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Abstract The present paper studies time-consistent solutions to an investment-reinsurance problem under a
mean-variance framework. The paper is distinguished from other literature by taking into account the interests
of both an insurer and a reinsurer jointly. The claim process of the insurer is governed by a Brownian motion
with a drift. A proportional reinsurance treaty is considered and the premium is calculated according to the
expected value principle. Both the insurer and the reinsurer are assumed to invest in a risky asset, which is
distinct for each other and driven by a constant elasticity of variance model. The optimal decision is formulated
on a weighted sum of the insurer’s and the reinsurer’s surplus processes. Upon a verification theorem, which
is established with a formal proof for a more general problem, explicit solutions are obtained for the proposed
investment-reinsurance model. Moreover, numerous mathematical analysis and numerical examples are provided
to demonstrate those derived results as well as the economic meanings behind.

Keywords  Investment-reinsurance problem, Mean-variance analysis, Time-consistent strategy, Constant e-
lasticity of variance model

1 Introduction

The quest for optimal reinsurance design has remained a fascinating problem among insurers, reinsurers
and academicians. An appropriate use of reinsurance could reduce the underwriting risk of an insurer and
thereby enhance its value. This explains why almost all the insurance companies throughout the world
have a reinsurance program. Reinsurance has also been used as an effective mechanism of risk-sharing
within an insurance group for various purposes, such as tax alleviation, stabilizing the profitability and
satisfying external regulatory capital requirement. The optimal reinsurance design models can primarily
be divided into two classes, known as static models and dynamic models. In the static models, the
reinsurance agreement is reached in advance with fixed provisions to apply over a time horizon and
therefore they are also called the single period models. Recent literature on the static models include [5],
[13], [14], [15], [16], [51] and references therein.

In a dynamic model, the provisions of the reinsurance treaty are adjusted dynamically over time depend-
ing on the accumulated information. Typically, the model boils down to solve an optimal control problem.
In a dynamic setting, the literature commonly study the optimal reinsurance strategy and investment
strategy simultaneously, leading to the optimal investment-reinsurance problem. The optimality criteria
adopted in the literature for such problem include minimizing the insurer’s ruin probability (e.g., [6], [49]
and [50]), maximizing the adjustment coefficient of the insurer’s risk process (e.g., [33] and [42]), maxi-
mizing the insurer’s expected utility (e.g., [7], [34], [44] and [52]), and mean-variance (MV) optimization
(e.g., [8], [9] and [20]).

In the present paper, we focus on the MV criterion to study the optimal reinsurance-investment prob-
lem. The proportional reinsurance treaty is considered in our model, and moreover, both the insurer and
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reinsurer are assumed to invest on a risky asset, which is distinct for each other, in additional to a risk
free asset. The dynamics of the risky assets for the insurer and the reinsurer to invest are driven by the
so-called constant elasticity of variance (CEV) model, which has been widely applied due to its ability in
capturing the volatility smile of financial asset returns as well as the leverage effect of the equity. The CEV
model has also been commonly advocated in actuarial literature, see, for example, [27], [30], [31], [42], [43]
and [56] among many others. To solve the proposed reinsurance-investment model, we embed it into a
more general dynamic control problem and formally establish a verification theorem for the general
problem, which may have potential applications for other relevant problems. Upon the established verifi-
cation theorem, explicit solutions are obtained for the proposed reinsurance-investment model. Moreover,
numerous sensitivity analysis is conducted, both mathematically and numerically with in-depth explana-
tions on the economic meanings behind, to explore how the obtained investment-reinsurance strategies
depend on various exogenous parameters, including weight parameter in the weighted sum process, the
reinsurance premium rate, as well as those associated with the investment assets.

Along with many others, three main features distinguish the present paper from those existing literature
on optimal investment-reinsurance problems. First, the interests of both an insurer and a reinsurer are
jointly reflected in our optimal reinsurance model, while a majority of the existing literature study the
optimal reinsurance problem (in both static and dynamic settings) merely from the insurer’s perspective.
Indeed, to the best of our knowledge, [13], [22], [26], [35], [38] and [39] are the only five papers with an
optimal reinsurance model jointly reflecting the interests of both parties, and only Li et al. [38], [39] study
the problems in dynamic settings with the optimality criterions of maximizing the product of the utilities
and the weighted sum of objectives for both parties, respectively. In the present paper, we consider the
weighted sum of the insurer’s and the reinsurer’s surplus processes and study the optimal reinsurance and
investment strategies for both parties by a mean-variance analysis on the weighted process. The weight
can be viewed as a regularization parameter to stress the importance of each party on the contract in
the process of decision, and in the extreme case with the weight being equal to 1, our model reduces to
the corresponding problem for a mean-variance insurer only. Thus, our model is more general than other
literature in this aspect.

Second, our model can also be viewed as a decision formulation for an insurance group. As we know,
in reality only the smallest insurers exist as a single corporation, and most major insurance companies
actually exist as insurance groups, say, for example, Allianz SE, Munich Reinsurance Company among
many others. Therefore, from the risk management point of view, a risk transfer among an insurance
group is a natural risk management way for insurance companies, and such a risk transfer is often realized
via certain reinsurance contracts between the insurer and the other members (or another member) within
the group. While different member companies may have distinct capacity to absorb risks of different
types, all the counter-parties in the reinsurance contracts can be generally viewed as a single identity in
terms of absorbing the risk from the insurer. Therefore, the problem can be abstracted to a framework
for an insurance group consisting of only two members — one insurer and one reinsurer. Throughout the
paper, we shall frequently refer to such a framework to explain the economic meanings of the our results.

Third, the MV analysis for the optimal reinsurance-investment strategies is a time-inconsistent problem
in that an optimal solution obtained at a time is no longer optimal as the time goes forward into a future
point. In the present paper, we aim to develop time-consistent reinsurance-investment strategy, whereas
the solutions obtained in the most previous literature, including those reviewed previously, are time-
inconsistent. In the present paper, we view the entire decision process as a non-cooperative game with
one player at each time point over the whole investment time horizon, who can be viewed as the future
incarnation of the decision-maker, and resort to the (subgame perfect Nash) equilibrium strategy, which
is a time-consistent solution. The equilibrium strategy has been popularly advocated for tackling time-
inconsistent problems among academia in recent years; see, for instance, [11], [12], [23], [36], [37], [47], [53]
and [54] among others. There are also some references on time-consistent solutions to reinsurance-
investment problems; see, for example, [40], [41], and [57]. They, however, address the problem only from
the insuer’s perspective without taking into account any concern from the reinsurer.

The paper proceeds as follows. The model formulation is given in Section 2 along with a verification
theorem for a general problem. The equilibrium solutions as well as some mathematical analysis are
presented in Section 3, and the numerical analysis is demonstrated in Section 4. Section 5 concludes the
paper, and all of the proofs are relegated to Appendices A and B.

2 Model formulation

2.1 Wealth processes

Let (92, F, P) be a complete probability space with a filtration {F;,¢ > 0} satisfying the usual conditions,
i.e., the filtration contains all P-null sets and is right continuous. All stochastic processes in this paper
are assumed to be well defined and adapted to the filtration. Consider an insurer with a claim process
described by a Brownian motion with a drift as follows

dC(t) = adt — bdW (t), (2.1)
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where a and b are two positive constants and W is a standard Brownian motion. The diffusion model
for the claim process is a limit of the classical compound Poisson model (see, e.g., [29]), and such an
approximation has been widely adopted in actuarial literature (e.g., [6], [30], [40] and [49]). Further
suppose that the insurance premium charged on the claims by the insurer is computed according to
the expected value principle with a loading factor > 0, so that the premium rate for the insurer is
¢ = (14 60)a, and this leads to the following surplus process for the insurer

dR;(t) = Oadt + bAW (t).

To proceed, suppose that a proportional reinsurance is applied between the insurer and a reinsurer, and
let p(t) denote the proportion covered by the reinsurer at time ¢. Further suppose that the reinsurance
premium is also charged according to the expected value principle with a safety loading n > 6. Therefore,
in the presence of the proportional reinsurance contract, the wealth processes of the insurer and the
reinsurer are respectively given by

dRi(t) = (1+0)adt — (1+n)ap(t)dt — (1 — p(t))dC(¢) 2.2)
= (0 —np(t)) adt + b(1 — p(t))dW (t) '
and
dRa(t) = (1+n)p(t)adt —p(t)dC(t) (2.3)

= np(t)adt + bp(t)dW (t).

Besides the insurance business, both the insurer and the reinsurer are allowed to invest in a risk-free
asset and a risky asset. We assume that the insurer and reinsurer specialize in two distinct risky assets
in their investment. Asset specialization can be justified by that investors tend to trade only in familiar
assets. Since analyzing stock data takes time and effort, each investor is likely to invest in familiar assets
which are in a subset of all available assets. The price process of the risk-free asset is given by

dB(t) = rB(t)dt, B(0) = By,

where 7 > 0 is the risk-free interest rate. The price process of the risky asset available for the insurer to
invest is described by

dSl (t) = Sl (t) [Mldt + 01 (Sl (t))’“dWl (f)] , Sl (0) = 51,0, (24)
and for the reinsurer is given by
dSQ(t) = Sg(t) [,Uth + O'Q(Sg(t))k2dW2(t)] 5 SQ(O) = 52,0- (25)

For convenience, assets S1(t) and Sa(t) will be respectively referred to as “risky asset 17 and “risky
asset 27. It is reasonable to assume that the expected return rates pu; > r for ¢ = 1,2, and the parameters
ky and ks in the instantaneous volatilities o (S; (¢))¥* and o2 (S2(t))*? satisfy the general condition k; > 0
and ko > 0 as in [18], [21], [25] and [28]. W3 and W, are the randomness sources associated with the

financial assets S7 and S5. In addition, we assume W, W7 and W5 are independent of each other.

Processes (2.4) and (2.5) are called the CEV models, which are proposed by [17] to model the dynamics
of financial assets and is the first one to relax the constant volatility assumption of the celebrated [10]
model. In models (2.4) and (2.5), the existence of the exponent k;,i = 1,2, called the elasticity parameters,
allows the instantaneous conditional variance of asset returns to depend on the asset price level, thus
exhibiting an implied volatility smile similar to volatility curves empirically observed. Moreover, the
CEV model also reflects the so-called leverage effect of the equity market, i.e., the existence of a negative
correlation between stock returns and realized stock volatility. Due to the various advantages of the CEV
model, it has been widely adopted for modelling financial asset’s price processes in the literature; see,
for instance, [19], [46], [55] among many others. In recent years, the CEV models have also been widely
used in actuarial literature, including [27], [30], [31], [42], [43] and [56] among many others.

The primary objective of the present paper is to investigate the optimal reinsurance between the insurer
and the reinsurer as well as their optimal investment strategies in an integrated way. To proceed, let
m1(t) and ma(t) respectively denote the money amounts invested in risky asset 1 by the insurer and in
risky asset 2 by the reinsurer at time ¢, ¢ > 0. Then, the triplet

u(t) = (mi(t), m2(t), p(t))

encompasses the reinsurance strategy as well as the investment strategies for both the insurer and the
reinsurer. Hereafter the triplet u(t) is referred to as a trading strategy and the primary objective of the
present paper is to explore the optimal trading strategies from certain perspective.
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Given a trading strategy u(t), it is easy to obtain the following dynamics for the wealth process X* of
the insurer and Y of the reinsurer:

dX“(t) = [rX“(t) + a0 —np(t)) + m (t)(p — )] dt
+b(1 = p())dW (1) + m1 (t)or (S1 (1)) AW (1), (2.6)
and
AYU(t) = [rY(t) + anp(t) + mo(t) (us — 7)) dt
+bp(t)dW (1) + ma(t)o2(Sa(t)) " dWa (2), (2.7)
respectively.

In the present paper, we consider the following weighted sum process for decision making:
Z"(t) = aX™(t) + fY™(t) for some «, B € (0, 1], (2.8)

where o and (3 are two constants from interval [0, 1]. Z*(t) in equation (2.8) can be interpreted in at least
two distinct ways, which indeed constitute our motivation for the present paper. First, it can be observed
that an insurer and a reinsurer may belong to the same corporations. In such case, Z* in (2.8) can be
interpreted as the total surplus of the corporations, if the corporations own 100a% shares of the insurer
and 1005% shares of the reinsurer. When the shares on both the insurance and reinsurance companies
the corporations hold are enough to dominate the management boards of both companies, the decision-
making on both companies is up to the corporations, and the analysis of optimal investment-reinsurance
strategies should be based on the weighted sum process Z"(t) from the interests of the corporations.

Second, if we set § = 1 — « in the weighted sum process Z“(t), then the parameter « takes a role
of balancing the interests between the insurer and the reinsurer in deciding the optimal investment-
reinsurance strategies. In particular, Z" is simply the half of total surplus of the insurer’s and reinsurer’s
for « = 1/2, 8 = 1/2, whereas it reduces to the wealth process of the insurer with a = 1. For the above
reasons, « and J may be referred to as decision weights.

Combining (2.6)-(2.8) yields the following dynamics for the weighted sum process:

dze(t) = [rZ"(t) + am(t)(u1 — 1) + Bma(t)(p2 — 7) + acb — anp(t)(a — B)] dt
+amy (t)o1 (S1(8)* AW (t) + Bra(t)oa(S2(t)) 2 dWa(t) (2.9)
+ [ab — bp(t) (o — B)] AW (2).
Definition 2.1. A trading strategy {u(v) := (71 (v), m2(v),p(v)),v € [t,T]} is said to be admissible
with respect to an initial condition (¢, z,s1,52) € [0,T] x R x RT x RT if for any ¢ € [0,T], it satisfies

the following conditions:

(a) V(z,51,52) € R x R x RT, equation (2.9) has a pathwise unique solution {Z*(v)},c(, ) With
Zu(t) =z, Sl(t) = 851, SQ(t) = 595

(b) Yv € [t,T],p(v) € [0,1];

(c) Vp € [1,00],Y(t,2,581,52) € [0, T] x Rx Rt x RY E; . 5, 5, ( sup |Z“(v)|p> < o0;
velt,T]

(d) Yo € [t,T), B [ftT (11 (0)[* + [m2 () [4) dv] < 0

where E¢ , 5,5, (1) = E (-] Z(t) = 2, 51(t) = s1,52(t) = s2).

Hereafter, U(t, z, 51, s2) denotes the set of all admissible strategies with respect to the initial condition
(t,z, S1, 82) S [O,T] xR x Rt x RT.

2.2 Problem formulation and a verification theorem

Most existing literature (e.g., [8], [32]) on mean-variance problem only consider the optimality of solutions
at the initial time, with a formulation corresponding to the weighted sum process Z* as follows:

u ,7 u
sup {EO,Zu(o),sl(O),s2(o) Z (T)]_§Var0,Zu(0),Sl(0),S2(0) [Z (T)]}, (2.10)
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where U denotes the corresponding admissible set and ~ is the risk aversion coefficient of the decision-
maker. A formulation like (2.10) is a static optimization problem in the sense that the objective are
purely based on information at the initial time 0, and thus the resulting solutions are precommitment in
that they are not updated with the information accumulated over time. As explained by [37] and [40], the
target in a pragmatic decision is often varying over time, making the solutions obtained from formulation
(2.10) time-inconsistent in that they are optimal only at time 0 and no longer as time moves forwards
into the future. Time-consistency is a basic requirement for rational investors on a decision, and thus,
from a practical point of view, a solution based on formulation (2.10) is not usable.

The present paper considers the following formulation with a time-varying objective instead: For any
(t,2,81,82) € [0,T] x R x RT x R*, the insurer aims to derive

sup  {Btzsyon [29(1)] = 3 Vares s, o0 [2°(T)] } (2.11)

w€eU(t,z,51,52)

Because the variance term in the objective lacks the iterated expectation property, the value function
for problem (2.11) do not satisfy Bellman principle of optimality and this makes it a time-inconsistent
problem in that the solutions obtained at time ¢ € [0, T] is not optimal for a future time v > ¢t. To develop
a time-consistent solution to problem (2.11), we resort to the so-called equilibrium strategy as defined
in Definition 2.2 below. Roughly speaking, the decision in the equilibrium strategy established at time ¢
agree with the one derived at time t + At for an infinitesimal At > 0, which is time-consistent.

For the equilibrium strategy to the mean-variance problem (2.11), a more general problem, which
includes (2.11) as a special case, will be studied using a game theoretic perspective. To proceed, let
O =[0,T] x R™ for integer n > 1 and denote

CH2(0) = {o(t,2)|¢(t,-) is once continuously differentiable on [0,7] and ¢(-,z) is
twice continuously differentiable on R™.},
DY2(0) = {¢(t,)|¢(t,x) € C*(O) and all once partial derivatives of ¢(-,z) satisfy

the polynomial growth condition on R™.}.

The general problem is defined for any function f € D*2([0,7] x R®) as follows:

sup f(t, z,81,82,9"(t, 2,81, 82), K" (¢, z,81,82)), t€[0,T], (2.12)
w€eU(t,z,81,52)

where (z,51,82) € R x Rt x RT,
gu(taza51752) = Et,Z151752[Zu(T)]a (213)

R (t, 2, 81,52) = By 2 61,6, [(Z4(T))?], (2.14)

and U(t, z, s1, s2) is the set of admissible strategies at state (¢, z, 51, s2) with the precise definition given
in the preceding subsection. In particular, with

[tz 51,52,9.10) = g = S (h = 7). (2.15)

problem (2.12) reduces to problem (2.11).
For a time-consistent solution to a dynamic problem such as (2.12), [23] proposed the following defini-
tion of equilibrium strategy.

Definition 2.2.  Given an admissible strategy u*(t) := (7] (¢), 75 (t),p*(t)) € U(t, z, s1, s2), construct
strategy

( ) (%1,%2,@, t<v<t+rT,
u =
! u*(v), t+7<v<T,

where T, T € R, p € [0,1] and v > 0. If

hm lnf f(t, “ 515 827gu*7hu*) - f(t7 2,851, SQagu‘rahuT)

> .
lim - >0 (2.16)

for all (m1,72,p) € R x R x [0,1] and (¢, z2,s1,s2) € [0,7] x R x RT x R*, then u* is said to be an
equilibrium strategy. Correspondingly, the equilibrium value function is defined by

V(t,Z, S1, 82) = f(tuzu S1, S?agu* (t72781782)7 hu* (t,Z, S1, 82))'
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To develop an equilibrium strategy for the mean-variance problem (2.11), a verification theorem, which
gives the extended Hamilton-Jacobi-Bellman (HJB) equations for the general problem (2.12), seems
necessary. To proceed, denote @ := R x RT x R* and a variational operator

AYP(t, z,51,82) = ¢+ [rz+am(p —r)+ Bra(pz —r) + aab — anp(a — B)] ¢
+/L151¢s1 + ,U252¢s2

1
+5 {atrtolst + g2n3ods + fab— bpla — B)?} 6.

1 1
2 2k1+2 2 2ko+2 2 2k1+1
+§‘7151 syt 5‘7252 sy, T amoyS] T Grsy
2 2ko+1
+08m20585 2" Pas, (2.17)

for any (b(tvzaslu 52) € 01)2([07T] X Q)

Theorem 2.3.  (Verification Theorem). Consider problem (2.12). If there exist three real value func-
tions F(t,z,s1,s2), G(t, 2, 81, 82), H(t, 2, s1,82) € DY2([0,T] x Q) satisfy

sup {AYF(t, z,81,82) — " (¢, 2,81,82)} =0, F(T,z,81,52) = f(T, 2,51, 82,2, 22), (2.18)

u€eU(t,z,51,52)

A“*G(t, z,81,82) =0, G(T,z,s1,82) =2z, (2.19)
A“*H(t, 2,81,82) =0, H(T,z,51,83) = 2°, (2.20)
with
u* = arg sup {AYF(t,z,s1,82) — " (t,2,81,82) },
w€eU (t,z,51,82)
then
V(t72781782) = F(t72781782)7
g (t,z,81,82) = G(t,z,81,82), (2.21)
hu*(t72781782) = H(t72781782)7

and u* = (75,75, p*) is an equilibrium strategy to problem (2.12), where

Ut z,81,82) = fit[rz+am(p —r)+ (e —r) + aab — anp(a — B)] f-
1
8L fuy + pasafu + 5 [aPriotsl + Brdodss
1 1 (2.22)
+(ab = bp(a — 8))*| T + 503575 211y + St 211y
tamo}st I + Brgodsit I,
Y = far+2f2997 +2[0h% + fhh(hZ)z + fgg(gg)2 +2fgng2h%,
Hg - fs151 + 2fgs1ggl + 2fh51 hzl + fgg(gyl)z + fhh(hgl)2 + 2fghggl hgﬂ
Hg - f5252 + 2fgszggg + 2fh52hgz + fgg(ggg)z + fhh(h’gg)2 + 2fghggzh?27
u u u u u u U uphu 2'23
4 = fz51 + fzggsl + fzhhsl + fgs1gz + fh81 hz + fgggz s, + fhhhz h51 ( )
+fongs, by + fongz by,
Hg = fz52 + fzggg2 + fzhhzz + fgszgg + fthhZ + fqgggggz + fhhh?hQZ
+fongs, hs + fongihs,

and
f = f(t,Z, S1, S?agvh)ugu = gu(t,Z,Sl, 52)7hu = hu(t72751752)-

Proof.  See Appendix A. O
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3 Optimal time-consistent strategy for the mean-variance problem

By using Theorem 2.3, the equilibrium strategy {u*(t) = (77 (t), 75 (t) *(t ),
can be obtained analytlcally as summarized in Theorems 3.1 and 3.2 for

Theorem 3.1. Denote

t € [0, T} for problem (2.11)
o # [ and a = 5, respectively.

1 b? b?
t1 =T + —min (ln “ ,In il ) ) (3.1)
r an an
and
1 b? b?
to =T + — max (ln Sl ,In il ) . (3.2)
r an an

For problem (2.11) with o # 3, an equilibrium investment strategy for the insurer and the reinsurer is

—r(T—t)

eipy  (—r)e ~2ky7(T—1)
ﬁl(t)—W[l—i-(ul—r)(l—ezk Tt)}, 0<t<T, (3.3)
and
7y (t) = M [1 + (p2 — 1) (1 _ ef%ﬂ(T*t))} 0<t<T (3.4)
? vBo3(Sa (1)) ’ ’

and an equilibrium reinsurance strategy and value function are given depending on the model parameters
as in the follows cases:

(1) When the parameters satisfy the conditions of Case III in Table 1,

woy @ an —r(T—t)
t) = - e , 0<t<T, 3.5
L Aoy R P (3:5)

and the equilibrium value function is given by (B.11) with Ay (t), B1(t), C1(t) and D1(t) in (B.23);
(2) When the parameters satisfy the conditions of Case V in Table 1,
0, 0<t<ty,

pi(t) = O a1y
a—pB  b*a-p) ’

and the equilibrium value function is given by (B.24);

th <t<T

3

(3) When the parameters satisfy the conditions of Case VI in Table 1, p*(t) =0, 0 <t < T, and the
equilibrium value function is given by the function F in (B.27);

(4) When the parameters satisfy the conditions in any of Cases IV and IX in Table 1,

Oa O<t<t1;

o an —r(T—t)
*(t) = — .t <t <t
P=9 a=8 Wa-5" LeiER
1, to <t < T,

and the equilibrium value function is given by (B.29);

(5) When the parameters satisfy the conditions in any of Cases II and VIII in Table 1,

o L/ Bp—c—
p=l aB Wa-p 0 OStsh
1, to <t < T,

and the equilibrium value function is expressed in (B.33);
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Table 1 Classification for optimal reinsurance strategy.

parameters a, f Case
max (a B) < e T I

min (o, 8) < ,sz Te "l < max (a, 8) < ,%72 11

%e’rT < <1 | min(a,f) < bzef’”T < 3 <max (o, 8) | I

b2 Te T < mm( ,B) <max (o, B) < | 1V
i e " < min (o, B) < S <max(a,8) | V

ngln(a B) and « # 8 VI

maxa, 5 < bze T and a # 8 VII
%e*TT <1< % min (o, 8) < 7k pe” " < max (a, B) VII
b Ze " < min (o, 8) and a # 3 IX

1< ghe ™ < 5 a#p X

(6) When the parameters satisfy the conditions in any of Cases I, VII and X in Table 1, p*(t) = 1,0 <
t < T, and the equilibrium value function is given by the function F in (B.35).

Proof. The proof is relegated to Appendix B. O

Theorem 3.2. For problem (2.11) with o = 3, (7, 75) given in (3.3) and (3.4) is also an equilibrium
investment strategies for the insurer and the reinsurer, and moreover, any measurable function p*(t) :
[0,T] — [0,1] is one equilibrium reinsurance treaty. The equilibrium value function is

C1(t) o5 4 Ly(t)
v

)

Bi(t
F(t,z,51,82) = A1(t)z + %Sf%l +

v
where ) 91 .
0 b
Li(t) = T[T = 1]+ T [t = T - ok (2hs + 1)/ Bi(s)ds
r r +
and A1 (t), B1(t), C1(t) are given in (B.23).
Proof. The proof is similar to that of Theorem 3.1 and thus we omit it. O

Indeed, when o = f3, the joint mean-variance utility between the insurer and the reinsurer is irrelevant
to the reinsurance proportion p(t) and this implies that the joint utility can not be enhanced via any
proportional reinsurance treaty between the two parties. This explains why any measurable function
p*(t) : [0,T] — [0, 1] is one solution as equilibrium reinsurance treaty.

Remark 3.3. An immediate observation from Theorems 3.1 and 3.2 is that the equilibrium investment
strategies for both the insurer and reinsurer are related to the proportional reinsurance treaty only via
the decision weight o and § in the model.

Moreover, expressions (3.3) and (3.4) show that the equilibrium investment strategies for both the
insurer and the reinsurer can be decomposed into two parts (below are just for the insurer’s strategy):

Hi—T o (T—1t)

yao}(Si(t))*k ’
which is similar to the optimal strategy under the GBM model except for the stochastic volatility, and
(Ml _ T.)2e—r(T—t)
yarof (S1(t))*

(1 _ e—2k1r(T—t)) 7

which is a supplementary term resulted from the changes of the volatility from GBM model to the CEV
model and reflects the insurer’s decision to hedge the volatility risk.

Remark 3.4. Theorem 3.1 shows an obvious dependence of the equilibrium strategy on the decision
weights o and 8 as a consequence of its presence in weighted sum process (2.8). For p*(¢) # 0,1, the
solution developed in Theorem 3.1 is given by

wepy @ an —r(T—t)
)= T8 T Wa-p°
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in all the cases. Therefore, the relationship between the reinsurance strategy and « is attributed to two
—r(T=1) .

%Tﬂ; increases the value of p*(t) as « increases, and on the other
hand, the term %5 decreases its value as a increases. Moreover, equations (3.3) and (3.4) respectively
show that a exerts a negative effect on the insurer’s investment strategy and a positive effect on the
reinsurer’s investment strategy. Due to the insurer’s attitude of risk aversion, with a larger a assigned,
more weight is given to the preference of the insurer in the decision formulation, and this leads to a
reduction in the risky investment by the insurer and an increase in the reinsurer’s risky investment to
potentially create more wealth for the whole insurance group.

factors. On one hand, the term —

Remark 3.5. Based on the results established in Theorem 3.1, the sensitivity of the equilibrium rein-
surance proportion p*(-) to each model parameter can be analyzed as follows.

(a) From (3.5), we get

op* 1 [/ J—— op* 1 [/ J———

S N — - =" _la——e " . 3.6

da  (a—p)? 7b2e Al 8 (a—pB)? “ 7b2e (3:6)
Then the optimal reinsurance strategy increases with a when g < %e*T(T’t) and increases with

B when o > %e*T(T’t).

(b) Tt is easy to derive
op* arne~"(T=1)

ot b2 (a—B)

This means that the equilibrium reinsurance proportion decreases with time ¢ for o > § and
increases for a < . This may be explained as follows. As time goes by, the surpluses of both
the insurer and the reinsurer are expected to increase on average due to the potential gains from
investments in financial assets and this enhances the insurance risk absorbing capacity of both over
time. With a > 3, more weight is given to the insurer’s preference in decision, and thus, according
to the insurer’s willingness, more insurance business is retained by the insurer itself at a later
period than an earlier time, leading the reinsurance proportion decreasing as a function of time ¢.
For a < 3, the reinsurer’s preference is given with more priority, and thus the decision allows the
reinsurer to gradually undertake more insurance business from the insurer over time, making the
reinsurance proportion p*(t) increasing over time.

for p*(t) #0, 1.

(c) The effects of market parameters on the reinsurance strategy depend on the decision weights « and
B too. Equation (3.5) shows that

8})* nefr(Tft)

*
which implies that the equilibrium reinsurance strategy increases with a for a < § and decreases
with a for a > . The parameter a reflects the expectation of the claim size and thus, with the
other model parameters (particularly the volatility b in the claim process (2.1)) fixed, an increase in
the expected claim a reduces the risk per dollar of the insurance liability and makes the insurance
business more attractive to the writer. Therefore, when more weight is given to the insurer in
decision, the reinsurance proportion is reduced and more insurance policies are retained by the
insurer in response of an increase of a. In contrast, if a < 3, the reinsurer is given more weight in
decision, and thus, more insurance policies are transferred to the reinsurer with an increase in a.

(d) Since
8})* ae—r(T—t)

B — pe T for p*(t) #0,1,

the reinsurer’s safety loading 7 exerts a positive effect on p*(-) for a < 8 and a negative effect on
p*(-) for a > B. This is consistent with our intuition. A larger n means more expensive reinsurance.
Therefore, with o < 3 the decision-maker places more consideration on the reinsurer, whereby the
reinsurance proportion is increased so that the reinsurer can make more profits in response of an
increase in 1. With « > /3, the insurer’s preference is laid with more weights so that more risk is
retained by the insurer itself when the reinsurance becomes more expensive, i.e., 17 increases.

(e) Equation (3.5) shows that
8[)* anefr(Tft)
— = 55— fi *(t 0,1
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which indicates that the equilibrium reinsurance proportion p*(-) decreases with the risk aversion
coefficient 7y of the decision-maker for & <  and increases with v for a > 8. With a decision weight
a < 3, the choice of the decision-maker relies on the preference of the reinsurer more than the
insurer. Thus, the more risk averse the reinsurer is, the less reinsurance is taken by the reinsurer,
leading p*(-) decreasing in «. Similarly, when a > f3, the preference of the insurer is reflected more
in decision, and thus the more risk averse the insurer is, the more risk is ceded to the reinsurer.

From equation (3.5), we obtain
Ip* 2 efr(Tft)
P _ 2 gy p*(t) £ 0,1.
9~ b -p)
If @ < f3, there is a negative relationship between p*(-) and the volatility b of the claim process
C, whereas the relationship becomes positive for a > 3. This can be interpreted by the change of
the risk per dollar of insurance as similarly commented in part (b). With a larger b, the risk per
dollar of insurance is larger and thus, the insurance business becomes less attractive to an insurance
writer, with more is expected to be ceded to the reinsurer in case a weight a > f is assigned in
decision. Similar explanation applies for the case a < .

Equation (3.5) also shows that

op* _ an(T — t)er(T=t)
o b (a—p)

for p*(t) #0, 1.

This indicates that p*(-) decreases with respect to the risk-free interest rate r for a« < 8 and increases
in r for a > . As r increases, both the insurer and the reinsurer have the expectation to gain
more in the financial market, driving the capitals out of the insurance market. When a < (3, the
interests of the reinsurer dominate the decision on the trading strategy of the insurance group, and
the reinsurer prefers to reduce its investment in insurance market and move more investments to
the financial market. Similarly, when « > (3 the insurer’s interests dominate the decision and it
is preferred by the insurer that more insurance risk is taken by the reinsurer so that it have more
wealth to invest in the financial market.

4 Numerical analysis

In this section, a numerical example will be presented to illustrate the effects of parameters on the equi-
librium investment-reinsurance strategy derived in Theorem 3.1. Unless otherwise stated, the parameter
values are given by a = 0.5, 6= 0.6, 7= 0.2, r = 0.05, u; = 0.12, 01 = 0.2, k1 = 0.9, S1 = 0.5, s = 0.15,
09 =0.3, ke =1.1, 59=0.6, =03, 3=0.7,v= 0.5, and T = 10.

a

The effec of  on the optmal reinsurance srategy when a<B b The effect o @ on the optmal rensurance srategy when o>p
T T T T T T T T T T T T T T T

—— a=0.154=06 —— =06, =015
002, =07 o4 a=07,02

——0=025,p08 ——0=08,0=025
003, =09 a=09,03

0 1 2 3 4 5 6 7 8 9 10 0 1 2 3 4 5 6 7 8 9 10

Figure 1 Effect of decision weights a and 8 on equilibrium reinsurance strategy p*(¢).

Figure 1 shows that the insurance proportion p*(t) is increasing along with time ¢ for @ < § and
decreasing for a > 3. Such an observation can be explained as follows. The desire of both the insurer and
the reinsurer to bear insurance risk becomes gradually strengthen as a result of their wealth accumulation
over time. Therefore, both prefer to absorb less insurance risk at the first stage (before time 8) and
become more interested in taking insurance business at the second stage with more capital available.
Consequently, with o < 3, more voices are heard from the reinsurer in the decision, and according to the
desire of the reinsurer, more insurance risk is transferred to the reinsurer at a later period than an earlier
period. In contrast, when « > [, the insurer has more voices over the decision, and therefore, according
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to the desire of the insurer, more insurance risk is transferred to the reinsurer at an earlier period than
a later period. Furthermore, Figure 1 also illustrates that the response of reinsurance strategy p*(t) to
the weights o and 8 also depends on the relative magnitudes of « and 8. For oo < 3, p*(t) is decreasing
in both o and 8. In contrast, p*(t) is increasing in both « and S for o > S.

Figures 2-5 show the impacts of market parameters on the equilibrium reinsurance strategy, and the
results consistently confirm our comments presented in Remark 3.5. The effects depend on the value
of the decision weight parameters o and g as well. For a > /3, the equilibrium reinsurance proportion
increases with v, b, 7 and decreases with ¢, a,n. In contrast, for a < 3, the reinsurance proportion shows
an opposite response to these parameter. It increases with ¢, a, and decreases with ~, b, r in this case.

a The efectof a on the optimal reinsurance stategy when a<p b The efectof a on the optimal reinsurance stategy when a>p
1 T T T T T T T T T 1 T T T T T T T T T

P

Figure 2 Effect of a on equilibrium reinsurance strategy p*(t).

a The effect of b on the optmal reinsurance strategy when a<§ b The effec of b on the optmal reinsurance strategy when a>
1 T T T T T T T T T 1 T T T T T T T T T

)

Figure 3 Effect of b on equilibrium reinsurance strategy p*(t).

a The effectof  on the optimal reinsurance stategy when a<p b The effectof  on the optimal reinsurance stategy when o>}
1 T T T T T T T T T 1 T T T T T T T T T

P

Figure 4 Effect of 7 on equilibrium reinsurance strategy p*(t).
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Th effectofyon th optima reinsurance stategy when <} b Th effectofyon th optima reinsurance stategy when 4>
T T T T T T 1 T T T T T T T T

Figure 5 Effect of v on equilibrium reinsurance strategy p*(t).

Figures 6-9 depict the sensitivity of the equilibrium investment strategy (7 (¢), 75 (t)) to various model
parameters, where, for simplicity but without loss of generality, the investment strategy is computed only
for time 0. Figure 6(a) shows that the risk aversion coefficient v exerts a negative effect on both 73 (t)
and 73 (t). The larger v is, the more risk averse the insurer and the reinsurer are. Thus, as + increases,
the insurer and the reinsurer choose to reduce their investments in the risky assets to control their risk.

The effectofyon the optimal investment stategy (1, ()

——0=03,=07, ()
=07, B03, ()

b

The effectofr onthe optimal investment stategy (1, ()

——a=03,p=07, ()

)
=07, =03, Tif)
)

——0=03, p=07, ()
- a=07,p03, 1)

0 - a=07,p03, 1)

money amount
money amount

03 035 04 045 05 05 06 065 07 075 08 003 004 005 006 007 008 009 01

Figure 6. (a) Effect of v on equilibrium investment strategy (7 (t),75(t)). (b) Effect of r on equilibrium investment
strategy (mi(t), 75 (t)).

a “The efectof , on the optmal investment srategy T ) b

The effec o , on the optimal investment sraegy ()

L L L L L L L L L L L L L
006 007 008 009 01 01l 012 013 014 015 006 007 008 009 01 01l 012 013 014 0I5
1 2

Figure 7. (a) Effect of p1 on insurer’s equilibrium investment strategy = (t). (b) Effect of p2 on reinsurer’s equilibrium
investment strategy w7 (t).

Figure 6(b) demonstrates the negative effect from the return rate of the risk-free asset on the equilibrium
investment strategy (75 (¢), 75 (t)), in accordance to the comments in part (f) of Remark 3.5. An increase
of the risk-free return rate r changes the interests of both the insurer and the reinsurer in financial market
and drives capitals out of the insurance market.

Figure 7 demonstrates an increasing trend of 7f(¢) and 73 (¢) in response of an increase of py and o
respectively. Such a phenomenon is natural, since py and po are respectively the expected return rates of
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risky assets. With the volatility fixed, an asset with a higher expected return is naturally more attractive
to the investors. The decreasing trend of 7} (t) and 75 (¢) with respect to the corresponding volatility as
demonstrated in Figure 8 can be explained by the same reason.

Figure 9 shows that #7(¢) and 75 (t) are increasing functions of k1 and ks respectively. Such an
observation is consistent to the economic meanings of the parameters k; and ks in models (2.4) and (2.5).
Larger values for k; and ko lead to more probability of larger positive movement in prices of the risky
assets, and hence encourage the insurer and the reinsurer to increase their positions in the risky assets.

a The effect of o on the optimal investment stategy ) b T efect of o, on the optimal investmen stategy 1)
T T T T T T T

T
|j
=07 =03

180) La

Figure 8. (a) Effect of o1 on insurer’s equilibrium investment strategy 7 (t). (b) Effect of o2 on reinsurer’s equilibrium
investment strategy w7 (t).

a The effectof , on the optim investment stategy T, () b The effect of k, on the opfimal investment straegy )

—a=03 — =07
=07 03

100

Figure 9. (a) Effect of k1 on insurer’s equilibrium investment strategy =i (t). (b) Effect of k2 on reinsurer’s equilibrium
investment strategy w7 (t).

5 Conclusion

The investment-reinsurance problem is one of the fascinating topics in actuarial science, and it was
commonly discussed only from the insurer’s perspective. In this paper, we proposed a formulation to
jointly take into account the interests of both the insurer and reinsurer, and developed a time-consistent
solution by resorting to the equilibrium strategies. The theory on the investment-reinsurance problems
by combing the interests of both the insurer and the reinsurer remains scarce in the literature, and we
hope this paper can promote more research in this direction.
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Appendix A Proof of Theorem 2.3
The proof will be obtained in the following three steps. for the case that o = %, the proof is similar.

Step 1: Consider an arbitrary strategy u € U(t, z,s1,82). We first show that if Y(¢,z,s1,82) €
DY2([0,T] x @), then

T
/t Y. (v, Z"(v), S1(v), S2(v))acim (v) [Sl(v)]kl dW (v), (A1)
T
/t Y. (v, Z"(v), $1(v), S2(v)) Boama(v) [Sa(v)]™ dWa(v), (A.2)
T
/t Ye, (v, Z(v), S1(v), S2(v))or [S1(v)]" dW (v), (A.3)
and "
| Y. 220, 810). Sa(0))e [Sa0) * aWa(o) (A4)

are all martingales for V(z, s1,52) € Q and Vu € U(t, 2, s1, s2). In fact, since Y (, 2, 51, s2) € DY2([0, T] x
Q), there must exist two constants k > 0 and p > 1 such that

|Y.(t, 2,81, 82)] < k(14 |2|” +[s1]° + |s2]”).
Moreover, for (¢, z,s1,82) € [0,T] x Q and u € U(t, z, s1, s2), (2.8) implies

Etzs1. | sup [Z%(0)]7 | < o0, Vp = 1. (A.5)
ve(t,T]

Applying Itd’s formula to m(t) := (S1(t)) 2% yields
dm(t) = (ki1(2k1 + 1)05 — 2kypam(t)) dt — 2kio/m(t)dWi (t). (A.6)

This implies that m(t) is a process similar to v, defined in equation (10.48) in [48]. Thus according to
Theorem 10.34 in [48], there exists a unique non-negative strong solution to equation (A.6). Moreover,
let 7 = inf{t > 0lm(t) = 0} and 7 = oo if m(t) > 0 for any ¢. Proposition 10.35 in [48] shows that
for any m(0) = (S1(0))"2% > 0, if k; > 0, T = 00, a.s., which means that m(t) = (S1(¢)) 2% is almost
surely inaccessible to zero. Therefore, S (t) < co. Similarly, we can show that Sz(t) < oo for k2 > 0. We
combine all the above analysis to obtain

r k
Et 251, {/t Yz (v, Z%(v), S1(v), S2(v))aoimi(v) (S1(v)™ |2dv}

-
< %Et1z151752 {/; (YZ(U,Z“(U),Sl(v),SQ(U))OAO’l (Sl(v))k1)4 n (771(1;))4} dv}

T k 4
< 3B { | [t (00,24 0). 5100, 5200)° + (516)™) + (m ()] dv}

T _
S { | [atet (= 0412001 + 15101 +15:0)P) + (516)™) + (m )] dv}
< o0.

Similarly, we can prove that

T k

Bt 21,50 {/t [Yz(v, Z%(v), 51(v), S2(v)) Boama(v) (S2(v))™ |2dv} < o0,
T k

Bt 261, {/t Vs, (v, Z%(v), S1(v), S2(v))a1 (S1(v)) i |2dv} < 00,

r k
Et 2610 {/t Vs, (0, Z%(v), S1(v), S2(v))oa (S2(v)*> T |2dv} < 0.
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Thus, (A.1), (A.2), (A.3) and (A.4) are all martingales.
Next, we show that if a real value function Y (¢, 2, 51, s2) € DV2([0,T] x Q) satisfies
AYY (t,2,81,82) =0, Y(T,z2,81,82) =z, V(t,2,51,82) € ([0,T] x R x Rt x RT), (A7)

then
Y(t72751552) :gu(tazaSI;SQ)' (As)

Using (2.9) and It6’s formula, we derive
Y (t,Z2"(t), S1(t), S2(t))
=Y(T,Z2“(T), 51(T), S=(T)) —/ dY (v, Z%(v), S1(v), Sa(v))

T
=Y(T,Z“(T),5(T),S(T))— | A“Y(v,Z"(v),S1(v), S2(v))dv

T
‘/t {V0.2"0), 51(0), 8:(0) [aim (0) (81(0))"* AW (v) (4.9)

+Boama(v) (S2(0)" AWa(v) + (ab = bla — A)p(v)) ATV (v)]
+Ys, (0, Z2%(0), S1(v), Sa(v))ey (S1(v)" AW (v)
+Ys, (v, Z%(v), S1(v), Sa(v))oe (SQ(U))k2+1 sz(v)} .

Since (A.1),
(

(A.2), (A.3) and (A.4) are martingales, taking the conditional expectation on both sides of
equation (A.9)

and applying equations (A.7) and (2.13), we have
Y(t,2,81,82) =Ei .55 [Y(tZ"(t),S1(t),S2(t))]
= Et 00,8 YT, 2%(T), 51(T), 52(T))] (A.10)
= Ei 2000 [2%(T)] = g"(t, 2, 51, 52).

Similar to the above derivation, we can show that if there exists a real function J(¢,z,s1,s2) €
D*2(]0,T] x Q) such that

AJ(t,z,51,52) =0 and J(T, z,s1,50) = 2%, V(t,2,51,50) € ([0,T] x Q), (A.11)

then
J(t,z,81,82) = h"(t, 2, 81, $2). (A.12)

Thirdly, we use (A.7) and (A.11) to develop an expression for
fU) = f(t, Z27(1), S1(t), S2(t), Y (2), J*(1)).
where Y“(t) = Y (¢, Z%(t), S1(t), S2(t)) and J“(t) = J(t, Z"(t), S1(t), S2(t)). In view of (A.8) and (A.12),

we get
f(tv Zu(t)v Sl(t)v SQ(t)v gu(t7 Zu(t)v Sl(t)v SQ(t))v hu(t7 Zu(t)v Sl (t)v SQ(t))) = fu(t)
Let &“(t) = & (¢, Z%(t), S1(t), S2(t)). We apply 1t6’s formula and equation (2.9) to obtain

T
FUTY = )+ / af(v)
T
)+ / (£ (0) AYY ™ (0) + F2(0) A" T (0) + €4(0)] dv
T
n / { (F2(0) + F@)Y(0) + i (0)T2(0) [ (ab — abp(v) + b3p(v)) ATV (v)

+aoymi(v) (S1(0)™ WL (v) + Boama(v) (S2(v))* de(v)}
+(fL () + FHOYE W) + F(0) s (v) 01 (S1() AWy (v)

+ (f2(0) + [ (0)Yee (v) + [ (0) T (v)) 02 (S2(0))" sz(v)}-
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Inputting (A.7) and (A.11) into the above equation implies
T T
1) =+ [ oo [ { (£2(0) + FEOY(0) + Fr0)J2 ()
t t
X [(ozb — abp(v) + bBp(v)) AW (v) + acym (v) (S1(v)* AW (v)
+B0oams (v) (Sa(v))"™ sz(“)} + (f5(0) + [ (0)Yi (v) (A-13)

+ ()2 (0) o1 (S1(0) T AW (v)
+ (2 (0) + fE ()Y (0) + fit(v) T2 (v)) 02 (Sa(v)) 2 sz(v)}-
Finally, we show that V(t, z, 51, s2) € ([0,7] x Q),
F(t,z,s1,82) > sup f(t, 2,81, 82, 9"(t, 2, 81, 82), h"(t, 2, 81, $2))- (A.14)
w€eU (t,z,51,82)
Let F“(t) :== F(t, Z"(t), S1(t), S2(t)) for short. We apply (2.9) to obtain
T
Fut) = Fo(T) — /t AP (v)
T T
=F(T)— /t AYF*(v)dv — /t {qu(’u) [ (ab — abp(v) + bBp(v)) dW (v)
+aomi(v) (S1 ()™ dAWL (v) + Boama(v) (S2(v))* de(v)}
+FL (0)or (S1(0) AW (v) + F2 (0)02 (S2(0) dWQ(U)}'
Besides, (2.18) implies that A“F(t, z, s1, $2) < £"(¢t, 2, 81, s2) for V(¢, 2, $1, 82) € ([0,T] x Q), and hence,
T T o
Fu(t) = FY(T) - /t " (v)dv — /t {FQ‘(U) [ (ab — abp(v) + bBp(v)) AW (v)
+aoym(v) (S1(0)" AW (v) + Boama(v) (Sa(v))"™ dwg(u)] (A.15)
+FL (0)or (S1(0)" AW (v) + F2 (v)02 (S2(0) = dWQ(”>}'
Moreover, equation (2.18) also implies that F*(T) = f“(T'). Hence, inputting (A.13) into (A.15) gives
T
FUt) = f(t) +/t { (f2 () + fH()Y(v) + fii(v) T2 (v) — F2(v))
x| (ab — abp(v) + bBp(v)) AV (v) + aoyma (v) (S1(v))** AW (v)

+Boama(v) (S2(0))" AWa(v)] + (f2(0) + [ (0) Y2 (0) + f(0) T2 (v) (A.16)

—F2 (0)) o1 (S1(0) AWy (v) + (2 (0) + fE(0)YE () + fi(0)JE (v)
—F%(v)) 02 (Sa(v))*="" dwz(w}.

Taking conditional expectation on both sides of the above equation and supremum over U (t, z, 51, $2), we
get (A.14).

Step 2: Consider the specific admissible strategy n*. The assumptions of Theorem 2.3 show that
G(t,z,51,52) and H(t, z, s1, s9) satisfy (A.7) and (A.11) with strategy u*. Thus, G(t, 2, 51, 52) = g% (t, 2, 51, 52)
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and H(t,z,51,50) = h* (t, 2, s1, 52). Moreover, the inequality (A.16) at u = u* becomes an equation, i.e.,

5

T
e (t) :f“*(t)+/t {(ff(vaf(v)Yz“* () + fir" ()2 (v) = F2" (v))

X {(ab — abp(v) + bBp(v)) AW (v) + aoy i (v) (S1 ()" AW (v)
+B0am3 (v) (S2(0))* AW (0)] + (f2 () + 3 ()Y () (A.17)
()8 (W) = F2 () o1 (Si ()" AW (0) + (£ (0) + £ (0) Ve (v)

HAC ()T (v) = FX (v)) 02 (S2(v)) =+ dW2(U)}-

By taking conditional expectation on both sides of (A.17), equation (A.17) reduces to

F(t,Z,Sl,SQ) = f(t,Z 51,52, 9 ( ) hu ( )) X sup f(taza515527gu(t)5hu(t))’
weU(t,z,81,52)

which together with (A.14) gives

F(t,Z,Sl,SQ): sup f(tv2751752agu(t)7h’u(t))'
w€eU (t,z,51,82)

Thus, u* is optimal and the supremum of f“(t) is F(t, z, s1, S2).

Step 3: Prove u* is indeed an equilibrium strategy. For any u, defined in Definition 2.2 and ¢t + 7, we
rewrite (A.13) as

t+7 t+7
frrt+r) =@+ /t ¢4 (v)dv+ /t {72+ -y

7 (0)727 () | (ab = abp(v) + b3p(v)) AW (v) + aoym (v) (S1(0))* dWi (v)

+Boama(v) (Sa(v))*? de(v)] + (o (v) + f2r (0) Y (v) (A.18)
+ i (v) ¢ (v )al k1+1 dWy (v) + ( U (v) + fi ()Y (v)
i ()2 (1) 02 (S2(0)) T dWa(v) |

Replacing T by t + 7 and w by v* in (A.15), we obtain

. . t+7 . t+1 . .
F¥ () >F*(t+7)— t &% (v)dv — /t {qu (v) [(ab — abp(v) + bBp(v)) dW (v)
‘oo (’U) (Sl (’U))kl dW1 (’U) + 60'271'2(’1)) (SQ(’I}))k2 dW2 (’U)} (Alg)

FFY (0)or (S1(0) AW, () + F2 (0)o2 (Sa(v)™ ! de(v)}.

Based on the definition of u,, we have f%= (t +7) < F* ((t +7)). Hence, substituting (A.18) into (A.19)
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gives
t+1

t+1 t+7
PO e [ ern= [ et [ {0 + v

7 (0)727 (0)) [ (@b — abp(v) + bp(v)) ATV (v) + aoym (v) (S1 (1)) AW (v)

+B0ama(v) (S2(0)** AWa(v)] + (f2r (0) + f3 W)Y (v)

()2 (0)) 01 (S1(0) AW (0) + (F2 () + £ (0) Vi (0) + £ (0) T2y (v) (A20)
xo (S2(0)* 7 aw ()} = [ {F2 () [(0b — abp(v) + bBp(v)) AV (1)

+aoim (v) ($1(0)" dWA (0) + Boama(v) (S2(0)"™ AW (v)|

+F (0)o1 (S1(v)" AW (v) + F2 (0)02 (S2(v))™ de(U)} :

Noting that F“ (t) = f* (t) and taking conditional expectation on both sides of (A.20), we obtain

t+7 t+7
P70 > £ () + Brsey [/ - [ e <v>dv],

which implies

lim inf O 20,
T—0 T

and thus the proof is complete. O

Appendix B Proof of Theorem 3.1
Suppose that three real functions F'(t, z,s1,s2), G(t, 2, s1,s2) and H(t,z,s1, s2) satisfy the conditions

given in Theorem 2.3 and IIY > F,. (¢, z, 1, s2) for all (¢, 2,51, 82) € [0,T] x R x Q and u € U(t, z, s1, $2).
Equation (2.15) indicates that

ft = fz = fs1 = fsz = fzz = fzg = fzh = fgh = fz51 = fg51 = fhs1 = fzsz = fgsz = fhsz

5 (B.1)
= foh = fo1s1 = [s2s0 =0, fg=147g, fn= Y fag =
From (2.22) and (2.23), we obtain
Iy = y(g2)?, T8 = ~(g%)? T4 =~(g%)% TI§ = vg¥gd, TI¥ =~gtgl,
§(t, 2 51,52) = 2 [0*ndots? + Br3ods™ + (ab— bp(a— 6))?] (9’ (B.2)

2k1+1 2ko+1

5
do2st2(guyz 4 Toa Zhat2(gu 2 4 pom g2t gugn 4o g g2 g2ketl gugu

2 2
Inputting (2.17) and (B.2) into (2.18), we have

SUPyeU/(,2,51,52) {Ft + [rz+ am (g — 1) + Bra(pe — r) + aal — anp(a — B)] F. + pis1Fy,

+pasaFs, + 2 {a w%o%sfkl + ﬁ27r20252k2 +a?b? — 2ab?p(a — B) + b%p?(a — B)?| F..

2k +2F

2hia+2
s151 T 5 025 22 p

2k +1
5252+aw1015 g

2o +1
o +B7r2025 2+l p

+ 018 252

v 2k 2 ke 22\ 2 _ v 2.2m+202 _ g k+22
2(a T35t + 8230353 + (ab—bp(a — B)?)7) G2 — 2o2sT T2G2 — L0353 T2 G2

2 2ki+1 2 2ko+1
—yamoisy GG, — yBmaosss GZG52} =0.
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Differentiating (2.18) with respect to 71,72, p respectively and using (2.21), we obtain the following
first-order optimality conditions:

—(p1 = 7)F, — o2 TLE 4 0t TLGL G,

s = ,
1 aotsi® [Fe: —1GY (©.3)
TE = _(:LLQ - T)F B U2S2k2+1F252 + ’Yo'gsgkz-’_leGSz .
’ Bo3s3 [F.. — 1G2) ’
and
« ank’,
P’ = + 7 . (B.4)

a—pf  (a—=P)h?[F.. —1G3

The expressions for 7 and 75 in (B.3) depend on function F' and G. As it can be seen shortly, however,
they eventually have a uniform expressions as given in (3.3) and (3.4).

To proceed, define sets

'Al:{(t72751;52)6[07T}XQ; ngogl}
Ay = {(t,2,51,82) € [0, T] x Q; p° <0},
Az = {(t,2,51,52) € [0, T] x Q; p° >1

For (t,z,s1,s2) € Aj, the supremum of (2.18) over p is attained at p° given by (B.3). Introducing (B.3)
and (B.4) into (2.18) and (2.19) gives

1 2k
1+2
Ul 51 F5151

Fi+ (rz+ac(0 —n))F. + p1s1Fs, + posoFy, + 5

2 2 2
2hat2 Vprsthirzge Vg2 gghatece I

1
+5035; 5252—5015 27252 52 m

2

2
{(#1 —7)F, +o}st TR, — 'yafsfkl'HGstl} (B.5)
2‘715%1( 2z —7G32)

2
(42 = 1) F. + 03535V ey, — 1035311616,

J— — O,
2‘72 %2( . —G2)
and
1
Gy + (TZ + aa(9 - 77))Gz + M181G51 + M282G52 +3 ) 181k1+2G5151 2 282k2+2G5252
B a’n?F, a. F.G., (Ml —r)F, —l—alszleFzsl yoi 52k1+1G Gs,
VAF.. —2G2) 77 2(F.. —1G?) (F.. —7G?)
p1— [(Ml —F, 4 a3 R, — rotsti T GLa,
X G +51GLs, — G..
Ul %kl ' 201 le( zz _’YGg) (BG)
~(p2 —1)F. + o252, No2s2 T GLG,, | e — G e
z89
( zz ’YGE) 0'2 2
_ F 2/€2+1Fzs 2 2/€2+1GZGS
(#2 r)F, + 0’25 — 2]:2 — Y0585 2 (F.. — ”YGﬁ)Gzz —0.
28

For (¢, z, s1, s2) € Az, (2.18) reaches its maximum at p* = 0. Consequently, (2.18) and (2.19) respectively
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become
1
Fi+ (rz + aab)F, + p1$1Fs, + pasaFs, + 20152’“"’2&151 + 20252k2+2F5252
1
—%U%S?“HG?I — %agsngHGi + §a2b2Fzz — %a2b2Gf
2
[(ul —r)F. + 0252’“"’1FzSl 'yafsfkl'HGstl} (B.7)
B 20357 (P —1G2)
2
[(ug —r)F. + 0252k2+1Fz52 'yags%kz“GstJ
_ -0
202 2k2( e —7G2)
and

1 1
Gy + (rz + acb)G. + 151Gy, + pas2Gy, + 022 T2G,  + —02s2T2@G

2 2 52892
+1a2b2G _ (:ul )F + Uls2k1+1FZ51 ’Yo'%sfkl—i_leGsl
2 zZz ( . 7G2)
-7 {(,ul — ) F, + 0252 TR, —yo2si T, Gsl}
X G + SlGZSI - 2k1 5 GZZ (B 8)
ois 1 20357 (Fze —7G2) '
(ILLQ _ T)F + U2S2k2+1Fz52 7055§k2+1GzG52
(F.. —7G2)
( r)F, + 03s k2+1F o282 tlG G
« H2 — G +52st2 _ M2 — 2S5 - zsg — VO3S9 S0 Gzz _
03s 2 20353 2 *(Fye —2G2)

Similarly, the maximum of (2.18) over p on Aj is attained at p* = 1. Putting (B.3) and p* = 1 into
(2.18) and (2.19) gives

1 1
Fy + (rz + ac(0 — 2n) + an)F, + p1$1Fs, + pasaFs, + 201 S2k1+2Fslsl + = 0252k2+2F

2 52892
1
—308si 62, — Ja3s G2, 4 < [af? - 2082 (a - ) + B2 (e — B)] (Fue —7G2)
12
(ul —r)F, —l—aQSQI“HFZS1 ~yo 1slk1+1G Gs1 (B.9)

201 2k1( e —7G2)

_(Mg —r)F, +0282k2+1F252 Yo 252k2+1G Gs2 .
2‘72 Sgkz (F.. —7G?2) a
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and

1
2 2ki1+2
2015 Gs, s,

1 1
+2 o2s22q o+ 2 [a?b? — 2ab (o = B) + b* (o = B)?] G

G+ (rz + aa(0 — 2n) + an)G . + p151Gs, + p2s2Gs, +

B (u1 —7)F, +o? ]“HFZSl ”yU%S%kl+leGsl

(F.. —7G2)
. (= 1) F. + 03T L, — yotsin GG, (B.10)
MG+ 56
z 1Y2zsy — 2z
U%‘kal ' 201 le( e —7G2)

(o — r)F, —|—0252k2+1FZ52 yo5 sngHG G,
(F.. —7G2)
H2 = G + 590G (o —r)F. + 0252k2+1F252 ”Yggsgkz-‘rleG
20U zs9 —
‘72 2 ’ 2‘72 %2( L. —7G?)

S
2 GZZ

The above three pairs of equations can be solved by the same procedure and we demonstrate the
procedure with the pair of (B.5) and (B.6) only. To proceed, we conjecture the solutions in the following
form:

F(t, 2,5 = Atz + 20 o2y OO o DO, (B.11)
Y Y
B (t t Do (t

Gtz 51,50) = Aa) + T2yt B0 ovey 2200 (B.12)

with boundary conditions A (T) = A2(T) =1, B1(T) = C1(T) = D1(T) = B2(T) = Co(T) = Do(T) = 0.
Then

Fo= Aq(t)z + B0 g Gl 2k | DO po— Ay (1), F, = 205021

_ —2k2Cq(t) —2ko—1 _ 2k1(2k1+1)B1(t) —2k;—2 _ 2ko(2ko+1)Cq(t)  —2ko—2
Fsz - ¥ S2 ’ F5151 - ¥ S1 ’ F5252 - Y 52 ’

F,, = zs1 — Fz52 = Fs1sz =0, Gy = Aé(t)z + BQ,Y(t) 2k + G (t) _2k2 + (t)
GZ _ A2(t), Gslsl _ 2]61(2]{}1::—1)82(15)8172](:1727 G5252 _ 2]€2(2/€2:'1y-1)02(t) 8272162727
Gsl _ 72](51’732(15) Sl_%l_l, G52 _ 72](52’702(15) 52_2k2_1, Gzz

= stl = Gz52 = G5152 =0.

Substituting the above derivatives into (B.5) and (B.6) yields

(All(t) + T‘Al (t)) Z+ <Bi(t) — 2k1ﬂlBl( ) — 20’1k2B2( )

Pl =40 + 208 AaOBOF ) 51 014y iy (1) — 203430300
207 A3(t) Y
(B.13)
[(p2 = 1) A1 () + 203ka Ao (1) Ca (1)) \ 552 Di(1) B
+ 20’2142( ) ) y + + aoz(@ 77)A1 (t)
1 1 a’n? A?
—l—;d%kl (2k1 +1)B1(t) + ;U%k2(2k2 +1)Cy(t) + 2722714%8 =0
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and

(A5(t) +7As(t)) 2 + (Bé(t) = 2k1p1 B (1)

+

(p1 = 1)? AL (t) + 2k103 (1 — 1) A2 (H)Ba(t) | 577
O'%Ag(t)

(B.14)

(p2 = 1)2Ax (1) + 2koo3 (2 — ) Ao ()Ca(t) | 552 Dh(t)
+ + +aa(f —n)Ax(t
02 A5(t) ~ ~ ( 1) Az(t)
+l 2k1(2k1 +1)B (t)+l 2ko(2k2 + 1)C: (t)+w—0
A BT ot ’ W2 A(t)
In order to eliminate the dependence on z,s; and s, we can decompose (B.13) and (B.14) into
Al (t) +rAi(t) =0, (B.15)
— 2 2
BI(t) - 2 Ba(t) — 2082 B3(1) + L Z AW L 2ARLOBOE (g
207 A5(t)
—1)A1(t) + 205ka Az (t)Ca (t)]?
C1t) — 2hapiaCi (1) — 203303 (1) + W2 =MW 2 AOEWE o4y
205 A5(t)
Di(t) L L a’n® AL(t)
e 0 —n)Ai(t) + —o7k1(2k1 + 1)B1(t) + —o3ka(2k2 + 1 D+ ——5—+ = B.1
5 + aa(f —n) 1()+70'1 1(2k1 +1) 1()+70'2 2(2k2 + )Ol()+2’7b2A%(t) 0, (B.18)
AL (t) + rAx(t) =0, (B.19)
—r)2 2 —
o1 As(t)
— )2 2 _
Cé (t) _ 2]432#202(0 + (:uQ T) Al(t) + 25202 (:uQ T)AQ (t)OQ(t) =0, (B21)
3 A2 (1)
Dy(t) L L, a’n? A3 (t)
— 0 —n)Az(t) + —o7k1(2k1 + 1) Ba(t) + —o3ka(2k2 + 1 t)+ ——= =0. B.22
p +aa (0 —n) 2()+70'1 1(2k1 +1) 2()+70'2 2(2k2 + )02()+7b2A2(t) 0. (B.22)

Considering the boundary conditions, we obtain

Ay (t) = Ag(t) = eT(T_t),

(1 =) ( opi (- _ _ (1 = 7)*(2p — 1) _ _
B t) = 1;1.1(T t) _ leT(T t) 1 _ 2k1,u1(T t)
1( ) 2k10%7‘ [e ¢ ] + 4/61#17‘0’% [ ¢ }

3

Ch(t) = (po —1)? [e-2hana(T—0) _ o=2kar(T—0)] 4 (u2 —7)2(2uz — 1) [1— e 2hana(T=0]

2k2037° 4/62#27‘0’%

Di(t) = yaa(6 —m) (erT=H — 1) + @ (T —t) + 02k (2ky + 1) [ Bi(s)ds

1 " b2 1A1ER t 1 (B.23)
+o3ka(2ks + 1) [ Ci(s)ds.
_ (- r)? —2ky7(T—t) _ (p2— r)? —2kar(T—t)

Ba(t) = 2k102r (1 ¢ ) - Calt) = 2koo3r (1 ¢ ) ’
yaa(0 —n) r(T—t) a2772 2 T

Ds(t) = — (e -1) + 552 (T —t) + ofk1(2k1 + 1) [, Ba(s)ds

+03ka(2ks + 1) [T Ca(s)ds.

In the rest of the proof, we shall discuss the equilibrium strategies in each of the cases as listed in
Table 1. We shall rely on the first-order conditions given in B.3 and B.4, the procedure as demonstrated
in the above for solving the three pairs of equations, as well as the continuity of the functions F' and G.
To proceed, we note that the supreme in (2.18) is attained at p*(t) = 0 for p°(t) < 0 and p*(t) = 1 for
p°(t) > 1; moreover, according to (B.4), 0 < p° < 1 if and only if ¢; < t < to, where t; and t5 are given
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n ((3.1)) and ((3.2)) respectively. The solutions are obtained by checking when the condition 0 < p® < 1
is satisfied or not over the investment time horizon as given below for each case outlined in Table 1.

Case III: In each of these four cases, t; and ¢y satisfy ¢t; < 0 < T < to and therefore the equilibrium
reinsurance strategy is

Pt =p°(t), 0<t<T.
The above derivation gives F' and G expressed in (B.11) and (B.12) with Ay (¢), B1(t), C1(t), D1(t), A2(t),
Bs(t), Ca(t), Da(t) given in (B.23). Inserting (B.11) and (B.12) into (B.3), we derive (3.3) and (3.4).

Case V: In each of the two cases, we have 0 < t; < T < t5 and hence,

. 0, 0<t<ty,
prrit)=9
1), t<t<T.

Similar to the preceding case, we obtain the expression of F' and G as following:

Av(t)s + (t) 721@1 T Cl(t) 72k2 + D1(t) 0<t<t,
F(t7Z751752) = | (B24)
Ar(t)z + B;@ e C“” s+ 2 LT

and —
Ag(t)s + B2lg 2 B g ke Do g g <ty

G(t,z,81,82) = K (B.25)
Ay(t)z + B2(t) —2761 + C2(t) —2792 + D%y(t) th <t<T,
where A (t), B1(t), C1(t), D1(t), As(t), Ba(t ), Cs(t) and Dg( ) are given in (B.23) and
= yaold . o yaan (T — Y2a?b? L, o (T—
Di(t) = = [er(T=0) — 1] + 24 [1— en(T=t)] + 1= [e2r(T—t) _ g2r(T—1)]
a2n2 T T
52 (T —t1) + o7k (2k1 + 1)/ Bi(s)ds + 03ka(2ka + 1) [ Ci(s)ds
B , ! - ! (B.26)
Dy(t) = 2% [er(T= — 1] + Jaan [1—er@=t)] %(T —t)
r r

T T
—I—U%kl (2I€1 + 1)/ BQ(S)dS + U§k2(2k2 + 1)/ CQ(S)dS
t t

Equations (B.24) and (B.25) give the equilibrium investment strategies expressed as in (3.3) and (3.4).
Case VI: In this case, 0 < T < t1 < to and thus,
p(t)=0, 0<t<T.

For 0 <t < T, F and G satisfy equations (B.7) and (B.8). Considering the boundary conditions in (2.18)
and (2.19), we obtain

F(t,z,s1,82) = Ai(t)z+ Blw(t) 2k Cl(t) _%2 + —Dlv(t), ( )
. B.27
Glt,z,51,83) = Ag(t)z+ Z2s 2 4 —Ci(” sy + L2,
where
_ i 2,,2p2 T
Di(t) = @ [T — 1] 4 v Z‘T [1—e2r(T=9] + 67k; (2k; + 1)/ Bi(s)ds
t
T
+U§/€2(2k2 + 1)/ 4 (S)dS, (B28)
t

_ A T T
D2(t) = @ [eT(T*t) — 1} —+ U%k1 (2I€1 + 1)/ BQ(S)dS + U%k2(2k2 + 1)/ CQ(S)dS
t t
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and A;(t), Bi(t), Ci(t), A2(t), Ba(t) and Ca(t) are defined in (B.23). Inserting (B.27) into (B.3) yields
(3.3) and (3.4).

Cases IV, IX: In each of the two cases, 0 < t; < to < T and thus,

0, 0<t<ty,
pr(t) =4 pP°(t), t1 <t <ty
1, te<t<T

Solving (B.7) and (B.8) for 0 < ¢t < ¢; and solving (B.9) and (B.10) for t3 < ¢ < T, noting the continuity
of F' and G and taking the boundary conditions into account, we can similarly obtain

Al(t)Z+ ’Y(t) —2kq + (t) —2/€2 + Dl(t) O<t<t1,

5
F(t,z,51,82) = ¢ A1(t)z + BlT(t)sl_%l + Cl—(t)s_%2 + DlT(t), 1 <t <ty (B.29)
A ( )Z + Bl(t) —2k1 + Cl(t) —2/92 + Dy (t) to <t <T

N

and
Ay ()Z-‘r () —2k1 + Cz(t) —2k2 + Dz(t) 0<t <t
¥y )
G(t,2,51,) = Ay(t)z + B2l g2 4 Colllo2be | Do) -y oy oy, (B.30)
A ()Z+ Bz(t) —2]{}1 + Cz(t) —2]{}2 + D2(t) tQ gth,
where
o 9 20,22
Di(t) = 2 [erT-0 1]+ % [e2r(T=t1) — 2r(T=0)] 4 o2k (2ky + 1 / Bi(s)ds
r r
’ yaan a*i?
+03ka(2ky + 1)/ Ci(s)ds — [2 - o (T—t1) eT(Titz)] + o2 (ty —t1)
" r
2[,2p2 2 2 2
L aan [er(M=t2) _ 1] 4 v la®b® — 2ab” (o — ) + b*(a — B)?] [1—e2r(T-t)]
T 4dr
=~ _ovac(® =) ¢ ey a’n® AP ey
Di(t) = — e 1+ S5 (b= 1) + —— [ 1] (B.31)
’}/2[0{2b2 - 20(()2(0( - ﬁ) + b2(a - 6)2] [1 _ eQT(T—tz)}
4dr
+02k1(2k1 + 1) ft Bi(s)ds + 03k2(2k2 + 1) ft Ci(s
27,2 2 2 2
Dl(t) _ ’7[&04(6‘ _7.277) + an] [eT(Tft) —1]+ 2 [a b” —2ab (044; ﬁ) +b0*(a = B) ]

T T
x[1 — e (T=0] 4 o3k (2Kk; + 1)/ Bi(s)ds + 03ka(2ko + 1)/ C1(s)ds
t t



Zhao H et al. Sci China Math for Review 25

_ 0 2,2
Do(t) = L2 [er=0 1]+ L 1y — 1) +

r

aaom [2 _or(T—t) _ er(T7t2)}
r

T T
F I [or(T=t) 1] 4 o2k (2ky + 1)/t Bo(s)ds + 02k(2k + 1) | Cals)ds

T
- _ 2,2 B
Doty = 2O (rir— _q) 4 C g, gy o 2O )y
. . (B.32)
+02ky (2k + 1)/ Bs(s)ds + 03ka(2ks + 1)/ Cs(s)ds
t t
B T
f)g(t) _ ~ac (0 T277) + an) (er(T—t) — 1) + 07k (2ky + 1)/ Bsy(s)ds
t

T
+U%I€2(2k2 + 1)/ CQ(S)dS
t

and Ay (t), Bi(t), C1(t), A2(t), B2(t) and Ca(t) are given in (B.23). Putting (B.29) and (B.30) into (B.3)
yields (3.3) and (3.4).

Cases II, VIII: In each of the three cases, t; < 0 < t2 < T and therefore,

Similar to the preceding cases, F' and G can be solved explicitly as follows:

r - Atz + Bl(t) —2k1 + Cl(t) —2k2 + V(t), 0<t <ty s
y%,81,82) = 4 Bl(t) o, Cl(t) ok | Buid) .
1(t)z + st msy T+ =, e <t T,

and

( ) Ag(t)z + (t) —2k1 + (t) —2k2 + D%y(t)7 0 g t < t27 ( )
G(t, z,s1,82) = B.34
1 2 A ( )Z + Bz( ) 72]@1 + 2( ) 72k2 + Dz(t)7 t2 < t < T

with Ay (t), By (t), C1(t), As(t), Bo(t), Co(t) and Dy(t), Dy (t), Da(t), Do(t) are given in (B.23), (B.31) and
(B.32). Inserting (B.33) and (B.34) into (B.3), we obtain (3. ) and (3.4).

Cases I, VII, X: In each of the three cases, t; and t5 satisfy ¢; < to < 0 < T, and therefore,
prt)=1, 0<t<T.
Similarly, we can obtain
. Bl(t) —% cl(t) _% Di(t)
F(t,Z,Sl,SQ) - A()Z+ ' ?+ N

] (B.35)
G(t,Z,Sl,SQ) _ AQ(t)Z+ Bg’y(t) —2ky 4 Cz(t) —2]{}2 + D?Y(t)

with Ay (t), By(t), C1(t), As(t), Ba(t), Ca(t), Di(t) and Dy(t) defined in (B.23), (B.31) and (B.32). Using
(B.35) and (B.3), we can derive (3.3) and (3.4).
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