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Abstract

In this work we investigate the optimal proportional reinsurance-investment strategy of an
insurance company which wishes to maximize the expected exponential utility of its termi-
nal wealth in a finite time horizon. Our goal is to extend the classical Cramér-Lundberg
model introducing a stochastic factor which affects the intensity of the claims arrival pro-
cess, described by a Cox process, as well as the insurance and reinsurance premia. The
financial market is supposed mot influenced by the stochastic factor, hence it is indepen-
dent on the insurance market. Using the classical stochastic control approach based on the
Hamilton-Jacobi-Bellman equation we characterize the optimal strategy and provide a verifi-
cation result for the value function via classical solutions to two backward partial differential
equations. Eristence and uniqueness of these solutions are discussed. Results under various
premium calculation principles are illustrated and a new premium calculation rule is pro-
posed in order to get more realistic strategies and to better fit our stochastic factor model.
Finally, numerical simulations are performed to obtain sensitivity analyses.
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1. Introduction

In this paper we investigate the optimal reinsurance-investment problem of an insurance company
which wishes to maximize the expected exponential utility of its terminal wealth in a finite time
horizon. In the actuarial literature there is an increasing interest in both optimal reinsurance and
optimal investment strategies, because they allow insurance firms to increase financial results and
to manage risks. In particular, reinsurance contracts help the reinsured to increase the business
capacity, to stabilize operating results, to enter in new markets, and so on. Among the traditional
reinsurance arrangements the excess-of-loss and the proportional treaties are of great importance.
The former was studied in [Sheng et al., 2014], [Li et al., 2018] and references therein. The latter
was intensively studied by many authors under the criterion of maximizing the expected utility of
the terminal wealth. Beyond the references contained therein, let us recall some noteworthy pa-
pers: in [Liu and Ma, 2009] the authors considered a very general model, also including consump-
tion, focusing on well posedness of the optimization problem and on existence of admissible strate-
gies; in [Liang et al., 2011] a stock price with instantaneous rate of investment return described by
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an Ornstein-Uhlenbeck process has been considered; in [Liang and Bayraktar, 2014] the problem
has been studied in a partially observable framework by introducing an unobservable Markov-
modulated risk process; in [Zhu et al., 2015] the surplus is invested in a defaultable financial
market; in [Liang and Yuen, 2016] and [Yuen et al., 2015] multiple dependent classes of insur-
ance business are considered. All these works may be considered as attempts to extend both the
insurance risk and the financial market models. In all these articles we can recognize two different
approaches to deal with the surplus process of the insurance company: some authors considered
it as a diffusion process approximating the pure-jump term of the Cramér-Lundberg model
(see for example [Bai and Guo, 2008, Cao and Wan, 2009, Zhang et al., 2009, Gu et al., 2010,
Li et al., 2018] and references therein). This approach is validated by means of the famous
Cramér-Lundberg approximation (see [Grandell, 1991]). Other authors (see [Liu and Ma, 2009,
Zhu et al., 2015, Liang et al., 2011, Sheng et al., 2014, Yuen et al., 2015] and references therein)
took into account the jump term using a compound Poisson risk model with constant intensity,
that is the classical Cramér-Lundberg model. On the one hand this is the standard model for
nonlife insurance and it is simple enough to perform calculations, on the other it is too simple
to be realistic (as noticed by [Hipp, 2004]).

As observed by Grandell, J. in [Grandell, 1991], more reasonable risk models should allow the
insurance firm to consider the so called size fluctuations as well as the risk fluctuations, which
refer to variations of the number of policyholders and to modifications of the underlying risks,
respectively.

This paper aims at extending the classical risk model by modelling the claims arrival process
as a doubly stochastic Poisson process with intensity affected by an exogenous stochastic process
{Yi}iepo,r)- This environmental factor leads us to a reasonably realistic description of any risk
movement (see [Grandell, 1991], [Schmidli, 2018]). For example, in automobile insurance Y
may describe road conditions, weather conditions (foggy days, rainy days, ...), traffic volume,
and so on. While in [Liang and Bayraktar, 2014] the authors considered a Markov-modulated
compound Poisson process with the (unobservable) stochastic factor described by a finite state
Markov chain, we consider a stochastic factor model where the exogenous process follows a general
diffusion. However, as in that work, we suppose that the stochastic factor does not influence the
financial market, which remains independent on the insurance market. An additional feature
is that the insurance and the reinsurance premia are not evaluated using premium calculation
principles, contrary to the majority of the literature; moreover, they turn out to be stochastic
processes depending on Y. Furthermore, we highlight that under the most frequently used
premium calculation principles (expected value and variance premium principles) some problems
arise: firstly, the optimal reinsurance strategy turns out to be deterministic (this is a limiting
factor because the main goal of our paper is to consider a stochastic factor model); secondly,
the optimal reinsurance strategy does not explicitly depend on the claims intensity. In order
to fix these problems, we will introduce a new premium calculation principle, which is called
intensity-adjusted variance premium principle.

Finally, the financial market is more general than those usually considered in the literature,
since it is composed by a risk-free bond and a risky asset described by a generalized Geometric
Brownian Motion. For instance, in [Bai and Guo, 2008], [Cao and Wan, 2009], [Zhang et al., 2009]
and [Liang and Bayraktar, 2014] the authors used a geometric Brownian model, in [Gu et al., 2010)
and [Sheng et al., 2014] a CEV model. Nevertheless, some authors considered other general mod-
els: in [Irgens and Paulsen, 2004] and [Li et al., 2018] the risky asset follows a jump-diffusion
process with constant parameters, in [Liang et al., 2011] the instantaneous rate of investment
return follows an Ornstein-Uhlenbeck process, in [Zhu et al., 2015] the authors used the Heston
model, in [Xu et al., 2017] the authors introduced a Markov-modulated model for the financial
market. However, in these papers the authors considered the classical risk model with constant
intensity for the claims arrival process.

Using the classical stochastic control approach based on the Hamilton-Jacobi-Bellman equa-
tion we characterize the optimal strategy and provide a verification result for the value function
via classical solutions to two backward partial differential equations (see Theorem 6.1). More-
over we provide a class of sufficient conditions for existence and uniqueness of classical solutions



to the PDEs involved (see Theorems 8.1 and 8.2). Results under various premium calculation
principles are discussed, including the intensity-adjusted variance premium principle. Finally,
numerical simulations are performed to obtain sensitivity analyses of the optimal strategies.

The paper is organized as follows: in Section 2 we formulate the main assumptions and
describe the optimization problem; Section 3 contains the derivation of the Hamilton-Jacobi-
Bellman equation. In Section 4 we characterize the optimal reinsurance strategy, discussing in
Subsections 4.1 and 4.2 how the general results apply to special premium calculation principles
(expected value, variance premium and intensity-adjusted variance principles). In Section 5
we provide the optimal investment strategy. Section 6 contains the Verification Theorem. In
Section 7 we illustrate some numerical results and sensitivity analyses. In Section 8 existence and
uniqueness theorems are discussed for the PDEs involved in the problem. Finally, in Appendix A
the reader can find some proofs of secondary results.

2. Problem formulation

Let (2, F,IP,{F:}) be a complete probability space endowed with a filtration {F; }¢cjo,7] (shortly
denoted by {F;}) and T > 0 a fixed time horizon. We suppose that such a filtration satisfies
the usual hypotheses of completeness and right continuity. We introduce the stochastic factor
Y = {Yi}ep0,m) as the solution to the following SDE:

dY; = b(t,Y;) dt + y(t,Yy) dW, ), Y, € R, (2.1)

where {Wt(y)}te[o,T] is a standard Brownian motion on (Q, F, P, {F;}). This stochastic process
represents any environmental factor resulting in risk fluctuations. For instance, as suggested by
Grandell, J. (see [Grandell, 1991], Chapter 2), in automobile insurance, ¥ may describe road
conditions, weather conditions (foggy days, rainy days, ... ), traffic volume, and so on.

Assumption 2.1. In the sequel we assume that b(t,y) and v(t,y) are locally Lipschitz-continuous
iny € R, uniformly int € [0,T], i.e. for eachn =1,... there exists a positive constant K, such
that

b(t,y) = b(t,y")| + vt y) =ty < Knly —y'|  Vy,y' € [-n,n],t € [0,T].

Moreover, we assume the sub-linear growth condition in y € R, i.e. for some positive constant
Ky the following inequality holds true:

bt y)[ + vt y)l < Ko(T+[yl)  VE€[0,T],y € R.

Remark 2.1. Under Assumption 2.1, from classical results (see [Gihman and Skorohod, 1972])
it follows that for any initial condition (t,y) € [0,T] x R there exists a unique strong solution
{Yi,y(8)}sere,m) (starting from y at time t) such that for any p > 1

E[ sup |Y;,,(s)[?] < o0, (2.2)
set,T]

which in turn implies
P[ sup [, (s)] < oo] = 1.
s€t,T]
In the sequel we will denote by {Y;}:e[0,7 the solution starting from Yy € R at time ¢ = 0.
Let us observe that (2.2) implies

]E[/OT|b(t,Yt)|dt+/OTw(t,Y;)2dt} < 0. (2.3)

Let us denote by £Y the infinitesimal generator of Y:

2
£ fity) = bt ) 2 ) + 2,2 2L

9y 5 @(t,y) fect?((0,T) xR).



Let us introduce a strictly positive measurable function A(¢,y) : [0,7] x R — (0, +00) and define
the process {\s = A(t,Y:) }eejo,r) for all ¢ € [0, T]. Under the hypothesis that

E UOT Au du] < oo, (2.4)

we denote by { N }+e[o,7) the claims arrival process, which is a conditional Poisson process having
{At}tepo,r) as intensity. More precisely, we have that for all 0 < s <t < T and k =0,1,...

t k
)\Ud t
PN, — N, =k | FX V F] = we—fs Audu

where {F) }eejo, ) denotes the filtration generated by Y. Then it is easy to show that

t
Nt —/ )\s ds
0
is an {F;}-martingale!.
Now we define the cumulative claims up to time ¢ as follows:

Ny
C, = ZZi t€[0,7],
i=1

where the sequence of i.i.d. strictly positive Fp-random variables {Z;},=1 .. represents the
amount of the claims. In the sequel we will assume that all the {Z;};=1, . are distributed
like a r.v. Z, independent on {N¢}e(o,7) and {Y; }e(0,77, With distribution function Fz(dz) such
that Fz(z) =1 Vz > D, with D > 0 (eventually D = +00). Moreover, Z satisfies some suitable
integrability conditions (see Assumption 2.2 below).

Consider the random measure associated with the marked point process {C}¢cjo, 7] defined as
follows

m(dt,dz) = Y bu.ac,(dtdz)
te[0,T]:
AC,#0

- Z O(1,,2,) (dt, dz)Lgr, <13, (2.5)

n>1

where {T),},,—1,... denotes the sequence of jump times of {N;};c[o,r] and d( .y the Dirac measure
at point (Z,z) € Rt x R. Then the process {C}4cjo,r) can be written as

C, = / / m(ds, dz). (2.6)

The following Lemma will be useful in the sequel.

Lemma 2.1. The random measure m(dt,dz) given in (2.5) has {F;}-dual predictable projection
v given by the following expression:

v(dt,dz) = dFz(z)\ dt, (2.7)

i.e. for every nonnegative, {F;}-predictable and [0, D]-indeved process {H(t, z)}+e(o,1)

U/th dtdz}:E{/OT/()DH(t7z)dFZ(Z))\tdt_

1See e.g. [Brémaud, 1981, II]




Proof. See Appendix A. O
Remark 2.2. Let us observe that for any {F }-predictable and [0, D]-indexed process { H(t, z) }+<[o,1]

such that
[/ / H(t, ) dF (2 )/\tdt} < oo
0

M, = / / H(s,z) (m(ds,dz) — dFz(z)\s ds) t€1[0,7)

the process

turns out to be an {Fi}-martingale. If in addition

U / H(t, )2 dFy (= )/\tdt] <o

then {Mi}ie0,1) 95 @ square integrable {F;}-martingale and

[/ / H(t,2)|? dFz(z ))\tdt} vt € [0, 7).

Moreover, the predictable covariation process of {Mt}te[o,T] 18 given by

t_// H(t, )2 dFy (=) dt,

that is { M7 — (M) }reqo,my is an {Fi}-martingale®.

Remark 2.3. Let {Gi}iepo,1) be the filtration defined by Gy = Fi V FY. Then m(dt,dz) defined
in (2.5) has {G:}-dual predictable projection v given in (2.7). In order to show it, observe that
since { i }eejo,r) i {Fi}-adapted by definition and Fy C Gy Vt € [0,T], then {\}icor) is also
{Gi}-adapted. Now notice that {Ai}icpo,r) s the {G:}-intensity of {Ni}iecjo,r), because for any
0<s<t<sT

E[N; | Gs] = Ng + E[N; — N |g]

_ N, +Zk f Au d“ o= i A du
k>1

t
:NSJr/ Ay du

t s
E[N; — / Ay du | Gs] = Ny — / Ay du.
0 0

Then our statement follows by the proof of Lemma 2.1 (see Appendix A) by replacing {Fi}-
predictable and [0, D]-indexed processes with {G}-predictable and [0, D]-indexed processes.

and this implies that

In this framework we suppose that the gross risk premium rate is affected by the stochastic
factor, i.e. we describe the insurance premium as a stochastic process {c; = c(t,Y})}repo, 17,
where ¢ : [0,7] x R — (0,+00) is a nonnegative measurable function. The insurance company
can continuously purchase a proportional reinsurance contract, transferring at each time ¢ € [0, T
a percentage u; of its own risks to the reinsurer, who receives a reinsurance premium ¢; given by
the definition below.

Definition 2.1. (Proportional reinsurance premium) Let us define a function q(t,y,u) : [0,T] x

R x [0,1] — [0,400), continuous w.r.t. the triple (t,y,u), having continuous partial derivatives
8'1(2’3’“), o qé(\t’f’“) inu € [0,1] and such that

2For these results and other related topics see e.g. [Brémaud, 1981, II] and [Bass, 2004].



1. q(t,y,0) =0 for all (t,y) € [0, T] x R, because a null protection is not expensive;

2. w >0 for all (t,y,u) € [0,T] xR x [0, 1], since the premium is increasing with respect
to the protection;

3. q(t,y,1) > c(t,y) for all (t,y) € [0,T] xR, because the cedant is not allowed to gain a profit
without risk.

In the rest of the paper 3(1%’3’0) and aq%’y’l) should be intended as right and left derivatives,

respectively. Moreover, we assume the following integrability condition:

T
E[/ q(t, Y, u) dt} <oo Yuel0]1]. (2.8)
0
Then the reinsurance premium associated with a reinsurance strategy {us}icjo,r) (which is the
protection level chosen by the insurer) is defined as {q; = q(t, Yy, us) }repo,m-

In addition, we will use the hypothesis that the insurance gross premium and the reinsurance
premium will never diverge too much (being approximately influenced by the stochastic factor
in the same way), that is there exists a positive constant K such that

lg(t, Y, u) —c(t,Yy)| < K P-as. Vte[0,T],u € |0,1]. (2.9)
Under these hypotheses the surplus (or reserve) process associated with a given reinsurance
strategy {u¢}iepo, 1) is described by the following SDE:
dR} = {c(t,Y}) —q(t, Vs, ut)} dt — (1 — u)dCy

D
= {c(t,Y}) —q(t,Ys, ut)} dt — /0 (1 — ug)zm(dt,dz) Ry = Ry e RT. (2.10)

Let us observe that by Remark 2.2, since

EUOT/OD w2\ dFz(2) dr] gIE[Z}IE[/OT /\rdr} < o0,

the process fot fOD (1 —us)z(m(ds,dz) — A\s dFz(z) ds) turns out to be an {F;}-martingale.

Furthermore, we allow the insurer to invest its surplus in a financial market consisting of a
risk-free bond {B; }s¢[o,7) and a risky asset { P }4c[o, 7], whose dynamics are

dB, = RB,dt By =1, (2.11)

with constant risk-less interest rate R > 0, and

dP, = P, |u(t, P) dt + o(t, P,) dW,D) Py >0, (2.12)

respectively, where {Wt(P)}te[o,T] is a standard Brownian motion independent of {W®)},c( 7

and the random measure m(dt,dz). As a consequence, we assume that the financial and the

insurance markets are independent. Even if a more general formulation may be achieved intro-

ducing the stochastic factor in the risky asset dynamic, the independence is very reasonable in

many cases. For instance, whenever the insurance policies are subscribed in a country and the

risky asset is traded in another (possibly distant) country, this is not so far from the reality.
Let us assume that there exists a unique strong solution to (2.12) such that

T T
E[/ |Pt,u(t,Pt)|dt+/ Pfa(t,Pt)?dt} < oo, (2.13)
0 0
sup E[P?] < oo, (2.14)
t€[0,T]



(for example, it is true if the coefficients of the SDE (2.12) satisfy the classical Lipschitz and
sub-linear growth conditions, see [Gihman and Skorohod, 1972]). Furthermore, we assume the

Novikov condition:

1 (T p(,P)—R 2
Elez o 5otwmry M dt

< o0, (2.15)

which implies the existence of a risk-neutral measure for { P; };c[o, 7] and ensures that the financial
market does not admit arbitrage.

We will denote by w; the total amount invested in the risky asset at time ¢t € [0, T, so that
X; — wy will be the capital invested in the risk-free asset (now X; indicates the total wealth,
but it will be defined more accurately below, see equation (2.17)). We also allow the insurer to
short-sell and to borrow/lend any infinitesimal amount, so that w; € R.
Finally, we only consider self-financing strategies: the insurer company only invests the surplus
obtained with the core business, neither subtracting anything from the gains, nor adding some-
thing from another business.

The insurer’s wealth {X{*}ic(o,7] associated with a given strategy a; = (us, w;) is described
by the following SDE:

dP,
dX® = dR" + wt?t + (X7 — wy)
t

4B,
By

- [c(t, Yy) —q(t,Ys, ut)] dt + w, [u(t, P)dt + o(t, P) dw "
D
+ (X —wy)Rdt — / (1 — ug)zm(dt,dz), (2.16)
0

with X§* = Ry € RT. Remember that {u;}¢c[o,r) and {w; }ic[o,r) are the proportion of reinsured
claims and the total amount invested in the risky asset {P;};c[o,7], respectively.

Remark 2.4. It can be verified that the solution to the SDE (2.16) is given by the following:

t t
Xp =X [ MOI e Y,) < gl Vo)) drt [ R Py) - B
0 0

¢ t D
+/ R o (r, P) dW ) — / / e (1 — w2 m(dr,dz). (2.17)
0 o Jo

Now we are ready to formulate the optimization problem of an insurance company which
subscribes a proportional reinsurance contract and invests its surplus in the financial market
described above. Its main goal is to choose a strategy {a; = (u¢, wt) }refo, 7 in order to maximize
the expected utility of the terminal wealth:

sup E[U(X¢)],
acU

where U denotes a suitable class of admissible controls (see Definition 2.2 below) and U : R —

[0, +00) is the utility function representing the insurer preferences. We focus on CARA (Constant
Absolute Risk Aversion) utility functions, whose general expression is given by

Ulx)=1—¢e" z €R,

where 77 > 0 is the risk-aversion parameter. This utility function is highly relevant in economic
science and in particular in insurance theory, in fact it is commonly used for reinsurance problems
(e.g. see [Bai and Guo, 2008], [Cao and Wan, 2009], [Sheng et al., 2014], and many others).

Using the dynamic programming principle we will consider a dynamic problem which consists in



finding the optimal strategy «s, for s € [t,T], for the following optimization problem given the
information available at the time ¢ € [0, 77:

sup E [U(Xtax(T)) | ]—"t} t € [0,T],
acUy

where U; denotes the class of admissible controls in the time interval [¢,T] (see Definition 2.2
below). Here {X{,(s)}se[:, ) denotes the solution to equation (2.16) with initial condition X =
x.

For the sake of simplicity, we will reduce ourselves to study the function —e~"*. Another possible
choice is to focus on the corresponding minimizing problem for the function e~"*, but the first
choice is usually preferred in the literature.

Definition 2.2. We will denote by U the set of all admissible strategies, which are all the {F;}-
predictable processes oy = (ug, we), t € [0,T], with values in [0,1] x R, such that

T T
IE{/ |w,||p(r, Pr) — R dr} < 00, E[/ wo(r, P,)? dr] < 0.
0 0

When we want to restrict the controls to the time interval [t, T, we will use the notation Uy.
From now on the following assumptions are fulfilled.

Assumption 2.2.
Eje"?™ ) < 00,  E[Ze"?" ] <00,  E[Z277¢""] < 0, (2.18)
<RT
E [ Ele” Z)_1) [T A, ds | 7] < oo, (P=1) Vtelo,T). (2.19)

Proposition 2.1. Under the Assumption 2.2 the control (0,0) is admissible and such that

(0,0)

Ele "Xis D | Fl<oo  (P=1)  VY(t,z) €[0,T] x R.
Proof. See Appendix A. O

Remark 2.5. Let us observe that Proposition 2.1 implies that
esssupE[U(ijx(T)) | ]—'t] > —00 (P=1) vt € [0,T)
aEU;
and as a consequence that

sup E[U(X )] > —o0.
aclU

In order to solve this dynamic problem we introduce the value function associated with it:

v(t,x,y,p) = sup E[—@‘”X?’”(T) Y=y, P, =p|, (2.20)
acUy

where the function v : V' — R is defined in the domain

V =10,T] x R? x (0, +00).

3. Hamilton-Jacobi-Bellman equation

Let us consider the Hamilton-Jacobi-Bellman equation that the value function is expected to
solve if sufficiently regular:

{Sup(u,w)E[O,l]XR£av(t7x7yap) =0 v(t>x7yap) € [O7T) x R? x (07 +OO) (3 1)

o(T,z,y,p) = —e ™ V(z,y,p) € R? x (0, +00),



where £ denotes the Markov generator of the triplet (X*,Y;, P;) associated with a constant

control @ = (u,w). In what follows, we denote by C;’Q all bounded functions f(¢,z1,...,zy),
with n > 1, with bounded first order derivatives %, %, ey ;Tf and bounded second order
derivatives w.r.t. the spatial variables g%]%, ey %.

Lemma 3.1. Let f: V — R be a function in C;’z. Then the Markov generator of the stochastic
process (X, Yy, Py) for all constant strategies o = (u,w) € [0,1] x R is given by the following
exTpPression:

LOf(t z,y,p) = %{(t z,y,p) + %(t ,y,p) [Rx + c(t, y) — q(t, y,u) +w(u(t,p) — R)]
3P0t S . 0.) + 00, DL 4 2,0,) + (0972 L 10
+ pu(t,p)%(t T,y,p) + ;pza(tp)Qngf(t z,y,p) + wa(tp)%aajgp (t,2,y,p)
+/0D [f(t,w — (1 —u)z,y,p) — f(t, 2,4, p) | Mt,y) dFz(2). (3.2)
Proof. See Appendix A. O

Remark 3.1. Since the triplet (X8,Y:, Py) is a Markov process, any Markovian control is of
the form a; = a(t,Xp,Y:, P;), where a denotes a suitable function such that a(t,z,y,p) =
(u(t,z,y,p), w(t,z,y,p)). The generator L*f(t,x,y,p) associated to a general Markovian strat-
egy can be easily obtained by replacing a with «y in (3.2).

Now let us introduce the following ansatz:

—naeR(T=1)

v(t,x,y,p) = —€ (p(t7y7p)>

where ¢ does not depend on z and it is a positive function®. Then the original HJB problem
given in (3.1) reduces to the simpler one given by

O 0o 1 5 0% R(T—

- =t —b(t,y)==(t — =t y) 2=t (T=te(t t

5 (L9 p) = b(ty) ay( Y50) = 57(tY) 8y2( ,Y,p) + e c(t,y)e(t,y,p)

dp 1 2 20%p
— pu(t,p)== (¢ — Zo(t (¢
pu(t, p) ap( 9,p) = 50(8,0)7p apg( ,Y,D)
+ sup (¢, y)p(t,y,p) + sup ¥ (¢t,y,p) =0, (3.3)
w€[0,1] weR

with final condition ¢(T,y,p) =1 for all (y,p) € R x (0, +00), defining

D
T (t,y) = —ne T Vq(t, y,u) + A(t7y>/0 [1 St )] dFz(z) (3.4)

and

. _ 0
T (t,y,p) = T ((u(t,m — R)pltu.p) +pa<t,p>2§;(t,y,p>)w

1 _
- io(t,p)2n2e2R(T Do(t,y, p)w?. (3.5)
It should make it clear that we can split the optimal control research in two distinct problems:
the optimization of ¥* will give us the optimal level of reinsurance (see Section 4), while working
with U* we will find the optimal investment policy (see Section 5).

3Intuitively, we note that X, (T) = X (T) + zeP(T=1) and we use the exponential form of the function v.



4. Optimal reinsurance strategy

In this section we discuss the problem

sup V“(t,y), (t,y)€[0,7]x R, (4.1)
u€[0,1]

with U (¢,y) given in (3.4).
First, let us observe that U*(¢,y) is continuous w.r.t. u € [0,1], for any (¢,y) € [0,7] x R
and admits continuous first and the second order derivatives w.r.t. u € [0, 1]

u D t
((9\1/ (t7 y) _ *T]@R(Tit) |:aq(ta Y, u) . )\(t’ y) / Zen(lfu)zeR(T_ t) dFZ(Z):| ’
0

ou ou
02U (t 0?q(t = -
a,u(?ay) _ —176R(T7t) |: Q((%;éh u) + neR(Tft)/\(t’ y)/ Z2en(17u)zeR(T t) sz(Z):| '
0

Notice that these derivatives are well defined thanks to (2.18).

Now we are ready for the main result of this section.

Proposition 4.1. Let us suppose that W“(t,y) given in (3.4) is strictly concave in u € [0,1]
Y(t,y) € [0,T] x R. Then there exists a unique measurable function u*(t,y) for all (t,y) €
[0,T] x R solution to (4.1). Moreover, it is given by

0 (ta y) € AO
u* (t7 y) = ﬁ(ta y) (ta y) € (AO U Al)c (42)
1 (ta y) S Al;
where
%ﬁ{mwemﬂxkA@@M%MﬂTﬁswggm}
oq(t,y,1
A= { e e 0.11xr ) 2058 < sz
and U(t,y) is the unique solution to the following equation:
D
dalt,y,u) = A(t, y)/ zen(1-wze" T dFz(z). (4.3)
8U 0

Proof. Since U"(t,y) is continuous and strictly concave in u € [0, 1], there exists a unique maxi-
mizer u*(¢,y) of (4.1), whose measurability follows by classical selection theorems.
Now observe that A9 N A; = 0. In fact, we have that

%:{@weMHxRﬁﬁﬁwso}

Al{(t,y)e[O,T]xR|w;€j’y)20}.

0w (t,y)
ou

Let us assume for sake of contradiction that (¢,y) € Ag N A;. Since is decreasing in

u € [0,1], we have that
OV (t,y)  OV“(t,y) IV (ty)
v du  Ou

=0,Yu € (0,1),

hence U*(t,y) is constant Yu € [0, 1], but this is absurd, because U*(¢,y) is strictly concave.

10



As a consequence, AgU(AgU A1) UA; = [0,T] x R.
Now we have three cases. If (t,y) € Ay then U“(t,y) is decreasing in u € [0,1], hence no
reinsurance is chosen, i.e. u*(t,y) = 0.
If (t,y) € A then there exists a unique u*(t,y) € (0,1) such that or (t’y) = 0, and it is the
unique solution to equation (4.3).
Finally, if (¢,y) € A; then ¥%(t,y) is increasing in u € [0, 1], hence u*(¢,y) = 1.
O

Remark 4.1. In our model \(t,y) > 0. Nevertheless, for the sake of completeness we observe
that if A(t,y) had been vanished for some (t,y), then we would have obtained

{(ty) € [0, T]xR[A(t,y) =0} C A,

i.e. u*(t,y) = 0. In fact, A(t,y) = 0 corresponds to a degenerate situation: the risk premia are
paid, but there is no "real” risk to be insured.

From the economic point of view, we could say that if the reinsurance is not too much
expensive (more precisely, if the price of an infinitesimal protection is below a certain dynamic
threshold) and if full reinsurance is not optimal, then the optimal strategy is provided by (4.3),
i.e. by equating the marginal cost and the marginal gain.

Now we provide some sufficient conditions in order to guarantee existence and uniqueness of
a solution to (4.1).

Lemma 4.1. Suppose that the following condition holds true:

O%q(t,y,u)

D2 >0 Y(t,y,u) € [0,T] x R x [0,1].

Then W¥(t,y) given in (3.4) is strictly concave inu € [0,1] V(t,y) € [0,T] xR. As a consequence,
there exists a unique solution to (4.1).

Proof. Since n > 0 and A(t,y) > 0 V(t,y) € [0,T] x R, we have that

2 (¢ 2q(t b -
9 (279) _ _neR(Tft) 9%q( ,élyu) +776R(T7t)/\(t’y)/ S2en(1—u)zeT0 dF5(2)| <0,
ou ou 0

which implies that $*(¢,y) is strictly concave in u € [0,1]. Now we use Proposition 4.1. O

Remark 4.2. Under the hypotheses that % >0 and c(t,y) > E[Z]A(t,y) for all (t,y,u) €
[0,T] x R x (0,1), the full reinsurance is never optimal. In fact, for any arbitrary couple (t,y)

we have that )
dq(t,y,u
q(t,y,1) = q(t,y,0) +/ 7(3 )
0 u

Being q(t,y,0) = 0 and q(t,y,1) > c(t,y) > E[Z]A(t,y) (because the reinsurance is not cheap
and using the net-profit condition for the insurance premium), we obtain that

/1 949, 1) 5 m(ZIAL ).
0

du.

ou

Since 22V o continuous in u € [0,1] by hypothesis, from the mean value theorem we know
that there exists ug € (0,1) such that

dq(t,y,uo)

5q > EIZIA(EY).

Under the hypothesis that M >0 for allu € (0,1), W s an increasing function of u,
and this implies that
6Q(t’ Y, 1) > aQ(t7 Y, uO)
ou - Ju

> E[Z]A(t,y).
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From this result we deduce that

1
ov (t7y) —’176R(T_t) aq(t7y71)

ou o E[Z]At,y)| <0, (t,y) €[0,T] xR,

which implies that Ay = (), i.e. the full reinsurance is never optimal.

Let us observe that the preceding remark requires two special conditions. The first one
concerns the concavity of the reinsurance premium and in Subsection 4.1 we will show that it
is fulfilled by the most famous premium calculation principles. The second hypothesis is the so
called net-profit condition (e.g. see [Grandell, 1991]) and it is usually assumed in insurance risk
models to ensure that the expected gross risk premium covers the expected losses.

In the following remark we point out a consequence of the preceding result in order to better
appreciate the generality of Proposition 4.1.

Remark 4.3. In the actuarial literature, full reinsurance is mostly considered never optimal.
The main reason is that most authors use premium calculation principles. In consequence, the
reinsurance premium turns out to be convex with respect to the protection level. By Remark 4.2,
this property leads to neglect the full reinsurance case. Our result in Proposition 4.1 (see the
third case in (4.2)) allows the insurer to choose full reinsurance as long as (t,y) € Ay. From
a technical point of view, this result follows from the generality of Definition 2.1. From the
economic point of view, it is reasonable that the insurance firm could regard full reinsurance as
convenient for a limited period of time and in some particular scenarios, because the objective is
to maximize the expected utility of the wealth at the end of the period.

Now we investigate how Proposition 4.1 applies to a special case.

Example 4.1. (Ezponentially distributed claims)
Let Z to be an exponential r.v. with parameter { > 0, then for any fized (t,y) € [0,T] x R
equation (4.3) becomes

R(T—t)

dq(t,y,u)

_Czd _
Ce z P

)\(t,y)/ zel(—u)ze
0
Taking k = n(1 — u)e®T=t) — C it can be written as

= Iq(t,y,u)
kz _
At y)/o ze"*(dz = ™

and requiring that

¢ _ Rrr
= >e, 4.4
” (4.4)
which implies k < 0, finally equation (4.3) reads as
¢ dq(t,y,u)
At = . 4.5

Summarizing, if Z is an exponential r.v. with parameter ¢ > nel™™ if W(t,y) given in (3.4) is
strictly concave, then we have that expression (4.2) holds true with

. ¢ 9q(t,y,0)
A0 = { ) € 0.7 <R IN00) o —y < 22520

(o) < 7] x ) G2 < 200,

A =
and with 4(t,y) being the unique solution to equation (4.5).

12



4.1. Expected value and variance premium principles

Proposition 4.1 clarifies that the optimal reinsurance strategy crucially depends on the reinsur-
ance premium. In this subsection we specialize that result using two of the most famous premium
calculation principles: the expected value principle and the variance premium principle. We will
show that in both cases we loose the dependence of the optimal reinsurance strategy on the
stochastic factor. Moreover, the optimal reinsurance strategy does not explicitly depend on the
claims intensity. These will be our motivations for introducing the intensity-adjusted variance
premium principle in Subsection 4.2.

Lemma 4.2. Under the expected value principle, i.e. if the reinsurance premium admits the
following expression

q(t,y,u) = (1 + 6,)E[Z]A(t, y)u V(t,y,u) € [0,T] x R x [0,1] (4.6)

for some constant 0, > 0 (which is called the reinsurance safety loading), there exists a unique
mazimizer u*(t) for all (t,y) € [0,T] x R for the problem (4.1). In particular,

« . 0 te Ay
w(t) = {ﬁ(t) te0,T]\ Ay, (4.7)

where O
Ao ={te 0,1 EZe " ) < (14 6,)E[7] }

and G(t) is the unique solution to the following equation:

D
(1+6,)E[Z] = / zent=w="T e, (4.8)
0
Proof. From (4.6) we get
dq(t,y,u) Pqlt,y,u)
—an = UHEEZAY), —5 55— =0 Vue(01),

which implies that U*(¢,y) is strictly concave in u € (0, 1) thanks to Lemma 4.1. Moreover, by
the means of Remark 4.2 we know that the full reinsurance is always sub-optimal, in fact the set
A; in Proposition 4.1 is empty. Now we only have to apply Proposition 4.1. O]

R(T—t)

Note that we always have E[Ze"%¢ ] > E[Z] for each t € [0,T], thus Ay could be an
empty set when the reinsurer’s safety loading is close to 0.

Example 4.2. (Ezponentially distributed claims under the expected value principle)
Let us come back to example 4.1. Under the expected value principle (4.6) the result for expo-
nential claims is even more simplified, in fact we find the following explicit solution:

1-5(1- 2 “R(T=t)  t c[0,to AT

w(t) = n( \Wer)e 0,0 AT (4.9)
0 t€ftoNT,T],

where ) ¢ )
to=T— —=log|>(1— —— |]|. 4.10
=7~ gon] (1= 7)) (10

The expression for to can be derived from the characterization of the set [0,T] x R\ Ag, which
in this case reads as follows:

_ )< ¢
¢ (110,)E[Z] _ Rt _ ¢+ aFoEz
n n

where the second inequality is always fulfilled in view of (4.4), hence we get to only from the first
inequality.

9y
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Lemma 4.3. Under the variance premium principle, i.e. if the reinsurance premium admits the
following expression
q(t,y,u) = E[Z]A(t, y)u + 0, E[Z°|A(t, y)u® (4.11)

for some constant reinsurance safety loading 0, > 0, the optimization problem (4.1) admits a
unique mazximizer u*(t) € (0,1) for all (t,y) € [0,T] x R, which is the solution to the following
equation:

R(T—t)

20,E[Z%u = / "’ zen(1—w)ze dFyz(z) — E[Z]. (4.12)

0

Proof. Using the expression (4.11) we get that

W = E[Z]\(t,y) + 20,E[Z2\(t, y)u  Yu € (0,1)
and 92
W = 20,E[ZA(t,y) >0  Vue (0,1).

By Lemma 4.1 ¥*(t,y) is strictly concave w.r.t. u and the full reinsurance is never optimal
because of Remark 4.2. Moreover, in order to apply Proposition 4.1 we notice that

R(T—t)

E[Zen?¢ | >E[Z] = Ay =0,

thus the optimal strategy is unique and it belongs to (0,1). In order to find such a solution, we
turn the attention to the first order condition, which is exactly the equation (4.12). O

The same result was obtained in [Liang and Bayraktar, 2014], Lemma 3.1.

Example 4.3. (Ezponentially distributed claims under the variance premium principle)
Under the wvariance premium principle (4.11), suppose that the claims are exponentially dis-
tributed with parameter ¢ > ne®T. Then it is easy to show that the optimal strateqy is given

by
ut(t) =1— ‘ (1 —y/ < )e—R<T—t> t€[0,7T]. (4.13)
n ¢+ 40, ’

4.2. Intensity-adjusted variance premium principle

We have shown that both the expected value principle (see Lemma 4.2) and the variance pre-
mium principle (see Lemma 4.3) lead to deterministic optimal reinsurance strategies, which do
not depend on the stochastic factor. Since the main objective of our paper is to analyze the
maximization problem under a stochastic factor model, we would like to keep that dependence.
In addition, in both cases the optimal reinsurance strategy does not explicitly depend on the
claims intensity. As a consequence, there is a paradox that we clarify with the following example.
Let us consider two identical insurers (i.e. with the same risk-aversion, time horizon, and so on)
who work in the same insurance business line, for example in automobile insurance, but in two
distinct territories with different riskiness. More precisely, let us assume that the two companies
insure claims which have the same distribution Fz but occur with different probabilities. Hence
it is a reasonable assumption that the claims arrival processes have two different intensities.
Now let us suppose that both the insurers use Lemma 4.2 (or Lemma 4.3) in order to solve the
maximization problem (4.1). Then they will obtain the same reinsurance strategy, but this is not
what we expect. Hence the optimal reinsurance strategy should explicitly depend on the claims
intensity.

In order to fix these two problems, in this subsection we introduce a new premium calculation
principle, which will be referred as the intensity-adjusted variance premium principle.

Let us first formalize that there exists a special class of premium calculation principles that
lead us to deterministic strategies which do not depend on the claims intensity.

14



Remark 4.4. For any reinsurance premium {q;}scjo,) admitting the following representation

q(t,y,u) = At y)Q(t, u) (4.14)

for a suitable* function Q : [0,T] x [0,1] — [0,+00), the optimal reinsurance strategy u; =
u*(t,Y:) given in Proposition 4.1 turns out to be deterministic. Moreover, it does not explicitly
depend on the claims intensity. For example, the expected value principle and the variance
premium principle admit the factorization (4.14) with Q(t,u) = (1 + 0,)E[Z]u and Q(t,u) =
E[Z)u + 0,E[Z?|u?, respectively.

Now the basic idea is to find a reinsurance premium {g;},c[o,r) (see Definition 2.1) such that

E[/Ot q(s,Ys,us)ds] - E[/Ot " dCS} + 0, var M " dCs} vt € 0, 7] (4.15)

for a given reinsurance safety loading 6, in order to dynamically satisfy the original formulation
of the variance premium principle®. For this purpose, we give the following result.

Lemma 4.4. For any {fg/}te[o}T] -predictable reinsurance strategy {u:}icjo,r) we have that for

any t € [0,T]
var Uot Us dcs} = E[ZQ]JE[/; u g ds} + E[Z]? var Uot Us A ds} (4.16)

Proof. Let us denote by {M{*},cpo, 1) the following {;}-martingale:

D t
MY = / / usz(m(ds, dz) — dFz(2)), ds).
0 0

Recalling that {C;}iejo,7) is defined in (2.6), the variance of the reinsurer’s cumulative losses at
the time ¢ € [0, 7] is given by

] [ wac] <e[( [weac.)] -] [wac)) 2

t 2 t t
= IE[|Mt“|2 + (/ usAsE[Z] ds) + 2Mt“/ usAsE[Z] ds} — E[/ Us dC’s] .
0 0 0

Denoting with (M™); the predictable covariance process of M}*, using Remark 2.2, we find that
t t 2 t 2
var {/ Us dC’s} =E[(M")] + IE[Z]%E{(/ UsAs ds) } —E[Z]°E {/ UsAs ds}
0 0 0
t t
= E[Z*]E [/ u X, ds} + E[Z]? var [/ UsAs ds} vt € [0,T). (4.17)
0 0

Here we have used that E {Mt“ fg usAsE[Z] ds} = 0. In fact we notice that

E{Mg /Ot usAE[Z] ds] :E[]E[Mt" /Ot usAE[Z] ds | ]-"}/”
— E[E[Mt“ | F¥ ] /Ot usAE[Z] ds}

and being Gy = Fo V F¥. D FX (see Remark 2.3) we have that
E[M; | Fr] =E[E[M | Go] Fr] =E[Mg | F7] =0

and the proof is complete. O

41.e. Q is such that g fulfills the Definition 2.1.
5See e.g. [Young, 2006].
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Remark 4.5. We highlight that Lemma 4.4 applies to {ftY}te[o,T] -predictable reinsurance strate-
gies, but this is not restrictive. In fact, from Proposition 4.1 we know that the optimal strategy
belongs to the class of {‘Fg/}te[o,:r] -predictable processes.

Remark 4.6. In the classical Cramér-Lundberg model, i.e. A(t,y) = A, for any deterministic

strategy uy = u(t)
t
var [/ us)\ds} =0,
0

thus in this case we choose expression (4.11) and the equation (4.15) is satisfied.

Under any risk model with stochastic intensity the formula (4.11) neglects the term

E[Z]? var Uot U ds]

in the equation (4.16). In order to capture the effect of this term, we can find the following

estimate:
t t 2
var {/ UsAg ds} < E{(/ Ug A ds) }
0 0
t
<IE{T/ ug)\gds}
0

As a consequence, we can choose as premium calculation rule
q(t,y,u) = E[ZIA(t, y)u + 6, E[Z°][\(t,y) + TA(t,y)*]u, (4.18)

which will be called intensity-adjusted variance principle in this work; using this formula, we
ensure that

¢ ¢ ¢
E[/ q(s, Ys, us) ds] > E[/ Ug dCS} + 0, var [/ Usg dCS} vt € 10,T)
0 0 0

for all {FY }eejo,r)-predictable reinsurance strategies and for any arbitrary level of reinsurance
safety loading 6, > 0.

Lemma 4.5. Under the intensity-adjusted variance premium principle (4.18), the optimization
problem (4.1) admits o unique mazimizer u*(t,y) € (0,1) for all (t,y) € [0,T] x R, which is the
solution to the following equation:

D
20, E[Z%|[1 + TA(t,y)]u = / 21wz g () — E[Z). (4.19)
0

Proof. From the expression (4.18) we get

W = E[ZI\(t,y) + 20, E[Z%| [\t y) + TA(t,y)*]u  Yu€ (0,1)
and ,
W = 20,E[Z*][M(t,y) + TA(,y)*] >0 Yue (0,1).

By Lemma 4.1 W*(¢t,y) is strictly concave w.r.t. u and full reinsurance is never optimal because
of Remark 4.2. Moreover, we notice that Aqg = 0 as in Lemma 4.3, thus the optimal strategy is
unique and it belongs to (0,1). In order to find such a solution, we turn the attention to the first
order condition, which is exactly equation (4.19). O
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Through the numerical simulations in Section 7 we will show that the intensity-adjusted
variance premium principle leads to optimal strategies which are consistent with the desired
properties obtained under the other premium calculation principles. Moreover, the reinsurance
strategies under the intensity-adjusted variance premium principle are not deterministic and ex-
plicitly depend on the (stochastic) intensity. Hence the problems described in the beginning of
this subsection are fixed.

Using the result given in Example 4.3, it is easy to specialize Lemma 4.5 to the case of
exponentially distributed claims.

Example 4.4. (Exponentially distributed claims under the intensity-adjusted variance premium
principle)

Under the intensity-adjusted variance premium principle (4.18), suppose that the claims are
exponentially distributed with parameter ¢ > nef*. Then the optimal strategy u*(t,y) € (0,1) is
given by

* . C C — —t
u (t,y)1n<1\/<+49r[ >6 RT=0 (44) € [0,T] xR.  (4.20)

1+ TA(t,y)]

Remark 4.7. In [Liang and Yuen, 2016] and [Yuen et al., 2015] the authors used the variance
premium and the expected value principles, respectively, to obtain optimal reinsurance strategies
in a risk model with multiple dependent classes of insurance business. In those papers the optimal
strategies explicitly depend on the claims intensities, but it is due to the presence of more than
one business line, hence our arguments are not valid there. Nevertheless, in [Yuen et al., 2015]
the authors realized that in the diffusion approximation of the classical risk model the variance
premium principle leads to optimal strategies which do not depend on the claims intensities. In
fact, this was the main motivation of their work. Their observation confirms our perplezities of
strategies independent on the claims intensity.

5. Optimal investment policy

Lemma 5.1. The problem

sup  U“(t,y,p),
w(t,y,p)ER

where WY (t,y,p) is defined in (3.5), admits a unique solution w*(t,y,p) for all (t,y,p) € [0,T] x
R x (0,4+00) given by

0
e no(t,p)2efT=t = pef(T=1) o(t,y,p)

(5.1)

Proof. Since ¢(t,y,p) > 0, U¥(¢,y, p) is strictly concave w.r.t. w and the result follows from the
first order condition. O

We emphasize that the optimal w* is the sum of the classical solution® plus an adjustment
term due to the dependence of the risky asset price coefficients on the stochastic process {P;}.

Remark 5.1. If u,0 are continuous function and ¢ € CY2, then w* is a continuous function
w.r.t. (t,y,p).

Corollary 5.1. Suppose that there exist two functions f(t,y) : [0,T] xR — (0,400) and g(t,p) :
0,7] x (0, +00) — B such that @(t,,p) = 1(t,9)e"®? for all (t,y,p) € [0,T] x R x (0,-+00),
with f(t,y) > 0. Then the optimal investment strategy (5.1) reads as follows:

W (t,p) = p(t, p) g

 no(t,p)2eR T ~ peR(T—1) 37)(15727)- (5.2)

6See e.g. [Merton, 1969].
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Remark 5.2. Different dynamics for the risky-asset prices could be considered. For instance, in
the case of pure jump processes, explicit formulas for optimal investment strategies can be found
in [Ceci, 2009] and [Ceci and Gerardi, 2009]. See also [Ceci and Gerardi, 2010] in the case of

power utility.

6. Verification Theorem

Now we conjecture a solution to equation (3.3) of the form ¢(t,y,p) = f(t,y)ed®P), with
f(t,y) > 0. Using Lemma 5.1, replacing all the derivatives and performing some calculations,
the equation (3.3) reads as follows

_of of 1 2 0%f R(T—t) u
5 By) =6t y) 3y (t:y) = 57(6y) 052 (t,y) + |ne c(t,y) + e 1]‘11 (t,y) | f(t,y)
2
99, 99 Lot Y 1(<>R>_
F(Ty)e™P) =1 W(y,p) € R x (0,+00)
(6.1)
It is easy to show that if f, g are two solutions to the following Cauchy problems
_of of 1 *f
3¢ (6y) —b(t, y)a (ty) = 57t ) 9 277 (6 Y)
R(T—t) u _ (6.2)
+ ne (t y) + max v (t,y) f(tvy) =0
u(t,y)€[0,1]
f(Ty) =1,
299 )~ pR% (1) - Lot 228 )+17(“(t’p)_R)2 ~0
ot P ap P TP oGP G e P T T G (6.3)
9(T,p) =0,

then they solve the Cauchy problem (6.1) and v(t, z,y,p) = —e‘"r"‘R(Tft)f(t7 y)edtP) solves the
original HJB equation given in (3.1).
Before we prove a verification theorem, we must show that our proposed optimal controls are

admissible strategies.

Lemma 6.1. Suppose that (6.2) and (6.3) admit classical solutions with g—g satisfying the fol-
lowing growth condition:

e p>\ <CU+ PP V(tp) € [0.T] x (0, +ox) (6.4)

for some constants > 0 and C > 0. Moreover, assume that
T T
IE[/ \u(t, P,)| P! dt+/ o(t, P)? PP dt| < oo. (6.5)
0 0

Let be u*(t,y) as given in Proposition 4.1 and w*(t,p) in Lemma 5.1. Let us define the processes
uf = u*(t,Y:) and wy = w*(t, P;); then the pair (uy,w}) is an admissible strategy, i.e. (uf,w;) €
U.

Proof. First let us observe that both uy,wy are {F;}-predictable processes since u*(t,u) and
w*(t,p) are measurable functions of their arguments and Y is {F;}-adapted. Moreover, they
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take values in [0, 1] and in R, respectively. Furthermore, using the expression (5.2) we have that

E[/OT |wf||u(t,Pt)—R|dt} S]E|:/OT (u(t, P) — R)? dt}

no(t, Py)2ef(T—1)

+E 4 |/J‘(t7Pt) R|Pt (
0 77€R(T t) 3]9

< /OT (s(t, ) = RY? i

UU(tvpt) 6R(T 2

t,Py)

.

T
+0E[ [ e roi s 2R dt] <o
0

and

[ i

_ R)2
E[ n2o( t ) e2R(T t) dt}

o(t, P,)2P2 [ dg 2
+E[ T (a (t,Py)) dt

+2E[/0 Mag(t Pt)d]

77 e2R(T N op

—R)? dt
77 o t ) e2R(T7t)

(t Pt) P2 s 2

T
|u(t,p) - R|Pt 8

IN

]E

where C' denotes any positive constant and the expectations are finite because of the Novikov
condition (2.15) together with (6.4) and (6.5). O

Now we are ready for the verification argument.

Theorem 6.1 (Verification Theorem). Suppose that (6.2) and (6.3) admit bounded classical
solutions f € C2((0,T)xR))NC([0,T] xR)) and g € C2((0,T) x (0, +00))NC([0,T] x (0, +00)),
respectively.

Let us assume that the conditions (6.4) and (6.5) hold and suppose that

giu,w\ <G+ Yty e[0T xR (6.6)

for some constants > 0 and C > 0. As an alternative, the conditions (6.4), (6.5) and (6.6)
may be replaced by the boundedness of az and 8
Then the function v : V — R defined by the followmg

R(T—t)

v(t, e, y,p) = —e " f(ty)ed ) (6.7)
s the value function of the reinsurance-investment problem and

a*(t, Y, Py) = (w(t, V), w* (¢, Pt))
with u*(t,y) given in (4.2) and w*(t,p) in (5.2) is an optimal control.
Proof. Let f(t,y) : [0,T] xR — (0, 400) and g(¢,p) : [0,T] % (0,400) — R be functions satisfying
the assumptions required by Theorem 6.1 and suppose that they are solutions to the Cauchy

19



problems (6.2) and (6.3). Now consider the function o(t,y,p) = f(t,y)ed®P). As already ob-
served, it satisfies equation (3.3), i.e. it is a solution to the problem

sup  H%(t,y,p) =0
(uw,w)€[0,1] xR (68)

o(t,y,p) =1  V(y,p) € R x (0,+00).

R(T—t)

Now, taking v(t,z,y,p) = —e "% o(t,y,p), we have that v is a solution to the Cauchy
problem (3.1). This implies that, for any (¢, z,y,p) € [0,7] X R x R x (0, +0c0)

L%(s, X7, (5), Yiy(s), Pp(s) <0 Vs € [t,T]

for all o € Uy, where {Y; ,(5)}sepe, 1) denotes the solution to equation (2.1) with initial condition
Y; = y and, similarly, {P; ,(s)}sep,7) denotes the solution to equation (2.12) with initial condition
Pt =DP.

Now, from It6’s formula we have that

T
U(T,Xffz(T),Y}yy(T),Pt,p(T))fv(t,x,y,p) :/t Eo‘v(s,Xffz(s),Y}’y(s),Pw,(s))ds+MT, (6.9)

where {M, }, ¢ is the following stochastic process:

v 0
MT:/ wso(s,PS)a—z(s,Xf,Ys,PS)dWs(P)
t

) v )
+/ Psa(s,Ps)a—;(s,X§‘7Ys,PS)dWS(P)+/ W(S,K)a—v(s,X;)‘,Y;,PS)dWS(Y)
t t Y

+ /OD /tT {H(S,Xﬁy — (1 —ug)z, Yy, Ps) — U(S,X?7Y93P§):| (m(ds,dz) — dFy(z) /\(S,Ys)ds).
(6.10)

Now we prove that {M,},c}¢ 1) is an {F,}-local martingale. In particular, we need to show that

r prTATH 8’[} 2
E / (wsa(s,PS)(s,Xsa,Ys,PS)) ds] < 00,
L/t Oz

r rTATh v 2
IE/ Pio(s, Py)—(s, X, Y5, Ps) | ds| < o0,
L/t dp

r pTATn a,v 2
E / <’Y(sa}/;)a(stg,}/;7PS)> d8:| < o0,
L Y

E

t
D TATy,
/ / lo(s, X& — (1 —ug)z,Ys, Ps) —v(s, X, Ys, Ps)| dFz(2) A(s, Ys)ds| < oo,
o Jt

for a suitable non-decreasing sequence of stopping times {7, }n=1,... such that lim,,_, 4 o 7, = +00.
Taking into account the expression (6.7), we note that

O (12,,) = R T T (1, o)
dv e R(T—) of

— (7 = _e nTe 9(t:p) 2L (4

6:[/( 7x7y’p) € e ay( 7y)a

@ R(T—1)

_ dg
t,x,y,p) = —e 17¢ t,y)edHP) ZL (¢ p).
ap( Y, D) f(t,y) 8p( P)

Let us define a sequence of random times {7, },=1,.. as follows:

T, =inf{s € [t,T] | X5 < —n V |Ys| > n} n=1,...
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In the sequel of the proof we denote by C,, any constant depending on n=1,....
Then we have that

TNATn 81) 2
IE[/ (wsa(&PS)(s,X;",}@,PS)) ds]
0 3:17
TATn R 2
R O e (SO ) Y
0

T 2
< C’n]E{/ (wsa(s,Ps)) ds] < 00 Vn=1,...,
0

because w; is admissible and f and g are bounded by hypothesis. Moreover, we have that

TATy, 81} 2
E[ / (v(s,Ys>8<s,X3,Ys,Ps>) ds}
0 Yy
TNATn AT 2
e\ [ syt et i vy ) s
0 81/
~ ThA™n a R(T—s) 2
<Cr [ (e e ) g s
0
T
SCnIE[/ v(s,y;)st} coo  Vae1l..
0

because g is bounded and using the assumptions (2.3) and (6.6). Further, we obtain that

TN, 57} 2
E / Poo(s, P) 20 (5, X2V, P | ds
0 dp
T ATy, s 2
:E[ / pg(f(s,ps)?(e—nxs“e“ )f(s,meg(s’Ps)gg(s,Ps)) ds}
0 P

2

TATn
< CE [ / P§o<s,PS>2(e—"X?@“S>f<s7y;>eg<&f’s>) (1+ |Ps|ﬁ>2ds}
0
T
< C,E [/ o(s, Ps)*(P2? + P2P12) ds} <oo VYn=1,...,
0

because f and g are bounded by hypothesis and using conditions (2.13), (6.4) and (6.5). Finally,
D TATn
E[/ / (s, X — (1 — ws)z, Ys, P) — v(s, X, Yy, Py)| dFy(2) Als, Ys)ds]
0 Jt
D pTA o R(T—s) . P R(T—s)
< EU / e nXie f(s,Ys, Py)ed(:Ps)|g(1-us)nze —1|dFz(2) A(S,Y;)ds]
o Jt
D TNATy RT
< CLE {/ / e dFz(z) \(s, Ys)ds]
o Jt
RT T
< CnIEJ{e”ZE }E{/ A(s,Ys)ds] < o0,
t

thanks to (2.4) and (2.18). Thus {M, },¢, 1) is an {F, }-local martingale and {7,},=1,.. is a
localizing sequence for { M.}, ¢, 1)-
Taking the expected value of both sides of (6.9) with T replaced by T A 7,,, we obtain that

E[U(T/\ Tangx(T/\ Tn)aYt,y(T A Tn)’Ptyp(T/\ Tn)) | ‘Ft] S U(tvxay7p)
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for any o € Uy, t € [0, T A 7,),n > 1. Now notice that

E[o(T A Ty X020 (T A 0), Yag (T A 0), Pep(T A 7))
= E[eﬂnxﬁz(T/\m)eR(Tmn—z)f(T AT, Yirs )262g(T/\‘rn7PTA,,n)]

R(TATn)

< 06—27]116 < 07

thus {v(T'A 7, X, (T A7), Yey (T AT0), Prp(T A7) bn=1,... is a family of uniformly integrable
random variables. Hence it converges almost surely. Observing that {7, }»,=1, . is a bounded and
non-decreasing sequence, since P[|X{*| < +oo] =1 (see (2.17)) and using (2.2) and (2.14), taking
the limit for n — +o0, we conclude that

E[v(T, Xy, (T), Yi,y(T), P p(T)) | F]
= lim E[(T A 7p, X7 (T A7), Y (T A7), Prp(T A1) | Fi]

n—-+00

<wv(t,x,y,p) Vo € Uy, t € [0,T]. (6.11)
To be precise, we have that

lim X7 (T'AT,) =X (T—) = X{".(T) P-as.,

n—+oo

since the jump of {N¢}¢e(o,7] occurs at time T with probability zero. Using the final condition
of the HJB equation (3.1), from (6.11) we get

E[U(X{,(T))] < v(t,z,y,p) Va € Uy, t € [0,T).

Now note that a*(¢,y,p) was calculated in order to obtain EX*v(t,x, y,p) = 0; replicating the
calculations above, replacing £* with £% | we find the equality:

SuZE) E[U(Xt(fm(T)) | Yi=y P = p} = v(t7m,y,p)7
acUy

thus a* (¢, Ys, P;) is an optimal control. O

After the characterization of the value function, we provide a probabilistic representation by
means of the Feynman-Kac formula. In preparation for this result, let us introduce a new prob-
ability measure Q equivalent to P. Novikov condition (2.15) implies that the process {L: }+c(o,7]
defined by

1ty p(s,Ps)—R 2 t p(s,Ps)—R P
L; = 67(5 Sl Etep 1P ds+ [ Mgy AW >)

is an {F; }-martingale and we can introduce the following probability measure Q:

dQ
—| =1L te|0,T]. 6.12
d]P; 7, t € [ ) ] ( )
By Girsanov theorem we know that Wt(P) = Wt(P) + fot % ds is a Q-Brownian motion and
we can rewrite the risky asset dynamic as
dP, = P, {R dt + o(t, P) dW " | (6.13)

Since the discounted price { P, = Pie= Bt} 0.7 turns out to be an {F; }-martingale, then Q is a
martingale or risk-neutral measure for {P;}7. We will denote by E? the conditional expectation
with respect to Q.

"Let us observe that under Q the dynamics of {Y;} and {R:} do not change.

22



Proposition 6.1. Suppose that (6.2) and (6.3) admit classical solutions f € C12((0,T) x R)) N
Cg[O,T] xR)) and g € C2((0,T) x (0, +00))NC([0,T] x (0, +00)), respectively, both bounded with
g—y and g—g satisfying the growth conditions (6.6) and (6.4). Then f and g admit the following
Feynman-Kac representations:

Flt,y) = ]E[e— ST (e T =D e(s, Vo) 40" (5,2)) ds 'y, = y} (6.14)
T 2
st = 59| [ G p =), (6.15)

where U™ (t,y) is the function defined by (3.4), replacing u with w*(t,y), and Q is the probability
measure introduced in (6.12).

Proof. The result is a simple consequence of the Feynman-Kac theorem. O

In Section 8 we will provide sufficient conditions which ensure that the functions f and g
given in (6.14) and (6.15) are C2((0,T) x R) and C1?((0,T) x (0, +00)) solutions to the Cauchy
problems (6.2) and (6.3), respectively.

7. Simulations and numerical results

Here we illustrate some numerical results based on the theoretical framework developed in the
previous sections. In particular, we perform sensitivity analysis of the optimal reinsurance-
investment strategy in order to study the effect of the model parameters on the insurer’s decision.

7.1. Reinsurance strategy

In this subsection we compare the optimal reinsurance strategy under the variance premium prin-
ciple (see Lemma 4.3) and the intensity-adjusted variance premium principle (see Lemma 4.5).
They will be shortly referred as VP and IAVP, respectively. The main difference is that under
VP we loose the dependence on the stochastic factor, while under TAVP we keep this dependence.

In what follows we assume that {Z;},=1, .. is a sequence of i.i.d. positive random variables
Pareto distributed with shape parameter 1.8182 and scale parameter 0.0545. The stochastic
factor is described by the SDE (2.1) with constant parameters b = 0.3,y = 0.3 and initial
condition Yy = 1. For the sake of simplicity, we assume that A(t,y) = AgezV, that is {\, =
A(t,Y:) }eejo,r) solves

1
dh\t = A §dYt Ao = 0.1,

which guarantees that the intensity is positive. Finally, we consider the model parameters in
Table 1, using the notation introduced in Section 2.

Table 1: Simulation parameters

Parameter Value

T 5Y
n 0.5
0, 0.1
R 5%

In the sequel, the dashed line refers to the VP case, while the normal line represents the
TAVP case.

From Figure 1 we observe that the optimal reinsurance strategy is positively correlated to
the risk-aversion parameter; moreover, the strategy under VP seems to be more sensitive to any
variation of the risk-aversion.
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(3-8 o

Optimal strategy at time 0
2
T

05

0.4 L 1 L L L L L L 1

Risk-aversion

Figure 1: The effect of the risk-aversion parameter n on the optimal initial strategy under VP (dashed)
and IAVP (normal).

Moreover, we observe that under VP the strategy is always more conservative (i.e. the pro-
tection level is higher) than under TAVP. There are at least two reasons: firstly, in Subsection 4.2
we noticed that under VP the reinsurer underestimates the variance of her losses, hence the pre-
mium will be underestimated; secondly, under IAVP the insurer overestimates the reinsurance
premium. As a consequence of the well-known law of demand, under IAVP the insurer will buy
a lower protection level. This fact keeps happening in the next figures, but it will not be pointed
out again.

In Figure 2 we notice that any increase in the reinsurance safety loading leads to a decrease
of the reinsured risks. It is a simple consequence of the well-known law of demand: the higher
the price, the lower the quantity demanded. It is worth noting that under our assumptions the
strategy under TAVP is more sensitive than under VP.

Optimal strategy at time 0
&
T

0.82 [~

Reinsurance safety loading

Figure 2: The effect of the reinsurance safety loading 0, on the optimal initial strategy under VP
(dashed) and IAVP (normal).

Finally, in Figure 3 we can see that the insurer increases the protection when the time horizon
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is higher. Again, the strategy under VP turns out to be more sensitive to any change of the time
horizon.

o
©
8

- o o o
o 8 ® &

Optimal strategy at time 0
o o
5 &

o
®

1 1 1 1 1 1 1 |
5 10 15 20 25 30 35 40 45 50
Time-horizon (years)

Figure 3: The effect of the time horizon T' on the optimal initial strategy under VP (dashed) and IAVP
(normal).

We conclude this subsection investigating the dynamical properties of the reinsurance strate-
gies under VP and IAVP®. Figure 4 shows that the mean behavior of the optimal reinsurance
strategy is decreasing over the time interval (as expected from Figure 3); nevertheless, under
TAVP the strategy crucially depends on the stochastic factor, hence the insurer will react to any
movement of the claims intensity, while under VP she will follow a deterministic strategy.

Optimal reinsurance level

Time

Figure 4: Dynamical reinsurance strategies in [0,T] under VP (dashed) and IAVP (normal).

Summarizing the main results of our numerical simulations, we can conclude that, from a
qualitative point of view, any variation of the model parameters has the same effect on the
optimal strategy under VP and IAVP. Using our model parameters, regarding modifications
of risk-aversion and time-horizon, we observed that under VP the strategy seems to be more

8Under a practical point of view, we simulated the stochastic processes using the classical Euler’s approxima-

. . _ T
tion method, with dt = 500"
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sensitive than under IAVP; for the safety loading, we observed the opposite behavior. In addition,
under VP the strategy is dynamically more stable over the time interval [0, 7], because it does
not take into account any variation of the claims intensity. Finally, under VP the insurer will
follow a more conservative strategy than under IAVP, i.e. she will buy more protection.

7.2. Investment strategy

Now we illustrate a sensitivity analysis for the investment strategy based on the Corollary 5.1.
In our simulations we assumed that the risky asset follows a CEV model, that is

dP, = P, |pdt + o PP aw " Py =1,

with p = 0.1,0 = 0.1,8 = 0.5, while the risk-free interest rate is R = 5% as in the previous
subsection. Let us observe that this model corresponds to (2.12) assuming that p(t,p) = p
and o(t,p) = op®, with constant j,c > 0. The numerical computation of the function g(t, p)
and its partial derivative g—}’;(t,p) is required by the equation (5.2); for this purpose we used
the Feynman-Kac representation given in (6.15) evaluated through the standard Monte Carlo

method.

In figure 5 we show that the higher is the insurer’s risk aversion, the lower is the total amount
invested in the risky asset.

Optimal strategy at time 0

Risk-aversion

Figure 5: The effect of the risk-aversion parameter n on the optimal initial strategy.
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Figure 6 illustrates that if the volatility increases, then an increasing portion of the insurer’s
wealth is invested in the risk-free asset.

25

Optimal strategy at time 0
&l 5

S

Q
0.05 01 0.15 02 0.25 03
Volatility

Figure 6: The effect of the volatility parameter o on the optimal initial strategy.

Finally, if the risk-free interest rate grows up, then the insurer will find it more convenient
to invest its surplus in the risk-free asset, as shown in figure 7.

Optimal strategy at time 0

L 1 1 L 1
0.02 0.03 0.04 0.05 0.06 0.07 0.08
Risk-free interest rate

Figure 7: The effect of the risk-free interest rate R on the optimal initial strategy.

Similar results can be found in [Sheng et al., 2014]. In particular, figure 6 confirms the result
obtained in Figure 3a of that paper; in addition, figures 5 and 7 complete the sensitivity analyses
performed there.
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8. Existence and uniqueness of classical solutions

In this section we are interested in providing sufficient conditions for existence and uniqueness
of the solutions to the PDEs involved in the reinsurance-investment problem, see the Cauchy
problems (6.2) and (6.3) and as a consequence of a classical solution to HIB equation associated
with our problem.

Let us start from the PDE (6.3).

Theorem 8.1. Suppose that o(t,p)p is locally Lipschitz-continuous in p, uniformly in t € [0,T)]
and for any n € N the PDE

ow 0w 1 (u(t,p) — R)2

ow Iy 2
ot bp) = pRG (tp) = et p) 5 a (hp) + 57—

w(t,p) = g(t,p) V(tp) € (0,T) x ID, U{T} x D,

=0 Y(t,p) € (0,T) x D,

with Dy, = (+,n) and g(t,p) given in (6.15), has a classical solution wy(t,p).
Then the function g(t,p) satisfies the Cauchy problem (6.3) and there exists a unique classical
solution to (6.3). Moreover, we have that g € C2((0,T) x (0,4o0)).

Proof. The proof is based on [Heath and Schweizer, 2000, Theorem 1]. Let us recall that un-
der the martingale measure Q (defined in (6.12)) the risky asset dynamic is given by (6.13).
Thanks to our assumption on o(¢,p)p, the SDE (6.13) admits a unique solution up to a pos-
sibly finite explosion time. Since Q is equivalent to P by definition, by (2.14) we get that
Qsupsep,rPrp(s) < 4+oc] = 1. It implies that the expectation in (6.15) is well posed.

Now fix arbitrary (t,p) € (0,T) x (0,+00). Since |J,,cy Dn = (0,400), then In € N such
that p € D,,. Let us denote by 7, = inf{s >t | P, ,(s) ¢ D,,} AT the first exit time from D,
before T. We have that (7,,, P, (7)) € (0,T) x 0D,, U{T} x D,,, because of the continuity of
{P: p(5)}sepe,1)- It turns out that g(7n, Prp(7n)) < oo.

By a simple application of the It6’s formula to the process {wp (s, P ,(5))}sefe,7), using the
PDE above, it is easy to show that?

(s Prp(s) — RB)” ds}

() = B2 gl Pt~ [ 5 R

Taking into account the expression of g, given in (6.15), we have that

2

1 (H(S,Pt,p(S)) - R) ™1 (H(Sypt,p(S)) - R)2
walt,p) =B [‘ / 3 o5 Py, [ Py ()2 ds}

e[ ]

Hence w, and g coincide on (0,7) x D, ¥n € N and this implies that g satisfies (6.3) on
(0,T) x (0,400). The boundary condition ¢g(7T,p) = 0 immediately follow by the definition of
g. O

Remark 8.1. In [Sheng et al., 2014] the authors found an explicit solution to the Cauchy prob-
lem (6.3) in the particular case of the CEV model, i.e. when u(t,p) = u and o(t,p) = kp®.

Let us observe that it is not easy to check whether the main hypothesis of Theorem 8.1,
i.e. the existence of w,, for any n, is fulfilled or not. Thus we need to provide more palatable
assumptions. This is the motivation of Corollary 8.1, which is preceded by a preparation result.

Lemma 8.1. Let us define the set D, = (%,n) form =1,... and assume that the functions

w(t,p),o(t,p) are continuous in (t,p) € [0,T] x (0,+00) and Lipschitz-continuous in p € D,

9For details, see [Friedman, 1975, Theorem 6.5.2].
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uniformly in t € [0,T]. Moreover, assume that o(t,p) is locally bounded from below, i.e. there
exists a constant 6,(n) > 0 such that o(t,p) > d,(n) Y(t,p) € [0,T] X D,,.
Then for each n =1,... the function k : [0,T] x (0,4+00) — R defined by

(u(t,p) — R)®

Kbp) = o(t,p)?

(8.1)

is uniformly Lipschitz-continuous on [0, T] X D,,.

Proof. Since % is bounded, we have that

k(t,p) — k(' p)| = |<u(t,p) — R>2 - (u(t’,p’) B R>2

a(t,p) a(t',p')
pt,p) — R pt',p)—R
R BT ‘
_ g o2t p) — B] = o(t, p)[u(t’,p') — B] '
" o(t,p)o(t’,p')

for a positive constant K, > 0 which depends on n. Now, o(t,p) being bounded from below,
setting K,, = % we have that

k(t,p) — k(t',p")| < Knlo(t',p))[u(t,p) — R] — ot p)[u(t',p') — R]|
lo(t,p) = o(t',p")| + Kulo(t', p')ult, p) — o(t, p)u(t', )]
< K Rlo(t,p) — o(t',p')| + Knlo(t',p)u(t,p) — o', p)u(t' . p))]
+ Kou(t',p)o(t',p') — o(t,p)]

and, observing that any Lipschitz-continuous function on a bounded domain is also bounded,
the result is a consequence of our hypotheses. O

Corollary 8.1. Let us assume that p(t,p),o(t,p) are bounded, continuous in (t,p) € [0,T] x
(0,+00) and Lipschitz-continuous in p € D,,, uniformly in t € [0,T]. In addition, let o(t,p)
be Lipschitz-continuous in t € [0,T] and locally bounded from below, i.e. 35,(n) > 0 such that
o(t,p) > 6,(n) ¥(t,p) € [0,T] x D,,. Then g(t,p) given in (6.15) solves the Cauchy problem (6.3)
and there exists a unique classical solution to (6.3). Moreover, we have that g € C+2((0,T) x

(0, +00)).

Proof. As discussed in [Heath and Schweizer, 2000] after Theorem 1, the main hypothesis of our
Theorem 8.1 is implied by the combination of the following conditions:

e there exists a sequence of bounded sets {D,, },en, with D,, C (0,4+00) ¥n € N, such that
Unen Dn = (0,400); in our case we define D, = (£, n);

e pR and o(t,p)p are uniformly Lipschitz-continuous in (t,p) € [0,T] x D,,; it is implied by
our hypotheses;

e o(t,p) is bounded from below, i.e. there exists a constant §, > 0 such that o(¢,p) > d, for
all (t,p) € [0,T] x (0,400), which is fulfilled by hypothesis in this corollary;

e the integrand function in (6.15) is Holder-continuous on [0,7] x D,,; this is implied by
Lemma 8.1, whose assumptions are clearly satisfied here;

e the function g(t,p) defined by equation (6.15) is finite and continuous on (0,7") x 9D, U
{T} x D,,.
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We only need to check the last requirement. By [Heath and Schweizer, 2000, Lemma 2], it is
sufficient to prove that the function k(¢, p) given in (8.1), i.e. the integrand of (6.15), is continuous
and bounded. By the continuity of u(t,p),o(t,p), we get the former requirement. Moreover, k
is bounded because u(t,p),o(t,p) are bounded and o(¢,p) is bounded from below. O

Now we turn the attention to the second PDE involved in the reinsurance-investment problem,
see the Cauchy problem (6.2). Before proving the existence theorem, let us state some preliminary
results.

Lemma 8.2. Given a compact set K € R let us assume that H(t,y,u) : [0,T] x Rx K — R
is continuous in u € K and Holder-continuous in (t,y) € [0,T] x R uniformly in v € K with
exponent 0 < & < 1. Then max,cx H(t,y,u) is Holder-continuous in (t,y) € [0,T] x R with
exponent 0 < & < 1.

Proof. Given ¢,t' € [0,T] and y,y" € R, let us define
hi(u) = H(t,y,u) hao(u) = H(t',y',u).

Ihen we ha\/e lhat
max — max < max — 82

In fact, observing that

(e By () —mas B ()] = maxyex hi(u) —maxyer ho(u) if  max,er hi(u) > max,cx ho(u)
wek wek maxyex ho2(u) —maxyer hi(u) if max,er hi(u) < max,ex ho(u),

we notice that in the first case

max hi(u) — max ha(u) = max [h1(u) — ho(u) + ho(u)] — max ho(u)

< max [h1(u) — ha(u)]

< ma | (w) = ha ()],

and in the second case we have that
max ha(u) — max hi(u) < max [ho(u) — hy(u)]
< — .
< max [hy (u) — ha(u)]
Now, using inequality (8.2), we have that
H(t - H({t',y u)| < H(t —H({.,y
max H(t,y, u) — max H(t',y', u)| < max|H(t,y,u) -~ H(t',y', u)l
<L(t—t1 +ly—y'I°)
and this completes the proof. O
Corollary 8.2. Let us assume that the following hypotheses hold:

e q(t,y,u) is bounded and Hélder-continuous in (t,y) € [0, T] x R uniformly in u € [0, 1] with
exponent 0 < € < 1;

o A\(t,y) is bounded and Holder-continuous in (t,y) € [0,T] x R with exponent 0 < £ < 1.

Then maxy(,y)ejo,1] Y (t,y) is Hélder-continuous in (t,y) € [0,T] x R with exponent 0 < § < 1.
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Proof. In view of Lemma 8.2, it is sufficient to show that U“(¢,y) is Holder-continuous in (¢,y) €
[0,T] x R uniformly in « € [0, 1] with exponent 0 < £ < 1. Let us recall equation (3.4):

D
U (ty) = —ne™ T Dg(t y,u) + Alt, y)/ {1 - en(l_umm“)] dFz(2).
0
Since ef(T=1) ig differentiable and bounded on t € [0,T7], our first hypothesis ensures that the
first term ne®™ 7= q(t,y, u) is Holder-continuous in (t,y) € [0,T] x R uniformly in u € [0, 1] with

exponent 0 < £ < 1. For the second term we notice that it is a product of two bounded and
Holder-continuous functions, in fact

D D ,
/ en(lfu)zeR(T—U dFZ(Z> - / en(lfu)zeR(T—‘ ) sz(Z)
0 0

|
|

<E “Rn(l — u)ZeR(T_t_)e"(l_“)ZeR(PE)

< E[‘en(l—u)ZeR(Tt) _ en(l—u)ZeR(Tft/)

Using Lagrange’s theorem, there exists ¢ € [0, T] such that

_ R(T—t) _ R(T—t")
E|:‘€n(1 u)Ze _ 677(1 u)Ze

]|t—t’|

and the proof is complete. O

< Rnef''E {Ze”ZERT} [t —t]|

The following theorem is based on the main result of [Heath and Schweizer, 2000].
Theorem 8.2. Suppose that for any n € N the following PDE

ow ow 1 0w

- 7(ta y) - b(t7 y)i(ta y) - 7’7(157 y)2

ot y 5 aiyg(ta Y)

+ e T Ve(t,y) + max  UU(Ly)|w(t,y) =0  VY(t,y) € (0,T) x D,
u(t,y)€0,1]

w(t,y) = fty)  V(ty) € (0,T) x 0D, U{T} X Dy,

with D, = (—n,n), admits a classical solution wy,(t,y). Then the function f(t,y) defined
in (6.14) satisfies the Cauchy problem (6.2) and there exists a unique classical solution to (6.2).
Moreover, we have that f € C12((0,T) x R).

Proof. By Assumption 2.1, the stochastic process {Y;}+cjo,7] does not explode and the expec-
taion (6.14) is well defined.

Now fix arbitrary (t,y) € (0,T7) x R. Since J,cy Dn = R by construction, In € N such
that y € D,. Let us denote by 7, = inf {s >t | Y; ,(s) € D,,} AT the first exit time from D,
before T. We have that (7,,,Y: (7)) € (0,T) x 0D,, U{T} x D,,, because of the continuity of
{Yi,y(8)}sepe,r)- It turns out that f(7,,Y;,(7,)) < oo.

By a simple application of the It6’s formula to the process {wy (s, Y:y(5))}sep, ), using the
PDE above, we can verify that

_ (™ (T —s) u*
wn(t,y) =Ele ft, (7761?<T c(s,Ys)+W (S,Ys)) ds | }/t =y.

Using the Markov property of {Y;};cpo,7) and the expression of f(t,y) given in (6.14), it imme-
diately follows that
wn(t,y) = f(t,y) V() € (0,T) X D.

The boundary condition is evident and this completes the proof. O
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Similarly to Theorem 8.1, even in Theorem 8.2 the main assumption is not so clear. In
practice, it may be difficult to check whether the solution w,, exists or not. Nevertheless, in the
following result we provide sufficient conditions in order to guarantee that it is fulfilled.

Corollary 8.3. Suppose that c(t,y) and \(t,y) are bounded and Lipschitz-continuous in (t,y) €
[0,T] x R and q(t,y,u) is bounded and Lipschitz-continuous in (t,y) € [0,T] x R uniformly in
u € [0,1]. In addition, let us assume that y(t,y) is bounded from below, i.e. there exists a
constant 6 > 0 such that v(t,y) > § for all (t,y) € [0,T] x R. Then f(t,y) defined in (6.14)
satisfies the Cauchy problem (6.2) and there exists a unique classical solution to (6.2). Moreover,
we have that f € CH?((0,T) x R).

Proof. As discussed in [Heath and Schweizer, 2000] after Theorem 1, the main hypothesis of our
Theorem 8.2 is implied by the combination of these conditions:

e there exists a sequence of bounded sets {D,}nen, with D, € R Vn € N, such that
Unen Pn = R; in our case we define D, = (—n,n);

e b(t,y),v(t,y) satisfy the (local) Lipschitz continuity given in our Assumption 2.1;
e 7(t,y) is bounded from below; this is true by hypothesis in this corollary;

e the integrand function in (6.15) is Holder-continuous on [0,7] x D,; this is implied by
Lemma 8.1, whose assumption are fulfilled by hypotheses here;

e the function f(¢,y) defined by equation (6.14) is finite and continuous on (0,7") x 9D, U
{T} x D,,.

In order to complete the proof, we need to check the last requirement. In particular, by the
cited [Heath and Schweizer, 2000, Lemma 2], we need to prove that the integrand function

of (6.14), i.e.

I 0e(t,y) +  max  W(ty),

[&
" u(t,y)€0,1]

is continuous and bounded from above. By our hypotheses it is clearly bounded. Moreover, by

Corollary 8.2, it is also continuous. O

A. Appendix

Proof of Lemma 2.1. First, let us start considering all the [0, D]-indexed processes { H (t, 2) }1e[0,1]
of this type: .
H(t,z) = H4(z) te0,T],A€0,D]

where {f[t}te[O’T] is a nonnegative and {F;}-predictable process. By the independence between
{Nt}iepo,r) and {Z, }n>1 we have that

EUOT /OD H(t,z)m(dt,dz)} :E[Z ﬁT,LﬂA(Zn)Jl{Tn@}}

n>1

= P[Z, € A]E|:]:]T,L1{Tn<T}]

n>1

- ]P)[Z S A]E |:Z ﬁTn ]l{Tn<T}:|

n>1

=P[Z € AIE [/OT Hi\ dt]

_E UOD /OTH(t, ) dF ()N dt] .
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Using [Brémaud, 1981, App. Al, T4 Theorem, p.263] this result can be extended to all non-
negative, {F;}-predictable and [0, D]-indexed process {H(t,2)}scjo,r] and this completes the
proof. [

Proof of Proposition 2.1. For any constant strategy oy = (u,w) with u € [0,1] and w € R we
have that

E[B*nX?,m(T) | Fi] =

_ efna:eR(T_”]E[efn ftT ef(T—s) le(s,Ys)—q(s,Ys,u)) dsen ffT foD eR(T_T)(lfu)z m(dr,dz) | ft] %

< Efen S el PR ds o T T w0 P) aWi | ) (A1)
because of the independence between the financial and the insurance markets. In particular, for
the null strategy a; = (0,0), using the inequality (2.9), we have that

0,0)

Bl (1) | 7 <

R(T—t K R(T—t T rD R(T—17r
< e T nf (IO —Dgen [T T amdrdz) | F,),

Now let us notice that

E[eneRT ftT foDzm(dr,dz) | ]:t} _ E[eneRT E?’:TNt Zi ]__t]

- Z E[eneRT Xi=w % | F]PINry = n | F)
n> N,

=3 E[H ene”" Zi }'t] P[Ny =n | F]
’VLZNt i:Nt

= Y Ele™" | RN PNy = n | B
n> N,

=Y B A PNy — Ny =0 | F]
n>0

RT (fT )\S ds)n T

:ZE[ene Z]nE|: t ' e_ft As ds ‘ft

"0 n!

oRT
_ E[G(E[en Z]1-1) ftT As ds | ]:t] < 00 <]P; _ 1> 7
because of the Assumption 2.2. O

Proof of Lemma 8.1. Looking at (2.1), (2.12) and (2.16), we apply It6’s formula to the stochastic
process f(t, X7, Y, Py):

t
f(t,X:“,Yt,Pt)=f(0,X€,Yo,Po)+/ Lo f(s, X2, Yo, P, ds + me,
0

where
! af o (P)
my = [ wso(s, Ps)=—(s, X, Y5, Ps) dW;
0 8x
! 3f oY (P) ! af a (Y)
+ RQG(S,PS)%(S,XS 7Y9aPs)dWs + ’Y(Saifs)aiy(57xsa}/37ps) dWS
0 0

o[ [ e 0 -wmve - st xR (s, -2 o arsta) ).
(A.2)
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We only need to prove that this is an {F;}-martingale. Let us observe that

E / (wsa(s,Ps)(s,Xso‘,Ys,Ps)> ds} < 00,
0 8‘T

r 2T af 2
E / (PSU(S,PS)(S,X?,YS,PS)> ds} < 0,
0 Op )

T of 2
E / (’V(S,}/;)(S,X;17Y;,Ps)> ds] < o0,
/0 Ay

because all the partial derivatives are bounded and using the definition of the set U, (2.13)
and (2.3), respectively.

Thus the first three integrals in (A.2) are well defined and, according to the Itd integral theory,
they are martingales. Finally, the jump term in (A.2) is a martingale too, being the function f
bounded. O
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