
(3.20), and (3.11) using MATHEMATICA. The first column of Table 2 lists several values of #,
and the next several columns list values of the conditional expectations in the following three
cases (corresponding to those in Example 4.1).

Case 1: A2 = 0,11 = Ap = 2.5, Az = 0. In this case,

EX@w | X1y >1) =0.6+1,

E(X(n) | X1 >1)=04+1+ O_Ze—Z.St’

0.8 +2r — (0.2 4+ )e~ 25
2 _ e—2.5t :

Case 2: Mo = 1,11 = Ay = 1.5, Az = 1. In this case,

E(X(n) | X(n) > l) =

EXu | Xy > 1) =0.55+1,
E(Xwp | X1 >6)=04+1¢ _’_0.15671.5[7

0.8 + 2t — (0.25 4 t)e~ 1t
2 _ e L5t '

Case 3: Ao = 2.5, .1 = Ap =0, Az = 2.5. In this case,

EXu | Xy >1) =

E(X(n) | X(]) > t) =E(X(n) | X1 >1) =E(X(n) | X(n) >1)=04+1¢.

Table 2 shows that E(X¢,) | X(1) > 1) > E(X) | X1 > 1) > E(Xw) | Xy > 1) for
all values of 7 in all three cases. However, neither E(X(,) | X; > 1) nor E(X¢) | X () > 1)
exhibits any monotonicity property as the correlation grows.

5. Concluding remarks

Using the Markovian method, we have derived explicit expressions for various conditional
tail expectations for multivariate phase-type distributions in a unified fashion. These CTEs
can be used, for example, to measure some right-tail risks in a financial portfolio consisting of
several stochastically dependent subportfolios. We have focused on the total risk, the minimal
risk, and the maximal risk of the portfolio and, as we have illustrated in the numerical examples,
our CTE formulae for these risks can be easily implemented.
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Some CTE function values in our numerical examples increase as the correlation among
the subportfolios grows. This demonstrates that merely increasing the correlation, while fixing
the marginal risk for each subportfolio, would add more risk to the entire portfolio. In fact,
since the minimum statistic X (1) of a Marshall-Olkin-distributed random vector (X1, ..., X,)
has an exponential distribution, it is easy to verify directly that the CTE of X () is increasing
as (X1, ..., X,) becomes more dependent, in the sense of supermodular dependence order.
However, whether or not a given CTE risk measure exhibits monotonicity as the correlation
among the subportfolios grows remains an open and important question that needs further study.

Another problem that we have not addressed in this paper is the explicit expression for the
CTE of (X; | Y%, X; > t), which is of interest in the risk allocation study of the total risk.
Using the Markovian method, we can obtain the expression for the CTE of (X; | Z:’I 1 Xi > 1),
but it is too cumbersome to have any value in practical terms. Alternatively, some kind
of recursive algorithm defined on the underlying Markov structure would offer a promising
computational approach.
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