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Abstract

We study the optimal proportional reinsurance and investment problem in a general
jump-diffusion financial market. Assuming that the insurer’s surplus process follows
a jump-diffusion process, the insurer can purchase proportional reinsurance from the
reinsurer and invest in a risk-free asset and a risky asset, whose price is modelled by
a general jump-diffusion process. The insurance company wishes to maximize the
expected exponential utility of the terminal wealth. By using techniques of stochastic
control theory, closed-form expressions for the value function and optimal strategy are
obtained. A Monte Carlo simulation is conducted to illustrate that the closed-form
expressions we derived are indeed the optimal strategies, and some numerical examples
are presented to analyse the impact of model parameters on the optimal strategies.
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1. Introduction

Since insurers can control their risk by investing their surpluses in financial markets
and purchasing reinsurance, optimal investment or optimal reinsurance problems with
various objectives have become more important in insurance risk management, and
they have gained much interest in the actuarial literature. For example, Azcue and
Muler [1], Hipp and Plum [13], Schmidli [22, 23], Liu and Yang [17], Promislow and
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Young [20] and Luo et al. [18] studied the optimal investment or reinsurance problem
and the investment problem of minimizing the ruin probability.

Besides ruin probability minimization, some scholars focused on maximizing
the expected utility of insurers’ terminal wealth. Browne [6] obtained an optimal
investment strategy for an insurer whose surplus process is modelled by a drifted
Brownian motion. Besides, the insurer is allowed to invest his (her) surplus in a
risky asset with the price governed by a geometric Brownian motion (GBM). Yang
and Zhang [26] studied the optimal investment problem for an insurer with a jump-
diffusion surplus process, in which the price of the risky asset is described by a GBM.
Wang [24] extended the results of Yang and Zhang [26] to the case of multiple risky
assets. Later, Bai and Guo [2] discussed the optimal reinsurance and investment
problem for an insurer with a diffusion approximation claim process. Moreover,
the insurer can invest in multiple risky assets whose prices are driven by GBMs.
Xu et al. [25] investigated a problem similar to Bai and Guo [2] for a perturbed classical
risk model. Bai and Guo [3] studied the problem in their earlier paper [2] again with
the assumption that the insurer purchases excess-of-loss reinsurance. Liang et al. [15]
studied an investment and proportional reinsurance problem with constrained control
variables. Other related works can be found in Cao and Wan [7], Chen et al. [8],
Gu et al. [11], Zhou et al. [28] and so on.

Among most of the articles mentioned above, the risky assets’ prices are assumed
to be driven by GBMs. But much empirical evidence shows that the risky assets’ price
follows a jump-diffusion model which is more similar to the real financial markets than
the GBM. The jump-diffusion financial market is a natural extension of the GBM, and
has been extensively studied in other optimal problems. For maximizing the expected
utility of the returns with jump-diffusion price processes, Bardhan and Chao [4]
and Jeanblanc-Picqué and Pontier [14] studied the optimal investment-consumption
problem. Guo and Xu [12] considered the portfolio selection problem in which
the prices of the stocks follow jump-diffusion process. They obtain a closed form
expression for the efficient frontier. Zeng and Li [27] investigated continuous-time
asset-liability management under benchmark and mean-variance criteria in a jump-
diffusion market. In the field of insurance actuarial science, only the following two
papers explore the reinsurance-investment problem in the jump-diffusion financial
market. Lin and Yang [16] studied an optimal investment and proportional reinsurance
policy which maximizes the expected exponential utility of the terminal wealth. Bi
and Guo [5] studied the optimal investment and reinsurance problem for an insurer
under the criterion of mean-variance where the price of the risky asset follow a jump-
diffusion process.

To our knowledge, there is little work in the literature on the common constraints
of the control variables. Most of these literature results are obtained with no common
constraints on the control variables. It means that the proportional reinsurance strategy
may be larger than one. We argue that this result is unrealistic from an economic point
of view. For this reason, Bai and Guo [2] placed a no short-selling constraint on
the Brownian motion risk model, and considered the optimal reinsurance—investment
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problem with multiple risky assets. Under the constraint of no short-selling, the
retention level belongs to the interval [0, 1].

Unlike most of the existing literature, in this paper we study the optimal
proportional reinsurance and investment problem in a general jump-diffusion financial
market. In our model, the company is allowed to invest all of its surplus in a financial
market consisting of a risk-free asset and a risky asset. The price of the risky asset is
assumed to follow a general jump-diffusion process. In the aspect of reinsurance,
we adopt a proportional reinsurance strategy and limit the retention rate to [0, 1].
Aiming to maximize the expected exponential utility of the terminal wealth, we use
the Hamilton—Jacobi—Bellman (HJB) approach and derive the corresponding HJB
equation. The main contribution of this paper is two-fold: (1) we add a general
jump in the price of the risky asset; then the financial market follows a general
jump-diffusion model which is more similar to the real financial market than the
models in the literature; (2) we consider a reasonable constraint on the proportional
reinsurance strategy, which makes the model more reasonable and realistic. Through
some calculations, closed-form expressions for the value function and optimal strategy
are derived. Moreover, we find that with a constraint on the proportional reinsurance,
the value function is still a classical solution to the corresponding HIB equation.

The rest of the paper is organized as follows. In Section 2, the model assumptions
are formulated. The main results and explicit expressions for the optimal values are
derived in Section 3. In Section 4, a Monte Carlo simulation is conducted to support
that the results we derived are indeed the optimal strategies, and some numerical
examples are presented to show the impact of model parameters on the optimal
strategies. The paper concludes with some discussions in Section 5.

2. Model formulation

We consider a jump-diffusion risk model, in which the surplus X; of the insurer at
time ¢ is
Ni(0)
X,=u+ct— ) Yi+pBB,

i=1

where u > 0 is the initial surplus; ¢ > 0 is the premium rate; {Y;,i > 1} is a sequence
of independent and identically distributed nonnegative random variables with common
distribution F(y), density function f(y), mean value u; = E(Y;) and moment generating
function My(s) = E[e*¥/]; Y; denotes the amount of the ith claim; {N;(z),z > 0} is a
Poisson process with rate A; > 0, representing the number of claims up to time ¢;
B,1 is a standard Brownian motion; and g is a constant, representing the diffusion
volatility parameter. We assume that E[Ye'Y] = M3, (s) exists for 0 < s <, and
lim,_,, E[Ye'Y] = oo for some 0 </ < +oco. Further, we assume that {N;(),t > 0},
{Y;,i > 1} and {B,‘,t > 0} are mutually independent.

As an effective tool to reduce risk, we allow the insurance company to reinsure a
fraction of its claim with the retention level g € [0, 1]. That is, for a claim Y;, the
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insurer pays qY; and the reinsurer pays (1 — ¢q)Y;. Let 6(g) be the premium rate for
the reinsurance; then the premium rate remaining for the insurer is ¢ — 6(g). Here
we assume that the insurer can choose a dynamic strategy g = {g;, t > 0}, that is, the
retention level can be adjusted continuously. Throughout the paper, we assume that
the reinsurance premium is calculated according to the expected value principle:

o(q) = A +n)(1 - g,

where 17 > 0 is the safety loading of the reinsurer. Let 6 = ¢/(1;u) — 1 > 0 be the safety
loading of the insurer. Without loss of generality, we assume that 7 > 6. In order that
the net profit condition (see the book by Rolski et al. [21, p. 162]) is fulfilled, that is,

c— 0+ -l — gl 20,
we require
g=q=1-06/n.

The corresponding surplus process of the insurance company after proportional
reinsurance becomes

X! =[c = (1 +m(1 = Qi dr +BdB, —61f yN1(dt, dy),
0

where Ni(dt,dy) is the Poisson random measure corresponding to the compound
Poisson process Zﬁ‘f’) Y;.

Moreover, the company is allowed to invest all of its surplus in a financial market
consisting of a risk-free asset (bond) and a risky asset (stock). The price of the risk-free
asset is given by

dR;, = rR;dt, r>0,

where r is the risk-free interest rate. The price process P, of the risky asset is assumed
to follow a general jump-diffusion process, that is, P, satisfies the stochastic differential
equation

dpP, = P, [a dt + o dB? + f y(t,2)Na(dt, dz) |, (2.1)
R
where a (> r), o are positive constants and y(t,z) > —1; B,2 is another standard
Brownian motion; and ﬁz(dt, dz) is a compensated Poisson random measure, that is,
N, (dt, dz) = N>(dt, dz) — Dg(z) di dz.

Here N,(dt, dz) is another Poisson random measure corresponding to the compound
Poisson process Zﬁ\fl(’) Zi, {Ny(?),t > 0} is a Poisson process with rate 4, > 0 and
{Z;,i > 1} are independent identically distributed random variables with a common
distribution G(z) and density function g(z). We assume that {Y;,i > 1}, {N;(¢),t = 0},
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{Z;,i > 1} and {N;,(t), t > O} are mutually independent. Let p denote the correlation
coeflicient of the two standard Brownian motions, that is, £ [Bt1 Btz] = pt.

Let A, denote the total amount of money invested in the risky asset at time ¢. The
remaining portion of the surplus is invested in the risk-free asset. At any time # > 0,
q = q; and A = A, are chosen by the insurance company; we denote 7, = (A;, ¢;). Once
the strategy 7, is chosen, the dynamics of the wealth process of the insurance company
becomes

dXT = [(a - NA; + rX* + ¢ — (1 + n)(1 — g) A1 1 dt + BdB!
+ Ao dB; - g, f yNi(dt, dy) + A, f Y6, DN:(dt,dz),  (2.2)
0 R

T _
X5 = x.

Remark 2.1. In this paper, we assume that continuous trading is allowed, no
transaction cost or tax is involved in trading and all assets are infinitely divisible. We
also assume that all processes and random variables are defined on a filtered probability
space (Q, .F, Z,, P) satisfying the usual conditions.

A control strategy m; = (A;, g;) is said to be admissible if A, and g, are predictable
with respect to .#, and satisfy the conditions

t
g<qg;<1 and E[fA%ds]<oo
0

for all £t > 0. We write II for the set of all admissible strategies for the insurance
company.

Assume now that the insurer is interested in maximizing the expected utility from
terminal wealth, say at time 7. The utility function is u(x), which satisfies «#’ > 0 and
1’ < 0. Then the objective function is

J(t, x) = E[u(X7)|X] = x]
and the corresponding value function is

V(t, x) = sup J'(t, x). (2.3)
nell

Here we assume that the insurer has an exponential utility function

u(x) =m-— Ee‘”
v

with « > 0 and v > 0. This utility has constant absolute risk aversion parameter
(CARA) v; such utility functions play a prominent role in insurance mathematics and
actuarial practice, since they are the only utility functions under which the principle
of zero utility gives a fair premium that is independent of the level of reserves of an
insurance company (see the book by Gerber [10, p. 68]).

Let C12 be the space of ¢(t, x) such that ¢ and its partial derivatives ¢;, ¢,
¢, are continuous on [0, 7] X R. To solve the above problem, we use the dynamic

https://doi.org/10.1017/51446181115000280 Published online by Cambridge University Press


https://doi.org/10.1017/S1446181115000280

[6] Optimal proportional reinsurance and investment problem with constraints 357

programming approach described in Fleming and Soner [9]. From standard arguments,
we see that if the value function V € C?, then V satisfies the following HJB equation

fort<T:
sup A"V(t,x) = 0 (2.4)
nell
with the boundary condition
V(T, x) = u(x), (2.5

where A" denotes the generator of the surplus process X controlled by the control
policy m; = (A, q;). Applying Itd’s formula [19, Theorem 1.14, p. 6] for the jump-
diffusion process to the value function V(z, x),

AV, x)=Vi+[(a=nNA+rx+c—1+np —g@liu1V,

+ (W0 1 B4 240Vt Ay f "IVt x = qy) = Vit 0L 0) dy
0

2 f (Vx4 Ay(,2)) - V{1, ) — Ay(t, DVi)g(2) dz,
R

where V, and V, are the partial derivatives with respect to ¢ and x, respectively, and
V. 1s the second partial derivative with respect to x. By the standard method used by
Fleming and Soner [9], we now have the following theorem.

Tueorem 2.2. Let W € C12) be a classical solution of (2.4) that satisfies (2.5). Then
the value function V given by (2.3) coincides with W, that is, W(t, x) = V(¢, x).
Furthermore, let 1* = (A*, ¢*) € R X [g, 1] be such that A" V(t, x) = 0 holds for all
(t,x) € [0,T] X R. Then the strategy n* = (A", q%) is the optimal strategy, that is,
W(t,x) = V(t,x) = V* (¢, x).

3. The optimal results
To solve equation (2.4), we try to fit a solution of the form
V(t,x) = m — = expl—vxe’ ™ + W(T - 1)), 3.1)
v

where A(-) is a suitable function such that (3.1) is a solution of equation (2.4). The
boundary condition V(T x) = u(x) implies #(0) = 0. From (3.1),

V, = [V(t, x) — m][vxre™ ™" — i'(T - 1)],

Ve = [V(t, x) = m][-ve" "],

Ve = [V(2, x) = m][2e* 0],

fo V(. x — qy) - V(1. D1 dy = [V(t, ) - m] fo [exp(raye™™) — 115(y) dy,

f [V(t, x + Ay(t,2)) - V{1, 9]g(2) dz
R
= [V(t,x) = m] [ lexp(=vAy(t,2)e"" ") = 1]g(z) dz.

(3.2)
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Substituting (3.2) back into equation (2.4) and cancelling like terms yields
inf H(t,A,q) =0, (3.3)
nell

where
Ht,Aq)=- T -0)-[(a-NA+c—1+n0 - lve T

1
+ 5[Aza2 + B2 + 2A0Bprer T
w0 [ rexptraye ™) - 170 dy
0

+2 f [exp(—vAY(t,2)e" T ™) = 1 + vAy(t,2)¢ T g(x) dz.  (3.4)
R

Then, for any ¢ € [0, T,

0H(t,A, _ o _

% = —ye" (1 + mAu + A ve'T t)f yexp(vqyer(T t))f(y) dy,
0

O*H(, A, o
((9 : 9 _ AR T f V2 exp(vgye ™) f(y) dy > 0,
q 0

W =—y(a—-r)e T+ ,30',01/2 e2r(T=0) 4 | 2,2r(T=1) 12 4
- e T [ e lexp-rayn 20T ) - 1g(a)dz
R
O*H(t, A,
—(; yE D _ e f Y2 (t,2) exp(—vAY(t, 20" g(2) dz + e Vo > 0,
R

Therefore, H(t, A, q) is a convex function with respect to g (or A). To get the
minimizer A{(T —t), (T — t) of (3.4), we solve the following two equations:

(14 - fo ye" f(y)dy = 0, (3.5)

a-r+A, f y(t, 2)(exp[—vAY(t, 2)e"T "] = Dg(z) dz = ve" T (0?A + Bop), (3.6)
R

with n = gve" ™=, which leads to the following lemma.

Lemma 3.1. Equation (3.5) has a unique positive root o with 0 < o < { and equation
(3.6) has a finite root A.

Proor. Let fi(n) =1 +nu; — fom yeX" f(y) dy. Then

Fln = - fo Y f(5)dy <0 and f (m) = f Ve fy)dy <.

0
This means that fj(n) is a monotone decreasing concave function.

By the assumption that E[Ye*"] exists for 0 < s < ¢, lim,_,; E[Ye'Y] = oo for some
0 < £ co. Then we have lim,,_,; fi(n) < 0. Since fi(0) = nu; > 0, equation (3.5) has
a unique positive root o with 0 < o < ¢.
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Next, let
fLA)=a-r+ 2 f (2, 2)(exp[-vAY(t, e "] = 1)g(z) dz = ve" " (oA + Borp);
R

then

J(A) = —ve T | (1, 2) exp(—vAY(t, 2)e" T )g(2) dz - oPve™ TV < 0,

2 P

R

so f>(A) is a monotone decreasing function. Furtherm(Ee, limg—,_o f2(A) > 0 and
limy o f2(A) < 0. Hence, equation (3.6) has a finite root A and the proof is complete.
O

Therefore, we get vq (T — )¢’ = p and thus g;(T - t) = (o/v)e """ Here o is
a constant, and it depends only on the safety loading 7 and the claim sizes distribution.
Since the retention level ¢g; € [g, 1], we discuss the optimal values in the following
three cases.

Remark 3.2. If (o/v)e™T > 1, theng < (o/v)e™T < q\(T —t) for any t € [0, T] and thus
the net profit condition becomes trivial; if (o/v)e™"" < 1 and g > o/v, theng > q(T — 1)
for any ¢ € [0, T] and thus ¢ = g; if (o/v)e™T < 1 and (o/v)e™"T < g < o/v, then there
exists a #y such that ¢q,(T — ty) = g. Therefore, in the following first two cases, we
assume that (o/v)e™"T <g <o/v.

Case 1. o < v or, equivalently, 0 <7 < (1/u1)M}(v) — 1. Then ¢\(T —t) < 1 for any
tel0,T]. Let to=T + (1/r)In[(1 — 8/n)v/o]; therefore, the optimal reinsurance
strategy is

9
1-- if 0 <t<r,
q; = "
S AT fo<t<T.
v

When 0 < ¢ < #y, substituting Ay = A|(T — 1) = ;\\, q; = g into (3.3) yields
W(T =) = —[(a=nA+c— 1+ - PAyulve ™
1 -
+ 5[1?0'2 + % + 240 Bp]v*er T
+ [ lexp0qe ™) - 1170) dy
0

+ 1 f [exp(—va(t, 2Ty~ 1+ va(t, 2" T™g(2) dz
R

and, by integration,

ho(T = t) = ho(T — 1) + M, (3.7)
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where
=0 == [ =i e- @4 -lpe ™ ds
0
1 222 AT 2 2r(T-s)
+ 3 [A“0 + B° + 2A0Bp]ve ds
0
T—t )
[ [ lexpome ™) - 1fm)dyds
0 0
T—t _ .
+ Ay f f[exp(—vAy(s,z)e’(T_s)) — 1+ vAY(s, 20" T 91g(z) dzds
0 R
and M, is a constant that will be determined later.
When 7y <t < T, replacing A} = A((T —1) = A, q; = q:(T — 1) back into equation
(3.3) yields
— 1
(T =0 = -la=nA+c— A+ -q(T = hulve "™ + S[A%0% +
+ R0 4 4 [ lexplo (T = 0ye ™) = 17 0) dy
0
+ f lexp(—vAY(1,2)e"T™) = 1 + vAy(1,2)¢' " "1g(x)dz,  (3.8)
R

together with the initial cclndition h1(0) =0.
Let My = hi(T — ty) — ho(T — ty); then (T — ty) = ho(T — ty) + My = ho(T — ty).

CaseII: v < o < ve'T or, equivalently, (1/u)M},(v) = 1 <n < (1/u)M;j(ve'™") — 1. Let
ty =T —(1/r)In(o/v); then (T —t) < 1 for t € [0,17), ¢1(T —1t) > 1 for t € [t;, T].
Therefore, the optimal reinsurance strategy can be given as

0
1-2  if0<t<t,

n
A =\ T-0 ifp <<ty
\4
1 ifty <t<T.

When 0 <t < £y, substituting Ay = A1(T — 1) = A\, q; =g into (3.3),
ho(T = 1) = ho(T — 1) + Mj, (3.9)

where M is a constant that will be determined later. When fy < ¢ < ¢{, substituting
Ay =A1(T-0H=A,q =q (T —1)into (3.3),

h3(T — 1) =h(T —t) + M>, (3.10)

where M, is a constant that will be determined later.
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When 1t <t < T,replacing A; = A|(T —t) = A, ¢g; = 1 into (3.3) yields

_ 1 _
Wy(T —t) = —[(a—r)A +clve T + 5[2470'2 + B2 + 2A0Bp e T
# [ texpove ™) - 1170 dy
0

+ A f [exp(—vAY(t,2)e"T™) — 1 + vAY(1,2)¢" T )g(z)dz  (3.11)
R

together with the initial condition A4(0) = 0. _

Let My = hy(T —t1) — (T —t1) and M, = h3(T — ty) — hO(Z — 1y); then we
have hy(T — 1)) = (T — 1)) + My = h3(T — 1) and h3(T — tg) = ho(T — ty) + M, =
hy (T — ty).

Case I1I: 0 > ve'! or, equivalently, 7 > (1 /,ul)M;,(ve’T) — 1. Then g, (T —t) > 1 for any
t € [0, T]. Therefore, ¢; = 1 and the corresponding A(T — t) = hy(T — ¢). The function
hy(T —t) can be calculated by using equation (3.11).

The proof of the following theorem follows from the above discussion.

THeEOREM 3.3. Let o be the unique positive root of equation (3.5), A be the finite root of
equation (3.6) and ho(T —t), h\(T —t), ho(T —t), h3(T —t) and hy(T — t) be as in the
equations (3.7)—(3.11), respectively. Then, for any t € [0, T], the optimal investment
strategy is

Moreover:

(D) if 0 <n < (1/u)My(v) = 1, then with to =T + (1/r)In[(1 — 8/n)v/0], for any
t € [0, T, the optimal reinsurance strategy of model (2.2) is

9
1-2  if0<t<t,
g=1_

Q10 ifto<t<T
4

and the value function is

m— X exp{—vxe’(T_’) +ho(T — 1)} if0<t<ty,
_ v
Ve, x) = K H(T—1) .
m — — exp{—vxe +h (T -1} ifto<t<T,;
v

Q) if A /u)My») = 1 <n < (A /p)My(ve'™) = 1, then with t; = T — (1/r) In(o/v),
the optimal reinsurance strategy of model (2.2) is

6
1-- if0<t<ty,
n

* — Q
U =\Ee T jrg <t <1y,
4

1 ifty <t<T
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and the value function is

m— al exp{—vxe’(T") + (T -1} if0<t<t,
v

V(t,x)=<m— X exp{—vxe’(T_’) +h3(T -1} iftg<t<t,
v

m— al exp{—vxer(T_’) +hy(T -1} ifty <t<T,;
v

B)ifn= (l/ul)Mg,(ve’T) — 1, then for any t € [0,T], the optimal reinsurance
strategy of model (2.2) is

g =1
and the value function is

Vt,x)=m - X exp{—vxe" T + hy(T —1)}.
v

Remark 3.4. If we know the distributions of the claim size Y and the jump size Z of the
risky asset, and the expression of y(t, z), then we can obtain closed-form expressions
for ho(T = 1), hi(T — 1), ho(T —t), h3(T — t) and hy(T — t), since hi (T — ty) = ho(T — 1),
h3(T — tg) = ho(T — ty) and ha(T — 1) = h3(T — t;). Then V(z, x) is a continuous
function for any (z, x) € [0, T] X R. By some simple calculations, we have 4| (T — tp) =
ho(T = to), h5(T = to) = (T — to) = h{(T — to) and hi(T — t1) = hy(T — ;). By (3.2),
we have V(¢,x) € C'2, that is, V(t, x) is a classical solution of the HIB equation (2.4).

4. Numerical analysis

In this section, we conduct a Monte Carlo simulation to illustrate the fact that the
derived optimal strategies in Theorem 3.3 are indeed optimal strategies. Moreover, we
present some illustrative numerical examples to study the relationships between the
optimal proportional reinsurance and investment strategy and the parameters, and also
investigate the effects of the jump on optimal investment.

Suppose that the claim sizes are exponentially distributed, that is, the density
function f(y) = (1/u1)e™/*, y > 0. Then equation (3.5) has a unique positive root

1 - 1/(1+mn)

o=—"7"™"—. 4.1)
H1
Assume that the jump size Z of the risky asset with density
_ 2pe™® ifz>0,
8(2) = {3;3@31 ifz <0,

where p, p >0 represent the probabilities of upward and downward jumps,
respectively, with p + p = 1. In addition, we assume that y(¢,z) = e* — 1 and p = 0.
Let a = vAe""=; then equation (3.6) becomes
« : p 3p 12p 18p ©6p 18p
A2 paf—pa/(2+oz)f e gy B0 P 0P OP oy 2OF e
o 4 o o at  a? at

=cla—a+r. 4.2)
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FiGure 1. (a) Comparing the terminal wealth. (b) Comparing the density.

4.1. Monte Carlo simulation for the terminal wealth In Section 3, we have
derived the closed-form expressions for the value function and optimal strategy by
strict logical reasoning. In order to visualize our results, we conduct a simulation
which contains two strategies, namely, the optimal strategy and a suboptimal strategy
chosen at random.

To simplify our analysis, here we assume that ¢ = 3.5, r = 0.03, a = 0.05, 4; =3,
A=2,u1=1v=0.157=06,p=0.2,0=0.2,8=0,x=40and T = 40. Via Monte
Carlo simulations, we perform the sample paths of the expected wealth process under
the optimal strategy and a suboptimal strategy (A;, g;), respectively (see Figure 1(a))
via the MATLAB software package. Where A, = 0 is predefined, g, is random and
we assume that it has a uniform distribution on [0, 1]. Based on the data generated
by Monte Carlo simulation in the last stage, we present the density functions of the
terminal wealth by kernel density estimation for the two cases as in Figure 1(a) (see
Figure 1(b)). Figure 1(a) shows that the expected wealth under the optimal strategy
is bigger than that under the suboptimal strategy not only in the terminal moment but
also throughout the period. In Figure 1(b), we find that the terminal wealth’s density
function is on the right. It means that terminal wealth under the optimal strategy will
take larger values with higher probability. Since the exponential utility function is an
increasing function of the terminal wealth, the simulation supports the fact that the
derived closed-form solutions for optimal strategies in Section 3 are indeed optimal
strategies.

4.2. The optimal proportional reinsurance strategy

ExampLE 4.1. Assume that ¢ =3.5, 4, =3, yy =1, v=0.1, n=06, T =40, re
{0.03,0.04, 0.05}. We calculate the optimal proportional reinsurance strategy g; by
(4.1). The results are presented in Figure 2(a). We see that g; is a decreasing function
of r. As r is the risk-free interest rate, the larger r is, the greater the expected income
of the risk-free asset, the larger the income the insurance company will obtain from
investment and hence the less risk the insurance company will wish to share in each
claim.
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FiGure 2. (a) Effect of r on ¢;. (b) Effect of v on ¢;.

Ficure 3. Effect of 7 on g;.

ExampLE 4.2. Assume that ¢ =3.5, 41 =3, uyy =1, r=0.02, n=0.8, T =40, v e
{0.15,0.2,0.25}. We calculate the optimal proportional reinsurance strategy g; by
(4.1). The results are presented in Figure 2(b). Note that g} is decreasing in v. As
v is the absolute risk aversion parameter, the larger v is, the less aggressive the insurer
will be and hence the less retention level the insurer will hold.

Exampre 4.3. Assume that ¢ =3.5, 4, =3, yy =1, v=0.15, r=0.03, T =40, n €
{0.25,0.3,0.35,0.6, 1.0, 2.0, 3.0}. We calculate the optimal proportional reinsurance
strategy g; by (4.1). The results are presented in Figure 3. Observe that g; is increasing
in 7. A large n yields a high retention level of proportional reinsurance. As the
premium of reinsurance increases, the insurer should retain a greater share of each
claim.

4.3. The optimal investment strategy

ExampLE 4.4. Assume that 0 =0.2, 4, =2, p=0.8, r=0.03, v=0.15, T = 40,
a €{0.03,0.04,0.05}. We calculate the optimal investment strategy Ay by (4.2). The
results are presented in Figure 4(a). Observe that A is an increasing function of a,
which describes the rate of the income of the risky asset. The larger a is, the greater the
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FiGure 5. (a) Effect of r on A;. (b) Effect of v on A7.

expected income of the risky asset will be and hence the more the insurance company
will wish to invest in the risky asset.

ExampLE 4.5. Assume that a = 0.05, 4, =2, p=0.8, r=0.03, v=0.15, T =40,
0 €{0.2,0.3,0.4}. We calculate the optimal investment strategy A; by (4.2). The
results are presented in Figure 4(b). We see that Af is decreasing in o, which is the
volatility of the risky asset. The larger o is, the riskier the risky asset will be and hence
the less the insurance company will wish to invest in the risky asset.

ExampLE 4.6. Assume that @ = 0.05, 0 =0.2, 41, =2, p=0.8, v=0.15, T =40,
r € {0.03,0.04,0.05}. We calculate the optimal investment strategy Ay by (4.2). The
results are presented in Figure 5(a). We see that A; is a decreasing function of r.
Since r is the risk-free interest rate, the larger r is, the greater the expected income of
the risk-free asset and hence the more the insurance company wishes to invest in the
risk-free asset.

ExampLE 4.7. Assume that a = 0.05, 0 =0.2, 1, =2, p=0.8, r=0.03, T =40,
v € {0.15,0.2,0.25}. We calculate the optimal investment strategy A; by (4.2). The
results are presented in Figure 5(b). Note that A} is decreasing in v. As v is the
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FiGure 6. (a) Effect of 1, on A;. (b) Effect of p on A;.

absolute risk aversion parameter, the larger v is, the less aggressive the insurer will be
and hence the less the insurance company will wish to invest in the risky asset.

Exampre 4.8. Assume that a = 0.05, 0 =0.2, v=0.15, p=0.8, r=0.03, T = 40,
A €{0.5,1,2}. We calculate the optimal investment strategy A; by (4.2). The results
are presented in Figure 6(a). We see that Ay is decreasing in A, which is the number
of jumps of the risky asset within unit time (see (2.1)). The larger A, is, the greater the
expected jump size of the risky asset will be and hence the less the insurance company
will wish to invest in the risky asset.

ExamprLE 4.9. Assume that a = 0.05, 0 =0.2, v=0.15, 1, =2, r=0.03, T =40,
p €{0.2,0.5,0.8}. We calculate the optimal investment strategy Ay by (4.2). The
results are presented in Figure 6(b). We see that A; is a decreasing function of p.
As p represents the probability of an upward jump of the risky asset, the larger p is,
the greater the expected jump size of the risky asset will be and hence the less the
insurance company will wish to invest in the risky asset.

5. Conclusions

In this paper, we studied the optimal investment and proportional reinsurance
problem for a jump-diffusion risk model in a general jump-diffusion financial market.
Moreover, we added a reasonable constraint on the proportional reinsurance strategy
which makes the model much more reasonable and realistic. We obtained explicit
expressions for the optimal value function and optimal strategy. Finally, a Monte Carlo
simulation was conducted to illustrate that the closed-form expressions we derived
are indeed the optimal strategies, and some numerical examples were presented to
illustrate the effects of parameters on the optimal strategies as well as the economic
implications. There are some possible extensions of this paper. For example, one can
try to add some other constraints in the model, such as transaction costs for investment
and the dividend payment. Then the model may be more realistic and the problem
more interesting. These are very challenging problems that constitute the research
directions of our future work.
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