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Abstract This paper investigates a zero-sum stochastic differential game involving a large insurance company and a
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to federal income tax on the interest earned. The large insurance company seeks to maximize the expected exponential
utility of the difference between its surplus and that of the small insurance company to maintain its surplus advantages,
while the small insurance company aims to minimize the same quantity to reduce its disadvantages. We establish the
corresponding Hamilton-Jacobi-Bellman equations and derive optimal reinsurance-investment and investment-only optimal
strategies. Finally, numerical simulations are performed to illustrate our findings.
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1. Introduction

In recent years, reinsurance and investment problems have gained traction in the mainstream of insurance and
actuarial science research. This comes from the necessity for insurers to manage potential significant losses in the
insurance market by purchasing reinsurance contracts. Simultaneously, they may choose to invest in the financial
market to generate profits, thereby reducing the costs associated with their insurance operations.

In [7], the author modelled the surplus process using a Brownian motion with drift and the risky asset using
a geometric Brownian motion, deriving an optimal strategy that maximizes the expected utility of terminal
wealth. The study in [2] explored the maximization of the expected exponential utility of terminal wealth and
the minimization of the probability of ruin under a no-shorting constraint. The authors derived explicit expressions
for the optimal value functions and the corresponding optimal strategies. In [ 18], the authors investigated an optimal
reinsurance and investment problem for an insurer whose surplus process is approximated by a drifted Brownian
motion and obtained closed-form expressions for the optimal reinsurance and investment strategies.

In the standard framework to maximize the logarithmic utility of terminal wealth, [31] determined the optimal
investment and risk control strategy for an insurer with insider information using the integral forward approach.
Several authors have investigated the optimal reinsurance and investment problem in the sense of minimizing the
probability of ruin, as explored in [1, 9, 20], and [34]. Others have considered the case of maximizing the utility
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of terminal wealth, as discussed in [37] and [40]. Recent research addressing optimal reinsurance and investment
management for insurance companies can be found in [22, 27, 32, 38], and [39].

The studies cited above predominantly address single-agent optimization problems. However, in insurance
markets, insurance companies often benchmark their performance against competitors, which significantly
influences decision-making processes. Stochastic differential games, whether zero-sum or non-zero-sum, provide
a framework to describe competition among two or more insurance companies. The author in [5] studied a non-
zero sum game problem between two insurers, where the problem is transformed into finding a regular solution
to a quasi-variational inequality. In [4], the author utilized the regularity theory of non-linear partial differential
equations to solve a stochastic differential game involving N players. In continuous time, the authors in [19]
investigated a non-zero sum Dynkin game with multiple players. In [35], the authors studied the optimal reinsurance
investment game, incorporating variance premium principles. Furthermore, [13] studied a nonzero-sum stochastic
differential game between two competing insurers, where the premium is calculated using the principle of variance
premium. The investment in risky asset is modelled by a constant elasticity of variance (CEV) model. The authors
in [29] studied a zero-sum stochastic differential game in which two insurance companies pay out dividends under
non-proportional reinsurance. In [26], the authors examined a zero-sum stochastic differential game between a
large and a small insurance company, where the large company can invest in both risk-free and risky assets. The
risky assets are modeled by the geometric Brownian motion. An extension of this work is presented in [28], where
the risky asset is modeled using the constant elasticity of variance (CEV).

Pandemics like COVID-19 and other economically damaging natural disasters, including hurricanes,
earthquakes, and wildfires, profoundly impact insurance companies. For example, the authors of [6] provided a
comprehensive empirical analysis of how catastrophic risks affect the homeowner insurance market. The work
demonstrated how insurers adapt to such risks by increasing insurance rates, resulting in lower loss ratios during
catastrophic incidents. Similarly, in [3], the authors investigated the impact of unexpected catastrophic events,
including floods, hurricanes, storms, tornadoes, and wildfires, on the profitability of property casualty insurance
companies in the United States. In particular, the article suggested significant policy implications for improving
the ability of the insurance industry to stabilize its financial and technical performance. Furthermore, the authors in
[33] analyzed the insurability of pandemic risk and how future pandemic coverage could be affected by COVID-19,
using underwriting policies and scenario analysis.

Life insurance companies have been subject to tax regulations since 1921, as noted by [21], and this includes
tax exemption and tax preferred. In addition, the author in [36] revealed that insurance companies were subject
to the same taxes as other corporations. Several authors have examined the taxes of life insurance companies up
until 1971, but none of them has considered the question of the incidence of this tax. Using firm data from the
New York insurance report for the years 1952 through 1965, the author in [23] fitted a linear multiple regression
model. The results showed that insurance companies, like other corporations, are subject to federal income taxation.
However, specific guidelines apply to insurance companies based on the type of insurance they offer. For example,
as noted by [14], taxable income is based on statutory income with similar adjustments. The tax computation begins
with statutory pre-tax income from the underwriting and investment exhibit. During the COVID-19 pandemic,
several countries have implemented tax relief measures for industries severely affected. However, initiatives to
encourage investment and consumption have been more prevalent in non-Organization for Economic Co-operation
and Development (OECD) and non-G20 nations. For example, Kenya reduced its corporate income tax rate from
30% to 25%, while Tanzania’s tax relief measures were limited [15].

Although most of the research has been done in non-zero sum games, the zero-sum game plays a crucial role
in informing market participants about the extent to which one insurance company may have superior information
about market conditions compared to another. Moreover, the opposing objectives of the two insurance companies
result in control weights that often have opposite signs, rendering them indefinite. In this paper, we study a zero-sum
stochastic differential reinsurance and investment game between two insurance companies under the Geometric
Mean Reversion (GMR) model. Each insurance company premium process in our study is determined according
to the expected value principle. The GMR model is a stochastic process that is well suited for commodity prices,
particularly in the long run. In the GMR model, prices tend to revert to their long-term mean or the average marginal
cost of the product, which accounts for the returns on venture capital [11, 12]. In our paper, we assume that the
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surplus processes of insurance companies are approximated by a Brownian motion with drift, and both companies
are allowed to purchase proportional reinsurance. In addition, we assume that a large insurance company has a
greater initial wealth compared to a smaller insurance company, allowing investment in both risky and risk-free
assets. The risk-free asset is described deterministically, while the risky asset is modeled using the Geometric Mean
Reversion (GMR) model, which incorporates dividend payments and federal income tax considerations.

As a startup, a small insurance company is in its early stages and typically faces significant risk and uncertainty.
While striving to establish itself in the market, the small insurance company prioritizes steady income over
aggressive investment during its expansion phase. However, it can still mitigate risk by purchasing proportional
reinsurance and must also account for federal income tax on earned interest. We assume that the wealth of the small
insurance company increases with the interest rate. Our objective is to examine a zero-sum stochastic differential
game in which, on one hand, a large insurance company seeks to maintain its surplus advantage by maximizing the
expected exponential utility of the difference between its surplus and that of the small insurance company at the
terminal time. On the other hand, the small insurance company aims to minimize the expected exponential utility of
this difference, thereby reducing its financial disadvantage. We consider two problems: one involving a reinsurance-
investment problem between large and small insurance companies, and the other focusing on investment decisions
for the large insurance company alone.

The paper is organized as follows. Section 2 presents the model formulation for the reinsurance-investment
problem between a large and a small insurance company. The problem formulation and the verification theorem
are provided in Section 3. Section 4 presents the solution to the reinsurance-investment problem, while Section 5
addresses the solution to the investment-only problem for the large insurance company. The numerical analysis of
the reinsurance-investment problem is discussed in Section 6. Section 7 concludes the paper.

2. Model formulation

Let (Q, F,F = {F; }1c[0,r],P) be a filtered probability space satisfying the usual conditions. F = {F; };c[o,7 is a
filtration with 7 = Fp, where T is a fixed time horizon. In what follows, it is assumed that all stochastic processes
are adapted to {F;}.c[0,r) unless otherwise specified. We assume that By (t) and Bs(t) (to be introduced later)
are correlated with the correlation coefficient p15. We assume that Bs(t) (to be introduced later) is independent of
B1 (t) and BQ (t)

2.1. Surplus process

Following the framework in [2] and [9], we model the claim process of a large insurance company and a small
insurance company, denoted by F;, j € {1, 2}, according to a Brownian motion with a drift as follows:

dEj (t) = ajdt — bdej (t), (1)

where a; and b; are positive constants. B;(t) are standard Brownian motions, and Cov[By, Bs] = pi2t. According
to Equation (1), the same market conditions have an impact on the claims made by both insurance companies.
Suppose that the premium of the insurance companies j € {1, 2} is calculated according to the expected value
principle; i.e k; = a;(1 + v;), where v; > 0 is the relative safety loading coefficient of the insurance company
j € {1,2}. Therefore, the surplus process of insurance companies j € {1,2} without reinsurance and investment,
according to Equation (1), becomes

dY;(t) = Iﬁ?jdt — dE](t) = ajyjdt + bdej(f), ] = 17 2. (2)

To mitigate insurance risk, large and small insurance companies can purchase proportionate reinsurance from
reinsurance providers. Let ¢;(¢) for j € {1, 2} represent the value of the risk exposures of the large insurance
company and the small insurance company, respectively, satisfying 0 < ¢;(¢) and 0 < ¢o(¢) < 1 since they are
allowed to purchase proportional reinsurance. When ¢y (¢) € [0, 1], it means that the reinsurance company will
compensate the insurer for 100(1 — ¢; (¢))% of the claims at time ¢, resulting in a net liability of 100q; ()% of
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the original claims for the insurance company. When ¢ (¢) € [0, o], the insurer can act as a reinsurer for other
insurance companies, which we interpret as the acquisition of new business.

In the proportional reinsurance contract ¢;(t), the reinsurance premium is calculated according to the expected
value principle, i.e.(1 + 9;)a; (1 — g;(t)) where ¥; > v; is the relative safety load coefficient of the reinsurer. With
reinsurance, the surplus process of the insurer j becomes

de(t) = (ajl/j + Clj19j — ajﬂjqj(t))dt =+ qj(t)b]dB](t), j = 1, 2 (3)

2.2. The financial market

The financial market consists of a bank account and a stock. The large insurance company has sufficient assets to
invest in both a risk-free asset and a risky asset, while the small insurance company invests only in the risk-free
asset. The dynamics of the bank account Sy = (So(t), 0 <t < T) at time ¢ is described by the equation

dSo(t) = roSo(t)dt, @)
So(0) =1.
The dynamics of the stock price S = (S(t), 0 <t < T) attime ¢ is described by the GMR model
{dS(t) = ¢(a—InS,)S(t) dt + oS(t) dBs(t), )
So = S0,

where the parameters ¢, «, o are positive constants. The coefficient « represents the long-term mean equilibrium,
¢ the speed of convergence to this equilibrium, o the volatility of the stock, and Bs(t) a standard Brownian motion
independent of By (t) and B ().

Suppose that the risky asset of the large insurance company pays dividends at a continuous rate, which is
proportional to the value of the stock at a constant rate §, known as the dividend yield. The appropriate expression
for the dividend payment is §.5. When this dividend is paid over a short period of time, it becomes 45 dt. If the
insurance company pays income tax on the dividend, the dynamics for the risky asset becomes:

{dS(t) = ¢(a+ (1 —A1)d —InS)St)dt + oS(t) dBs(t), ©
So = S0,

where )\; is the coefficient of income tax rate of the large company.

2.3. Wealth process

Let 7(t) denote the amount that the large insurance company invests in the risky asset at time ¢. Then, the remaining
wealth Y7 (¢) — m(t) is invested in the risk-free asset. Let {Y;*! (¢) }+>0 be the surplus process of the large insurance
company after purchasing reinsurance protection ¢ (¢) and making investment m(¢), where wy(t) = (7w (t), ¢1(t)).
Then, the wealth process Y;"!(¢) of the large insurance company with strategy () is given by the following
dynamics:

AV (t) = n(t) - B+ (057 (1) - 7 (0) - S5+ dR (1)

= oY (t) + m(t) [gf)(a +(1=X)d—1nS;) — ro}Jr
(7
(a11/1 + a1 —arhqr (t)) dt + W(t)dtng(t) + q1b1d By (t),

Ylu1 (0) =Y,

where \; is the income tax rate coefficient of a large company.
Since the small insurance company purchases reinsurance and only invests in the risk-free asset, its wealth process
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Y5"2(t) where ug = {qa2(t),¢ € [0,T]} is governed by the following dynamics:

dYze(t) = Y32 ()55 — (1 - do)dt + dRy (1)
= |:Y2u2 (t)’/‘o — (1 — )\2) + (CLQVQ + ag¥9 — agﬁQQQ(t)) dt + QQ(t)deBQ(t), ®)
YVQUQ (O) = Y2,

where )\ is the income tax rate coefficient of the small insurance company.

The large insurance company seeks to maintain its market dominance in terms of its wealth process, while the
small insurance company aims to catch up with the large company’s wealth. Without loss of generality, we assume
Y1 > Y.

Let Y"1 u2(t) := V"' (¢t) — Y;5'2(¢) denote the difference between the surplus processes of the large and small
insurance companies. The dynamics of Y“1:"2(t) are given by

dywz() = [Toyumw (t) + ﬂ—(t)gﬁ[a +(1-=X)d—1In St] —

(1—X2)+ <(G1V1 + a1 — a1 @1 (b)) — (agve + axds ©)
7(12192(]2 (t))):| dt —+ ’/T(t)O'tng (t) + qlbldBl (t) — QQdeBQ (t),

Yyur2(0) =y —y2 =y >0.

Denote Y;""**(t) = y; for any fixed ¢ € [0, T]. Then, we define the admissible strategy as follows.

Definition 2.1
The strategies uq = {(7(¢), q1(¢),t € [0, T} and ug = {q2(¢), ¢ € [0,T]} are said to be admissible if

(i) {u1(t)}repo,r) and {ua(t) }repo,r) are {]:t}te[o T]—progressively measurable processes.
(ii)
T
{ulzlE{/ (wf—i—q%(t))dt} < o0, 0<Q1(t)}.
0

{UQ (0 < go(t) < 1}.

(iii) Vo € [1,400) and V(t,y) € [0,T] x R, Equation (9) has a unique solution Y™“1-*2(t) that satisfies
Ety | subsepe,r |Y“17“2(s)|g} < +o0, where E, ,[-] is the conditional expectation given Y"“1:"2(t) = y.

Let IT € {II;, 11, } denote the admissible set of controls u € {uy,us }, and let Us denote the set of all admissible
strategies.

3. Problem formulation and verification theorem

We consider a utility function U : R — R where U is assumed to be increasing, strictly concave, and satisfies the
Inada conditions, that is,
0, U(—00) = +o0, 0, U(+00) = 0.
For a strategy u € {u, us}, we define the value function as follows:
G2 (t, s,y) = E[UY " "2(T))|[Y "2 (t) =y, S(t) = s]. (10)

The large insurance company seeks to maximize the expected utility of the difference in surplus at the terminal
time by adopting a pair of reinsurance and investment strategies to maintain its surplus advantages, while the small
insurance company aims to minimize the same quantity to reduce its disadvantages. Suppose that one company’s
decision is assumed to be completely observed by its opponent.
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1. Large insurance company: The objective of the large insurance company is to select the optimal reinsurance
investment strategies that maximize the expected payoff G"*:"2(t, s, y):

G(t,s,y) = sup inf G"V“2(t,s,y),
u €Iy u2€lls

where G(t, s,y) is the lowest value of the game.
2. Small insurance company: The objective of the small insurance company is select an optimal reinsurance
strategy which minimizes the expected payoff G*1-“2(¢, s, y):

G(t,s,y) = inf sup G"*"2(t,s,y),
u2€ll2 o, €11,

where G(t, s, y) is the upper value of the game.

A pair of strategy (uf, u3) is said to achieve a Nash equilibrium or equivalently a saddle point for the game if the
following inequalities are satisfied for V(uy,uz2) € {II;, 15}

G (t,5,y) < GUIE (L s,y) < G (1 s,) (v

If the game has a saddle point (u}, u3) then it is easy to check that

G (t,5,y) = G (t,5,y) (12)

The value function of the game is as follows:

Gt s,y) = GUU (t,s,y) = G (t,5,9) = G (¢, 5,) (13)

We say that the differential game between the large insurance company and the small insurance company has a
value if and only if

G(t,s,y) = G(t,s,y) = G(t,s,y). (14)
Let O = [0,T] x R x R. For any ®(t, s,y) € C1%2(0O), we define the following differential operator:

_Au1,u2<1)(t7 57y) =®, + |:7~0y + 7r(t) (¢[a + (1 - )\1)(5 —1In S} - 7"0)

—(1=X)+ ((G1V1 + a1 — a191q1(t)) — (a2v2 + a2ds
(15)
— 0,2192q2(t))>:| (I)y + |:¢)(Ol + (1 — )\1)5 —1In S)S:| (I)s —+ %[0232] (I)ss

1
+ 5 |:7T2(t)a'2 + q%b% + q%bg — 2q1b1q2b2p12:| (I)yy =+ [W(t)gzs] <I>sy.

where &, ®,, ®,, ®,,, ®,, and @, denote, respectively, the first-order partial derivative with respect to ¢, the
first-order and the second-order partial derivatives with respect to s and y.

For any given strategy us by the small insurance company, let G2 (¢, s, y) be the optimal expected utility function
of a large insurance company, that is,

G™(t,s,y) = sup GV (t,s,y). (16)

w1 €11y

Then G“2(t, s, y) satisfies the following Hamilton-Jacobi-Bellman (HJB) equation:

sup A“VU2GY2(t, s,y) = 0.
u1 €11 (17)
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Similarly, for any given strategy u; by the large insurance company, let [€hn (t, s,y) be the optimal expected utility
function of a small company, that is,

G (ts,y) = inf GMR(Ls,y). (18)

Then G (t, s,y) satisfies the following Hamilton-Jacobi-Bellman (HIB) equation:

inf A“2G (t,s,y) = 0. (19)

ug €M

Definition 3.1
A pair of optimal investment strategies (u],u}) achieve a Nash equilibrium for the game if the following
inequalities are satisfied:

For all (uq,u2) € II

GU (t,5,) < GUIU (1 5,) < GV (15, y) 20)

Following (17) and (19), G¥*“2(¢, s, y) satisfy the following HIB equations

sup AW UGU(t s, y) =0, 0<t<T, 1)
uy €114

inf AYUGUY (s ) =0 0<t<T, (22)
ug €Il

with the boundary condition G**"2 (T s,y) = Ul(y).
The following verification theorem is essential in solving the associated stochastic control problem.

Theorem 3.1
(Verification Theorem) If there exist a continuous function J“1:%2(¢, 5, y) € C*2(0) and a pair of strategy (u}, u})
satisfying

ui =arg sup AU JU2(E s y). (23)
w1 €11y
x _ inf ui,ug uisug(p .
Uy = arg u211€1H2.A (t,s,y) 24)

such that for V(t, s,y) € O, J“1:¥2 | (u},u}) satisfy equations (21) and (22) with the following property

t
[ w5, < . es)
0

then (uf,u’) is a Nash equilibrium strategy and the value function of the game is .J"i-“2, which means
G2 (t, s, y) = JU"2(¢, s, y).

Proof
The proof follows the same argument as in [26]. U

4. Optimal reinsurance and investment

Suppose the insurance companies have an exponential utility function
U(’Y) = 776777 Y > Oa (26)
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where 7 is a constant absolute risk aversion parameter. The exponential utility function plays a key role in insurance
mathematics, since it is the only utility function under which the principle of “zero utility” a fair premium that is
independent of the level of reserve of an insurance company [17].

The optimal reinsurance and investment strategies of the large insurance company and the reinsurance strategy
of the small insurance company in the zero-sum stochastic differential game under the geometric mean reversion
(GMR) model with the expected exponential utility are given by the following theorem, where the large insurance
company seeks to maximize the expected exponential utility of the difference between the two insurance
companies, while the small insurance company aims to minimize the same quantity.

Theorem 4.1

In the context of the GMR model, the equilibrium strategies and the associated value functions for the problem
of maximizing the expected exponential utility for the large insurance company while minimizing it for the small
insurance company are presented as follows:

; Y2a2b; —V1a1b2p12 _ _ _Yia ; ; ;
() If brb3(0—pra) > —3 and p12 <0, ’Ybl;72;12 < 1, then the optimal reinsurance strategies of the large

insurance company and the small insurance company is as follows:

(g1 (1), (1)) = (0,1), 27
) — [ro —¢p(a+ (1 —A)f —Ins] . ) e—ro(T—1)
- ( n e, 28)

and the value function is given by Equation (67).
(ii.) If W > —7 and pip >0, then the optimal reinsurance strategies of the large insurance
2
company and the small insurance company is as follows:

Y1a b
R ] ©9)
1

while the optimal investment strategy of the large insurance company is the same as that of Equation (28)
and the corresponding value function is given in equation (78).

Yoa2b1—Y1a1b2pi2 e roT ___Yia . . .

(1ii.) If brb3 (1~ pra) > —7,p12 <0ande™* < Torbapia W have optimal reinsurance strategies of the large
insurance company and the small insurance company given as Equation (29) while the optimal investment
strategy of the large insurance company is the same as that of Equation (28) and the corresponding value

function is given in equation (78).

. Y2a2b1 —V1a1b2piz ~ _ _ Yia; roT > _ di1a1 .
@iv.) If 5162 (1—p12) >—3, p12 <0, Thrbapia >1 and e > Toibarrs |» Ve have optimal

reinsurance strategies of the large insurance company and the small insuance company as follows:

(0,1) if 0<t<ty,

30
<1971bf;1 ero(T—t) 4 bapiz 1> ift, <t<T. (30)
1

(q1(t),q5(t)) =

Y2a2b1—91a1b2pi12 e roT _ _ 2(92a2b1—V1a1bapia) . g .
v. If B1b2(1=pia) < —3 and e"* < 003 (0—pia) then the optimal equilibrium reinsurance

strategies of the large insurance company and the small insurance company are given as follows:

Yia;

7 emrolT=t), o) if 0<t<T. @31
701

(@ (0, 65(8) = (

while the optimal investment strategy of the large insirance company is the same as that of Equation (28) and
the corresponding value function is given in Equation (93).
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: Voa2b1 —01a1b2pi2 . roT > _ 2(92a2b1—Y1a1b2p12) > . T
vi. If (o) < T2 €0 2 Sbib2(=pia) and p;2 > 0, then the optimal equilibrium

reinsurance strategies of the large insurance company and the small insurance company are given as follows:

gy o=ro(T=t) 4 bapra 1> 0<t<ty
,\{ 1 b — — b
(ai(t), q5(t) = ' (32)

%ero@ﬂ,o) if t,<t<T.

while the optimal investment strategy of the large insurance company is the same as that in Equation (28)
and the corresponding value function is given in Equation (98).

- Yaa2b1 —Y1a1b2p12 _2 eroT > _ 2(92a2b1—Y1a1b2p12) B Y10 < .
vii. If b (pra) <—3,€ > 0103 (1—p12) , p12 < 0, and Torbars | S 1, then the optimal

equilibrium reinsurance strategies of the large insurance company and the small insurance company are
given as follows:

(0,1) 0<t<ts,

(g1(t),45(1)) = (M —ro

33
4l e (T—t),0> if t,<t<T. (33)
Y01

while the optimal investment strategy of the large company is the same as that in Equation (28) and the
corresponding value function is given in Equation (102).

Y2a2b1 —91a1bapis _ roT ~ _ 2(92a201 —D1a1b2p12) _ Y1ay roT
viii. If bLb3(0—pra) < -z, €9 > o162 (1—p12)  ° p12 < 0, Torbapia >1, and e <

_ 191(11
Yb1b2ap12

the small insurance company are the same as that of (30), while the optimal investment strategy of the large
insurance company is the same as that in Equation (28) and the corresponding value function is given in

, then the optimal equilibrium reinsurance strategies of the large insurance company and

Equation (102).
i Vaazb1 —01a1bp12 _ roT > _ 2(¥2a2b1—Y1a1b2p12) o d1aq roT
xi. If b1b63(1—p12) <—3 € = ~b162(1—p12) , p12 <0, b1bapis >1, and e >

— <m>, then the optimal equilibrium reinsurance strategies of the large company and the small

insurance company is given as follows:

(0,1) if 0<t<ts,

(g1 (), a5(t)) = b (34)

Wign) e=ro(T—1) 4 bapz 1) if ty <t <ts,

%e—’"ﬂ”—t), 0) if t,<t<T.
while the optimal investment strategy of the large insurance company is the same as that in Equation (28)
and the corresponding value function is given in Equation (106).

Remark 4.1
In practice, when the optimal reinsurance strategy of the company satisfies the condition

Uaaaby —ﬁlalbzf)lz > Y

b1b3(1 — piy) -2

the insurer retains a reasonable portion of the risk without excessive reliance on reinsurance. This threshold
aligns risk retention with tolerance, supports financial stability, and shapes investment choices. A moderately risk-
averse insurer retains more risk and invests in higher-yield assets, while highly risk-averse insurers cede more
risk and prefer safer investments. The condition ensures an effective balance between risk transfer, retention, and
profitability in dynamic reinsurance and investment markets.
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Proof
The proof to Theorem 4.1 is given in the Appendix section. O

5. Optimal investment without reinsurance

In this section, only the investment problem is considered. In the investment-only case, the large insurance company
is allowed to invest its surplus in both a risk-free asset and a risky asset. The risky asset follows a Geometric Mean
Reversion (GMR) model that accounts for dividend payments and federal income tax. However, the company is
not allowed to purchase reinsurance. The wealth process of the large insurance company Y™ ()(¢) is given by

- dSp(t)
t So(t) (35)
=Y ™ W (t) + 7y (t) [d(a+ (1 — M)J —InSy) —ro| + m1(t)oedBs(t).

Ay () = m (1) - - + (VO @) — (1))

Definition 5.1
A strategy @y (t) = {m1(t),t € [0,T]} is said to be admissible if

() {u1(t)}rejo,r) is { F: }-progressively measurable process.

(i)
E[/OT(m(t))Zdt] < 00,

(iii) Vo € [1,+00) and V(t,y) € [0,T] x R, Equation (35) has a unique solution Y% (t) which satisfies
Et g | supsep ) [Y™ (5)]2| < 400, where E, 5[] is the conditional expectation given Y™ (t) = g.
We denote the set of all admissible strategies by I1;. Suppose that a large company is interested in maximizing

the expected utility of its wealth at the end of the term 7. For a strategy 71 (t), we define the value function as
follows:

GO (t,5,9) = By o g UV )V, = 5, 5(t) = o] (36)
The objective is to find the optimal value function
G(t,s,5) = sup G™O(t,s,7), (37)
w1 €1l

and the optimal investment strategy 7 (¢) such that we have
G (t,5,9) = G(t, 5.9)- (38)

The stochastic optimal control problem (37) is solved by maximizing the performance function (36) subject to the
wealth equation (35).

As in the previous sections, we let O = [0,7] x R x R. We denote C1:2:2(0) as the space of functions F such
that / and its partial derivatives [, F s F g, F gy, I ss and F 45 are continuous on O. We define a differential
operator for any F (t, s,j) € C+*2(0):

+ [¢<a +(1=X)6—In 8)3} Fs+ %[0282]&5 + W%W] Fgg &

+ [m(t)o?s] F sy
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From which we obtain an optimal investment strategy as follows:

(gf)(OZJr(l*)\l)(S*h’lS)*To) Fy —stg

. 40)
oy Fog Iy

mi(t) = —

We observe that 7 (t) depends on the unknown value function f and its partial derivatives.
Therefore, substituting (43) into (40), we get the following optimal investment strategy for the large insurance
company:

() = ((¢[a +(1 - >\1)<25 —1Ins] — 7o) B Sns>6_r0(T—t)_ (41)
~o

6. Numerical analysis on the reinsurance-investment problem

In this section, we present numerical analyses to illustrate our results. Since the equilibrium reinsurance strategy
of the small insurance company is 1 or 0, we focus on analysing the equilibrium reinsurance-investment strategy of
the large insurance company. Unless otherwise stated, the following baseline parameters are used throughout the
numerical analysis: 7o = 0.02, T =10,t =5, =0.1,0 =2, v = 0.5, ¢ = 0.43, a = 7.55, \; = 0.30, a; = 0.1,
a2 =0.2,0 =12, p1og ==+0.5,b1 =1, s, =0.10, ng = 2 and by = 1.

6.1. Numerical analysis of the optimal investment strategy

25

20 —e—1,=0.2

()

0 5 10 15 20 0 5 10 15 20
t t

(a) The effect of tax rate coefficient A1 of income (b) The effect of interest rate ro on the optimal
tax on the optimal investment strategy 7*(¢t) of a investment strategy 7*(¢) of large insurance
large company. company

Figure 1. Optimal investment strategy 7 (¢) of the large insurance company against (a) tax rate coefficient A1 and (b) interest
rate rg.

Figure 1(a) illustrates the sensitivity of the optimal investment strategy 7*(¢) to the income tax rate coefficient
A1. As )\ increases, the optimal investment 7*(¢) decreases. This occurs because higher taxes reduce after-tax
returns, making some investment opportunities less attractive. Consequently, investors tend to reduce allocations to
risky or high-yield assets and favor safer or tax-advantaged options to maintain their desired level of risk-adjusted
utility. In effect, higher taxation encourages a more cautious investment approach, diminishing expected wealth in
accordance with the investor’s risk aversion.

In Figure 1(b), we observe that the optimal investment strategy 7 (¢) monotonically increases as the risk-free
interest rate r( increases. This conclusion seems counterintuitive. As rg increases, the return from the risk-free
asset becomes more attractive, which would typically lead the insurer to allocate more wealth to the risk-free asset
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0.8 5
———————— 0=0.8
45 | —— =1 ]
0.7 =12 T
ar|l——o=14|

0.6

(1)
(1)

0.5

0.47

0 5 10 15 20 0 5 10 15 20
t t

(a) The effect of « on the optimal investment (b) The effect of o on the optimal investment
strategy 7 (¢) of a large company. strategy 7 (¢) of a large company.

Figure 2. Optimal investment strategy 7" (¢) of a large company against (a) v and (b) o.

and reduce investment in the risky asset. Therefore, we would expect 7 (t) to decrease with increasing r¢, not to
increase.

Figure 2 (a) shows the relationship between the optimal investment strategy 7*(¢) and the risk aversion coefficient
~. The higher the risk aversion coefficient «y, the more risk averse the insurer. As the risk aversion coefficient ~y
increases, the insurer will reduce her investments in risky assets to control risk, hence the less 7*(¢).

Figure 2 (b) shows the effects of volatility o on the optimal investment strategy 7 (¢). The optimal investment
strategy () decreases with increasing volatility. The higher the volatility, the riskier the risky asset and the less
the insurance company will wish to invest in the risky asset.

6.2. Numerical analysis of the optimal reinsurance strategy

The relationship between the risk aversion coefficient y and the optimal reinsurance strategy (¢; (¢)) is shown in
Figure 3, In both scenarios (a) and (b), the optimal reinsurance strategy ¢; (¢) increases with a lower risk aversion
coefficient . This result suggests that the insurer will purchase less reinsurance, which is sometimes one of the
largest expenses for insurers, as he becomes less risk-averse. It is preferable for insurers in a market to rely less on
reinsurance, since this could result in an insurer’s disproportionately large risk and eventual chance of insolvency.

. L L L L 04
0 2 4 6 8 10 12 14 16 18 20 0 2 4 6 8 10 12 14 16 18 20
t t

(a) The effect of v on the optimal reinsurance (b) The effect of v on the optimal reinsurance
strategy g7 (t) with positive coefficient strategy g7 (t) with negative coefficient.

Figure 3. Optimal reinsurance strategy ¢ (t) against .
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Figure 4 shows the relationship between the optimal reinsurance strategy ¢;(¢) and b;. In scenario (a) when
p12 > 0 the optimal reinsurance strategy ¢ (¢) increases as by decreases. The insurance company will take on more
risk independently and buy less reinsurance when b; declines. In scenario (b) when p;2 < 0 the optimal reinsurance
strategy ¢; (t) decreases from negative values as b; increases. The insurance company will buy more reinsurance
while taking on less risk on its own when b; increases.

011 i

b=25
b=3
-0.12 H—o—b,=35

q,(0

0 2 4 6 8 10 12 14 16 18 20 0 2 4 6 8 10 12 14 16 18 20
t t

(a) The effect of b; on the optimal reinsurance (b) The effect of b1 on the optimal reinsurance
strategy ¢ (t) with positive coefficient strategy g7 (t) with negative coefficient.

Figure 4. Optimal reinsurance strategy ¢ (t) against by .

Figures 5 (a) and (b) indicate that b, has a positive influence on the reinsurance strategy of the large insurance
company ¢y (t) if p12 > 0 and a negative effect if p;o < 0.This can be understood by the fact that the claims
processes of the large insurance company and the small insurance company have more serious fluctuations, which
cause b to increase when p15 > 0. As aresult, the large insurance company will take on greater risk, whereas when
p12 < 0, the claim process of the large insurance company fluctuates less and the volatility of the small insurance
company increases. So, there will be a lesser risk for the large insurance company.

0 2 4 6 8 10 12 14 16 18 20 0 2 4 6 8 10 12 14 16 18 20

(a) The effect of b on the optimal reinsurance (b) The effect of b2 on the optimal reinsurance
strategy g7 (t) with positive coefficient strategy g7 (t) with negative coefficient.

Figure 5. Optimal reinsurance strategy g7 (¢) against bs.

Figure 6 shows that the optimal reinsurance strategy ¢; (¢) increases with an increase in p12. If p12 increases, the
amount of money invested in risky assets will decrease, while the cost of paying reinsurance will increase, and the
insurance company’s retention level will decrease. Therefore, the optimal reinsurance strategy ¢ (¢) increases with
increasing pio.

Figure 7 shows the effects of 1J; on the large insurance company reinsurance strategy ¢j(t) with positive
and negative correlation coefficients. We see in both (a) and (b) that 1J; is increasing, which produces a greater
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Figure 6. The effect of p12 on the optimal reinsurance strategy ¢ (t) with positive coefficient.

a, (0

0 5 10 15 20 0 5 10 15 20

(a) The effect of 6 on the optimal reinsurance (b) The effect of ¥}; on the optimal reinsurance
strategy ¢7 (t) with positive coefficient strategy g7 (t) with negative coefficient.

Figure 7. Optimal reinsurance strategy ¢ (t) against ¥;.

reinsurance strategy. This is because the cost of reinsurance will increase as 1J; increases and the large insurance
company would rather assume more risk on its own and buy less reinsurance to maintain steady revenue.

7. Conclusion

In this article, we investigate the reinsurance and investment problem for both large and small insurance companies,
as well as the investment-only problem for the large insurance company. The large insurance company is assumed
to have sufficient assets to invest in both a risk-free asset and a risky asset, with the price process of the risky asset
following the Geometric Mean Reversion (GMR) model. In addition, the large insurance company is assumed to
pay dividends and federal income tax. The small insurance company is assumed to invest only in the risk-free
asset and is subject to federal income tax on the interest earned. Both companies purchase reinsurance, with the
reinsurance premium determined by the expected value principle. We first formulate a general zero-sum game,
where the large insurance company seeks to maximize the expected exponential utility of terminal wealth to
maintain its surplus advantage, while the small insurance company seeks to minimize the same quantity to reduce
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its disadvantage. We provide the corresponding verification theorem. Then, we solved two cases: the investment-
reinsurance case and the investment-only case, deriving closed-form expressions for the optimal strategies and
their corresponding value functions. Finally, a numerical analysis was performed to illustrate the impact of model
parameters on both the reinsurance-investment and investment-only optimal strategies. The key findings indicate
that the tax rate coefficient A\; for the large company influences its optimal investment strategy in both scenarios,
whether reinsurance is available or not. Furthermore, it was observed that the optimal investment strategy remains
unchanged regardless of the presence or absence of reinsurance. Furthermore, the tax rate coefficient Ay for the
small company does not impact the optimal investment strategy of the large insurance company.

Future research could extend this study by examining a scenario in which both companies have the opportunity
to invest in risky assets, allowing an analysis of the impact of the income tax coefficient on the small company.

Allowing a small insurer to invest in risky assets, rather than restricting it to risk-free investments, alters its
strategic choices and the resulting game-theoretic outcomes. With access to risky assets, the insurer can pursue
higher potential returns while managing increased risk, which may reduce its reliance on reinsurance and enhance
expected wealth. This expanded strategy space affects the Nash equilibrium, as both small and large insurers
now jointly optimize reinsurance and investment decisions, taking into account factors such as the correlation
between investment returns and insurance risks, their risk aversion, and expected asset returns. Consequently,
equilibrium strategies may adjust, with the small insurer retaining more risk or modifying reinsurance levels
to complement investment performance. The associated value functions become more complex, as wealth now
depends on stochastic investment returns, increasing both potential utility and variability. Overall, permitting
risky investments creates an integrated optimization problem that more accurately reflects real-world insurer
behavior, where investment and reinsurance decisions are interconnected and jointly determine optimal strategies
and expected outcomes.

In this context, the choice of utility function becomes particularly important. Exponential utility functions are
widely applied in reinsurance and investment games because they are mathematically tractable and lead to closed-
form solutions. A defining feature is that they imply constant absolute risk aversion (CARA), meaning that an
individual’s risk aversion does not depend on their wealth level. While this simplifies analysis, it also introduces
limitations. In practice, risk aversion often decreases as wealth increases [10], which is better captured by constant
relative risk aversion (CRRA) utility forms such as power or logarithmic utility. Exploring CRRA utilities in the
context of risky investments would therefore provide a more realistic assessment of optimal strategies for both
insurers.
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Appendices
A. Proof of Theorem 4.1

For the exponential utility function given in (26), we look for a candidate of the HIB (21) and (22) in the form

3

1 o=t
G(t,s,y) = —;e*ﬂe 0T (y—m () +n(t,9)] 42)

with the boundary conditions given by n(T") = 1, m(T") = 0. Taking the partial derivatives of (42), we obtain

Gy=—[- rove”™ T8 (y — m(t)) — mpemo T 4 |G, Gy = —yer Tt a,

, (43)
Gs = —’YTLSG, Gss = (7277129 - 'Vnss)Gv Gsy = 72€7O(T_t)nsGa ny = 72e2r0(T—t)G.
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From (43), we observe that G, < 0, so the infimum in (22) is reached at ¢5(¢) = 0 or ¢;(¢) = 1. Suppose that

@) = <192¢12b1 + 191a1b2p12> &
bib3(1 — piy) Gyy

For a large company, the optimal investment and reinsurance strategies are given as follows:

(44)

(¢(a +(1=X)6—1Ins)— ro) .

Gy sGy
2 b
g Gyy Gyy

T (t) = — (45)

and

. (V1a1) Gy | g5(t)bapia
t = _— —_—
a(t) b2 Gy by

By substituting 7*(¢), ¢7 (¢) and ¢; (¢) into (21) and (22) we obtain the following:

(46)

1¢%(a+ (1 —X)d —Ins)*G?

= +

2 02Gy,y

rolp(a+ (1= M)d —Ins)|GY  s[p(a+ (1= A1)d — Ins)|Gy Gy

0?Glyy Gyy

- 17"3G2y 510Gy Gy
202Gy, Gyy

a191qy (t)Gy — aavaGy — a292Gy + axV2q;5 ()G y+

8202G§y

ny

03 (103G yy — a5 (£)b13 (£)b2p12Gyy = 0.

Gt + T‘QyGy —

— (1 — )\2)Gy + (Lll/le + (Lﬂ?le— (47)

[p(a+ (1 —X1)d —Ins)|sGs + %0252(?55 -

1

1
2

2

By inserting the derivatives in (43) into (47), we obtain

+ i ()*hiGyy +

1 1 1 ¢? 1—X1)6—1Ins)?
ng +rosns + 782027@ + *02827LSS + 7qb (a+( 1) ns)
2 2 2 ~o2

2

N rolpla+ (11— \)d—Ins)] 1 rg + m()reer ™0 _
~yo? 2 yo?

mee T — (1 = Xp)e™ @D 4 qrpemT =8 4 g9, €700

— alﬁqu(t)e”’(T_t) — agee™ Tt — godemo(T—1) 4 agﬁgqg(t)e”’(T_t)—

(48)

1 1 . B
i(ﬁ(t)zl’%@m@*ﬂ - 5‘1;@)25%6”]@%) + g (£)brgs ()bayprze™ T = 0.

We solve (21) and (22) in the following cases.

A.l. Case 1
Uaa2b1 — V1a1bapi2
blb%(l - P%Q)

ro] 2

(49)

If
Yaa2b1 — ?91111b2P12

blb%(l - p%2) N

o[-

then )
q2(t) < 3
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The optimal equilibrium reinsurance strategies of a large company and a small company are given as follows:

4 (t) =1,
and 9 o )
~ 1a1 Gy 2012
@ (t) = =t (50
b% Gyy b
Equation (48) shows that g; (t) € [0, c0) is equivalent to
1 0
t>t1:T—ln<m>. (51)
To Yb1b2p12
A.l1.1. Conditions of Case 1 Condition 1.
If p12 > 0 and e™T < ,Ybf;)g;u or when py2 < 0
and ’Yb?g;-; — =1, then the optimal reinsurance strategies of a large company and a small company are given by
(41 (t),a5(t)) = (0,1). (52)
By substituting equation (27) into (48), we obtain
1 1 1¢? 1—X)d—Ins)?
nt+7“08n3+752027n§+70252n55+7¢ (a+( 1) ns) n
2 2 2 ~yo?
rolp(a+ (1 —A1)d —Ins 172 (T—
olgla+ ( 5 ) ) + *702 + ero™ t){m(t)ro —my— (1= Xo) + a1+ (53)
o 2~0
1
a191 — asly — ag¥y + agly — 2b§7} =0.
Equation (53) can be decomposed into two equations by separating variables:
1
my —m(t)rg + (1 — A2) — a1 — a191 — asve + 51)37 =0. (54)
1 1 1¢? 1—X)d —Ins)?
ny + rosns + =s20’yn? + ~osng + Leflat( 1))~ Ins) +
2 2 2 ~vo? (55)
rolp(a+ (1 —=X)d—Ins)] 1 72
2 + *72 == 0
Yo 2~0
Taking into account the boundary condition m(7T) = 0, the solution to equation (72) is
1
m(t) = —— [ — (1 - )\2) 4+ a1y + a1t + agl/g} [1 — G_TO(T_t)]—l-
To
1 (56)
21 — e—To(T-1)]
20 2l —e ]
For equation (55), we are going to have the following power transformation.
If we let n(t, s) = N(t,w) where w = s~2 then we have the following derivatives.
ne =N ng=—255Ny, Ngs=065 Ny, +4s Nyp. (57)

with the boundary condition N (7', w) = 0. By substituting equation (57) into (55) we have the following equation:

1¢2(a +(1—=A1)d— lns)2+

Ny — (2rg — 302)wNw + 202’yw2N12U + 202w Ny + 5

2 Yo
58
roldp(a+ (1 —A)d —Ins)] 1 rd (>8)
+-—==0.
~o2 2 vo2
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We conjecture a solution to (58) as follows
N(t,w) = J(t) + K(t)w, (59)
where J(T') = K(T') = 0, with the following derivatives
Ny =Ji+ Kyw, Ny =K(t), Nyw=0. (60)

By substituting the equation (60) into (58) we obtain

1 ¢? 1-— —Ins)?
Ji + Kyw — (2rg — 362 wK (t) + 202 yw? K2(t) 4+ = (et 1= M)d=Ins) +

2 ~vo2
61
rolp(a+ (1 —=X)d—Ins)] 1 72 el
+-—2 =0
~yo? 2 yo2
We are going to have the following splitting equations from
2 _ _ 2 _ _ 2
i 1¢°(a+ (1= A)d —Ins) N ro[p(a+ (1 — A1)d — Ins)] N 1 _ 0. ©2)
2 ~vo? ~o? 2 yo?
K; — (2ro —302)K(t) = 0. (63)
202y K?(t) = 0. (64)
We obtain the solutions to (62), (63) and (64) by taking the following boundary conditions:
J(T) = K(T) = 0.
1¢*(a+ (1—=X1)d —Ins)?  ro[p(a+ (1 —A)6 —Ins)] 1 rd
t)=|= —— | (T —1t).
() 2 ~yo2 + ~vo2 + 2 yo? ( ) (65)
K(t)=0. (66)
Taking the boundary condition into account, we obtain
Gt s,y) = _%ew[w”*”<y7m1<t>>+Jl<t>+K<t>s*21_ 67)
where
1 )
my(t) = - [ —(1=X)+ a1y + a1 + agug] [1— e To(T=1)]
1 0 (68)
- 2 —To(T—t)
+ 2TO bQ’Y[l € ]’
|1 a+(1—A)0—1ns)?  ro[pla+ (1 —A)d—Ins)] 1 73
Ji(t) = 3 po g 3702 (T —1¢). (69)
and
K(t)=0. (70)
Condition 2.

If p12 > 0 and vbﬁﬁ > 1 or when p1o < 0 and ™7 < Wb’f;)‘;;m > 1, then the optimal reinsurance strategies of a
large company and a small company are given by

(g1(), 45(1)) = (“’éé‘”e"‘“”‘” + 1)2% 1>. (71)
1
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By substituting equation (71) into (48), we obtain the following :

1 1 1¢? 1—A1)6 —Ins)?
ng 4 rosns + =s2o?yn? + —o?s?ng, + = ¢ (o + ( 1) ns)
2 52 2 ~o?
n ro[o(a+ (1 = A1)0 — Ins)] li B a%ﬁ%+
yo? 2 yo? b?
a191b (72)
eTo(Tt){m(t)To —my — (1 = X)) 4+ ayvy + a19) — agvy — %2/)12_
1
Lathe T 1,
2 + ibQ’V(/’lz -1 =0.
Equation (72) can be decomposed in the following equations
910
my —m(t)ro — (1 = A2) — a1y — ardy + agvp + 61111)72912_'_
1
_ B (73)
Ladodye 200 1,
27w §b27(012 —-1)=0.
and
1 1 1¢? 1—A)6 —1Ins)?
ng 4+ rosns + =520 yn? + ~o%s*ng, + 1¢%(a+( 1) ns) N
2 2 2 yo2 o
rolo(a+ (1 — A7)0 — Ins)] li a29? 0
Yo 2 yo2 oo
Taking the boundary condition m(7") = 0 into account, the solution to equation (73) is as follows;
1 ay b
m(t) = - [(1 —X2) + a1y + a1y — agre + 111)7%)12+
O 1 (75)

Ly 9 —ro(T—t) 1 ajviy 2ro(T—t) ro(T—t)
59 = ]l e 4 A =),
Equation (74) can be solved also by power transformation method and we obtain the following by taking the

following boundary conditions:
J(T)=K(T)=0.

J(t) = {1 ¢*(a+(1— )\21)5 —Ins)® n ro[p(er+ (1 — 2)\1)5 —Ins)]
2 o Yo
2 292 (76)
1
L at] g,
2yo by
K(t)=0. a7
Taking the boundary condition into account, we obtain
G(t,s,y) = ,leﬂ[e”’”‘”(yfm2(t))+Jz(t)+K(t)s‘2]7 (78)
Y
where
1 ) 1
m2(t) =— — (1 — /\2) + a1 + a1 — asvs + nv12pz + *b%’y(pfg - 1)
To b1 2 (79)
1afdiy

[1 _ e—m(T—t)] 2ro(T—t) _ ero(T—t)].

e
2 ’I“ob% [
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and
To(t) = 1(;52((1 +(1—=X)d —1Ins)? n rolgp(a+ (1 — A7)0 — 1ns)]+
2 ~vo2 ~o2
(80)
1 “%f% (T —1).
2 vyo? bs
and
K(t)=0. 81
Condition 3.
If p1o<0and1 < quf;)‘;;m and n{bfé;‘;n < €T then the optimal reinsurance strategies of a large company and a
small company are given as follows:
(0,1) if 0<t<ty,
(1 (), q5(t)) = (82)

(%‘? e~mo(T=1) 4 bapz 1) ifty <t<T

Since G(t,y, s) is continuous at ¢ = t; and taking the Boundary conditions into account, we obtain the following
value condition

LT (yoms ()T (MHK s g <t < 4y
— ’Y ) — — )
Gt 5,y) _%e—w[e”’(T’”(y—mz(t))-s-Jz(t)JrK(t)s*Q], th<t<T, (83)
where
1 —ro(t1—t)
m‘g(t) = — 7 —(1—/\2)+a11/1+a1191+a2V2 [].—6 ]
(i (84)
_|_ Tb%,y[ef’ro(tlft) _ efTo(Tft)].
To
and
Jo(t) = 1¢* (a4 (1 —=X\)d —Ins)? N ro[¢(a+ (1 — A1)d — Ins)]
2 ~vo? ~yo?
85
|2 (85)
+ 5@ (T —t1).

and K (t) = 0, mo(t) and J5(t) are given by equations (79) and (80)

A.2. Case 2
If
Poa2b1 — V1a1b2p12 v
b1b3(1 — p12) 2’
and
ergT < _2(192&2b1 - 191a1b2p12)
Yor1b5(1 — pi2)
then
B(t) < 5
q2 %
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The optimal equilibrium reinsurance strategies of a large company and a small company are given as follows:

)
w050 = (Leren0.0) it os<isr 56)
1

Equation (48) can be simplified as follows:

1 1
ng + roSns + 55202771? + 50252n55+
1¢* (a4 (1 =X)d —Ins)? N ro[p(a+ (1 — A1)d — Ins)]
2 ~vo? ~vo?
1 a?9? &7
57‘02 - ;)% ! + eTO(Tt){m(t)TO — myy — (1 — /\2) + a1+
1 a292~e—270(T—1)
a1191 — gl — a2192 — *% =0.
2 by
Equation (87) can be decomposed in the following equations
1 a292 e—QTO(T—t)
my —m(t)ro + (1 — A2) — arvy — a1y + agre + agdy + 5% =0. (88)
1
and
1 1 1¢? 1—X1)d —Ins)?
ne + rosng + 752027715 + —0%s®ngs + 7¢ (o + ) ns) +
2 2 2 ~vo? 89)
ro[p(a+ (1 — A1) — Ins)] li B a3 0
o2 2 yo2 b
Taking the boundary condition m(7T") = 0 into account, the solution to equation (88) is as follows;
1 —ro(T—t)
m(t) =——| — (1 = A2) + a1v1 + a1 — asve — ag¥a [[1 — e ]
N 90)

2,92
+ %alq’%[ewo(T—ﬂ o eTD(T_t)],
007

Equation (89) can be solved also by power transformation method and we obtain the following by taking the
following boundary conditions: J(T") = K(T) = 0.

J(t) = 14%(a+ (1= A)d —Ins)? L roléla+ (1=X)d—Ins)]
2 ~yo? ~o?
9D
L O
2 yo? b?
Taking the boundary condition into account, we obtain
G(t,s,y) = —1677[6"’”_”(y7m4(t))+J4(t)+K(t)s_2]7 ©93)
8
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where
1
my(t) = — - [ — (1= Xo) +a1vy + a1y — agre —agda | [1 — e—ro(T—t)]
0
1@[6%0@4) _ ero(T—t)]
2 ’f‘ob2 :
1
1 ¢? 1—X1)d —1Ins)? 1—M)5—1
J4(t):l¢ (a+( 21) ns) +r0[¢(a+( 21) ns)]+
2 Yo yo
13 a3
- T—1).
2 702 b% ( )
and
K(t)=0.
A.3. Case 3
If
192@2()1 — 191a1b2p12 _l
b1b3(1 — p12) 2’
and

2(1920,21)1 — ﬁ1a1b2p12)
b1b3(1 — p12)

Then the equilibrium optimal reinsurance strategies of a small company are given as follows:

GT(]T 2 _

. 1, for 0<t<ts.
(1)) =
0 for ¢, <t<T,

where

1 In (2(192&2[)1 — 191a1b2,012))

to =T — —
? To Yb103(1 — p12)

Let t3 = min(tl, tQ).

A.3.1. Conditions of Case 3 Condition 1.

21

94)

95)

(96)

If p1o > 0 when 0 < t < 9, Then the optimal reinsurance strategies of a large company and a small company are
expressed as those in equation (71) and when ty < t < T, ¢ (¢) and ¢;(t) are the same as those in (86)

1

(1911731)6—7'0(T—t) + bzlﬁm , 1> 0<t<ts,

(qi(t),q5(t)) =
19711)!121 e*To(T*t)7 0> if ty<t<T.
1

Similarly, the expression of the value function is given as follows:

L[0T ymms ) FIsMAK T )<t < #,

th <t <T,

G(t,s,y) = {

S
— Le=[e0T D (y—ma(t))+Ja (1) + K (t)s 7]
v )

Stat., Optim. Inf. Comput.
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(98)
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where
1 —ro(T—t)
m5(t):—r— (1—)\2)+G1U1 + a1 [1—6 0 ]—
0
%1b b 1
<a1 102p12 + a2V201 + *bg'y(pfg _ 1)) [1 _ e—To(tz—t)}_i_ (99)
’/‘0b1 2
1 ‘11191V e2ro(T—t) _ g(T+t72t2)]
2 T(]b '
1¢2 1—2X1)6 —1Ins)? 1—X)d—1
J5(t):l¢ (o +( 21) ns) +T0[¢(a+( 21) ns)]+
2 Yo Yo
(100)
15 a%f% (T — ).
2 yo? b?
K (t) = 0 while my4(t) and Jy(t) are given by equations (94) and (95)
Condition 2.
If p12 < Oand — vbf;);’;u < 1,when 0 < t < t,, the optimal reinsurance strategies of the large and small companies

are expressed as those in equation (52) and when t5 < ¢ < T, then the optimal reinsurance strategies are the same
as those in equation (86):

0,1), if 0<t<ts,

CHON (ﬁlalero (T—1) 0> if ty<t<T. (101)
where the value function is given by
_}/e—v[ eI (y—ms () +Je(D+EK B ] <t <ty
Gls:¥) =93 1 o™=y mu () () K (s~ b<t<T (102)
¥ b — =
where
1
mﬁ(t) = — — [ — (1 — )\2) + a1y —+ alﬂl —+ GQI/Q] [1 — €7T0(T7t)]
To
1 (103)
+ 5Bl - e,
1 ¢? 1—X1)d —Ins)? 1—X)0 -1
Tolt) = lqﬁ 0+ (1 =A)s—tnsf | roléfa+(1=A)s—lns))
2 Yo Yo
, (104)
1 rg
—— (T —t3).
2 yo? ( 2)
also K (t) = 0, my(t) and J4(t) are given by equations (94) and (95).
Condition 3.
If p12 < 0 and —% > 1and e™T > —,Yb’fé% > 1, when 0 < t < t3, then the optimal reinsurance strategies

of a large company and a small company are the same as those in equation (52), when t3 <t < ¢y the optimal
reinsurance strategies are expressed as those in equation (71) and when to <t < T, the optimal reinsurance
strategies are shown in equation (86) as follows;
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(0,1) if 0<t<ty,

(W1a1) —ro(T—t) | bap ;
CHONAOE et 2,,;271> ohstst (105)

1

%eroww,o) it L<t<T

The value function is given as follows:

_%e*W[STO(Tft)(y*M7(t))+J7(t)+K(t)372] 0<t<ts,

Gt,s,y) = Qe T Wmme O BOTKOTE gy < <ty (106)

_%e—v[e*w*”<y—m4(t))+J4<t>+K(t>s*2] ty <t <T.

where

1
mr(t) = — . [ = (1= X2) + a1 + a1y + azw|[1 — e 0T D)4
1 y (107)
12 _ —ro(ta—t)
279 bpyfl —e ].
2 _ B ) B -
Tty = | L& let )\21)5 Ins)?  rolé(a+ (1 2)\1)5 ns)
2 o o
2 (108)
1 r§
5@ (T —t3).

where K (t) = 0, my(t), J4(t), ms(t) and J5(t) are given by equations (94), (95), (99) and (100).
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