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Abstract In this paper, we pursue the optimal reinsurance-investment strategy of an insurer
who can invest in both domestic and foreign markets. We assume that both the domes-
tic and the foreign nominal interest rates are described by extended Cox-Ingersoll-Ross
(CIR) models. In order to hedge the risk associated to investments, rolling bonds, trea-
sury inflation protected securities and futures are purchased by the insurer. We use the
dynamic programming principles to explicitly derive both the value function and the opti-
mal reinsurance-investment strategy. As a conclusion, we analyze the impact of the model
parameters on both the optimal strategy and the optimal utility.
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1 Introduction

As reinsurance and investment are becoming increasingly important in the recent years,
models that enable both risk reduction and profit maximization have attracted a lot of
interest. The purpose of this paper is two-fold. Firstly, it aims at solving an optimal
investment-and-reinsurance problem of an insurance company which can invest domesti-
cally and abroad. This is done by maximizing the expected constant relative risk aversion
(CRRA) utility of terminal wealth. More precisely, by considering investments in a foreign
market, we allow additional sources of risks: the foreign interest rate risk, the inflation risk
and the exchange rate risk. They make the optimal reinsurance-investment solution more
applicable to nowadays insurance markets, but the problem becomes more complex mathe-
matically. The wealth process of the insurance company would account for these additional
sources of uncertainty. Secondly, it aims at studying the impact of the model parameters on
the optimal strategy and the optimal utility of the insurer. The sensitivity analysis in this
case shows that, unlike in the case of no foreign market investments, the investor has to
short sale cash and futures.

In our model, the nominal interest rates follow extended Cox-Ingersoll-Ross (CIR) mod-
els (see (2)), in contrast with the mean reverting models considered in the existing literature.
This makes the setting more realistic, but less tractable. Both the exchange rate and the
stock price follow geometric Brownian motions (GBM) (see (3) and (12)). Due to the pos-
sibility of long term investments, the risk of inflation is introduced in the model. The risk
related to having stochastic nominal interest rates can be reduced by purchasing rolling
bonds with dynamics described by GBMs (see (6)). In order to hedge the risk of exchange
rates, the insurer needs to buy futures, driven also by GBMs (see (11)). As for the infla-
tion risk, the insurer can purchase Treasury Inflation Protected Securities (TIPS). The TIPS
are also assumed to follow GBMs (see (15)). After all these considerations, the solution of
the Hamilton Jacobi Bellman equation derived can be presented in terms of solutions of a
Riccati equation with constant coefficients.

Browne (1995) focused on minimizing the probability of ruin for an insurance company
facing an uncontrollable stochastic cash flow while investing on a risky stock. Schmidli
(2001) considered dynamic proportional reinsurance strategies and derived optimal strate-
gies in a diffusion setup and in a classical compound Poisson risk model. Promislow and
Young (2005) extended the work of the above authors and found the optimal investment-
and-proportional-reinsurance strategy that minimizes the risk of ruin of an insurer whose
claim process follows a Brownian motion with drift. Bai and Guo (2008) studied the case of
portfolio of one risk-free asset and n risky assets while purchasing proportional reinsurance
under the constraint of no-shorting. They obtained optimal strategies by: either maximizing
the expected exponential utility of terminal wealth or minimizing the probability of ruin. Li
et al. (2012) considered a stochastic volatility model for the insurer’s portfolio. They inves-
tigated the optimal time-consistent investment-and-reinsurance strategy for an insurer in a
financial market consisting of one risk-free asset and one risky asset whose price process
follows the Heston stochastic volatility model. Other papers in this area include Liang et al.
(2011), Gu et al. (2012), and Yi et al. (2015) and the references therein.
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The inflation risk has also been considered by many authors. Brennan and Xia (2002)
developed a framework for analysing a finite-horizon investor asset allocation problem
under inflation when cash, equity, and a single nominal bond are available, and gave closed
forms of investor’s optimal investment strategy and indirect utility depending on investor’s
horizon and its risk aversion. Jarrow and Yildirim (2003) found a relationship between
the forward nominal interest rate and the inflation index, and use an Heath Jarrow Merton
(HIM) model to price TIPS. HIM models are often used to hedge the risk of inflation. Guan
and Liang (2014b) included the inflation risk in the optimal proportional-reinsurance-and-
investment problem with the objective to maximize the expected utility of terminal wealth.
The current paper can be seen as a generalization of Guan and Liang (2014b) into several
directions, the presence of foreign markets, exchange rates, inflation risk and the use of
extended CIR models.

The reason for including foreign markets that they may be attractive to insurers since
returns are often subject to exchange rates and are not directly influenced by the domes-
tic market. Levy and Sarnat (1970) introduced the method of empirical determination of
the composition of optimal international portfolios and analyzed the implications of the
international risk diversification for the investment decisions. Jorion (1989) summarized
the historical evidence on foreign investments and examined the risk and return character-
istics of the foreign stocks and bonds when these assets are stripped of their currency risk.
Brennan and Cao (1997) developed a model for the international equity portfolio invest-
ment flows based on the differences in informational endowments between the foreign and
domestic investors. Allayannis and Ofek (2001) found evidence that firms using currency
derivatives significantly reduced their exchange-rate exposure. They also found that the
number of derivatives used depends only on the firm’s exposure to foreign sales and trade.

In this paper we describe the insurer’s surplus process by a Brownian motion with drift.
We consider that the insurer invests in both domestic and foreign risky assets. Further, under
the hypothesis that the insurer has a CRRA utility function, the insurer’s objective is the
derivation of the optimal reinsurance-investment strategy which maximizes the expected
utility of the terminal wealth. These additional features (foreign market and extended CIR
models) alter the optimal strategy. Although the Hamilton Jacobi Bellman (HJB) equation
is still a second order ordinary differential equation with constant coefficients, these coeffi-
cients incorporate both the interest rate and the domestic inflation rate. However, the optimal
strategy is still unique and it can be derived explicitly. A simulation of the optimal strategy
and a sensitivity analysis of the model parameters are performed under this scenario.

This paper consists of five sections. Section 2 introduces the framework and describes
the optimization problem. Section 3 reduces the original optimization problem to the self-
financing case, which can be solved via an HJB equation. Explicit expressions of the optimal
value function and the corresponding optimal reinsurance-investment strategy are derived in
this section. Section 4 discusses the significance/effect of the choice of parameters on the opti-
mal strategy, the reinsurance strategy and the optimal utility of the insurer. Section 5 concludes.

2 The Financial Market

In this section, we present the general model of the insurer. Let (2, .%, P) be a complete
probability space with filtration {.%;},c[0,7]. The interval [0, T'] describes a specified time
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horizon, within which the insurer adjusts the reinsurance and investment strategy to max-
imise its expected utility of terminal wealth. We assume that all the processes are adapted
to the filtration {ﬁt},doﬂ.

The surplus process of the insurer is as in Guan and Liang (2014b). Assuming that the
claims ¥;,i = 1,2, ..., N are independent and identically distributed with E(Y;) = 1 and
E (Yiz) = {12, and that the number of claims up to time ¢ follows a homogeneous Poisson
process with intensity A, let a(¢) be the reinsurance proportion, meaning that at time ¢, the
insurer assumes only a(#) of the risk. Let n and 0 be the safety loading of the insurance
and reinsurance business respectively, with n < 6. The surplus process, denoted by X (¢),
satisfies the following stochastic differential equation (SDE):

dX () = Aur(n — 0)dt + Ap10a(t)dt + / Appa(t)dWy(t), D

where {Wq(?)}:c[0,7] denotes the standard Brownian motion.
2.1 Domestic and Foreign Nominal Exchange Rate

The dynamics of the nominal interest rate are given by the following SDE:

drl (@) = d' ' = rl(0)dt — /K L) + KdWl @), 1 = d, f, )

where a’, b, kl1 R k12 are positive coefficients and { W,l (t)}:¢0,7) is standard Brownian motion.
The superscript I = d, f stands for either the domestic or foreign rate and will be used
throughout this paper. This model has been studied by Duffie and Kan (1996) and used in
Guan and Liang (2014a). Vasicek (1977) and Cox et al. (1985) analyzed the special cases
of the model for ké = 0 and kl2 = 0, respectively.

We assume that the exchange rate satisfies the following SDE:

o)

o)

where A ¢ is the market price of the risk of Wy (t) and Wy (¢) a standard Brownian motion.
The standard Brownian motions {Wy(2)}, {er (1)} and {Wg(¢)} are independent.

The risk-free asset (i.e. the cash) in domestic financial market, denoted by So(¢), evolves
according to:

(rd (1) = il () dr + 00 (rodt + dWo (1)), 3)

dSo(t) = ré (1) So(r)dr. 4
2.2 Domestic and Foreign Bond

In order to hedge the risk of nominal interest rates in the domestic and the foreign market,
respectively, the insurer needs zero-coupon bonds B,‘f (¢, T) and B,{ (¢, T). These are assets
bought at time ¢ and paying £1 at maturity 7. It can be shown (see Guan and Liang 2014a)
that the price of B,ll (t, T)(I =d, f) under extended CIR interest rates evolves according to
the following backward stochastic differential equation:

{dlz,]q((tl’s;)) = Ot + o (T = 0Kt 0 + K (3 Kt 0 + Kde + awl o)) )
Bl 1y =1, 1=4a. 7

I _ 2" —1) I TV Y
where op(t) = mlfa’+kl])\£+e’”/’(m[+a’fkll)\’r)’ m = \/(a —kyA)= + 2k, and

)J,, / kir,ll (1) + ké is the market price of the risk of W,l (t). However, no zero-coupon bonds
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with random maturity 7 exists, hence the insurer invests in rolling bonds B% (t) with a fixed
maturity, K = T} or T>. From (5), the dynamics of Bk (1) satisfy

dBL (1)
Bi (1)
with (Z, K) = {(d, T1), (f, T2)}.

From the domestic investor’s point of view, a foreign asset value must be converted
in terms of its own currency (see Lioui and Poncet 2002). Let Cr, (¢) be the price of the

— rL()dr + o (K) | K (1) + K (Aﬁ\/k{ @+ kdr + WD), (©)

foreign rolling bond in the domestic currency. Then Cr, () and Bé (t) have the relationship:
Cr(t) = B%z (t) - Q(t). Using Itd’s formula, Cr, (¢) satisfies the following SDE:

dCry (1) = Q0B (1) + B, (dQ(1) + d(Q(1). B, (1))

Cr @l 0 + Cry o BVl @ + 1 (W Kl @) + k] ar + aw! )
+Cr, (Hog(hodt +dWo@)). (7

2.3 Futures

In order to hedge the exchange rate risk, the insurer needs to purchase futures. Let Fr; (¢) and
QF (¢, T3) be the price of the exchange rate futures and, respectively, the price of exchange
rate forward, with maturity 73. Then Fr,(¢) and QF (¢, T3) are connected via (see Amin and
Jarrow 1991, (39))

T
Fry(t) = QF (t, T3) exp {/ ol (T3 — ) (kdrd(s) +k§)ds}. ®)
t
Using the relationship

0F(t.T5) - Bl (1. T3) = B (1. T3) - Q). (€))

we obtain QF (¢, T3) and then Fr,;(t) through (8). Substituting (3) and (5) into (9) and using
Itd’s formula, it is straightforward to see that the dynamics of QF (¢, T3) are given by the
following SDE:

4o’ (t, Ty)
ey = —o (T3 — t)\/ki’rff(t) + k4 (Aj’\/kf{r;,l(z) + kddr + dW,d(z))

+ o (T — okl i @) + 1 (x{'\/k{'r,{' (1) + K de +aw/ )
+og(rodt +dWo (1)) + og(Ts — 0 (k{rd (1) + k5 )dr. (10)

Applying It6’s formula to (8) and substituting (10) into the obtained differential equation, it
is easy to see that Fr; (¢) satisfies the following SDE:

dFy, (1)
FT?(” = 00 (hodt +dWo(n)) — o (T)\Kird 1) + kg (1 [kdrd 1) + Kt + AW o))

+of @ o+ (Af\/k{r,{(z) + K de +dwl ). an
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2.4 The Risky Asset Price

The insurer invests in domestic and foreign stock markets, in which the dynamics of the
risky asset S!(¢) are given by:

ds' @)
SL()

= rh (0t + kKt )+ K (MK ) + R+ aw! o))
+og, (Mgdt +dWS(0), [ =d. f. (12)

We assume that the standard Brownian motion {Wé (1)} is independent from
{Wo (1)}, {W,l (1)} and {Wg(¢)}, and that AIS is the market price of the risk of Wé(t).

Let C(¢) be the price of the foreign asset in the domestic currency. Then C(¢) and
S/ (t) are connected by the relationship C(t) = ST (1) - O(t). 1td’s formula implies that the
dynamics of C(¢) satisfies the following SDE:

Q(HdsT (1) + ST (HdQ () + d(Q(1), ST (1))
COrd(ndr + C(Nog(hods +dWo(n) + C(0)ad, (Aidr +dW{ (1))

dc(r)

+ ol JKl i 0+ 1 (Af\/k{r,{ (1) + k] dr +aw/ ). (13)
2.5 The Inflation

We also assume there exits the inflation risk / [(t),l = d, f in the financial markets and
rl(t),1 = d, f represent the real interest rates. I'(¢) evolves according to the following
SDE:

l
dIIl ((t’)) = (b0 = L @)dr + o JR AL 0 + K (3L KL 0 + Kodr +dW!0))

+op, (Mpdt +dWi (1), 1=, f. (14)

We assume that )J, is the market price of the risk of the standard Brownian motion {W} ®},
and that {W} (¢)} is independent from {Wy ()}, {W,l ®}, {Wo()} and {Wé(t)}.

To hedge the inflation risk, TIPS are available in the market. Let P,Z( () be the price of a
TIPS with maturity K. The dynamics of P;< () are described by the following SDE:

dPp (1)
PL(t)

L0t + o JK P (1) + KL (,\ﬁ\/k{ ORI ERUAGY
+op (Mdt +dWi (1), 1=, f. (15)

with (1, K) = {(d, T), (f, T5)}.
Similarly, the price of the foreign TIPS needs to be expressed in domestic currency,

denoted by Cr(#). Due to the relationship Cr;(¢) = P£ (t) - O(t), the dynamics of Cz; ()
evolves according to the following SDE: )

dCrs (1) = QAP (1) + PL(1AQ() + d(PL (1), Q1))
Cryrd (s + Cry 0] i v () + K] (AI\/k]fr,{ (1) + K dr +awi )

+Cry (Do, (M dr +dW] (1) + Cry (Do (hpdr +dWg (1)) (16)
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2.6 The Wealth Process

Let 6o(1), 05 (1), 04(t) and 6L (t)(I = d, f) be the money invested in cash, bonds, stocks
and TIPS respectively, in our financial market. Let 6 (¢) be the futures position the insurer
holds at time ¢. Since there is no cost to enter the futures market and the contract’s gains and
losses are settled on a continuous basis (marking-to-market mechanism), the wealth process
of the insurer is X (1) = 60(t) + 04(1) + 65 (1) + 04(t) + 6 (1) + 6%.(t) + 64(¢) and it
satisfies the SDE:

AX (1) = A1 (n — 0)dr + Ap10a()dt + /rpaa(t)dWo(r) + 90(t)d§)0(£§)
dB (1) dCr, (1) dFr. (1) ds? ()
d T\ f T, T3 d
OO OO YO e YOS
podC@) o, APE@) o dCr() "
+0 055 +0%(t) P +05 @) T (17)

3 The Utility Maximization
3.1 The Problem

Consider the previous market and let & (1) = (a (1), 6% (1), 64 (1), 6 (1), 64(1), 6 (1), 64 (1), 6} (1))’
be the reinsurance-investment strategy of the insurer. Our aim is to find a strategy that
maximizes the expected utility of terminal wealth of the insurer. Substituting (4), (6), (7),
(11), (12), (13), (15) and (16) into (17), we obtain

dX (1) = hper (7 — 0)dt + rd (X ()dt + @) o, (A, dr + dW)), (18)
where
NS 0 0 00 0 0 0
0  od(T)Jk{rd@) + k4 0 00 0 00
f ] /
0 0 o MWK @) +kf og 0 0 0 0
0 —od(Ty)Jkdrd ) + k¢ o (T il @) +kf o9 0 0 0 0
T 0 ol Jkdrda) +id 0 0ol 0 0 0
0 0 ol Kl +k 6o 0 ol 0 0
0 ofl Jklrd ) + k§ 0 00 0oaf 0
0 0 ol kil +k oo 0 0 0 of

Ap10 ad [rd d f [ .f f d [ yd Ty
A,:(\/’;‘%,Ar\/k]rg’(t)—i—k ,x,\/k1 ra (1) +ky ko, MG, Ag, AT M),

AW, = (dWo @), AW @), dW/ (1), dWo (1), W (1), dW{ (1), dWE (1), dW] (1))'. Here =
denotes for the transposition of a vector.

We assume that the insurer has a CRRA utility function of the form

Xl

U =1

y >0,y #1. 19)
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The insurer’s objective is to adjust the strategy u(¢) within the time horizon [0, T'] in order
to maximize the expected utility of its terminal wealth X (7). Due to the inflation risk, we
have to maximize the expected utility of the real value of X (7).

Problem 1 The optimization problem becomes
X(T
maxa() £ [U ( ) )] (20)
s.t. X(0) =x,
with 19, X, U as in (14), (18) and (19).

3.2 The Solution

Due to the fact that the insurer receives a continuous premium income, the portfolio is not
self-financing and hence the classical optimization techniques are not directly applicable.
In the spirit of Guan and Liang (2014b), we transform our wealth process. An auxiliary
wealth process makes our portfolio self-financing and thus we define a new optimization
problem. The following lemma shows that this “discounted” wealth process is a conditional
expectation.

Lemma 1 Define H() := exp{ [y (r?(s) + 31l A [1>)ds + [y A,dW ). Then H (t) satisfies
the following SDE:

dH(t) = H@t)(rd(t) + AjA)dt + H(@®)A,dW, o
HO) =1.
Moreover, X (t) has the following form:
X(T)H(t T —0)H(t
X =E| ) ()—/ #1(n — 6) ()ds‘y,],te[o,ﬂ. 22)
H(T) ' H(s)
Proof The proof is analogous to the one in Guan and Liang (2014b, Lemma 3.1). O

As in a general investment problem, H (¢) can be regarded as the pricing kernel of the

financial market. A self-financing case requires X (t) = E [% |-%:1, but this condition

is not satisfied. It follows, however, from (22) that X (¢) is a supermartingale. In order to
have a self-financing setup, we define the process G(¢) by

T O H
G(1) —E[f ’““(”H( )) bl = OVHW 4\ 7 —xm(n—m/ [ﬁwds

with G(0) = g. The following lemma gives the SDE satisfied by G (¢).

Lemma 2 G(t) can be rewritten as G(t) = Apu1(n — Q)fZT Bff (t, s)ds. Then it satisfies the
following SDE:

dG(1) = —api(n — O)dt + rd (G @)dr + 14 krd (1) + koG (t, T)G(1)dt
+\/mUG (t, T)G(t)dWrd(t) (23)
G(T) =

where og(t,T) = %[fk,u] n— 9)B,f(t, s)ag(s — t)ds.

Proof The proof is analogous to the one in Guan and Liang (2014b, Lemma 3.2). O
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Let Y (¢) be an auxiliary process defined by Y (¢) := X (¢) + G(¢). Then

dY(r) = dX () +dG()

rd(OY ()dt + () o, (Adr +dW,) + 29 krd (1) + koG (t, T)G (1)dr

+ \//mac(t, TG dW (1)

rd ()Y (1)dt + u(r) o, (A, dr +dW,), (24)

where u(t) = u(t) + (0, % 0,0,0,0,0,0). Y(¢) is a self-financing process.

Thus, the optimization problem (20) can be re-written as a self-financing optimization
problem as follows:

Problem 2

d fd . _ Y(T) N\ a, .\ _ _ dopy _ _
V(t,rn,r,,,z,y)._Iil(ag(E[U(Id(T))rn(t)_r w6 =rl 140) = i? Y(t)_y]

st Y(0) = x +g. (25)

The following theorem, whose proof is straightforward, reveals the Hamilton Jacobi
Bellman (HJB) equation satisfied by the value function V (¢, rn , rn , y)

Theorem 1 Let Y (t) be described by (24). Then the value function V (t, rn , rn , y) of
the optimization problem (25) satisfies the following HIB equation

sup {V; + Vy[rify + u(@®)'o1Add + Vygla 0 —riD1+ V. sla’ 07 —
u(t)

1
+ Via - i —rd 4 oy, A kdrd +x8) + 0;12)»’,1] + EVyyu(t)’Uta;u(t)

1 1 1
+ Evr,’fr,’{a;lo-d + EVr,{r,{o./fof + EV"‘I"‘I . (id)za/IO'I + Vyr’(’zu(t)/az()'d
+V, u(0)0:0 f + Vyia - i‘u(t) o101+ Via,a - i%oyor} =0, (26)

where 64 = (0, — Jk4rd +k4,0,0,0,0,0,0), ¢y = (0,0, —/k{ n{ +&{,0,0,0,0,0,
o1 =(0,0f Jkird +k4,0,0,0,0,07,0).
;

Next we derive the closed-form solution of the value function V (z, r r) il , ¥) in terms
of the solution to a partial differential equation.

Theorem 2 The closed-form of V (¢, rd rnf, jd ,Y)is

v rd.nl ity = <d)l Yherd r). @7

where

h(t, rd, rly = explriqi(o) + ril ga(0) + g3(1)}, (28)
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with q1(t), q2(t) and q3(t) given by
wif;  e@BIT-D

qjt) = — N; : ﬁje(aj_ﬁj)(T—t) _Olj’ j=1,2, (29)
e~ _ N )T _
@) = _i[ T—t+ —ln ‘u’]_ﬂ[j"_t_kiln ‘uu
Ni Bi B1— N> B2 Br—ar
aiBik er— +011+51 ‘ﬂle("" PN —ay) a1 =B 1 _i]
2J/N2 Lo Ol],Bl2 —oq | 1312 ﬂle(al—ﬁl)(T—f)_al ,312
pk] [T 0+ ‘ﬂze(“fﬁwﬁ‘)—aq @ —p 1 1]
n _ _
2yN2 L « a2B; Po—ar | B3 PPN —ay g2
T
—(y — 1)/ rd(s)ds + R(T —1). (30)
t

Proof For the proof and the details of «;, 8, N;(j = 1,2), M, N, R, see Appendix A.1.
O

Remark 1 Theorem 2 can be seen as a generalization of Proposition 3.4 in Guan and Liang
(2014b). In fact, if one sets kf = 0 and eliminates the foreign investment, the value function
is reduced to the one given by ? [ ()(3.11)]Guan2014. One simply needs to observe that, in
that situation, M; = a?, N| = R; = 0, which implies that ¢ (#) = 0, and since there is no
foreign investment, g»(¢) = 0 as well.

In the next theorem we derive the optimal control for the auxiliary optimization problem
(25).

Theorem 3 (Solution to Problem 2) Assume Y (t) is given by (24). Then the optimal
reinsurance and investment strategy u*(t) of Problem 2 is given by

wr(n) = JY* ()

0
M2
ol 3d i 3 y ol @l ol @mf  @f -of @]
1 d_%"s it o op(T3) A{_UB(Tz)AQ_ 5,78 s 9% —an(t
Ué(Tl)( r a;! 0;[2 q1( ))+Ug(T|)(U£(T3)—U£(T’))( ¥ oo ‘7,{2 ”i; qx(1))
iy mng G AL G i L
UI;(TS)—UII(TZ)( + + %/2 + "/2 +q2(1))
| of _ oh®io _ ©f —of ] (@] —of 0] @)

o} (To)=a} (Ty) %0 o, o,
4
S5 ;
ULf)“‘S
$2

a%)»? +y-—1
)
s
UIZ
(€29}
where
d
= s (S O Sy 0y Sy
= (x + g)e :
S0/ \BE(0)/ \Cr,(0)/ \Fr(0)/ \8§9(0)
(C(t) >K7<PT4(f) )KS(CTS(t) )K9 Z(t) 32)
C(0) P{ (0) Cry,(0)/  Z(©0)’
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with
d d d d -1
K3 o ;Q _O;B(T3) I, Of oy Of kf-l—()/—l)ald, —q10
K4 0 op@ ol 0 o5 0 o W = aqa(0)
K5 1 0 (9] oo (1[ (0] 0 og )\Q
k| = — 0 0 0 o5 0 0 0 )fé ,(33)
|l Y1 o 0o 0 06l 0 0 et
8 0 0 0 0 000 M+ (v — Dol
9 o 0 0 0 0 0o n
ko = 1 — K3 — K4 — K6 — K7 — kK§ — K9, (34)
An36?
K1 = ad — Ag. (35)
Y2
Proof For a detailed proof of A4, see Appendix A.2. O

Remark 2 Theorem 3 generalises the first part of Proposition 3.4 in Guan and Liang
(2014b), in the sense that our optimal strategy depends also on the coefficients pertaining
to the foreign market. It is worth mentioning that, when Af =Aig = A§ = Af = k‘f =

q1(t) = q2(t) = 0, our Eq. 32 coincides with equation (3.15) in Guan and Liang (2014Db).

Now we are ready to present the optimal reinsurance-investment strategy for the original
optimal control problem (20).

Corollary 1 (Solution to Problem 1) Suppose u*(t) is given by (31). Then the optimal
reinsurance and investment strategy " (t) of Problem I is given by

og(t, T)G(2)

’
od(T) '

(36)

(1) = u* (1) — (0, .0.0,0,0,0, 0)

i i — 7 ac(t.THG(1) ’
Proof (36) follows from the relationship u(¢) = u(t)+ (0, T 0,0,0,0,0,0). O

Remark 3 Let us mention that when u*(¢) coincides with that of Guan and Liang (2014b),
the solution to the original problem &*(¢) also coincides.

4 Sensitivity Analysis

In this section we use the Monte Carlo method to analyze the parameters effect on the
optimal strategy and on the optimal utility. Unless otherwise specified, the values of the
model parameters are givenby: x = 1,y =2, A =3, u; = 0.083 ua = 0.05, n = 0.05,
0 = 0.1,a =01, =003, k{ = 0005k = 0001, a’ = 0.12, b/ = 0.05,
f f f d d
ki = 0.004, k; =0, A = 0,0 =0.02 00 =005 1o = 0.05, og, = 0.02,05 =
0.15,3¢ = 0.11,0{ =0.2,0{ =0.1,1{ =0.11, 0 =0.08,0f =0.08,2¢ =0,0] =
0.05, 07 = 0.05,3] = 0.02,r¢ = 0.025,r/ =0.03,T =207 =10, T, =10, T3 = 1,
Ty = 10, Ts = 10, r¢(0) = 0.03, r,{(O) =0.05, So(0) =1, Q(0) = 1.2, B% (0) = 0.8114,
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— — —reinsurance

0.58] —&— cash R
— - — -domestic bond

—4— foreign bond

-1r futures

—— domestic stock

optimal reinsurance—investment strategy

foreign stock i

-1.51
5 domestic TIPS
—+— foreign TIPS
_2 1 L L
0 5 10 15 20

time(year)

Fig. 1 Domestic and foreign, y = 2,4 = 0.05, 0, = 0.1, 0/ = 0.05

Cr,(0) = 0.7382, Fr;(0) = 0.9108, $4(0) = 1, C(0) = 1.2, P{, (0) = 0.7788, Cr;(0) =
0.8890, 14(0) = 1.

0.6

04— .

o
o

:—+—%A~+—+—H++Hﬁ+%—%%ftﬁﬁ;ﬂ -1

- — A N

— — —reinsurance
—©— cash
— - — -domestic bond R
—+4— foreign bond
futures
—— domestic stock
foreign stock

By
domestic TIPS
—+— foreign TIPS M
0 5 10 15 20
time(year)

proportions of optimal strategy
)
P o
I
|
|

Fig. 2 Domestic and foreign, y = 2,4 = 0.05, 0§, = 0.1, 0/ =0.05
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4.1 Sensitivity Analysis of Optimal Strategy

In Figs. 1 and 2 the value of the parameters are those given in the text above. Figure 1
indicates that the investment in foreign bonds and stocks, domestic and foreign TIPS, as
well as the reinsurance proportion are all positive and grow nonlinearly over time, while the
investment in domestic bonds decreases. In addition, it shows that the insurer shorts futures
and cash at an increasing rate. Since the foreign market is “better” than the domestic one,
in the sense of smaller volatility (o) and greater market price of risk (1) of corresponding
assets, the investments in the foreign stocks are larger than those in domestic stocks. The
same is true for the bonds after the first few years. However, the investments in the domestic
TIPS are higher than those in the foreign TIPS. This is due to the fact that the domestic
inflation directly influences the expected utility. Comparing Figs. 2 to 1, we note that the
proportions of each asset in the optimal strategy evolve in the same direction, except the
foreign ones behave more steadily.

In Figs. 3 and 4 we use the same parameters, but consider only the domestic market.
Comparing Figs. 3 to 1, we note that the reinsurance allocation and the investment in the
assets are smaller, but the trends are the same, except for cash. The main difference is that
the insurer does not short cash as in the case of foreign markets. Comparing Figs. 4 to 3,
except for cash, the proportion of other assets in the optimal strategy has the same, but more
stable tendency. The proportion of cash has a slight decline after a slow growth. The final
wealth of the insurer in the situations captured in Figs. 1 and 3 are X (20) = 3.3049 and
X (20) = 2.7038 respectively, which indicate that investing abroad increases its wealth by
22.23%.

In Figs. 5, 6, 7, 8 and 9 the value of parameters y, Ag, aé; and 0122 are changed in
order to highlight their impact on the optimal reinsurance-investment strategy. Since the
investments and the corresponding proportion of each asset in the optimal strategy have

14 T ]
— — —reinsurance
—6— cash
121 _ domestic bond 1
—— domestic stock
1H domestic TIPS p

optimal reinsurance—investment strategy

0 5 10 15 20
time(year)

Fig. 3 Only domestic, y =2
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04H domestic bond |
"'|| —— domestic stock
= domestic TIPS
(@)
2
S 03k |
%)
©
£
g oz2f -
: -
0 - /
- - —
S > oo
5 o1l . L 7
Q- —_ - ~ —
e - = ~
Q- h = -~
| - — - _ i
-0.1 |
° 5 10 15

time(year)

Fig. 4 Only domestic, y =2

20

the same tendency (see for example Figs. 1 and 2), we only focus on the investments in
the risky assets. Figure 5, y = 4 reflect the fact that the insurer has a higher aversion
towards uncertainty and that the domestic inflation directly affects the expected utility. The

2.5 T
— — —reinsurance
—6&— cash
— - — -domestic bond
—+— foreign bond
futures
—— domestic stock

domestic TIPS o
1| —+ foreign TIPS L

foreign stock o

optimal reinsurance—investment strategy
4
4

| L L
0 5 10
time(year)

Fig. 5 domestic and foreign, y =4, 19 = 0.05, crsfz. =0.1, a,é =0.05
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optimal reinsurance—investment strategy

— — —reinsurance
—©— cash

— - — -domestic bond
—— domestic stock
domestic TIPS

Fig. 6 only domestic, y =4

10
time(year)

15

20

investments in domestic TIPS increase while in other assets decrease compared to Fig. 1.
When the investments in stocks are reduced to the domestic market stocks, the result is the

same (see for example Fig. 6 for y

optimal reinsurance—investment strategy

Fig.7 domestic and foreign, y = 2,49 = 0.1, =0.1,0/ =0.05

= 4 and Fig. 2). The final wealth of the insurer under

1.5}

— — —reinsurance
Pl —o— cash
— - — -domestic bond
—+4— foreign bond
futures
—— domestic stock
foreign stock

%A—A—A_Aﬁgﬁg—éﬁgﬁéﬁg ADA A AN Hﬁ

20
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-2 1 I I
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25

— — —reinsurance
=056 o cash |
— - — -domestic bond
-1 —2— foreign bond
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-1.51| —«— domestic stock
foreign stock

optimal reinsurance—investment strategy

-2 domestic TIPS b
—+— foreign TIPS
_25 Il Il Il
0 5 10 15 20

time(year)
Fig. 8 domestic and foreign, y = 2. 19 = 0.05, 0 = 0.08, 0 = 0.05
situations of Figs. 5 and 6 is X(20) = 2.7003 and X (20) = 2.4196, respectively. This

shows that, even if the insurer has a higher level of risk aversion, foreign market investments
can still improve its wealth by 11.60%.

-0.5¢{ — — — reinsurance ]
—©— cash
-1f| - — - — - domestic bond
—+4— foreign bond
15} futures

—— domestic stock
foreign stock

-2r domestic TIPS

—+— foreign TIPS

optimal reinsurance—investment strategy

0 5 10 15 20
time(year)

Fig.9 domestic and foreign, y =2, 19 = 0.05, crsfz. =0.1, a,é =0.03
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time(year)

Fig. 10 effect of ;41 on optimal reinsurance strategy

Figure 7 illustrates the impact for Ap = 0.1. Comparing it to Fig. 1, one notices that the
futures are in the long position instead of short. This is due to the increase in the market
price of the exchange rate, leading the insurer to more willingly invest in futures. At the
same time, the insurer longs domestic bonds and shorts foreign bonds to balance risks.

0.3 ‘ ‘
— — — domestic&foreign, u2=0.05
domestic&foreign, u2=0.10
0251 domestic&forei 0.1 a
- = gn, 1,=0.15 ’
only domestic, u2=0.05 y 7
0.2 only domestic, M2=0-10 7
——— only domestic, u2:0.15 ’

a(t)

0.15

0.1

0.05

71///’// — = 7”%,,,
fé%‘-%-%——%—%-—:«e:%:*——% S
0 ‘ ‘ |
° 5 10 pye -

time(year)

Fig. 11 effect of , on optimal reinsurance strategy
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0.35 ‘ ‘
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domestic&foreign, 6=0.10 |
03r. - — domestic&foreign, 6=0.14 /]
only domestic, 6=0.06

0.95} only domestic, 6=0.10
—#— only domestic, 6=0.14 e
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0.15

0.1

0.05

0 5 10 15 20
time(year)

Fig. 12 effect of & on optimal reinsurance strategy

Figures 8 and 9 capture the variations when oSJ; = 0.08 and a,f = 0.03, respectively.

Comparing these two figures to Fig. 1, we observe that, when the volatility of the foreign
stocks (foreign inflation) decreases, there is an improvement in the investments in foreign

0.3 ‘

— — — domestic&foreign, A=2
domestic&foreign, A=3 /
— - — - domestic&foreign, A=4 y
only domestic, A=2 /
only domestic, A=3

0.25

—#— only domestic, A=4 /

0 5 10 15 20
time(year)

Fig. 13 effect of A on optimal reinsurance strategy
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stocks (foreign TIPS). In order to hedge the risk of such strategy, the insurer shorts more
futures and cash.

4.2 Sensitivity Analysis of Reinsurance

Reinsurance plays an important role in our model. Hence in this section, we will focus on
how various parameters influence the reinsurance policy. Recall that a(z) represents the
proportion of insurance risk that the insurer keeps.

Figure 10 describes the fact that a(¢) increases with the expected value of claims, denoted
by w1, whether or not there is a foreign investment. With other parameters unchanged, a
bigger 11 leads to less variance of claims, so the insurer can retain more insurance risk. In
addition, it shows that for a specific 11, the value of a(¢) when there is both domestic and
foreign investment is higher than the value when there is only domestic investment. This is
because the foreign investments increase the insurer’s wealth, hence allowing the insurer to
take on more risk. This feature can be visualized in Figs. 11, 12 and 13. As demonstrated in
Fig. 11, when w, decreases, a(t) increases, meaning that the insurer retains more risk when
the insurance risk is low. Figure 12 shows that a(¢) increases with reinsurance premium
6. In fact, the higher the reinsurance premium, the higher the cost of the insurer, so the
insurer has less interest in reinsurance. At last, as exhibited in Fig. 13, a(¢) decreases when
A increases. Recall that A represents the intensity of claims. Therefore the bigger the claims
(that is increase in A) in a specific time horizon, the more the insurer would like to purchase
more reinsurance to hedge the insurance risk. Another feature shown in Fig. 13 is that in
the last few years, the insurer who invests domestically and abroad always has a bigger a(t)
than the one who only invests in the domestic market. The reason behind this could be that
the increase in wealth from foreign investments can offset the impact of high intensity of
claims.

-0.4 T
domestic&foreign
— — — only domestic

-0.451 i

-0.65[ . ]

-0.7
0.025 0.03 0.035 0.04 0.045
°(0)

Fig. 14 effect of ¢(0) on optimal utility
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-0.67|
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Fig. 15 effect of r,‘f (0) on optimal utility

4.3 Sensitivity Analysis of Optimal Utility

0.045 0.05

In this section, we study effects of parameters on the optimal utility.
Although the domestic real interest rate rﬁl (¢) has no impact on the optimal reinsurance-
investment strategy, it does positively influence the optimal utility of the insurer regardless

%)

,rf
n
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n

V(o,
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-0.6306
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Fig. 16 effect of r,{ ‘ (0) on optimal utility
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Fig. 17 effect of A on optimal utility

whether or not it invests home or/and abroad as demonstrated in Fig. 14. The explanation
may be: bigger real interest rates mean that the money raised by the insurer is worth more.
For the same value of r,d (0), the optimal utility gain from investing domestically and abroad
is larger than that obtained from investing domestically. This could be the effect of inter-
national diversification. This phenomenon also exists in Figs. 15 and 17. From Figs. 15
and 16, we can find that the optimal utility increases with rfll (0), while it decreases with
r,‘,f (0). Note that the increase in the interest rate means the appreciation of the correspond-
ing currency. Thus, the appreciation of domestic currency will improve the insurer’s utility.
However, the appreciation of the foreign currency will reduce the insurer’s utility because
the insurer needs to denominate assets in domestic curre.ncy. Comparing Figs. 15 and 16 in
the situation of existing foreign investments, V (0, r r,{ ,i%,y) increases from —0.6306 to
—0.6154 whenever rd (0) increases from 0.03 to 0.05, while V (0, r r,, , y) decreases

from —0.6305874 to —0.6305879 when rnf (O 1ncreases from 0.03 to 0.05. This means that

rd ©(0) has a stronger effect on the optimal utility than rn (0). Figure 17 shows that the opti-
mal utility decreases with X, due to the fact that larger A means more claims in a specified
time horizon.

5 Conclusion

In this paper, we studied the optimal reinsurance-investment strategy of an insurer who
invests in domestic and foreign risky assets. In order to hedge the insurance risk, the risk
of nominal interest rates and inflation rates in both domestic and foreign markets, and the
exchange rate risk, the insurer purchased proportional reinsurance, rolling bonds, TIPS and
futures. We solved the problem via a dynamic programming approach and obtained both
the explicit value function and the optimal reinsurance-investment strategy. We conduct a
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sensitivity analyses of the model parameters effect on the optimal reinsurance-investment
strategy, optimal reinsurance strategy and optimal utility.
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Appendix
A.1 The proof of Theorem 2

Proof Suppose V (¢, rd r,{ ,i4, y) has the form of (27). Substituting (27) into (26) yields

the followmg differential equation for A(¢, r Ty )

h

~1 F1— X
U/IO'd]‘F r”[ yyd_’fAt-l-llf(b'f_’"r{)]

a&A,—l—ad(bd—rf)—i- 14 h

L h [

[<h : :

[y 1 g Il 1—y
Fun (Y s ] =2
(V —1)?

y—1

70"10'1 =0. (37)

oA — (v = DI —of 1 rd + k) — ol 11—
From (37) we may assume that A (t, r¢ " , rf » ) can be separated by independent variables and
write h(t, r ) = exp{r qi1() + ry qz(t) + g3(t)} with boundary conditions ¢{(T) =
q2(T) = q3(T) = 0. Substituting hir, rd r, r,{), A;, 04,0, and o into (37), we obtain

7n9

rdlq) (1) — Migi(t) — Nig1()* — R\1+ ;] [Clz(f) — Myga (1) — Naga(1)* — Ry
+ q3(t)+Mq1(t)+fk2611(t) + Nga(t) + 7,{ qz(t) —(y=Drf+R=0, (38
where
M = a’ + y—_lk‘f(o,“ -, Ny = _ikf, R = L_lk‘{[(xd)Z —2¢of + (o)?].
y ror 2y 2y r !
1— 1 —1
My = af+—yklfxf, Mo=—okf, R =Tk 02
Y 2y 2y
y—1
M= a4 Y68 oty N=alb 4 Y0
Y Y

R — 1—y [AMIO
27/

+ = y (kzld% ‘712)_ 7[1‘2( ;11) +(012) )

FI 0D+ 0D +1% + 0D+ 0D+ 6D+ )7

Since (38) is true for all rff and r,{ , it follows one must have
q;(t) = Rj + M;q; () +qu1(t)2, qj(T)=0, j=1,2, (39)
k4 k!
@) = —Mq1 (1) — iqlmz — Nga (1) — iqz(l)z + (= Drf =R, g3(T) =0. (40)
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For j = 1,2, gj(t) is a Riccati equation with constant coefficients. Then using Nawalkha

et al. (2007), g;(t) is explicitly given by

wif; @ BITD g
N; ﬁje(aj—ﬂj)(T—f) —

2 2
M.,'+‘/Mj—4NjRj ﬂ . M;— /Mj—4NjRj

where a; = > ,Bj = 5 . Since

y -1 2, v —1

—4NiR = [af + k] - aD] kD0 )’ (4D
-y 2, v —1

—4NRy = (o + Tk{x[) + 7(/«&[)? 43)

Let us observe that (41) makes sense if ¥ > 1, so that we have M]z —4N;R; > 0(j =L, 2).
Integrating both sides of (40) from ¢ to T and using the fact that g3(7") = 0, we can obtain
(30). O

A.2 The Proof of Theorem 3

Proof Since supremum (26) is attained at u*(¢), applying the first order maximum
condition, we have

Vyo Ay + Vyyoo,u*(t) + Vypa0 10 + Vyrnfo'[()'f + Vyja - dg.6; = 0.
Then

1
u*(t) = —V—z—la,(VyA, +Vyaoa +V, 167+ Vya - i),
yy

where ¥ = 0,07}. Substitute (27) and (28) into the last equation to obtain

1 _
u(t) = ;Y*(t)(di) A +q1()oq + 2o 5 + (v — Doyl (44)
Equation (31) follows by substituting o4, A;, 64, 0 r and o into (44).
In order to obtain the optimal strategy u*(¢), we need to find the SDE satisfied by Y*(¢)
corresponding to u*(¢). Now, substituting (44) into (24), we have

1
dy*(n = Y*(I){V,‘f(t)dt—i—;[Aﬁ+q1(l)0:1+612(t)0}+0/— DolAdr

1 !
%y[Ai +q10)0 ;+q20)0’s +@ — Do 1dW )

Y*(r){r,f () + kird (1) + k;’)le [+ (v = Doft — g1+ k] rf ()
1

1

DM = 01+ i+ 047 + 0 a1
14 y y

d f\2 1 )‘M%ez * ’
+( — Dop 1+ () *+7}dt+Y (t)DdW,, (45)
4 Y2
where
Dy = %(% Krd+kod + ¢ — Dof — qo). Ji{rl o+k e -

qz(t)),AQ,kﬁ,Ag,kd + @y — 1)01 , ) Y*(t) can also be obtained by using Y*(¢t) =
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X*(t) + G(#). In order to get Y*(¢), let us introduce an auxiliary process {Z(¢)};c[0,7]
representing the insurance risk and satisfying:

Az _ Ml qwe o h e 0. 7]
zZo)  ySn o

Observing (17), let us assume that Y*(z) is of the following form:

YA = (x + g)e,qt(SO(l‘) )KZ(B;{] () )K3(CT2(1‘) )K4( Fr,(t) >K5(Sd(t) )KG

S0/ \BE(0)/ \Cr,(0)/ \Fr;(0)/ \8§90)
C(t)\*7 ¢ PO \ks  Cr () \o0 Z(t)
X<c(o)) <p744(0)) (CTS(O)) Z©0)

Using It6’s formula, we get

N dSo(t)  dBE(®  dCcp()  dFR() . dSi()
0 = VO gL G GG YR S

ngl () )2

dc(n ~ dPL@  dCn@)  dzZa)

1
—_Y* —1
“+ic7 o K3 P7‘54(1) K9 Cr ) 70 ]-i— 3 (0[/{3(/{3 )( B?I O
o (9Cn (D)2 IPNZIENON 3 ds?(r)\2
+ica (kg 1)(7C12(t) ) + Ks(Kks 1)( Fro() ) + K6 (k6 1)( sd(r) )
dC(1)\2 dPf (1) \2 dCr, (1)\2
+ic7 (k7 — 1)( co ) + kg(kg — 1)< P;i(r) ) + K9(kg — 1)(@) ]
d(BY. . Fry); d(Bg. . 59), d(BL. . P ), d(Cr,. Fr,)s
y* 1 1 1 4 S\ TR
+ (f)[WSB%(z)Fr;(n”“"B%(z)sda)+K3K83?,(r)P§ﬂ(z) S 0 Fr (1)
+K4K7M K4K9M KSKGM K5K7M
Cr,(1)C(t) Cr,(1)Cry (1) Fr,()S4(1) Fr,(t)C(t)
t o 0P P, cog QU e AUST, P iy € ) ]
Fr, ()P (1) Fry(Cry (1) §4(0) P, (1) COCrs (1)

= YA [rd ()2 + 163 + ka + K6 + K7 + K + ko) + k{rd (1) + kDAL + (k] ] (1)
k) Az + As + Ag + iy Jdi + Y1) DHdW,,

where
1
A1 = k30§ (TDA = k5o (TR + keod Af + kgofl A + Sl = Dod(T1)?
1 1 1
555 (ks = DoG(T3)* + Skelke — D(E5)° + SKs(ks — D(O])? — w3505 (T (T3)
-i-/<3166(71‘;(T1)0§‘7l +K3Kgag(T1)aj1] — K5K6O'g(T3)O‘§1] — K5K80‘g(T3)G;{ +K6Kgag] 02,
1
Ay = K40£(T2))»'f + K50£(T3))»'f + K7U'Sf] )\',f + Kgal'):)»f + 51{4(/{4 — 1)(7}'_,§(T2)2
1 1 1
35005 = Do (T3)° + 767 = D(03) + Sk (ks — D(07)* + kawsory (To)org (T3)

+K4K70£(T2)0§: + K4K90£(T2)01}: + K5K7¢T{;(T3)Cfsfl +K5K9U/;(T3)CTI{ +K7K9CT§Cl 01{,

Az = Agog(ka + k5 + K7 +K9) + )\.gKﬁﬂgz + )»£K7O'S£ + )f,l/cgofz + )\,{Kgo’li,
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1 1 1 1
Ay = Ué[im(m -+ 5K5(K5 -D+ §K7(K7 -D+ §K9(K9 — 1) + kakcs + kak7 + Kakg + Ks5K7
l _ d\2 i _ fy2 l _ d\2 1 _ fy\2
+Ks5K9 + K7K9]+2K6(K6 D(ag,) +2K7(K7 D(ag,) +2K8(K8 D(oy,) +2K9(K9 D(op,)",
Al [ di d d d dy [ f.f f
= (y o Krd () + kS (k305 (Th) — k5o (T3) + K60, + K80y ), kyra () + Ky -

(ks (T f f f d oo eod ool
40 (Tr) + K50 (T3) + K705, + Kgo'll), 0o (K4 + K5 + K7 + K9), K60, K103, , K80, , la;a[z) .
By the uniqueness of the solution of SDE, we can obtain (33)—(35). O
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