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Abstract

In this paper, we examine a model that maximises dividend payments for an
insurance company with a debt liability. We assume that the company has a
policy to reinvest a proportion of its surplus cash before paying dividends to
shareholders. We model the dynamics of the cash reserves as a jump-diffusion
process. Combined optimal stopping and mixed regular-singular control of
the jump-diffusion process is presented and investigated. In the paper, we
show that when the premium rate g is less than the liability rate A, then
the company should not get into business and the optimal dividend policy is
to immediately pay out the initial cash reserve as dividends to shareholders.
For the case x> A, we show that the optimal risk management depends on
the current level of the cash reserves. We demonstrate that the company’s op-
timal dividend policy is to pay out as dividends surplus cash above a prede-
termined threshold. We also present numerical examples to illustrate the re-
sults obtained.
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1. Introduction

Dividend decisions are mainly concerned with financial policies on the payment
of cash dividends to shareholders in the present or at a latter date. The decision
to issue dividends depends on the firm’s excess cash reserve or profit and its en-

visaged long term earning capacity. Management is expected to pay out some or
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all of the cash surplus as dividends if it is not required by the firm. In some in-
stances, excess cash is retained to support future organic growth of the company.

In recent years, several researchers have studied extensively dividend optimi-
sation problems [1]-[10]. This has resulted in various strategies and mathemati-
cal models being developed using stochastic control theory [8]. The common
dividend payment strategies in literature are band, barrier, threshold and im-
pulse. Scheer, [8] defines the band strategy as one that involves partitioning of
state space of the cash reserve in three adjunct sets, A, Band C. Dividends are
paid according to the set where the level of cash reserves at time 4 and X (t) is
located. For example, if X (t) is in A, then the income premium is paid as div-
idend. The barrier strategy is a special case of the band strategy where the set 4
consists of only one point, say X >0 and dividends are only paid to share-
holders when the amount of cash reserves exceed this point.

Taksar and Zhou [9], examine a dividend optimisation problem of an insur-
ance company with a corporate debt liability such as a coupon bond or amorti-
sation loan. A mixed regular-singular control problem is presented and investi-
gated. The objective is to find a policy that maximises the expected total dis-
counted dividend payout until the time of bankruptcy. In the model, the dy-
namics of the corporate assets is modelled as a diffusion process with the drift
and diffusion coefficients being affine functions of the risk control variable.
Taksar and Zhou show that the optimal dividend pay-out policy is to keep the
total reserve below a certain optimal level b, distributing the excess as cash as
dividends. On the other hand, the qualitative behaviour of the optimal risk
management depends on the ratio between the profit g and the liability rate
0. When u<29, then it is optimal not to have reinsurance at all, namely, to
take the full risk. On the other hand, if x> 26, then the optimal risk manage-
ment depends on the current amount of the reserve. There exists b, <b, such
that the optimal risk a(X) as a function of the reserve xis a strictly increasing
functionon [0,b;],and a(x)=1 forall x>b,.

Zou, et al. [10] present a dividend optimisation problem (for an insurer) with
a jump-diffusion risk process in the presence of fixed and proportional transac-
tion costs. Due to the presence of transaction costs, an impulse stochastic control
problem is formulated. The stochastic control problem is transformed into a qu-
asi-variational inequality for a second-order non-linear integro-differential equ-
ation. Further, the problem is solved under the risk-neutral assumption for the
insurer and the value function together with the optimal policy is constructed.

He and Liang [3] investigate optimal financing and dividend control of an in-
surance company with a proportional insurance policy. The problem is formu-
lated as a mixed singular-regular control problem and solved using dynamic
programming. The underlying cash reserve dynamics is modelled using linear
Brownian motion [3] considering an optimal dividend and reinsurance strategy
of a property insurance company under catastrophe risk.

Empirical studies, however, have shown that the jump-diffusion process re-

flects better changes that can occur in the level of the liquid assets of an insur-
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ance company due to unusual events such as earthquakes and floods [3] [11].
Rare events usually result in huge claims which reduce significantly the amount
of cash reserves available to the company. Abrupt changes in the level of the
available liquid assets due to unusual events will appear as discontinuities in the
cash reserve trajectory. In this study, we extend the problem investigated by
Taksar and Zhou [9] by modelling the dynamics of the cash reserve process us-
ing a jump-diffusion process. Taskar and Zhou [9] consider a model to maxim-
ize the expected total discounted dividend pay-outs for a company with debt lia-
bility. In this model, the corporate assets follow diffusion process with diffusion
and drift coefficients being affine functions of the risk control variable. Further,
we assume that the company has a policy to reinvest a proportion of its excess
cash before paying dividends to shareholders. This kind of model is important
especially in the context of property insurance. It is important to highlight that
only negative jumps are considered in the model under study. The company’s
management is faced with a situation where they need to find an optimal busi-
ness policy that maximises the expected total discounted pay-out. Each business
policy is associated with different levels of risk and expected profits. The most
basic risk to the company under consideration emanates from claims made by
clients on account of the fact that claim sizes vary and their occurrence times are
random. This kind of risk is mitigated in the model through reinsurance.

In this paper, we also make the assumption that the company needs positive
reserves in order to operate and the company is considered bankrupt as soon as
the available cash reserves become negative. Accordingly, we define the bank-

ruptcy time = by
r=inf{t>0:X(t)<0}. (1.1)

This problem under investigation is unique since it is the first time when a
combined optimal stopping and mixed regular-singular control problem in-
volving debt and reinvestment is solved assuming that the dynamics of the un-
derlying cash reserve process is modelled by a jump-diffusion process. In this
paper, the researcher chose combined optimal stopping and mixed regu-
lar-singular control since it adequately addresses the insurance problem of divi-
dend maximisation and risk minimisation.

The structure of the paper is organised as follows: In Section 2, we present a
rigorous mathematical formulation of the general problem on combined optimal
stopping and mixed regular-singular control of jump diffusions. Section 3 deals
with the application of the general mathematical problem presented in Section 2
to insurance. Section 4 is devoted to a detailed analysis and complete solution of
the problem considering different cases of key parameter values such as 1 <d
and 206 . In Section 5, we present the numerical examples to illustrate the re-

sults obtained in Section 4.

2. Problem Formulation

Consider four components that affect changes in the level of the cash reserves of
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an insurance company and these are premiums, debt repayments, claims and
dividend pay-outs. The first two components namely, premiums and debt re-
payments are assumed to be deterministic and occur at a constant rate. Dividend
payments are determined by the amount of cash reserves available at any given
time. Claim sizes vary and occur at random times. A jump-diffusion process is
considered in modelling the dynamics of the liquid assets since rare events
such as earthquakes and floods can result in huge claims that reduce signifi-
cantly the amount of liquid assets available to the company. We also take into
account the need for the company to mitigate risk arising from its core busi-
ness through reinsurance. Reinsurance means controlling revenues by diverting
a proportion 1-a of all premiums to another company, in which case 1-a
fraction of each claim is paid by the other company (Taksar and Zhou, 1998).
Suppose X (t) =X (t, a)) € [0,00]XQ be a stochastic process on a filtered prob-
ability space (Q,F,,P) representing the amount of liquid assets at time £ In
this section we begin by considering the general problem formulation on mixed
regular-singular control presented by [1] [7]. Let « = [Kij J ‘R > R"" and
0=[6]: R* - R” be given continuous functions. Assume the the dynamics of
the state X (t)= X““)(t) e R* is described by the following equation:

dX (t) =b(X (t),a(t))dt+o (X (t),a(t))dB(t)
L (X(6) (), 2)N(dtdz)+x( X (t))dg (1)
and
X(07)=yeR"

¢ is our singular control since d¢ (t) may be singular with respect to the
Lebesgue measure dt. The process ¢ (t)eRP is non-negative, right conti-
nuous and F, adapted. Assume also that the performance function is given as

follows;
3 (x) = EX Uﬂ f(X(t),a(t))dt+g(X (7)) 22
o (x () ()]

where ¢:R* >R and 6:R* >R are given continuous functions,
7, =inf {t>0: X (*€) (t)eS}. Let also 7, for m=12, be the time of
bankruptcy, that is, 7, =inf {t >0: X (t) < 0} .Let A be the set of admissible
controls (a, I ) such that the general equation above has a strong and unique

solution. Further, suppose the following condition is satisfied:
s s £ -
E{jo F(X (). a(t)]dt+|g(X ()] 22 +]; _zl\a,. (x(t)))a, (t)}oo.
i

where E’ is expectation with respect to the probability law P given that

X (O‘) =y . The problem is to find the value function ¢(y), the optimal mixed
control (a* (t).¢" (t)) € A and the optimal stopping time 7~ such that;
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p(x)= sup I (x)= glee )(x) (2.1)
(rad)ed
Theorem 2.1. (Integro-variational inequalities for Combined Optimal Stop-
ping and Mixed Regular-Singular Control of Jump-diftusions)
(a) Suppose there exists a function ¢ e C? (S“ )ﬂ C (§ ) such that:
i) £¢(t, X)+ f (t, X) <0 for all controls (a,é’) e A and (t, X) eS.

(i), zf_l,qj(x)g_"’wj(x)so forall (tx)eS, j=12,-p.
] -

I8

o (X (1), () V(t. X (1)

2

FSLO0) A (X 0,0, 2) -0 X () v (00 o] <
all (a,8)eA.

(iv). X(7,)€dS almostsurelyon {r, <o} and
lim_ . ¢(X(t)=9(X (7)) 22> Tn=inf{t=0:X(t)<0}.

). {¢’ (t.X (t))}t< is uniformly integrable for all (o, {)e A, (t,x)eS
and ¢(t, X) > d)(t, X) “forall (t, X) eS.

(vi). Define the non-intervention region D by;

D= {(t, X)eS: max;_ ., Z:;ll(ij %—kﬁj (y)< O} and suppose
E[ [ o (X (D)t | 0.

Further, assume that for all (t, X) e D, there exists a mixed control
i :(a*,g"*)eA such that (t, X" )e D for t>0

(vii) Lg(t,x)+f(t,x)=0.

(vii) Zi_l{zf_lxij (x (t))%(x (t))+ e (X(t ))}d;(t)c for all £,

t<j<p where ¢° (t) is the continuous part of g“(t)
(ix) A{qﬁ(tn, X (t,))+ ?:19]- (X (tn' ))A;’; (t,)=0 for all jumping times t,
of ¢~ (t) and

(x) limg, EY [¢(X”* (Tx ))} =E’ {g(x(“?) (7 )J'er < oo:| , where
T, =min(z,,R) for R<o. Then ¢(y)=®(y) and (a*,g’*) is an optimal

mixed regular-singular control.
For the proof of (i)-(x) of Theorem 2.1, refer to [1] and [7].

for

(iii).

3. Application

We begin by considering four components that affect changes in the level of cash
reserves of an insurance company under study and these are: premium pay-
ments, debt repayments, client claims and dividend pay-outs to shareholders.
The first two components namely, premiums and debt repayments are determi-
nistic and occur at a constant rate. Dividend payments are determined by the
amount of cash reserves available at any given time. We also take into account

the need for the company to mitigate risks arising from business through rein-
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surance. Reinsurance means controlling revenues by diverting a proportion
1-a ofall premiums to another company, in which case 1-a fraction of each
claim is paid by the other company [1].

Let X (t)=X(t,®)e[0,00]xQ be a stochastic process on a filtered proba-
bility space (Q, F.F, P) representing the amount of liquid assets at time £ We
fix a domain S <R (our solvency region) and let the dynamics of X (t) be

modelled by the the following process:
dX (t) =[ pa(t)-5]dt+oa(t)dB(t)+ya(t) [ 2N (dt,dz)-dL(t)  (3.1)

X(0)=y

where p isthe premium rate and is a positive constant, J is the liability rate,
o and y are positive constants, yz<0, 1— a(t) is the reinsurance fraction
at time ¢ yis the initial value of the liquid assets of the company, L(t) is the
cumulative dividends paid up to time #, B(t) is 1-dimensional Brownian Mo-
tion and N (dt,dz) is a compensated Poisson process random measure with
intensity A .In our model, we assume that:

(i) B, and the compensated Poisson process are independent;

(ii) the company has a policy to reinvest a proportion « of its excess cash;

and

(iii) the company pays dividends when X 2> (14— ij X .

-a
where x is the amount of liquid assets at time £, X 1is a predetermined thre-
shold, « isa proportion of the cash to be reinvested, f e (0,1) and f>«.

The performance functional for this problem is given by
37 (s,7) =B [ e dL(t). (3.2)

where 7, =min{zr:X (t)<0}, that is, the first time that the state X(t)
reaches the value 0 or below. The problem is to find the optimal stopping time
7", optimal control policy 7" = (a*, L*) and value function ¢(T*, 72'*) that
maximises the expected total discounted dividend payout. In other words we

want 7 and 7 such that:
¢(T*,7Z*)=SUPJ(T,ﬂ')ZJy(T*,ﬂ'*). (3.3)

ny

In this model, we will take 7~ as the time at which the company stops pay-
ment of dividends to shareholders. The optimal stopping time is determined by

the level of liquid assets available.

4. Main Result

In the model, the barrier strategy is used to payout dividends. Dividend pay-
ments are only made when the amount of liquid assets or cash reserves available
exceed a particular pre-determined level.

Lemma 4.1. Suppose the value of the initial liquid assets Is 0, that Is,
X (0)=0. Then L(0)=0, J,(",z")=0, forall zeA and
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7 =inf {t >0:X (1)< 0} =0. The optimal strategy in this case is
T =07 = (a*,O) where @ is arbitrary.

Lemma 4.2. Assume pu<9, then ¢(r*,7z*) =y, L(t)=y, 7 =0 and
a  is arbitrary.

Proof. Suppose 7" = (a* ()L ()) with LU'(.)=y and a(t) arbitrary. If
MU <0, then it is optimal to immediately distribute the initial cash reserve

X (0)=y sometimes called “take the money and run away strategy”. We have
qﬁ(r*,ﬁ*):y and L (t)=y
We note that 7~ =inf {t >0:X(t)< O} =0. We then want to show that
Jy (7[) <y.
Let X(.) be the state trajectory corresponding to any given control
= (a(.), L()) . From (3.1), we have

[.dX (s) = [ (na(s)-&)dt+ [ oa(s)dB(s)+ya(s) ;[ 2N (ds,dz) - [;dL(s)
where pa(s)—8<0. The preceding equation can be written as
[idX (s)+ [ dL(s) = [, (ua(s)-&)dt+ [ oa(s)dB(s)+ya(s)][ [, 2N (ds,dz).
Integrating LHS gives
X (t)= X (0)+L(t)-L(0)=H (t). (4.1)
where
H(t)= [ (ua(s)-5)dt+ [  ca(s)dB(s)+ya(s) [ [, 2N (ds,dz).  (4.2)
But H(t)=X(t)=X(0)+L(t)-L(0") is a supermartingale (See (4.46)).
We have
3,(7)=E[ e7dL(t)=E[ e "d(H ()= X (1) + X (0)+L(07)] ~ (43)
after substituting for L(t). This implies that
J,(7)=E[ e”dH (t)-E[ e7dX (t) (4.4)
since x(0) and L(07) are constants. We have
3, (7)<—E[ e7dX (t). (4.5)
Integrating by parts RHS of inequality (4.5), we obtain
3, (m)<—E[ X (t)e™ | —yE[ e "X (t)dt
=y-x(r)e” —yE[ 7 X (t)dt<y.

We have proved that for 4 <, the optimal dividend payment is the initial
wealth or cash reserve y; optimal stopping time 7 =0 and the optimal policy
T = (a*, y) .

We now consider the non-trivial case where x>0 and we want to find the
optimal stopping time and optimal policy that maximises the expected total dis-

counted dividend pay-out.
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Lemma 4.3. Given that @ =0, it is prudent for the insurance company not
to do business. It should immediately distribute the initial cash reserve as div-
idends. The optimal policy in this caseis © =0, ¢(r*,7r*) =y and
7= (0, y) .

Proof. Let D= {(S x):0<x< X*} where X~ is to be determined and
r =inf {t >0:X(t)e D} .Suppose a" =0, that is, the proportion of reinsurance
is 100%. Then the dynamics of the cash reserve is given by

dX (t) =—odt—dL(t). (4.6)
Integrating with respect to £ we have:
j‘dx s =—jt5ds—jtdL s (4.7)
X (t)- X (0) =, 505~ [L(t) - L(0)]
X (t)= x(o) [ 5ds—L(t)+L(0)
X(t)=y-[;ds+L(0)-L (1)
X (t)=y+L(0)- [ sds—L(t).

We note that X (t) > — as t— o since yand L(0) are constants. Hence,
when a =0, the company should not get into business.

Lemma 4.4. Suppose a e (0,1], then the value function is given by
¢(s,m)=e"w(x) where

W(X):{Ai(e’lx—e’zx), for 0<x<x"

A +X, for x > x"
where
. 2(Inr-=Inr.
R UL L1 2), (4.8)
nL-n
1
A‘i:ﬁ, (4.9)
re™ —rye
1 rx* rx* *
Ag:f(e1 —e? )—x, (4.10)
re®™ —re?
r =inf{t>0:x< g}, (4.11)
. . B .
L(t)2y—-x =—x, 4.12
()2 7-x =" (4.12)

B

where )(=(1+1—)X*, ¥ 1Is the amount of cash reserves at time t,

Be(01), ae(0,1) and B>a The optimal strategy in this case is to pay
out dividends when X2 y .

Proof

Casel(a =1Lu>=0d)
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We consider the case a" =1, that is, the company takes maximal risk by re-

taining all the premiums. The dynamics of the cash reserve is given by

dX (t) =[x~ 5]dt+odB(t)+ [ 2N (dt,dz)-dL(t) (4.13)

X(0)=y.
In the absence of dividend payments, the integrodifferential operator of ¢

coincides with its generator given below

(4.14)

Inside the continuation region, ¢ satisfies the following

0 op 1 za 0

(4.15)
The non-intervention region Dis described by
D:{(s,x):x?+0s0} (4.16)
X

where x:R— R and 0:R—>R.
This implies that D={(S,X):—?+6""SSO} since x=-1 and 9=e"".
X

We guess that Dhas the form D = {(S, x):0<x< X*} for some X >0.
Inside D, we must have Lg(s,x)+ f (s,x)=0. We have

Lg(s,x)=0 (4.17)

since f(s,x)=0. We try a solution ¢ of the form ¢(s,x)=e"y(x) and

substituting into (4.17), we obtain:
! 1 "
—py (X)+(u—8)y (X)+Eazl//
+j (s, x+72)—w (s,X)—yzy'(x)}v(dz) =0
We consider y(x)=e™ for some constant reR . Substituting into the
preceding equation, we get:

h(r)=—p+ r(,u—é')+%02r2 +.[R{e”Z —1—yzr}v(dz) =0. (4.18)

We note that h(0)=-p <0 and h(r)—>o as r—>o. This implies that
the equation h(r) has two solutions I,r, suchthat r,<0<r.
Outside D, we require that

—y'(x)+1=0. (4.19)

Integrating Equation (4.19) with respect to xyields
v (X)=x+A,. (4.20)

Hence we put
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Ae™ + Ae?, for0<x<x
A +X, for x > x"

v+

To find A,A, and X, we use the “high contact” principle also called the
smooth-pasting condition of singular control which dictates that the value func-
tion should be C?, in particular at the free boundary X . Now (0)=0 im-
plies that A + A, =0. This gives A, =—A . We have

W(X):{Ai(eﬁx—e’zx), forO< x<x

A +X, for x > x"

Applying the “high contact” principle we have

A (e'lx* —e’zx*) = A+, continuity at x") (4.21)
y'eCl atx=x,= Al(rle’“* —r,e? ) =1 (4.22)
p"eC? atx=x,=A (rfe'lx* —r2e”" ) =0. (4.23)

From (4.23), we have Alrlzeﬁx* = Airzzerzx* . Dividing through by A , we have

*
nX

r’e”™ = rfe*zx*. (4.24)
Taking log of both sides of (4.24), we get
2Inr+6x =2Inr, +1,x". (4.25)
From (4.25), we get:
2(Inr,=Inr,)=(r,—1)x". (4.26)
Making X subject of the formula in (4.26), we have
o= 2(Inr,—Inry)

. (4.27)
fL—nh
Substituting for X* in (4.22) gives
1
A=——r—— (4.28)
re® —r,e”
where X isasin (4.27). Substituting for X~ and A in (4.21) yields
1 * - .
A= ?(erlx —e? )— X (4.29)
re®™ —r,e?

Since the company has an investment policy to reinvest a proportion o of

its surplus cash, the optimal strategy is to pay out dividends when

(x—x*)—a(x—x*)z/}x*. (4.30)
Solving the inequality for x gives
xzwx* :[1+i]x*. (4.31)
l-a l-a

We want to show that ¢(s,x)=e "y (x) satisfies the conditions of the veri-
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fication theorem for all the values of A and A,.

We have constructed ¢ such that Lg+ f =0 in D. Outside D, that is for
x> X", we have
L¢(s, X)+ f (s, X) = Ll//(X) . This can be written as:

Ly ()= p (A +X)+(u=9)
+‘[X+ﬂ<x*{Ai(e’1(x+yz) _erz(x+yz))_(x+7z + A3)}V(d2)

sinceat x=x", Ai(erlx —erzx): A +X.

We have Ll//(X) <—-pA —pX +(,u —5) which is decreasing in x. From our
construction, we have Ll//(X) <0 for x>x and Ll//(X) =0 for x<x .
Therefore we must have Ly (x)=0 at x=X".

Case2 (ae(0,1),u>05)

We assume a e (0,1) . Inside the continuation region D, ¢ satisfies
max{L¢(s,x)+ f (s,x)} =0. That is

2
max %+(ya—5)%+102a2%
0s ox 2 oX

+ m[¢(s, x+ayz)—¢(s,x)+ayz%}v(dz)} =0.

since f (S, X) =0. We try a solution of the form ¢(s, X) = e"’sl//(x). Substitut-

ing it into the preceding equation, we obtain:
max {—pe"sy/(x) +(pa-5)e "y’ (x) +%a202e"’5w”(x)

+Im{e’”w(waz)—eﬂSw(x)—yazeﬂﬁw'(x>}v<dz>}=o

rx

In particular, we try a solution of the form y (x)=Me™ and substitute it in-

to the above equation to get;
1 2_ 2.2 r
h(r)=-p+ r(ya—5)+5a o’r +_|:R{e e —1—yazr}v(dz) =0. (4.32)
In the no jump case, thatis, v =0, the maximum value of ais attained at

2
ﬂ%-‘r a'o? Z% =0. (4.33)

Solving for a” gives

0
e
a’ = azx' (4.34)
209

ox?

dh
In the jump case, the value of ais attained at the critical point @ 0.
a
Differentiating with respect to 2 and equating to 0 yields

dh aryz
E:ry+aozr2+'[m{ryze 7 —ryzfv(dz) =0.
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Dividing through by r, we obtain

dh aryz
£:u+ao—2r+.[ﬁ{yze 7 —yzjv(dz) = 0.
We let:
H(a):y+aazr—yjln{1—e””}zv(dz):O. (4.35)

Substituting for a=0 in (4.35), we have H (O) = u>0 We note that
H(l)=u+ro? —yjm{l—e”z} 2v(dz).
H (1) can be written as
H(1)= ,u—(—rcr2 + 7[«;: {1—er”} zv(dz)).

Suppose —ro? +7/_[R {l—er”}zv(dz) >u , then there exists an optimal
a‘e (0,1] such that

—p+ r(ya* —5)+%a*202r2 +_[R{e"’a* -1- a*;/zr}v(dz) =0. (4.36)

We take a” as constant. For this value of a=a", the cash dynamics of the

company is given by
dX (t)=(ua" —5)dt+oa'dB(t)+ya"[ N (dt,dz)-dL(t)  (437)
X (0)=x.

We guess that the continuation region is given by D = {(S, x):0<x< x*} as in
case 1. Inside the continuation region, we must have max { L1¢(X) + (s, X)} =0.
This implies that

2
max %+(,ua* —5)%+1a*202%
s ox 2 OX

+I[¢(s, X+ya’z)—g(s,X)+ ya*z%}v(dz)} =0.

We try a solution of the form ¢(Xx)=e"*p(x). Substituting this last equation
and simplifying gives
) 1,
—p@(x)+(ya —6)(p (x)+50'2go
+J:R{¢7(x+ ;/a*z)—go(x)—;/a*zw’(x)}v(dz) =0.
Consider the function ¢(x) = e” and substitute into the last equation to get;
—p+(ua’-5)A +%az/12a*2 +1, {em‘*Z -1- ;/ﬂa*z}v(dz) =0.
Define
h(2)=—p+(ua"-5)A +%02/12a*2 +[. {e*’a*z -1- Ma*Z}V(dZ)

h(0)=-p <0 and h(1) > as A —> . Therefore, there exists

At A, <0< 4.
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Outside D, we require as in case 1 that —¢'(x)+1=0. Integrating with re-
spect to x gives (p(X) =X+A.
We now determine A,,A, and A,.
9(0)=0 gives A, +A =0 = A =-A,. We have
A, (e —e®*), for0<x<x
o(x) = ( )

A +X, for x> x

Applying the “smooth fit” principle as in case 1, we obtain

A, (e"lx* —eﬂeX*) =A+X, (continuity at x*) (4.38)
w'eCh atx=x,= A, (ﬂ.leﬁlx* — ,eR ) =1 (4.39)
y"eC® atx=x,= A4( 24X _ 2e‘zx*): 0 (4.40)

As in case 1, we have

. 2(InA -1
X :M, (4.41)
A=A
1
AN (4.42)
R e
where X isasin (4.41). Substituting for X" and A in (4.38) yields
A = %(e‘“’ _eh )— X', (4.43)
Aleﬂ.lx _ﬂ'zelzx
o =inf{t=0:x< x,}, (4.44)
L' (t)=z-X (4.45)

where y, = 1+i X" . The optimal strategy in this case is to pay out dividends
0 1 P gy pay
-a

only when X> y,.We can write the optimal strategy as ¢ = (z-*, a’, L*) where
r" and L(t) areasin (4.44) and (4).

Theorem 4.1. Fix any initial condition Yy >0 and consider the problem of
maximising the performance criterion J(Y;t,7) over all dividend strategies
(z,7)€[T,11]. The value function y is increasing. The following cases pro-
vide the solution to the control problen:

(i) If X (0)=0, then L'(0)=0, J,(<",z")=0, z"=(a",0),

r =inf {t=0:x<0} forall zell and 1T and a’ is arbitrary.

(ii). If u<5, then ¢(r*,7z*): y,L'(t)=y and 7 =0.

(iii). I @ =0,u >, then the optimal dividend strategy is to immediately
distribute the initial cash reserve as dividends. The optimal strategy in this case
is 7 =0, ¢(r*,7r*): y and 7’ :(O, y).

(iv). Suppose @ €(0,1] and u>§, then r*=inf{t20:x<(1+ijx*},
—a

L (t) Zlix* where [ € (0,1) , A€ (0,1) and [ > a . The optimal strategy
-a
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is to pay out dividends when the available amount of cash reserves exceed

(1+£)x*.
Lemma 4.5. Suppose that u<&. Then H(t)=X (t)-X (0)+L(t)-L(0")
Is a super-martingale where
X (t)= X (0)+L(t)-L(0")
=j;(ua(s)—é)dt+.[;aa(s)dB(s)+ya(s)J';j\R zN (ds, dz)
Proof. Let s<t.Wehave
E(H (1)1 %)
=E(X(t)-X(0)+L(t)-L(0)| %)
=E(X()I%)+E(L(H)I %)-X(0)-L(0)
< X(s)+L(s)-X(0)-L(0)

(4.46)

since from (4.46), wa(t)-6<0, y2<0 and X(0), L(0) are constants.

We conclude that H(t) is a super-martingale.

5. Numerical Analysis

In this section, we present and analyse the results obtained in Section 4 using
numerical examples. The four tables below illustrate the effect of changes in the
parameters on the value function, the predetermined threshold X" in the bar-
rier strategy, the optimal dividend policy and the reinvestment policy.

In Table 1 consider the case when X, =20, X =248, 4, =0.03,

4, =-0.04, h=5, n=50, p=0.01, s=1, azé and ﬂ=§.
In this case, dividends are only paid when the amount of liquid assets at time ¢
is at least equal to 45.5.
In Table 2 consider the case when X, =20, x =25, 4 =0.001,
1 7
A,=-0.02, h=5, n=20, p=0.002, s=1, a=§ and ,B=§.
In the case under consideration, the company should pay dividends when the

amount of liquid assets at time #1is at least equal to 57.8.

Table 1. Value function versus amount of liquid assets.

Descriptive Statistic X U
minimum 20 -18.2
maximum 207.9 205.1
mean 121.6 117.6
median 125 123
mode 20 -18.2
standard deviation 55.8 57.7
range 187.9 223.3
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In Table 3 if X, =50, x =81, 4 =005, 4, =-0.003, h=4, n=100,
1 2

=0, a== and f=—.
: s 3

The value function attains the maximum value at 465.9 when the amount of
the available liquid assets is at least equal to 153.

Finally, in Table 4 consider X, =20, x =64.94, 1, =0.01, 4, =-0.04,

1 2

h=5, n=100, p=0.001, s=1, a:Z and ﬂ=§

In view of the company’s policy, it should only pay dividends when the

amount of liquid assets is at least equal to 122.7.

Table 2. Value function versus amount of liquid assets.

Descriptive Statistic X U
minimum 20 234.6
maximum 120 685.1

mean 70 599.2
median 70 532.9
mode 20 234.6
standard deviation 31 147.3
range 100 450.5

Table 3. Value function versus amount of liquid assets.

Descriptive Statistic X U
minimum 50 0.8868
maximum 450 465.9

mean 250 250.5
median 250 265.9
mode 50 0.8868
standard deviation 117.2 141.9
range 400 465.1

Table 4. Value Function versus amount of liquid assets.

Descriptive Statistic X U
minimum 20 11
maximum 494 509
mean 261.1 272.5
median 263.1 272.9
mode 20 11
standard deviation 138.8 144.6
range 474 498.1
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6. Conclusion

The results in this study have shown that there exists an optimal dividend policy
for an insurance company that controls risk through proportional reinsurance,
has a debt liability. Liquid assets dynamics is represented by a jump diffusion
process and has a policy to reinvest a predetermined proportion of its excess
cash. The main empirical findings of the paper are that when the premium rate
is less than the liability rate, the company should not get into business and the
optimal dividend policy is to immediately pay out the initial cash reserve as div-
idends to shareholders. While if the premium rate is more than the liability rate,
the optimal risk management decisions depend on the current level of the cash
reserves. The optimal dividend policy is to pay out dividends as the level of cash
reserves is above a predetermined threshold. Further, the use of numerical ex-
amples clearly illustrated the effect of changes in the values of the parameters on

the value function, the cash reserve threshold and the dividend payouts.
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