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Abstract. In this paper, we consider a diffusion approximation to a classical risk process
with the possibility of quota-share and excess-of-loss reinsurance, while in addition the
company controls the amount of dividends paid out to the shareholders as well as the cap-
ital injections. The objective is to maximize the cumulative expected discounted dividends
minus the penalized discounted capital injections until the time of bankruptcy. We show
that the optimal combinational reinsurance strategy must be pure excess-of-loss reinsur-
ance. The control problem is solved by constructing some suboptimal model which allows
no bankruptcy by capital injection. Then we obtain the analytical expressions for the value
function and the optimal strategies and it is concluded that they are the same as those in the
case of no bankruptcy.
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1. Introduction

A traditional method to measure the risk of an insurance company is to calculate the ruin
probabilities, (see Asmussen [2], Browne [5]). However many practitioners seek some other
measures of risk such as the expected discounted value of its future dividends payments pro-
posed by De Finetti [7]. Recently, there has been an upsurge on optimizing dividends pay-
out with (re)-insurance setting in diffusion models (see Asmussen and Taksar [1]; Paulsen
and Gjessing [14]; Asmussen et al. [3]; Hgjgaard and Taksar [10,11]; Paulsen [15]). They
showed that the optimal dividend strategy is the barrier strategy.

However, a problem with the optimal strategy of De Finetti’s problem is that ruin will
occur almost surely. Therefore , Sethe and Taksar [16] suggested a model that can control its
risk by injecting capitals whenever the surplus becomes negative. The value of the company
is associated with the expected present value of the net dividends payout minus the injected
capitals until the ruin time. We refer to three papers in which sufficient deposit must be
made to make the reserve process nonnegative: Shreve ef al. [17] in the general diffusion
model, Avram et al. [4] in a Lévy setting, and Kulenko and Schmidli [12] in the classical
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risk model. Here we mention another paper Lgkka and Zervos [13] in which the model
is a particular case in Shreve et al. [17], however, there was no constraint on the capital
injection or the bankruptcy, i.e., when there is deficit, the insurer can choose inject capitals
or not (see also He and Liang [9], which incorporate a fixed cost for each deposit ).

Most of the papers dealing with reinsurance only consider pure quota-share or excess-
of-loss reinsurance, however, the insurer has the choice of a combination of the two in
reality. Lgkka and Zervos [13] considered the optimal dividend and injecting strategies in
the diffusion model without reinsurance, which concluded whenever there is deficit it is
optimal to inject capitals to guarantee no bankruptcy when the costs of collecting capitals
are relatively low, otherwise it should not inject capitals and let it go bankrupt. Asmussen et
al. [3] studies the optimal excess-of-loss reinsurance and dividend policies in the diffusion
model without capital injection. Inspired by the ideas above, we consider the combination
of proportional and excess-of-loss reinsurance with the possibility of capital injection in the
diffusion model.

The paper is organized as follows. In Section 2 we give a rigorous mathematical formu-
lation of the problem. We show that the optimal combinational reinsurance must be the pure
excess-of-loss reinsurance in Section 3. Section 4 is devoted to the associated suboptimal
problem, which doesn’t allow bankruptcy (V,(x)), and we solve it analytically. Section 5 is
concerned with the solution to the general control problem that involves no constraints on
the capital injection or the bankruptcy. We prove the value function and the optimal strate-
gies are the same as those in the case of no bankruptcy V,(x), which is different from the
results in Lgkka and Zervos [13].

2. Formulation of the control problem

We make some notations which will be used in the following:
EX: the expectation of r.v. X;
DX: the variance of r.v. X;
C?: the set of all the twice continuously differentiable functions;
I: indicator function;
XAy :=min{x,y};
xt = max{x,0}.
Our results will be formulated within the framework of controlled diffusion approxi-
mation models. Let (Q,.%, %, P) be a filtered probability space supporting a standard
Brownian motion {B, }. For convenience we start from the classical risk process:

N
Xto =x+pr— ZYiy

i=1
where x > 0 is the initial reserve; {N, }, representing the claim times up to time ¢, is a Poisson
process with intensity 1 > 0; {¥;,i = 1,2, --- }, independent of {N; }, is an i.i.d. sequence of
positive random variables representing the successive individual claim amounts and having
cumulative distribution function (c.d.f.) F(x) with finite first and second moments feo, o2,
respectively. In this paper we assume the premium is calculated via expected value principle,
then we have

p=(1+0)Nu,
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where 6 > 0 is the relative safety loading of the insurer.

Assume the insurer takes a combination of quota-share and excess-of-loss reinsurance
in the way of Centeno [6]: Firstly, the insurer chooses a quota-share retention level k
(0 <k <1),ie., the insurer’s aggregate claims, net of quota-share reinsurance, are kY.
Secondly, the insurer chooses excess-of-loss reinsurance retention level a € [0,A], where
A:=sup{a: F(a) < 1}, i.e., the insurer’s aggregate claims, net of quota-share and excess-
of-loss reinsurance, are kY Aa. Although non-cheap reinsurance (the reinsurer uses a higher
relative safety loading than the insurer’s) is more realistic, we still consider the cheap rein-
surance (the reinsurer uses the same relative safety loading as the insurer’s) in this paper
since the problem becomes too difficult to solve in the case of non-cheap reinsurance. Then
the surplus process is given by

x5 = x4 plha)y i (kY; Aa),
i=1
where the premium rate is
p*9) = (14 0)NE[KY; Ad).
Since the stochastic process {Xl(k’“) — x} has stationary independent increments and
E[x" —x| = nOLE[ A 7]
and
DX —x) = N[y A 51,

(ka)

then the diffusion approximation to the surplus process X; " is given by

dx*) = noku (s )dt+\fko( )dB,,

where
@1 ula) =EliAd = [ Fa
2.2) o(a) = \/E[¥, Aa]? = /0 “2xF (x)dx.

We use {(k(z),a(t))} to describe a dynamic reinsurance strategy. In addition to purchas-
ing reinsurance, the insurance company pays dividends to its shareholders and allows for
capital injections when necessary. We denote by D(¢) and Z(¢), which are increasing and
cadlag with Dy_ =0, Zy_ = 0, the accumulated amount of dividends and injected capitals
up to time ¢, respectively. A control policy {(k(¢),a(t);D(¢),Z(¢))}, denoted by (k,a;D,Z)
for simplicity, is said to be admissible if it is a four-dimensional (.%;)-adapted stochastic
process and satisfies AD < X, because otherwise, we can realize arbitrary high payoffs by

making arbitrary high dividend payment at time 0, which is unrealistic. Without loss of

(k,a;D.Z)

generality, we assume 7] = 1, then the controlled surplus process {X } becomes

(2.3) dxFP2) — o, u( )dt +ko( k’ )dB; —dD(t) +dZ(t).
t
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We denote by @(x) the set of all admissible control policies with initial reserve x. For
any © = (k,a;D,Z) € ¢(x), the corresponding performance is defined as

7 7
0_ 0_

(2.4) Va2 (x) = E, {Bl / e %dD(t) - B / eé’dZ(r)},

where § is the discounted rate, 3, > 1 and f3; < 1. We interpret 1 — f3; as the tax rate for div-
idend and 3, — 1 as the proportional costs rate for capital injection. 7 is the corresponding

ruin time defined by 7% = inf {t >0: X,(7r> < 0}. The objective is to find the value function
which is defined as

(2.5) V(x)= sup V*(x)
TeP(x)

and the optimal policy n* = (k*,a*; D*,Z*) such that V (x) = V¥ (x).

Inspired by the idea in Lgkka and Zervos [13], we get the following arguments: in view
of the Markovian structure of the above problem, once the model parameters are fixed, we
can expect that the optimal strategy should either allow for the surplus process to hit (—oo, 0)
by no injection at any time, or should keep the company never bankrupt by the means of
capital injection, which corresponds to the subpoptimal model V,(x) in Section 4.

In the following, we first show that the optimal combinational reinsurance must be the
pure excess-of-loss, i.e. k*(#) = 1. Then we solve the suboptimal problem V,(x). Finally
from the properties of V,(x) it is concluded that, whatever the model parameters are, the
optimal choice is to guarantee no bankruptcy, that is, the optimal strategies and the value
function are the same as those in the model V,(x).

3. The optimal reinsurance

In this section we will show the optimal combinational reinsurance is always the pure
excess-of-loss reinsurance.

Lemma 3.1. Let

3.1 %(a) = ,

then %(a) is an increasing function of a for a > 0.

Proof. 1t is proved in Proposition 3.1 in Asmussen et al. [3]. 1
Proposition 3.1. For any fixed (k,a;D,Z) € @(x), there exists (1,a;D,Z) € ¢(x) such that
(3.2) ykaD2) () <y (1LEDZ) (1),

Proof. For any fixed (k(¢),a(t);D(¢),Z(t)) € ¢(x), there exists d(¢) such that

(3.3) ko (“’) = o(a).

Easy to see @; < %, so in view of Lemma 3.1, we have

c*(a) o*(ar/k:)
(@) — [ula/k)]*

<
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which implies

kep (Z) < u(a).

Let D(t) .= D(t) + 6 [ [u (d@5) — kit (,7) ]ds > D(1), Z(t) := Z(1), then D(t) and Z(7) are
both increasing and

ax"PD — 9 (a,)dt + o(a,)dB, — dD(t) +dZ(r)
= Ok,u(%)dt +k,c(%)dBl —dD(t) +dZ(1).
t t
Hence we get 7°“P%) = {14D2) il D(t) > D(t) and Z(t) = Z(t), so we get

V(k,a;D,Z) ()C) < V(l,d;D,Z) (X) I
The following corollary is a direct consequence of Proposition 3.1.
Corollary 3.1.

(3.4) Vix)= sup vIaPA (),
(L,a;D,Z)e@(x)

Remark 3.1. For simplicity we write (a,D,Z) for (1,a;D,Z) in the following.

4. The solution to the suboptimal problem

4.1. The associated suboptimal problem

We consider an associated suboptimal problem corresponding to the maximum of the per-
formance index over a set of appropriate admissible strategies.

Definition 4.1. (The company never bankrupt)
Given an initial reserve x > 0, Let @.(x) = {(a,D,Z) € ¢(x)|X(¢) > 0,forall t > 0}. We
define the associated value function V.(x) by

4.1) Ve(x)=  sup ylab2) (x).
(a,D,Z)€@c(x)

Through the above definition we can easily get the relationship
4.2) V(x) > V.(x), for all x > 0.

1

Lemma 4.1. oo™ is an concave function.

Proof. From (2.1) and (2.2), it is obvious that (@) and o(a) is strictly increasing on [0,A4],
thus the inverses of () and o(-) exist, which are denoted by p~'(-) and o~!(-), respec-
tively.

According to Asmussen et al. [3], Letp =u~
2p (u), which implies

"'and ¢ = 6% op, then we have ¢'(u) =

d a
du ¢(u) = %Lz:p(u)'
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Now differentiating % w.r.t a yields
d _ o*a)—a*Fla) _ —J§PdF()
da (Gl(la)) - aO-S(L;) <= Ocs(a) >0, a€l0,A],

where we use (2.2) in the first equality and integration by part is applied in the second
equality. Together with p’(«) > 0, we come to the following
d? d a

a2V = Ga gty lamew P 20

that is, /¢ («) = 6 o u~! (u) is convex, from which we get the concavity of oo, 1

In the model of no bankruptcy V. (x), it is clear that it cannot be optimal to make capital
injections before they are really necessary because of the discounting, so we deduce that it
is optimal to inject capitals only when the surplus becomes negative, therefore we need only
to choose (a(t),D(t)), such that the corresponding injection process becomes

4.3) 7@D) (1) .= _inf ( [X(“) (s) D(s)} A 0) :

5<t
where X (@ is the controlled surplus process connected to the strategy (1,a,0,0). We will
sometimes use the abbreviated notation X () and V(@P) for the controlled surplus process
and the performance index connected to the strategy {a(t) ,D(1),Z@P)(t) } in the following.
Thus the formula (4.1) can be rewritten as
(4.4) Vex)=  sup V@D (x).

(a,D)€@c(x)

Proposition 4.1. V,(x),x > 0 is a nonnegative, increasing and concave function.

Proof. The monotonicity of V,.(x) is obvious.

Next we show that V,(x) > 0 for all x > 0. For any fixed x > 0, it is easy to see that the
strategy (a®,D°,Z°%) with a°(t) = D°(¢t) = Z°(t) = O for all t > 0 is an admissible strategy
in @.(x). Therefore, we have

Ve(x) > V(“O’DO’ZO)()C) =0.
Lastly we show its concavity.
Let x1, x be two initial values and (al,Dl 7Z](""D')), (az,Dg,Zéaz’DZ)) be two admissi-

ble control strategies for x; and x; respectively. Let x3 = Ax; + (1 —A)x, 0 <A < 1. We
can construct an admissible strategy for x3 as follows:
Firstly, there existing {a(¢)} such that

o(a(r)) =Ac(a (1) + (1 -A)o(ax(1)),
so by Lemma 4.1, we get

p(a(r)) = Au(ar () + (1 = 2A)p(aa(r)).
Define
4.5) Z(t) = AZ\ P () + (1= 2)Z5P) (1)
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and

(4.6) D(1):= lDl(t)Jr(l*/l)Dz(tH/Ot {H(G(S))*lu(al(S))*(1*l)u(az(S)) ds
> ADi (1) +(1—2)Da(1).
Noting that
Z@D) (1) = _inf([x<a>(s) —D(s)} /\O)

s<t

= —inf ([2(X@)(5) = Dy (5)) + (1= A)(X (5) ~ Da(s))] 0)

s<t
< AZ@P (1) 4+ (1 = 1)Z 2P (1) = Z(¢),

we have
x@P2) (1) = x@P) (1) 4+ Z(t) — 2@P) (1) > x@P) (1) > 0,

which shows that the strategy (a,D,Z) is admissible for the initial value x3, then from (4.5)
and (4.6) we conclude that

Vi) 2 VP ) =B | [ anie) - o [ Vazio)]
0_ 0_
> AV@DP) () 4 (1= A)V@2P2) (xy).
Thus
Ve(x3) = AVe(x1) + (1 = A)Ve(x2),
from which the concavity of V,(x) is derived. 1

4.2. The solution to the problem V,(x)

For any fixed a € R, we establish an operator £ on the space C> which is frequently used
in the following and is defined by:

2f(x) = 30%a) " (x) + Op(a) ' (x) ~ £(x)

for any f € C?.

The following proposition is well-known from the dynamic programming principle in
Fleming and Soner [8] (It is actually the combination of Theorem 5.1 in Asmussen et al. [3]
and (4.1) and (4.2) in Lgkka and Zervos [13]):

Proposition 4.2. If the function V.(x) € C?, then it satisfies the following HIB equation
4.7 max | sup ZV.(x), V. (x)+B1,V.(x)— B> | =0,
ac(0,A]
with the boundary condition
(4.8) Vi(0) = B».

Proposition 4.3. Assume there exists g € C* such that it is an increasing and concave
solution to the HJB equation (4.7) with the boundary condition (4.8). Then
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(1) The function g coincides with V.. That is
Ve(x) =g(x), x> 0.

In addition, by := inf{x > 0,V/(x) < B1} > 0 exists, and g(x) (or V.(x)) satisfies
the following equations

(4.9) sup {10'2(a)g"(x) +0u(a)g (x) — 5g(x)} =0, for x€][0,b],
acf0.4] L2
(4.10) g(x) =Pi(x—b1)+g(b1), for x=>by,
(4.11) §'(0) = Ba,.
(ii) Further, pick a*(-) be such that
(4.12) sup ZL%(x) = f”“’”g(x),
a€l0,A]

holds for all x > 0, then ©* := (a*(X;*),D*(1),Z“"P")(r)) is the optimal strategy,
where X/ is the surplus process under the optimal strategy,

(4.13) D*(t) == (x —x") "I + /( o Tix=p,1dD"(s)

and Z\9P") (1) is defined in the same way as (4.3).

Proof. The proof of “V,(x) = g(x)” in (i) is similar to those of Proposition 3.2 and Propo-
sition 3.3 in Hgjgaard and Taksar [10] (we can refer to Theorem 5.2 in Asmussen et al.
[3] and Theorem 4.1 in Lgkka and Zervos [13], which also directly give the results without
showing the details). It is based on a slightly modified standard verification procedure for
the mixed singular/regular control.

For the rest part of i), from the properties that g(x) satisfies, it is obvious that b; = inf{x :
g'(x) < B} > 0 exists, moreover, we have g'(x) > B for x < b; and g'(x) = B for x > by.
Thus g(x) (or V,(x)) satisfies the equations (4.9)-(4.11).

For (ii), we only need to show g(x) = V7™ (x).

Let 7* be as in the statement. In fact, according to the theory of Skorohod’s equation,
there exists a unique stochastic process (D*(¢),Z*(¢)) such that the following conditions
hold:

() X*(t) := X 00 (r) — D*(¢) 4+ Z*(¢) € [0,b,], for all r > 0;
(b) D*(0) = (x b1)T, Z*(0) = 0, and D*(t), Z*(t) are both nondecreasing on ;
(c) D*(¢) and Z*(t) are flat off {r > 0,X*(¢+) = b; } and {r > 0,X*(¢) = 0}, respectively.

Thus D*(t) can be expressed as the form in (4.13), Z*(¢) is obviously the same as
Z(@D) (1) defined in (4.3) and X*(¢) is the controlled process under the strategy (a*(X"),
D*(1),Z9"P)(1)). Actually D*(¢) and Z*(t) are the local times of the reflected process
X*(¢) at the boundaries b; and 0, respectively. Obviously, the bankruptcy time under this
strategy is T" = co.

From (4.12), it follows that

(4.14) max (£ g(x), ~¢'(x) + Br. g (1) ~ B ) =
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For any stochastic process D, let D¢ denote its continuous part. We consider g as in the
statement and obtain

e g(X) — g(x)
= [tz gxas+ [ e P outag (x)an0)
(4.15) —/ it dD*”r/ "0 (X)d(Z PN+ [g(br) — 8(0)| Lo,y
= [ Pou)g (x)aB) - p [ e Paps
s [0z~ Bix—n)",

where we use the generalized Ito’s formula in the first equality; the second equality holds
true for the following reason: In view of (4.14), the first term on the r.h.s. of the first equality
is equal to 0; Since, by definition, the dividend process D* continuously increases only at
the boundary by, apart from a possible jump (x — b1)™ at time 0, and the injection process
7@"P") continuously increases only at the boundary 0 without any jump, together with the
conditions g’(x) = B; for all x > by and g'(0) = B,, we easily deduce that second equality
holds true.

In view of the boundness of g’(+) on [0, 1] and the fact that X * is a reflected process at the
boundaries 0 and by, we conclude that M = {M; };>¢ is a uniformly integrable martingale,
where M, := [je=%0u(a’)g'(X})dB(s). On the other hand, g(-) is obviously bounded on
[0,b1]. Therefore, taking expectation on both sides of (4.15) and letting + — oo, we can
deduce that

o) =Bl [ e Vap ()~ [ e Paz P = v ()

Thus 7* is the optimal strategy. 1

From Proposition 4.3, we can see that what we need to do is to construct an increasing
and concave solution g(x) € C? to (4.7)—(4.8). Suppose such a function g(x) exists, then
8(x) = Ve(x).

We first establish a lemma which will be required in constructing the function g(x).

Define

—Ole. ++/62u2 +2502

(4.16) dy = o7 ,

. 1 d(6+d.A)
4.17 = 1
“417) T A —d A (0+d A)

and
x o2 (y)
0 2y [-6% +ou(y)+ ]

(4.18) H(x):= dy, x>0,

then from the expressions (2.1) and (2.2) we easily conclude that H(x),x > 0 is a non-
negative and strictly increasing function, so the inverse of H(-) exist, which is denoted by
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H~'(-). Thus we can define

—H(x) 0

— JR - E—
p) =B B Y, e [0,4],
Lemma 4.2. If and only if
—Pid- Bids  am
4.19 m* —m
(4.19) ﬁz_d+ R R L

there exists a unique solution x € [0,A] to the equation

(x) ﬁl d+m + ﬁl + ed,m .
d—d ¢ dr—d_

Proof. By simple differentiation operations, we deduce that

1
S+ HE)PA(H v+ H ()

H(A)—H (x
P (x) = p(x)0H'(x) 1/A—|—/O dy| >0,

c*(y)
2
2y [—9 %2+ 0u(y) + %}

which implies that p(x) is increasing on [0, ).
By applying L’Héspital, we deduce from (4.18), (2.1) and (2.2) that

h(y) = >0,

2
. . o-(x) 6
limH'(x) = lim 5 == >0,
x|0 x[0 9y [_9 62,<VX) + Qu(x) + %} 62+26
thus we have
H(A) ¢ ! A 9
(4.20) Y — [T (dx =
0 X

Therefore we can conclude that

7f0H(A) —% dy 7ﬁ1d* s m* B1d+ d_m*

0) = ™ =0 < i _m*
p(0) = Bae i ta—da¢
It is easy to see p(A) = B, therefore there exists a unique solution x € [0,A] if and only

if (4.19) holds. I

To construct an increasing, concave function g(x) € C? to the equations (4.7)-(4.8), we
first conjecture its expression according to the conditions which g(x) must satisfy. We have
conjectured the corresponding expressions for g(x) under two different parameter relation-
ships in the Appendix. In the following theorem we will show that they indeed satisfy the
conditions in Proposition 4.3, which implies V. (x) = g(x):

Theorem 4.1. (i) If

—Pid- e + Prd e

@.21) [ R e
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then the value function V,(x) is given by

x *foz %d)' .
co+ B e WE T Yz if0<x<xy,
(4.22) Ve(X) = 4 cred 4 cped—* ifx; <x<by,
ﬁ](x—b1)+63 ifx> by,

where dy,m* ,H(-) are given by (4.16)—(4.18) and all the other parameters are determined
by (5.12)—~(5.20) and the optimal strategies (a*,D*,Z*) are given as follows:

The optimal excess-of-loss retention level a*(t) = a* (X<“* D*Z7) (t)), where a*(x) is deter-
mined by (5.12) when x < x| and a*(x) = A for x > x1; The optimal dividend and capital
injection strategies (D*,Z*) reflect the surplus at the endpoints of the interval [0,b], that
is, D* and Z* are the corresponding local times of the reflected process {X (“*’D**Z*>} at the

boundary by and 0, respectively, where X (@.DZ%) s the surplus process under the optimal
strategies.
(i) 1f
—Bid- o Bid: 4
4.23 < +m” -
(4.23) bh<g—a¢" ta=a¢

then the value function V. (x) is given by

Fre®+* 4 Fre-* if0<x<bs,
(4.24) Ve(x) =

Bi(x—Db2) +Ve(ba) ifx>by;
where Fi, F, and by are given by (5.22)-(5.23) and the optimal strategies are given as
follows:

=A, i.e, it is optimal to buy no reinsurance at all; The optimal dividend and capital
injection strategies (D*,Z*) reflect the surplus at the endpoints of the interval [0,b,).

Proof. First g(x) given by (5.18) and (5.21) are obviously twice continuously differentiable
from their construction. We will verify that g(x) given by (5.18) and (5.21) satisfy the other
conditions in Proposition 4.3 under the two different cases, respectively.

(i) In the case of

ﬁZ_ ﬁld d+m*+ ﬁld+ ed,m*’
4 —d_ d—d

from the construction of g(x) given by (5.18), it suffices to prove the following conditions:

gx) >0, g'(x)<0, xe€[0,0),

Bi <g'(x) < [327 x €0, bl]
(4.25) sm]{%cz( g"(x)+0pu(a)g ()} =0, x€[xi,b1],
aclo,

e {30%(a)g" (x) + 6p(a)g'(x) - 5g(x)} <0, x€[bi,).
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Firstly, it is obvious that g(x) is increasing on [0,0) and concave on [0,x;] and [b},).
Moreover, from (5.16) we obtain
)
eldr—d-)x < eldr—d-)b1 — 762‘;1_, forx € [x1,b1],
Cld+

which implies g(x) is concave on [x1,b1]. Together with the continuity of g’(x) at x; and by,
we deduce that g(x) is concave on [0,0). In addition, g’'(b;) = B;, hence the first and the
second condition in (4.25) hold.
Secondly, for any fixed x € [xo,bg], we view Z%g(x) as a function of a € [0,A], then
4 pag(x) = F(a)lag" (x) + 0g'(x)]. If we can prove
(4.26) ag"(x)+6g (x) >0, a0,A],
then by the construction of g(x) we have
sup Z%(x) = L4g(x) =0, forx € [x1,by],
ac[0.A]
which implies that the third condition in (4.25) is satisfied.
From (5.15) and (5.16), (4.26) is equivalent to
pldimd )by 5 d+(6+d-a)
- d_ (6 + d+Cl) ’
So we only need to show
(i) by) 5 40 +d-a)
=~ d_(0+d.a)
From (5.17), the above inequality can be reduced to
A+06/d_ - a+0/d_
A+6/d+ - a+6/d+’

which obviously holds.
Lastly, since g”(x) =0 and g’(x) = B for all x > by, we have

sup {3020 () + Outa)g () - et}

ac(0,A]
= sup {6B1u(a) —6g(x)} = 0B e — 58(x)
ac[0.A]
< 0Bt — 6g(b1) = sup ZLg(b1) =0.
a€l0,A]

Thus the last one in (4.25) holds true.

On the other hand, by the construction of g(x) it is easy to see that a*(x) in the state-
ment (i) satisfies (4.12). From Proposition 4.3 (ii), we deduce that the strategies (a*,D*,Z*)
stated in (i) are the optimal strategies under (4.21).

(ii) In the case of 3, < ﬁ%dd:ed“"* + %ed*m*, it was showed in Lgkka and Zervos [13]
that g(x) given by (5.21) is an increasing, concave function and satisfies the following HIB
equation

max {.24g(x),—¢'(x) + B1,¢'(x) - B2} =0,
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with the boundary condition g’(0) = ;. So it suffices to prove the maximum of sup { %Gz(a)
ac(0.A]

g"(x)+0u(a)g (x) — 5g(x)}, where g(x) is given by (5.21), is such that a*(x) = A for

X< [O,bz]Z
For any fixed x € [0,b;], differentiating .£“g(x) w.r.t a leads to

L2900 = Fla)lag(x) + 0/ ()], a € [0.4].

Due to g'(x) > 0 and g"(x) < 0, it is easy to see that the maximal point of .Z“g(x) on

a € [0,00) is equal to %&;). So we only need to prove %&f) > A for all x € [0, 53], from

the expression (5.21), which is equivalent to show

eldr—d-)(x=b) > 7d+(9 +d-A) _ eldr=d)=b) e [0,b5],

~d_(0+diA)
where the last equality is deduced by (5.17). Therefore it is sufficient to show
by < by —xi,

due to the fact that b is the unique solution to (5.23) and B (die @~ —d_e~4 %) is in-
creasing on x, which obviously holds when

—Bid- 4 ), Brde 4 b
< - (x1-D ~(x1=b1)
h<g—a¢ ta—d ¢
Similar to the previous case, the strategies (a*, D*, Z*) stated in (ii) are indeed the optimal
strategies under (4.23). 1

Remark 4.1. Since when 3, = %6@ " d‘j‘%}_ed*m* we have x; = 0, thus the value
function also has the form of (4.24) and the optimal dividend barrier b, is the unique solution
to (5.23). Therefore it doesn’t matter to change ” < ” into ” < ” in (4.23).

Remark 4.2. In view of (5.17), when A = oo, i.e., the claim size distribution has unbounded
support, we get x; = bj, which means that the insurer begins to pay dividends out as soon
as the reinsurance stops.

Remark 4.3. From Theorem 4.1, in the case V,(x) (no bankruptcy by capital injection), we
can see that whether reinsurance is needed depends on the model parameters. Specifically
speaking, the company needs reinsurance when the costs of collecting capitals are relatively
high ((4.21)) and needn’t when the costs are low ((4.23)). It is financially intuitive. Because
in the case of low costs the effect of dividend revenue is much stronger than that of capital
outflow, no reinsurance is purchased to prevent from reducing the potential profits; while
with high costs, the effects of capital outflow is stronger than that of dividend revenue,
reinsurance should be taken to reduce the cumulative amounts of injected capitals.

5. The solution to the control problem

Lemma 5.1. (Verification Lemma) If h(x) satisfies

(5.1 max ( sup Lh(x),—h (x)+ i1, h (x) ﬁ2> <0,

a€(0,A]
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(5.2) h(0) >0,

where

(5.3) Lh(x) = %Gz(a)h”(x) + 0 (@) (x) — Sh(x),
then

(54) h(x) >V (x).

Proof. For any fixed initial value x > 0 and any admissible strategy @ = (a,D,Z) € ¢(x),
denote the corresponding ruin time by 7" (sometimes 7 for simplicity). We denote by D¢
and Z¢ the continuous part of the processes D, Z respectively, and AD and AZ be the jump
part of the processes D, Z respectively. Using the generalized It6's formula, we deduce that

(5.5) e SN p(XE ) — h(x)

1 :
+ S H (XT)d(XT)S

7/m [ Sh(XT)ds+ 1 (XT)d(XT)" + 5

+ Y (X)) —h(XT))

0<s<tAT

= [ e B S + (a7 + 0w (KT s

(5.6) + [ e outa ) (Fae) - [ e P (xEae(s)
0
ADyg
+ 75Yh dzL —3Js _h/ Xsﬂ _ d
I SRS M AN LS

) AZS! b4
+ ) e /0 W (XT —z)dz,

0<s<tAT

AT AT
§/ ef‘ssf”h(Xs”)ds—&—/ e~ %0 (as)h (XF)dB(s)
0 0

tAT AT
.7 _ B, /0 K (XT)dD(s) + B /O e H (XF)dZ(s).

In view of (5.1), taking expectations on both sides of (5.7), we obtain

AT AT
(58) E[e ST )] < h(x) < ~iEe| / e~ %aD(s)| + B / e ¥az(s)).
0 0
By the definition of 7 and the boundary condition (5.2), we can prove
1ilrninfE[e*5<W)h(X,’;T)} = O"h(0)](rcw) + 1itminfE[e*'S’h(x,”)I(T:w)] >0,

together with (5.8), which implies

h(x) > Ex[By /0 " e an(e) - B ’&dZ( ] =V® (x), for any 7 € @(x).

Therefore, we get h(x) > V (x). 1
The following theorem is the main result of this paper.

Theorem 5.1. V(x) = V,(x) and the optimal strategies are the same as those in V.(x).
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Proof. On the one hand, since V,.(0) > 0, which is proved in Proposition 4.1, together with
Proposition 4.3, which implies that V,.(x) satisfies the equations (5.1)-(5.2), then by Lemma
5.1 we get

Ve(x) = V().

On the other hand, from (4.2), we have the inverse inequality V. (x) < V(x). So the conclu-
sion holds. 1

Remark 5.1. In Lgkka and Zervos [13] in which there is no reinsurance, whether the com-
pany should inject capitals when there is deficit depends on the relationships between the
parameters in the model. They have either V(x) = V,(x) or V(x) = V4(x) under different
parameter conditions, see (5.3) and (5.4) in that paper, in which V,(x) corresponds to the
model of no capital injection and it is defined in the following way:

Valx):=  sup VPO (y)),
(a.D,0)€0(x)
that is, V,(x) may have better or worse performance than V;(x) under different conditions.
It is concluded in that paper that the company should not inject capitals when the costs of
collecting capitals are relatively high, otherwise it should inject capitals to guarantee no
bankruptcy. However, from Theorem 5.1 we find that once we add cheap excess-of-loss
reinsurance in the model, V (x) = V,.(x) whatever relationship the model parameters have.

Appendix

Suppose there exists an increasing and concave function g(x) € C? to the HIB equation
(4.7) with the boundary condition (4.8), then (4.9)-(4.11) in Proposition 4.3 holds, and the
function g(x) can be conjectured as follows:

For x < by, Since g”(x) < 0 and g’ (x) > 0, by differentiation we find the maximum a* (x)
satisfying

Y 460,
(5.9) a’(x)=-6 ek
Substituting (5.9) into (4.9) yields
o’(a* .

(5.10) 07\ op(a)]g' () - 8s(x) =0
with a* = a*(x). Differentiating w.r.t. x in (5.10) and then using (5.9), eventually we get

ciy . 2at | o?(a*) o, 9
(5.11) (a*(x)) = 2@ 0 2 +0u(a")+ ¢ > 0.

Then we can deduce that a*(x) is an increasing function and
(5.12) (%) :H_1<x+H(a*(0))),

where the initial value a*(0) is to be determined. Suppose there exists x; € [0,b;] such that
a*(x1) = A, which implies that a*(x) < A for all x < x| and

(5.13) x1 = H(A)—H(a"(0)),
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From (4.11) and (5.9), we conclude that the solution of g(x) on [0,x;] takes the form of

g =cot B [ ¢ ez, e o,

with ¢op = g(0). Taking x = 0 in (5.10), we get

65, o*(a*(0))
5.14 == *(0)) = ——
(>.14) =S {“(“ )= =0 }
Suppose a*(x) = A for x € [x1,b;], then from (4.9) we deduce
(5.15) g(x) = cre™ + cpe™, x € [x1,b1],
where ¢y, ¢; can be obtained as follows by the continuity of g’(x), g”(x) at x = b;
—Bid- Bidie  _ap
(5.16) )= —1——¢€ “H1 >0, p=———¢ "1 <.
dy(dy —d-) d_(dy—d-)

Using (5.9), (5.15) and the continuity of g’(x), g”(x) at x = x1, we get
cidy e 4 cpd =M1 g (x)) _oat(x) A

c1d?ed+1 4 cyd? ed-x1 g (xy) 0 0’

together with (5.16), which implies

_ _ di(0+d_A)
(dy—d-)(x=by) — ZH\T TER) -
e d7(9+d+A)e(7)7
Then it follows that
1 d_(0)+d A
5.17) by =x1+ In (6, +d14) =x] +m",

d+ —d_ d+(92+d_A)

which confirms the supposition x; < by.
To summarize, we can construct g(x) as follows:

cotBafie HamPa;  if0<x<x,

(5.18) g(x) =19 cred* + cped-* ifx; <x<by,
B](X*b1)+63 ifobl,
where
0 U..
(5.19) 03 = “6ﬁ1

is obtained from (4.9) and the continuity of g’(x) and g”(x) at by.
From the statements above, all the parameters will be determined if a*(0) is worked out,
which satisfies the following by the continuity of g’(x) at x; = H(A) — H(a*(0):

_ HA)-H@ (0) 0
Jo AT o) =

ﬁld edm’ + Pid+ ed-m
Cd— a¢ dy—d_

From Lemma 4.2, we deduce that if and only if the model parameters satisfy (4.19), the
equation (5.20) has a unique solution a*(0) € [0,A]. So the function g(x) will be constructed
under two different cases depending on the model parameters:

(5.20) Bre



Optimal Reinsurance and Dividend Strategies in Cramér-Lundberg Approximation Model 209

(i) In the case of

—Prd— 4w Brde 4o
> m d_m
bz e
we have constructed the function g(x) in the form of (5.18) with all the unknown parameters

determined in the statements above.

(ii) In the case of

R R R
from Lemma 4.2 we can see that there exists no solution a*(0) € [0,A] to the equation
(5.20). Tt is obvious that when B, decreases to d_f%ddied“"* + %ed*m*, the solution
a*(0) increases to A, so we can suppose a*(x) = A for all x > 0 in this case. Then the
equations (4.9)-(4.11) become

3028"(x) + Oeg/ (x) — 8g(x) =0, x€[0,b1],

g(x) =Pi(x—b1)+g(b1), x=bu,

gl(o) = ﬁ27
which is actually the case in Lgkka and Zervos [13] (involving no reinsurance) and the
function g(x) has the following form:

Fie®+ + Fyed* if0<x<by,
(5.21) g(x) =

Bi(x—by)+V.(by) ifx>by,
where

—Pid- Pid+ —d_b
(5.22) Fl=——F—— e %72 >0, h=——————e“"7<0
dy(dy—d-) d_(dy—d-)

and b, is the unique solution to the following equation on x € [0,)
(5.23) Bi(die ™" —d_e™"") = By(dy —d_).
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