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ABSTRACT ARTICLE HISTORY
In this paper, we consider an optimal reinsurance contract under a mean- Received 11 August 2022
variance criterion in a Stackelberg game theoretical framework. The rein- Accepted 21 May 2023

surer is the leader of the game and decides on an optimal reinsurance pre- KEYWORDS

mium to charge, while the insurer is the follower of the game and chooses Decision analysis;

an optimal per-loss reinsurance to purchase. The objective of the insurer reinsurance contract design;
is to maximize a given mean-variance criterion, while the reinsurer adopts Stackelberg game; social
the role of social planner balancing its own interests with those of the planner view; mean-variance
insurer. That is, we assume that the reinsurer determines the reinsurance premium principle
premium by maximizing a weighted sum of the insurer’s and reinsurer’s

mean-variance criteria. Under the general mean-variance premium princi-

ple, we derive the optimal reinsurance contract by solving the extended

Hamilton-Jacobi-Bellman (HJB) systems. Moreover, we provide an intuitive

way to set the weight of each party in the reinsurer’s objective. Finally, we

consider some special cases to illustrate our main results.

1. Introduction

Reinsurance is an important risk management tool available to insurers to manage risk. An insurer
can employ reinsurance to control the amount of risk exposure, and a reinsurer can generate income
and control risk by adjusting the premium for reinsurance contracts. Subject to a control on reinsur-
ance, optimization problems related to minimizing the probability of ruin (see Schmidli 2002, Bai
& Guo 2008, Liang & Young 2018, Tan et al. 2020), maximizing the expected utility of terminal
wealth (see Liu & Ma 2009, Gu et al. 2012, Liang & Yuen 2016), and maximizing other mean-
variance criteria (see Fu et al. 2010, Yi et al. 2015, Zeng et al. 2016) have become a popular research
topic in the actuarial literature. The techniques of stochastic control theory and the corresponding
Hamilton-Jacobi-Bellman (HJB) equation(s) are widely used to cope with these problems.

It is worth noting that most of the aforementioned works are carried out by optimizing the reinsur-
ance design from the exclusive perspective of the insurer. However, since any reinsurance contract is
a mutual agreement between two parties, a reinsurance strategy that is optimal for one party may be
unacceptable to the other. Intuitively speaking, a more expensive reinsurance contract will undoubt-
edly restrain the insurer’s demand for risk transfer, while a relatively cheaper reinsurance premium
will naturally incentivize the insurer to seek more reinsurance protection. Balancing the interests of

CONTACT Danping Li @ dpli@fem.ecnu.edu.cn @ Key Laboratory of Advanced Theory and Application in Statistics and
Data Science-MOE, School of Statistics, Faculty of Economics and Management, East China Normal University, Shanghai 200062,
People’s Republic of China

© 2023 Informa UK Limited, trading as Taylor & Francis Group


http://www.tandfonline.com
https://crossmark.crossref.org/dialog/?doi=10.1080/03461238.2023.2220219&domain=pdf&date_stamp=2023-06-06
mailto:dpli@fem.ecnu.edu.cn

2 (&) X-HANETAL

both parties is critical to settle on the terms of a reinsurance contract. With the increasingly fierce
market competition, the stochastic differential reinsurance game problems have been widely stud-
ied in recent years. Some scholars focus on the zero-sum stochastic differential reinsurance game
between two insurers (see, e.g. Taksar & Zeng 2011), while others investigate the non-zero-sum
stochastic differential reinsurance game between two insurers (see, e.g. Bensoussan et al. 2014, Meng
et al. 2015, Pun & Wong 2016, Deng et al. 2018). However, the optimal strategies derived from the
above studies only consider the exclusive interests of insurers.

Recently, there are also some scholars taking the perspective of the reinsurer into consideration
when designing the reinsurance contract. They apply the Stackelberg game framework to the rein-
surance design problem. Under the utility maximization criterion, Chen & Shen (2018) propose the
continuous-time Stackelberg game framework to analyze an optimal reinsurance problem from joint
interests of the insurer and the reinsurer. Hu et al. (2018a, 2018b) study a similar problem to Chen
& Shen (2018), in which the reinsurer is concerned about potential model ambiguity in the claim
process. Following in the footstep of Hu et al. (2018a, 2018b) and Gu et al. (2019) discuss an opti-
mal excess-of-loss reinsurance contract in a continuous-time Stackelberg game framework, where
an insurer’s surplus is modeled by the classical Cramer-Lundberg (C-L) model. Bai et al. (2021)
and Gu et al. (2022) investigate a hybrid stochastic differential reinsurance and investment game
between one reinsurer and two insurers, including a stochastic Stackelberg differential subgame
and a non-zero-sum stochastic differential subgame. Under the mean-variance criterion, Chen &
Shen (2019) consider a Stackelberg differential game by assuming that the reinsurance premium prin-
ciple is calculated by either the expected value principle or the variance premium principle. Li &
Young (2021) compute the solution of a one-period, mean-variance Stackelberg game by assuming
that the seller’s insurance premium is calculated according to the mean-variance premium principle.
Yuan et al. (2022) investigate a robust optimal reinsurance contract from joint interests of the insurer
and reinsurer under the stochastic Stackelberg differential game, who both seek the optimal strategy
to maximize their respective mean-variance cost functionals.

In this paper, we focus on a reinsurance problem in which a risk-averse insurer is the follower
and a risk-averse reinsurer is the leader in the Stackelberg game framework. The insurer transfers
part of its claims to the reinsurer in exchange for the payment of a reinsurance premium. At the
same time, the reinsurer adjusts the reinsurance premium based on the reinsurance purchased by
the insurer. We assume that the reinsurance premium is calculated by the mean-variance premium
principle, and the risk loadings vary with the amount of reinsurance. Then the risk loadings can
describe the price of the reinsurance, and the reinsurer can choose an appropriate risk loading to
optimize its objective function. We solve this two-player game in an order that the reinsurer first
generally states its premium rule, and the insurer chooses the optimal reinsurance strategy given the
rule to maximize its mean-variance functional of the terminal wealth. Then the reinsurer chooses the
optimal risk loading strategies of the mean-variance premium principle to maximize its objective.
The reinsurer adopts the role of social planner, that is, its objective is to maximize a combination of
its mean-variance functional of the terminal wealth and that of the insurer. We therefore rely on a
differential game theoretic point of view to study the reinsurance-premium control problem arising
in optimal reinsurance policy design, and pay attention to the interaction between the insurer and
the reinsurer.

As in Chen & Shen (2019) and Yuan et al. (2022), we consider the optimal reinsurance problem
with mean-variance criterion under the Stackelberg game framework in a continuous-time model,
but with three main differences. Firstly, we consider a general reinsurance premium principle, namely
the mean-variance premium principle, which includes the expected value principle and the variance
premium principle as special cases. Using a pair of risk loadings as control, we show that there exists
an optimal reinsurance contract between the insurer and the reinsurer. Secondly, the reinsurer adopts
the role of social planner balancing its own interests with those of the insurer in the determination of
the reinsurance premium. It can be interpreted as the reinsurer stands at a higher position to consider
the reinsurance problem and acts as a social planner to maximize the joint welfare of the insurer and
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the reinsurer. Moreover, we provide a novel and intuitive way to set the insurer’s weight in the rein-
surer’s objective function by linking the reinsurer’s optimization problem to an original Markowitz’s
model. Thirdly, in most research papers on optimal reinsurance arrangements under the expected
value principle or the variance premium principle, few of them show which premium principle is
actually better for the reinsurer. By assuming that the claim size follows some special distributions,
we further compare the corresponding results under the two different reinsurance premium princi-
ples and try to provide some guidance on which premium principle the reinsurer should choose in
different situations. We find that it is better for the reinsurer to choose the expected value principle
when the ratio of the reinsurer’s risk-averse parameter to the insurer’s risk-averse parameter is rel-
atively small; otherwise, the variance premium principle is better for the reinsurer. Therefore, our
model is an extension of those in most existing papers about optimal reinsurance problems under
the Stackelberg game framework (see e.g. Chen & Shen 2019).

The rest of the paper is organized as follows. In Section 2, we introduce our model framework.
In Section 3, we derive the optimal reinsurance contract under the general mean-variance premium
principle. In Section 4, we state the results under two special cases of the reinsurance premium princi-
ple, namely the expected value principle and the variance premium principle. In Section 5, we provide
a sensitivity analysis of the effect of the weight parameter on the reinsurance strategy and premium
strategy. Interesting comparisons are later drawn. Some concluding remarks are made in Section 6.
All technical proofs are relegated to an appendix.

2. Model setup

Let (2, F,F = {Ft}sel0,1), P) be a filtered probability space satisfying the usual assumptions of com-
pleteness and right continuity, and T > 0 be a finite time horizon. Also, on (2, F,F,P), let N =
{N(®)}tc[o,1] be a homogeneous Poisson process with intensity A > 0, and {Y;};c+ be a sequence
of iid positive rv’s (also, independent of N) with common cumulative distribution function Fy, finite
mean dy, and finite second moment U%.

Without reinsurance, we assume an insurer’s aggregate loss is modeled by the Cramér-Lundberg
risk model

N()

t o]
Z Y; = / / yN(ds,dy), te][0,T],
i=1 0 Jo

where N(t) counts the number of claims occurring in the time horizon [0, t], and the rv Y; denotes
the ith claim size. Here, N(dt, dy) is a Poisson random measure with compensator given by v(dy)dt =
AdF(y)dt. The compensated measure of N is denoted by N(dt, dy) = N(dt,dy) — v(dy)dt.

In what follows, we assume that the insurer can transfer its claims to a reinsurer under a per-loss
reinsurance arrangement via a continuously payable premium. We use I(, y) to denote the part of
claims retained by the insurer at time t, as a function of the (possible) claim Y = y, thus, y — I(t, y)
is the amount ceded to the reinsurer. We suppose that the reinsurer charges a reinsurance premium
at the rate of p(¢). With the reinsurance protection, the dynamics of the controlled wealth process of
the insurer evolves according to

dXi(t) = (c — p(t))dt — /(; I(t, y)N(dt, dy), (1)

in which X;(0) = x; > 01is the insurer’s initial surplus and ¢ > 0 is the premium rate. Here, we assume
that ¢ > Aay which means that the insurer’s premium income exceeds the expected claim account
per unit time. Correspondingly, the reinsurer’s surplus follows the dynamics

dXg(t) = p(1)di — fo (v — I, ) N(dt, dy), @)
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in which Xgr(0) = xg > 0 is the reinsurer’s initial surplus. Throughout this paper, we call | =
{Itt; ) }(ty)el0,r)xR+ @ reinsurance strategy and p = {p(f)}se[o,7] @ reinsurance premium strategy.
Let A; and Ag denote the spaces of all admissible reinsurance strategies and premium strategies,
respectively, which will be defined in Definition 2.1.

To account for the interests of both parties in the reinsurance arrangement, we formulate the
optimal reinsurance problem under a Stackelberg differential game, in which the reinsurer plays the
leadership role and moves on to setting a reinsurance premium first, while the insurer is the follower
and cedes reinsurance risk sequentially in response to the reinsurance premium.

Denote E; [-] = E[- | F1, X(t) = x], Varyx[-] = Var[- | F;, X(t) = x], where X(¢) = x stands for
(X1(t), Xr(t)) = (x1,xr). For any t € [0, T] and reinsurance premium contract p(¢), the insurer’s
optimization problem is defined as

sup Ji(t,x31,p) = sup {Er[Xi(D)] = ZVar,[Xi(D1}, )
le A; le A;

where y; > 0is the insurer’s risk-aversion coefficient. Moreover, the objective of the reinsurer is given
by

sup Jr(65 1 (p),p) = sup {ExxlXp(D)] = 2 Varya[Xp(D)]
peAr peAR 2

o (Eeli(D)] = ZVariaXi(1)]) | @

in which yg > 0 is the reinsurer’s risk-aversion coefficient. Here, & € [0, 1] can be viewed as a mea-
sure of the insurer’s importance in the reinsurer’s objective function. We assume 0 < o < 1, that is,
the reinsurer takes parts of insurer’s interests into consideration when pricing reinsurance premium
but does not exceed its own weight. It can be interpreted as the reinsurer acts as a social planner and
aims to maximize the joint welfare.

Remark 2.1: Note that the optimal reinsurance problem is formulated in a continuous-time model.
In reality, although the insurer and the reinsurer do not continuously modify reinsurance demand
and price, our study still has practical significance. On the one hand, the reinsurer can adopt the
continuous reinsurance price to guide uniform pricing, interval pricing, and differential pricing, such
as using the middle price as the real price in a period. On the other hand, the insurer can use the
continuous reinsurance demand as reference when determining the actual demand.

Remark 2.2: The term ‘social planner’ comes from economics literature. Different from the regu-
lator or an investor (the regulator may require companies to hold minimum capital reserves even if
it goes against the maximality of the economic welfare and an investor would only pay attention to
his own welfare behavior), the social planner is a decision-maker concerning with maximizing the
total welfare. Since the reinsurance market in reality is not competitive but oligopolistic due to the
less reinsurance companies and sufficient capital, it makes sense for the reinsurer to stand at a higher
position and adopt the role of social planner balancing its own interests with those of the insurer in
the determination of the reinsurance premium. To the best of our knowledge, our paper is the first
one to consider an optimal reinsurance contract problem from the view of social planer in a Stackel-
berg game theoretical framework. For other criteria where problems are formulated from the view of
the social planner, we refer to Assa (2015) and Cao et al. (2022).

Remark 2.3: One may wonder how to determine the value of . As argued by Golubin (2006), one
way to determine o is given by ‘experts’ exogenously, according to empirical studies. Other ways
may be based on theories of barging games or cooperative games (see, e.g. Suijs et al. 1998, Golu-
bin 2006, Zeng & Luo 2013 and references therein). In Proposition 3.3, we provide an intuitive way
to set the value of « based on the expected annual return of the reinsurer.
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In the following definition, we define the set of admissible strategies (I, p).

Definition 2.1: A pair of strategy (I, p) is said to be admissible if (i) [ is adapted to the filtration F,
and satisfies 0 < I(t,y) < yforall 0 <t < T and y > 0; (ii) p is adapted to the filtration [F; (iii) the
state Equations (1) and (2) associated with (/, p) have strong solutions X; and Xr such that they are
cadlag, F-adapted processes satisfying E[supte[t’T] |X7(H)]] < oo and E[supte[t,ﬂ | Xr(®)|] < 00. The
set of all admissible strategies (I, p) is denoted by A = A; x Ag.

3. Reinsurance contract under mean-variance premium principle

In this section, we derive the optimal reinsurance contract under the mean-variance premium princi-
ple in a Stackelberg differential game framework. We first demonstrate a verification theorem to solve
the insurer’s and reinsurer’s problems given by (3) and (4), respectively. Then, we show the existence
of the equilibrium strategy. Finally, we discuss the determination of the weight parameter o.

3.1. Verification theorem

The dynamic mean-variance criterion has the well-known issue of time inconsistency in which a
strategy that is optimal today may not be optimal tomorrow. We tackle the problem from a non-
cooperative game point of view by defining an equilibrium strategy and its corresponding equilibrium
value function; see for example, Basak & Chabakauri (2010), Bjork & Murgoci (2010), and Bjork
et al. (2014). Such a solution is formally referred to as an intra-personal equilibrium strategy. The
following gives the definition of the equilibrium strategy.

Definition 3.1: Let I*(-, p(-)) € A be a reinsurance strategy associated with any given premium
strategy p(-). Foranyt € [0, T],y € R and a fixed constant € > 0, we define a perturbed risk-sharing
strategy as

’ N i(y), seltt+el,
Flsyp() = {l*(s,y,p(-)), selt+e Tl

If

. JE _ . J€
lim inf Jit, x5 p) = Ji(t, % 16, p) >0

e—0t €

>

for all deterministic functions Y(y) € [0, y], then I* (-, p(-)) is called an equilibrium reinsurance strat-
egy, and the equilibrium value function of the insurer’s optimization problem (3) for a given premium
strategy p is Vi(t, 2 p) = Ji(t, x; I, p).

Let p*(-) € Ag be a premium strategy and I*(-, p(-)) be the equilibrium reinsurance strategy given
above. For any t € [0, T] and a fixed constant € > 0, we define a perturbed premium strategy as

c v _ |Ps se[tt+e€l,
P = {p*(s), set+e,T].

If
liminf]R(taXSZ ®"),p*) = Jr(t,, % T* (p©), p©) >0

e—>0t €

>

for all p € R, then p* is called an equilibrium premium strategy, and the equilibrium value function
of the reinsurer’s optimization problem (4) is Vr(t, x) = Jr(t, x; I*, p*). Finally, when there is no risk
of confusion, I*(p*) is the equilibrium reinsurance strategy, and Vi(t,x) = Ji(t, x; I* (p*), p*) is the
equilibrium value function of the insurer’s optimization problem.
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Note that if the reinsurance premium principle is left unspecified, the game problem is intractable
since a map from Apg to A; cannot be identified to link the insurer’s strategy to that of the reinsurer’s.
Thus, in the following, we assume that the reinsurance premium is computed according to a so-
called mean-variance premium principle, a combination of the expected value and variance premium
principles (see, e.g. Zhang et al. 2016, Han et al. 2020). Then the mean-variance premium rate at time
t associated with I(t, y) is given by

p(H=(1+6) /0 (y — It ) v(dy) + g /0 (= It )?) v(dy), (5)

in which 6 and n are the non-negative risk loading parameters. If 6 (1) = 0, (5) reduces to the variance
(expected value) premium principle. This parametric form of p allows us to consider 6 and 7 as the
reinsurer’s controls, and we call ¢ = (6, n) the risk loading strategy. A risk loading strategy & is said to
be admissible if the associated reinsurance premium strategy p given in (5) is admissible. We denote
the admissible risk loading strategies by Dp.

In the following proposition, we demonstrate important properties of the equilibrium strategy and
the corresponding value functions, which play an important role in proving the verification theorem.

Proposition 3.1: Under the mean-variance criterion, the insurer’s and the reinsurer’s equilibrium
strategies are both independent of the wealth level of both parties. Moreover, the value function of the
insurer is independent of the reinsurer’s initial surplus, but the value function of the reinsurer depends
on the insurer’s initial surplus.

Proof: See Appendix A.1. [

According to the result of Proposition 3.1, the insurer’s value function can be written as Vy(t, x7).
We define the variational operator for the insurer’s and the reinsurer’s problems as

0 0 o0
£ e =54 S (= [T (@00 -ty + §o - 10?) vy

+ fo (Wit xr — 1(ty)) — Yt ) v(dy),

and
9 9 *
LI Yr(t,x1,x) = % + 8%? <c - fo (a+00 -1t + 30— ”(dy)>
8 o
XR 0 2

+ /0 (YRt 31 — 1)k — (7 — 1(9))) — YRt x5, x0) v(dy),

respectively. The following verification theorem gives the extended HJB equations of problems (3)
and (4). We track the optimization problems by solving the extended HJB equations. Here, we omit
the proof because it is similar to the proof of Theorem 4.1 in Bjérk & Murgoci (2010). Also, see the
discussion in Bjork et al. (2014) about the application of the verification theorem under the mean-
variance criterion.

Theorem 3.1: For a reinsurance premium of the form (5), the extended HJB equation for the insurer’s
problem (3) is

sup {ﬁ;l’E)V](t, x7) — %E§l,§)g12(t’ x7) + )/[g[(t, XI)ﬁy’é)g](t, xI)} =0, (6)
le A;
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L Dgtx) =0, Vi(Tox) =x,  gi(Tox) = a1, @

where I* is given by

I (63,) = arg sup { £ V(e xp) — ZLLf gt + migi e x0 £ gi ) |
le A;

The extended HJB equation for the reinsurer’s problem (4) is

1* (&), YR A(I5(E), I (8),
sup iﬁﬁz OB vt x1, x5) — ?52 (S)S)g}zz(t’ x1,xXr) + vrgr(L, xbe)E;(z ®© S)gR(f,xbe)

&eDr
VI A (6).6) = _ I (€).6) =
—05343 © s)gzz(t, X1, XR) + ayigi(t, Xbe)£§; (g)g)gl(t,xI:xR)} =0, (8)
l* * R * l* * R * _
LY Ot =0, Ly CF g1t xp,x) = 0,

)

VR(T, x1,xr) = ax; +xr, gr(T,x1,xr) = xr,  g1(T,x1,XR) = X1,

where £* is given by

I* (&), YR A(I*(&),
£*(t) = —arg sup {Ez(z ® E)VR(t, X[, XR) — 7[,;2 ® S)g}%(z‘, X[, XR)

£€Dr
I*(8), VI (),
+ yrgr(t, xI,xR)qu © S)gR(l‘, X[, XR) — Ol?ﬁgq ®© S)gf(t, X[, XR)
I*8),
+ayigr(t, xIaxR)‘CEz ®© E)gl(t, xbe)} .

3.2. Solution to the game

When the reinsurance premium is calculated by the general mean-variance premium principle, it is
difficult to get the explicit expression of the risk loading strategy. Thus, in this section, we first prove
the existence of the optimal strategy (I*,£*) with £* = (6%, n*) by restricting £* into a meaningful
bounded region, and then analysis the case where the optimal reinsurance premium is obtained at
00. Note that both 6 and 7 take non-negative values.

Given the non-negative constants ; < 6, and 1, < 1, we define that 6,, = 01, Oy = 02, =
2n1ay/ 012, and nyr = 2mpay/ 012,. If the reinsurance premium strategy p is specified by (5), we restrict 6
and 7 into [0, O] and [nm, na], respectively. In fact, if 6 = 6,, and n = n,,, the reinsurer’s premium
rate achieves the lower bound at ¢; = (1 + 8;) ay with 8; = 0; + ny; if & = 61 and n = nyy, the
reinsurer’s premium rate attains the upper bound ¢, = (1 + 8;)Aay with §; = 6, + 1,. We denote
by Dg the space of all bounded risk loading strategies & that are admissible.

For convenience, we denote

H(Q’U)Zf (1—a)f (y-ﬂ) —Olﬂ (77)/+ /\)/)
0 ntvi/y 2 \ntwn

2
n_ R ny +06 )
+(Ad—-a)- —— - dF(y). 10
(a-w? 2)<y ), ) O (10)
The following proposition is used to conform with the existence of equilibrium strategies.

Proposition 3.2: The function I1(0, n) is Lipschitz continuous in (6, n) over [0, Opm] X [Nm> NM]-

Proof: See Appendix A.2. |
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Together with the results of Proposition 3.2, we show that there exists an optimal reinsurance
contract for the optimization objectives (3) and (4) in the following theorem.

Theorem 3.2: The optimal reinsurance contract is given by

n*y+6*

*(y) =
» "+

AY, (11)
and the risk loading strategy £* = (6™, n*) is the maximizer of T1(0, n) given by (10) which depends on
the value of «. Under this optimal reinsurance contract, the insurer’s value function is given by

Vi(t,xp) = x; + (c — hay)(T — t) — (0*E[Y — I*(V)].
+”?E[(Y— ()% + %E[l*(YP]) MT — 1), (12)

and the reinsurer’s value function is given by
VR(t,x1,XR) = axp + xg + a(c — Aay) (T — 1) + ((1 — )0 E[Y — I*(Y)]

—a%E[l*(Y)zl + ((1 - a)% - %) E[(Y — l*(Y))z]) MT—1). (13)
Proof: See Appendix A.3. [

Remark 3.1: In Proposition 3.2, by assuming & is bounded by [6,,, 6p] X [0, np], we show that
I1(0, n) is Lipschitz continuous, and then the optimal reinsurance strategy is given by (11). In fact,
if & is not bounded and the maximum of IT(#, n) is obtained at 6* = co or n* = o0, then we have
I* = y, which means that both the insurer and the reinsurer do not participate in the reinsurance
business. Since p = 0 belongs to the admissible set Ag, the reinsurer’s optimal value function should
be no less than the one in which no reinsurance business is undertaken, and thus the participation
constraint holds. Since the optimal reinsurance contract can be derived explicitly when the premium
is calculated by the variance premium principle or the expected value principle, in the next section,
the optimization problem is discussed without the constraint to the premium. Note that adding a
constraint will not increase the difficulty of solving the problem. With the constraint, we only need
to compare the values of the corresponding candidate strategy with the boundaries, and thus sev-
eral cases should be discussed to derive the final optimal reinsurance contract; see for example, Bai
etal. (2021) and Chen & Shen (2019).

Remark 3.2: The expression of (11) shows that the insurer’s transferred claims are equal to

Vi 0™
’ ’ n*+yr 4 i)y

which is a composition of a constant deductible followed by a constant coinsurance proportion. In
particular, given a pair of (6, n), the insurer’s choices of the deductible and the proportion are deter-
mined separately by 6 and 7. A similar result is also obtained by Li & Young (2021). Not surprisingly,
the optimal reinsurance strategy is in the form of pure excess-of-loss reinsurance strategy under the
expected value premium principle (7 = 0); similarly, under the variance premium principle (6 = 0),
the optimal reinsurance strategy is in the form of pure proportion reinsurance. We refer the readers
to Section 3 for more discussions on these two special cases. Moreover, we see that the equilib-
rium strategy (11) is a time-homogeneous strategy which coincides with the observations in Li &
Young (2021) and Zhang & Li (2021). Time homogeneity is a practical feature because the parame-
ters in real (re)insurance contracts are typically fixed within a contract period. It also helps to avoid
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the conflict of interest in case the insurer and the reinsurer have different preferences on contract
duration.

Remark 3.3: We remark that under the general premium principle (5), we investigate a Stackelberg
stochastic differential reinsurance game under the time-inconsistent mean-variance framework in
which the reinsurer also takes parts of the insurer’s interests into consideration when setting the rein-
surance premium. Compared to Chen & Shen (2019), both the criterion and the premium principle
are more general, and in particular when o = 0, the results in Chen & Shen (2019) can be derived
directly by setting & = 0 or n = 0, respectively.

As mentioned in Remark 2.3, the reinsurer’s optimization problem in (4) requires the specification
of the weight parameter « in the formulation, which is less intuitive. Inspired by Dai et al. (2020), we
consider an alternative dynamic mean-variance formulation for the reinsurer based on the original
Markowitz’ model

nf {5 Var DX (D] o Var X ()| »

subjectto - Eru[Xu(T) + @Xy(T) — Xa(0) — aX; (0] = R(p),

where R(t) is a predetermined adaptive process, representing the reinsurer’s expected annual tar-
get return at time t. The above formulation indicates that the reinsurer dynamically minimizes
its risk subject to a predetermined target annual return R(t). We have an interesting link from
formulation (14) to formulation (4).

Proposition 3.3: Let p* be an optimal strategy to (4) and X3 (t) + a X (t) be the associated optimal
return. Then p* must be an optimal strategy to (14) with

1
R(t) = T—_tEt,x[X}g(T) + aXj(T) — Xz() — aX] (1)]. (15)

Proof: See Appendix A 4. |

With a given constant target annual return R, problem (14) shares the same optimal strategy as
problem (4) with R computed by (15). This observation suggests a simple and intuitive way, which
can be employed to identify the weight parameter « used in our dynamic mean-variance criterion (4).
In the following section, we calculate the target annual return associated with the corresponding equi-
librium strategy under two special premium principles, that is, the variance premium principle and
the expected value principle. Using the idea of Proposition 3.3, we can estimate the weight parameter
o given any proper target annual return, which is more intuitive.

4. Optimal results for two special cases

Since it is difficult to derive the explicit form of the equilibrium reinsurance strategy and the cor-
responding value functions under the general mean-variance premium principle, we consider two
special cases of the reinsurance premium principle by setting 6 = 0 and 7 = 0 in (5), respectively.
Since the reinsurance premium reduces to the variance premium principle and the expected value
principle, the closed-form solutions and the corresponding properties are much more convenient to
discuss for both parties.
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4.1. The variance premium principle

In this subsection, we set & = 0 in (5), then the reinsurance premium is computed according to the
variance premium principle given by

o0

ﬂozﬂ @—wwwmw+gﬁ (y — I(t, )’ v(dy), (16)

in which 7 is the non-negative risk loading strategy to be determined. According to Remark 3.1, both
the insurer and the reinsurer satisfy the participation constraints.

In the following theorem, according to the proofs of Proposition 3.1 and Theorem 3.2, we derive
the explicit expressions of the optimal strategies and the corresponding value functions. Since the
proof of Theorem 4.1 is similar to Theorem 3.2, we only present the major steps that highlight the
differences.

Theorem 4.1: When the variance premium principle (16) is adopted, the optimal reinsurance contract
is given by
2+ A —a)yr

@y =
) 2(yr +v1)

¥ (17)

and
. 2+ -0y
- l+a ’
Under this optimal reinsurance contract, the insurer’s value function is given by

(18)

2y + (=)t
4(yr + 1)

Vi(t,xp) = x1 + (c — day)(T — 1) o2 A(T — 1), (19)

and the reinsurer’s value function is given by

1—a)’y? —4
(I—a)yy amwaﬁax¢) (20)
8(yr + v1)

Proof: See Appendix B.1. |

Vr(t, x1,xp) = ax; + xg + a(c — day)(T —t) +

Remark 4.1: Even though we have argued in Remark 3.1 that both the insurer and the reinsurer are
better off from participating in risk sharing, we can still verify that the constraints are established
by direct calculation according to the expressions in (19) and (20). From (18), we can see that the
reinsurer’s optimal risk loading 1* is independent of ay and o2 as well as any other information of
claim sizes, and so is the insurer’s optimal reinsurance strategy. This reveals that for the proportional
reinsurance and the variance reinsurance premium principle, the equilibrium is a model-free solution
to the game. Besides, it is clear that both I* and n* are decreasing functions with respect to o, which
implies that when the weight of the insurer becomes higher, the reinsurer will price the reinsurance
premium much cheaper, and then it is to be expected that the insurer would like to transfer more
risks to the reinsurer.

In the above-mentioned differential reinsurance game, the insurer’s problem is solved in the first
step, and the reinsurer’s is solved in the second step. This is different from the procedure of only
solving a Pareto-optimal problem, where the reinsurance strategy and the risk loading strategies are
determined simultaneously, i.e.

V(%) = sup {Eox[Xe(T)) = ZVaria[Xe(D)] + o (EealXi(D) = Evars X (D]) | 2
@m

with o > 0. We can derive a pair of optimal strategies to problem (21), which turns to be a bang-bang
control and obviously depends on the value of «.
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Proposition 4.1: Assume that n € [, nm]. Then under the variance premium principle, the Pareto-
optimal strategy for problem (21) is

(i) ifa>1,n* =nyand

(@ — Dnm + wr

I"(y) = ;
Y (@ — Dnm + yr+ayr

(ii) if0 <o <1, n* = np and

(@ — Dnay + wr y
(@— D +yvr+ay’ {m<i}

I'(y) = OH{WZ&} +

1—a

Proof: See Appendix B.2. [

Remark 4.2: Proposition 4.1 shows that the optimal risk loading strategy either equals to 1,, or nu,
and its value depends on «. It implies that the optimal risk loading strategy is a bang-bang control.
Specifically, if we have a larger weight of the insurer in the optimization problem, then the optimal
risk loading equals to the smallest value, and when the weight of the reinsurer is larger, then the
risk loading equals to the largest one. Thus, compared with the profound implications offered by the
Stackelberg differential game, problem (21) is much less interesting. A similar observation also applies
to the Pareto-optimal strategy under the expected premium principle.

In the following proposition, using the idea of Proposition 3.3, we calculate the target annual return
associated with the corresponding strategies under the variance premium principle. Then we can
estimate the weight parameter o given any proper target annual return, which is more intuitive.

Proposition 4.2: Under the variance premium principle, the target annual return associated with the
strategy n* given by (18) is

_ vt =)+ -y

e 8(yr + ¥1)?

)Lalz, + a(c — Aay).

Moreover, R is always non-negative and satisfies

_yiQyr+ D

R(0) = SR L R(1) = a(c — ray).

Proof: See Appendix B.3. [

4.2. The expected value principle

In this subsection, we set 7 = 0 in (5), then the reinsurance premium is computed according to the
expected value principle given by

pt)=(1406) /0 (y — l(t,y) v(dy),

in which 6 is the non-negative risk loading parameter to be determined.
Similarly, under some proper conditions, we derive the explicit expression of the equilibrium
strategies and the corresponding value functions under the expected value principle in Theorem 4.2.
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Theorem 4.2: Define
z

(D(Z) = E[(Y—Z)+|Y > Z] — w

(22)
Assume ®(z) has at most one root over (0,00) denoted by zo. Then the optimal reinsurance contract is
given by I*(y) = zo A y and 0* = zoy;.' The insurer’s value function is given by

00 20
Vi(t,xp) = x1 4+ (¢ — hay)(T —t) — (ZOVI/ ydF(y) + %/0 y*dF(y)

0

—%zﬁ(l - F(zo))) W(T — 1), (23)

and the reinsurer’s value function is given by

VR(t, x1, xp) = axp + xg + (c — Aay)(T —t) + (()/1(1 —a)+ VR)ZO/ ydF(y)

0

v [T Vg JYR N 20
3 | 7 aEm + (Ga = 5 - ) B - P
yr [*
—a / yzdF(y)> AT — ). (24)
0
Proof: See Appendix B.4. [

Remark 4.3: Note that ®(z) in (22) is in a similar form as the one in Chen & Shen (2019) (see
Equation (24) for details). We refer to Proposition 4.4 and Remark 4.3 in their work, in which
four sufficient conditions are provided for the assumption of Theorem 4.2. Also, we can see that
®(0) =EY > 0, thus 8* — oo when ®(z) has no root over (0,00), which implies that both the
insurer and the reinsurer would not participate in the reinsurance business. Also, as mentioned in
Remark 3.1, the insurer’s and reinsurer’s optimal value functions should be larger than the values
if they do not purchase any insurance because (I, p) = (0,0) belongs to the admissible set A; x Ag.
Compared with the results under the variance premium principle, we can see from (22) that the solu-
tions to the differential reinsurance game are model-dependent for the excess-of-loss reinsurance
and the expected value reinsurance premium principle. Besides, it is clear that the root zy decreases
as « increases, resulting in a lower retention level I* and a cheaper risk loading strategy 6*, which is
consistent with intuition.

Under the expected value principle, we also consider the Pareto-optimal problem (21). The optimal
risk loading strategy is still a bang-bang control and depends on the value of «. Since the proof is
similar to Proposition 4.1, we omit the details here.

Proposition 4.3: Assume that 6 € [0,,,0pm]. Then under the expected value principle, the optimal
Pareto-optimal strategy for the problem (21) is

(i) ifa>1,6" =0, and

(@ = Von+yry

l* ) = b
v YR + ayr

Tln particular, if ®(z) has no root, zg = 0o, and thus (I*, n*) = (y, 00).
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(ii) if0 <a < 1,60 =0p and

(¢ — 1)0pm + vrY
YR

I"(y) = OH{Gle%}'} + - {0M<m }

Analogous to the proof of Proposition 4.2, the target annual return under the expected value
principle is derived in the following proposition.

Proposition 4.4: Assume that there exists a unique solution z to the algebraic equation ®(z) =0
with ® given by (22). Under the expected value principle, the target annual return associated with the
equilibrium strategy 0* = zgyy is given by

R(a) = a(c — AEY) + yrz0(1 — @)E[Y — z0] +.
Moreover, R is always non-negative and satisfies
R(0) = y1z0E[Y — z0]4, R(1) = a(c — ray).

Proof: See Appendix B.5. [

5. Numerical examples

In this section, we first provide a numerical example for theoretical results under the general mean-
variance premium principle in Section 3. We mainly focus on the effects of the weight parameter o,
which is an important contribution in our paper. We consider two specific distributions of the claim
size: the uniform distribution and the exponential distribution. Suppose that y; = 0.25 and yr = 0.1.
In each of the two cases, a unique maximizer exists and can be found explicitly by maximizing the

function
% 0 0 2
e = [ (1—a>9<y—”y+ ) —aﬂ(uw)
0 n+vr/)4 2 \n+wy

+(a-ol-1) (y— M)z dF(y)
2 2 n+yr '

+

Figure 1 shows the effects of o on equilibrium reinsurance strategy and premium strategy for the
uniform distribution in the interval [0, 2], and Figure 2 provides the results for the exponential dis-
tribution with the parameter 1. We find that I* and 6* decrease with «, which implies that if the
reinsurer pays more attention to the interests of the insurer, the reinsurer will charge a lower reinsur-
ance premium, and the insurer prefers to share more risks to the reinsurer and undertake less risks
by itself. Meanwhile, n* is an increasing function of o under the uniform distribution and keeps a
relatively high value under the exponential distribution. This is mainly because the tail risk when the
distribution of the claim size is the exponential distribution is heavier than that of the uniform dis-
tribution. As a result, the reinsurer would like to adopt a higher level of the parameter in the variance
term under the case of the exponential distribution.

Since the premium strategy is chosen by the reinsurer, a natural question is which premium prin-
ciple is better for the reinsurer. In the following, under the two special premium principles, we first
calculate the explicit form of the optimal reinsurance contracts and the corresponding value functions
based on the results in Section 4. By assuming that the claim size follows some special distributions,
we further compare the corresponding results and try to provide some guidance on which premium
principle the reinsurer should choose in different situations. For simplicity, we assume o = 0.
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Figure 1. The effects of « on [* and (6%, n*) withy = 1 (uniform distribution).
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Figure 2. The effects of « on /* and (6%, n*) withy = 5 (exponential distribution).

Example 5.1: We assume that the claim size is uniformly distributed in the interval [0, b]. Then we
have ay = b/2 and 0 = b?/3. Under the variance premium principle, the value function is

2

2
V(i) = xg + - A(T = 1) U

8(yr+ 1)

Under the expected value principle, by solving ®(z) = 0, we have zo = b(y1 + yr)/(Byr + yr). The
value function for the reinsurer is

2

b 279y —
Vi(t, i 0%) = 3 + 5 MT - o 2OV~ i)

Gyr +yr)?
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Figure 3. The effect of % and b on the value of A5.

Thus, we have

Aj = Vi(t *) — Vr(t, xp; 0%) = M(T — )02 ! 207 5
1 = VR )xR)n R\, XR; — UYVI 8(1+);_I;) (3+%)3 :

Denote by

1 2(9 — x)
8(1+x) (B+x?3
It is not difficult to prove that there exists a unique zero x; such that f(x;) = 0. Note the x; is
independent of b. Also, we have f;(0) < 0 and f;(c0) — 0. Therefore, we can conclude that when
yr/YI < X1, it is better for reinsurer to choose the expected value principle; when yr/yr > x1, it is

better for reinsurer to choose the variance premium principle. In particular, by settingt = 0, T = 10,
A =1, and y; = 0.1, we show the effects of yg/ys and b on the value of A; in Figure 3. We can see

that x; = 4.3556, which is independent of b.

filx) =

Example 5.2: We assume that the claim size is exponentially distributed with the parameter rate
y > 0. Then we have ay = 1/y and O‘% = 2/y2. Under the variance premium principle, the value

function is

2
YR 2
Ve(t, xp; ™) = x1 + ——— Aoy (T — ).
KR " 8or+ Y
Under the expected value principle, by solving ®(z) = 0, we have zo = (y1 + yr)/(y1¥r). The value

function for the reinsurer is
YItYR

Vr(t,xp;0) = xg + yre 1 rog(T —1).
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Figure 4. The effect of % and y on the value of A,.
Thus, we have
1 (1R
Ay = VR(Lxgs ") — VRt xp50%) = MT — Doy | = —e 07 ).
8(1+21)
YI
Denote by
1 (14 R
)= —— —e (1+”)'

8(1+ 1)
Similarly to the analysis of Example 5.1, we can also show that there exists a unique zero x, such
that f>(x2) = 0 and satisfies £2(0) < 0 and f,(c0) — 07. Thus, the observations in Example 5.1 are
applied to the exponential distribution. In particular, by setting t = 0, T = 10, A = 1, and y; = 0.1,
we show the effects of yr/yr and b on the value of A, in Figure 4. We can see that x; = 2.2615, which
is independent of y.

Example 5.3: We assume that the claim size is Pareto distributed and the distribution function is
given by F(y) =1— (1/(y + 1)# with the shape parameter 8 > 2. Then we have ay = 1/(8 — 1)
and 012( =2/((B — 1)(B — 2)). Under the variance premium principle, the value function is

o
8(yr +v1)

Under the expected value principle, by solving ®(z) = 0, we have zo = (y1 + yr)/(¥1(B — 2) — ¥r)
for B > 24 yr/yr, and zg = oo for B <2+ yr/y1. The value function for the reinsurer is
VRr(t, xR, 0%) = xg for 8 < yr/yr + 2;and for B > yr/yr + 2,

(B =2)yfvr+2(B = 2yivg + (B —D(B -2y}
2(r1(B —2) — yr)?

VR(t,xp; ™) = xp + ro2(T — t).

Vr(t, xpr;0%) = xr +




SCANDINAVIAN ACTUARIAL JOURNAL 17

0.015
— 3=

; - B=5

,' 8=
0.01F ! _

—0.005F .7

‘~u14
[

-0.01
1 2 3 4

o
2R

Figure 5. The effect of % and B on the value of As.
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If 8 < yr/y1 + 2, we have

Az = Vet xg;n™) — Vr(t xg;0%) = ——— (T — o2y > 0,
3 R(t, xR 1 r(t, xR 8(1—}—%)( VI

which implies that if 8 is small enough, the variance premium principle is always better than the
expected premium principle. This observation is to be expected since a smaller value of 8 leads to
more claims on average, and thus it is always better for reinsurer to choose the variance premium

principle. If 8 > yr/yr + 2,

Az = Vr(t,xp; ") — Vr(t, xg,0)
B - 2)’;—’; +2(8 — 2)();—’;)2 +B-D(B-2)

1
=<8(1+1)’/—f)_ 28 —2- )2

—2_ B

We can see clearly that the sign of the expression depends on the value of 8. Even though the relation
of the value functions is not obvious for 8 > yr/yr + 2, it is easy to see that when f is larger enough
or the insurer tends to be risk-neutral, the result under the expected value principle is much better
than that under the variance premium principle. In particular, by setting t = 0, T = 10, A = 1, and
y1 = 0.1, we show the effects of yr/yr and B on the value of A; in Figure 5. We obtain a similar
observation as in Example 5.1 except that the intersections with x-axis are different as 8 varies.
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Examples 5.1-5.3 show that if the value of yr/y; is relative small, it is better for reinsurer to choose
the expected value principle; but if the value of yr/yr is relative large, it is better for reinsurer to choose
the variance premium principle. This is because a larger value of yg implies a higher degree of risk
aversion. If the reinsurer is relatively risk-averse, it is better for the reinsurer to choose the variance
premium principle which takes the fluctuation of claims into consideration. If the reinsurer is less risk-
averse or risk-neutral, it is better for the reinsurer to choose the expected value principle, which only
considers the mean of the claims. Therefore, when the reinsurance premium is calculated by either the
expected value principle or the variance premium principle, we may suggest that when the risk-averse
parameter of the reinsurer and the average claims are relatively large, the variance premium principle
is a good choice for pricing the insurance contract; otherwise, the expected premium principle is
much better than the variance premium principle.

6. Conclusion

In this paper, we use the mean-variance framework to consider an optimal reinsurance contract
problem between the insurer and the reinsurer, and the reinsurance premium is calculated by the
mean-variance premium principle. Specifically, the insurer as the follower of the game aims to find
the optimal retention level to maximize its mean-variance criterion, while the reinsurer as the leader
of the game needs to determine the optimal reinsurance premium to maximize the weighted sum of
the insurer’s and reinsurer’s mean-variance criteria. To the best of our knowledge, our paper is the
first one to treat the reinsurer as a social planer when pricing the reinsurance premium in a stochastic
Stackelberg differential game. It turns out that the optimal reinsurance contract depends on the weight
of the insurer that the reinsurer considers. When the reinsurance premium is calculated by either
the expected value principle or the variance premium principle, we also provide some guidance on
which premium principle the reinsurer should use. In particular, we suggest adopting the expected
value principle when the ratio of the reinsurer’s risk-averse parameter to the insurer’s risk-averse
parameter is relatively small; otherwise, the variance premium principle is better for the reinsurer to
choose. Potential future research on differential games is still of great interest, such as to investigate a
hybrid differential game among multiple insurers and reinsurers and take the investment and model
uncertainty into consideration simultaneously.
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Technical appendices
Appendix 1. Proofs of Section 3
A.1 The Proof of Proposition 3.1

Proof: This proof is adapted from Chen & Shen (2019). Given the insurer’s and reinsurer’s surplus processes in (1)

and (2), we have

T T o0
Xi(T) — Xi(t) = f (c— pls)ds — / /0 IG5, )N (ds, dy)
t t

T (o] n
=(c—Aay(T—1t) — / / (9 =l + 06— l(s,y))z) v(dy)ds
t 0

T o]
- / /0 I(s,)N(ds, dy),
t

and
T T o]
Xp(T) — Xp() = / p(s)ds — / /0 (v — I(s,»)N(ds, dy)
t t
T 00 n
= [ [ (o=t + 2= 1602 vidnas
t 0
T o0 -
- / /0 (y — I(s,y))N(ds, dy).
t
Then it follows that
Eye[X(T)] — %Vart,x[XAT)]
T oo
—xit @ aan@=0= [ [ (0010 + J0~ 16" + L1697 vdyds,
t 0
and

Eo[Xr(T)] — YZ—RVart,x[XMT)J

T 00 _
= xz +/ fo (0@ s, p)) + ZVR - l(s,y))z) V(dy)ds.
t

Thus, we can compute the insurer’s and reinsurer’s value functions as

sup { Er (D) = D Vary (X1 (D)1}
le Ar

T o]
=1+ (e~ 2ay)(T—0) — inf {/t /0 (e(y —Is,) + g(y — s, + %lz(s,y)) v(dy)ds} ,

and

sup | EoxlXR(D)] = ZWVaria Xe(T)] + @ (Eeal X1 (1] — ZVare X (D)) |
(0,meDr

T oo
=xg +ax;+a(c—ray)(T —t) + sup {/ / (@ =)y —I'(s, )
moepr e Jo

(A1)

(A2)

Clearly, the strategies [ and £ = (6, n) only appear in the mean and variance terms on the right hand sides of (A.1) and
(A.2), which are independent of the surpluses, their optimal trajectories must be state-independent. Besides, since the
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reinsurer considers part of the insurer’s interests, the reinsurer’s value function also depends on the insurer’s surplus
process. |

A.2 The Proof of Proposition 3.2

Proof: We only show that IT(0, n) is Lipschitz continuous in 6 over [0,,, 6] since the continuity of n can be obtained
along the same lines but the proof is more straightforward. Fix n € [1,, nm], for any 01,0, € [0, 0pm], we have

@, — 0G| < + L +15,

in which
= o 01 +ny 02 +ny
]I:|1—a|/ '9(—7 —0, (y— 271 1dr),
! 0 Y n+vr /4 2\ n+vyvr /4 ’
- o +ny\’ 0 +ny\’
I \(1—a>——\/ ( 1 "y> —(y—z—"y) dF(y),
n+y + n+y +
and
- VI °°<61+ny )2 (92+W )2
I3 =a—= —= A - —= A dF(y).
’ 2 Jo n+wr 4 n+wv 4 )

Without loss of generality, we assume that 6; < 6. Then, it follows that

9
- o +
H15|1—a|(f 0dF<y>+/ 01<y 1+’">d<>
0 - n-vy
o 01+ny> ( 92+ﬂ)’)'
v e (y= 2T e, (y - 2T gF
f% ’1<y ) VT e )| Y

i |62 91+’73§

Vi n+vy

20y o
o, =6l [, ydF()
n +v ”

20 2n+yr )
+ ay | .
n+v n+y

o

1dF(y) + |61 —92|/ ydF(y)

0
s|1—a||91—02|<M+
Yi

In the same vein, we can derive

20 2 26 2
(1—a>f——\|91—92|( I S "ZY)
vi o ontw (m+yn

and
20, 20p + 2na
L=allio —92|< d +M7"2Y)
v n+vp

Then there exists a finite constant M such that |T1(6y,n) — [1(62, )| < M|6; — 6,|. Therefore, the function I1(0, ) is
Lipschitz continuous in 6 over [6,,, Op]. |

A.3 The Proof of Theorem 3.2
Proof: For the insurer’s problem (3), we try the following ansatz for the value functions

Vilt,xp) = x1 + Br(t),  gr(t, x1) = x7 + br(t) (A3)
with the terminal conditions B;(T) = by(T) = 0. Substituting (A3) back into the extended HJB equation (6) yields

Bi(t) + (e = hay) = inf { /0 (00—t + 20 =K + L L1 y) v(dy)} =0 (a9

From this integral representation, we can obtain the minimizer by minimizing the integrand y-by-y, subject to 0 <

I(t,y) < y. Asafunction of I(t, y), the integrand is a parabola, so it is minimized by
0

mwy+e

l*( )9’ )=
2o n+vr

(A5)
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For the reinsurer’s problem (4), we try the following ansatz for the value functions
VR(t, x1, Xg) = X + axy + Br(t), gr(t,x1,xp) = xr + br(t), g1(t,x1, %) = xr + br(t) (A6)
with the terminal conditions Bgr(T) = bgr(T) = Z_JI(T) = 0. By plugging (A6) back into (8), we have

Bp(t) +a(c —hay) + sup {/ (=0 (y =, 0,m)
©.meDg /O

VI v i«
~aZrgent+ (1-wl -2 (- reen)’) vdn) =o. (47)

We need to solve the following optimization problem

swp {7 (a =000 =100~ 00,00
0.meDr (V0

n YR * 2 —
+(a-af - Z)o-roon?) v} =2 S M@ (a8)

Proposition 3.2 has proved that I1(8, n) is Lipschitz continuous on the interval [6,,, 6] X [, nm]. Therefore, a max-
imum must be achieved in (A8) at £* = (6*,1*) € Dg. Once we get the optimal reinsurance contract (I*(y), §*), by
the terminal conditions B;(T) = Bg(T), one obtains

Bi(t) = ((c — hay) — (9*E[Y —FM]+ %E[(Y —FY) + %E[l*(Y)ZJ)) (T -1, (A9)
and
Br(t) = a(c — ray)(T —t) + ((1 —)0*E[Y — I*(V)] — a%E[l*(Y)z]

n YR o 2
+((1 —a)3 - 7)]E[(Y—l (1)) ]) AT — 1), (A10)

With the terminal conditions by(T) = bg(T) = by(T) = 0, we have
bi(t) = by(t) = (c — ray)(T — t) — <9*]E[Y -rml+ %E[(Y - l*(Y))2]> AT —1),
and

br(t) = (G*E[Y -]+ ’72—*E[<Y - l*(Y))Z]) MT — 1.

Combining (A9) and (A10) with the trial solutions given in (A3) and (A6) gives the value functions (12) and (13). W

A.4 The Proof of Proposition 3.3

Proof: Suppose for the purpose of contradiction that there exists a perturbation € at time ¢ such that

limi B (Var; o [X3(T)] — Var; < [Xg(T)]) + a4 (Var, < [X} (T)] — Var; < [X{ (T))
iminf — <

e—>0t €

0,

it then follows that
¢ JR(E % T p* (), p* () — JR(ts, 51 (5 p€ (), p€ ()

lim in
e—0t €
— liminf Ei <[ XR(T) + aXf (T)] — Eix[XR(T) — aXj(T)]
- e—0t €
B B (Var «[X3(D)] — Varx[Xg (D)) + a ¥ (Var, o [X} (T)] — Var,[X§ (T)]
€
_ B (Var <[ X3(T)] — Var [Xg(D]) + a Z (Var; < [X} (T)] — Var[X{ (T)) -0
. ,

which contradicts the fact that p* is an optimal strategy for problem (4). Thus, p* must be an optimal strategy to
(14).
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Appendix 2. Proofs of Section 4

A.5 The Proof of Theorem 4.1
Proof: When 0 = 0, Equation (A4) reduces to

Bi(H) + (c — Aay) — inf / h (2o =169 + Lity?) viap) | =0, (AL1)
I le Ar 0 2 2
and it is minimized by
ny

Fo,n) = ——. A12
(> I, (A12)

Meanwhile, Equation (A7) reduces to

[o ]
BR(t) + a(c — Aay) + sup {/ <(1 - a)f — —) -1, m)? —a= l*(y, 1) } v(dy) = 0. (A13)
=0 LJo

By plugging (A12) into (A13), we need to solve the following optimization problem

1 Yi 2
sup IT; (7) = su { ——— (A =)y —an” — yry1 }
sup () = sup {3 537 (4 )

The first order of IT; (1) is given by

2
Vi (I+a)
M) =>——3 o—n
! 200+
with
2yr + (1 —a)yr
n=——j—.

1+«

It is not difficult to see that IT} (1) > 0 if 0 < 5 < ng; I () < 0 if n > no; I} (o) = 0. So, the solution to the
optimization problem (A13) is given by

. 2n+(1—ay

Al4
1+« ( )

Bringing (A14) back into (A12) yields (17).
Substituting (A12) and (A14) back into (A11) and (A13) and using the terminal conditions Br(T) = Br(T) = 0,
we can easily obtain the explicit expressions of B (¢) and Bg(t) given as

2y + (1 — @)y}

Bi(t) = (¢ — ray)(T —t) — 4R+ 1)

o2 (T — 1), (A15)

and

(1 — )y} — dayryr 20 (T —
8(yr + v1)

Similarly, the terminal conditions by (T) = l_JI(T) = br(T) lead to

Br(t) = a(c — ray)(T — t) + t). (Al6)

viQyr+ (1 —a)yD( +a) G2 (T —

bi(t) = br(t) = (c — ray)(T —t) — 8OR T 0)? 1, (A17)
and
_ i@+ -oyl+a), 5
br(t) = Som T Loy (T — 0). (A18)
n

A.6 The Proof of Proposition 4.1
Proof: To derive the Pareto-optimal strategy for problem (21), we need to solve the following optimization problem

sup (), (A19)
Imel0.y1x [nmnm]

where

ﬁ1<l,n)=/0°° (Fa-o-2)o-10) - Zal?) vy
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1

=5 /0 (= —ayr—yR) 1> —2(1 —a)n — yR) 1) y

+((1 —)n — yr)y*) v(dy).

We discuss the optimal strategy for (A19) in two cases:

(i) Ifa > 1, I1; decreases with 5, and thus n* = 5. In particular, if @ = 1, the expression above is independent
of n. Moreover, it is clear that (1 — a)nm —ayr — yr < 0and (1 — @), — yr < 0 for & > 1, and thus the
maximizer of IT; (I, n*) is obtained at

(@ —Dnm + ¥r y
(@ —Dnm+yr+ay’

I'(y) =

(ii) If0 < a < 1, I; increases with 7, and thus n* = . For 0 < a < 1,if (1 — a)na — ay; — yr = 0, it follows
that (1 — a)nm — yr > 0, and we can verify that I*(y) = 0; if (1 — o)ym —ayr — yr < 0and (1 — @)y —
yr = 0, then I*(y) = 0; and if (1 — o)np — ayr — yr < Oand (1 — &)y — yr < 0, we have

(@ — Dy + yr y
(@—=Dnu+yr+ay’

Fy) =

We complete the proof. |
A.7 The Proof of Proposition 4.2
Proof: Bringing (18) back into (15) gives
1
R(a) = ﬁEt,x[xﬁ(T) +aX((T) — Xi(t) — aXj ()]

_ A=)+ —ay)
8(yr + v1)?

A0E + alc — Aay). (A20)

It is not difficult to verify that R decreases with «, and

YEQyr + v1)

R(1) = c—AEY, R(0) = T

Therefore, under the variance premium principle, we can solve Equation (A20) to estimate the weight parameter «
given a constant target annual R when considering the mean-variance criterion (4). We complete the proof. |

A.8 The Proof of Theorem 4.2
Proof: When n = 0, Equation (A4) reduces to

o0
B{(®) + (c — 2ay) — inf { / (60~ 1ty + LRt y) V(dy)} —o0, (A21)
leAr \Jo 2
and it is minimized by
6
F(y,0) = — Ay. (A22)
VI

Also, Equation (A7) reduces to

BR(t) + a(c — Aay) + sup {f ((1 —a)0(y —I"(3,0)) — a%(l*(yﬁ))z
60>0 0

—%(y -r (y>9))2) v(dy)} =0. (A23)
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Substituting (A22) back into (A23), then we need to solve the following optimization problem

*© 0 vi (0 SR 0\
sup I (0) = sup / I-a)fly——) —a=—Ay) ——=—|y—— dF(y) ¢ -
0>0 0>0 | Jo vi/) 2 \y 2 Vi

Taking the first order of T1,(0) yields

= (1—ar ) [ g Y (1 (2
1'12(9)_(1 a+y1)/i ydEy) <2 a+7/z>w<l F<V1>>.

vI

Let z = 6/yy, it follows that

' (zyr) = (1 —a+ —R> /Oode(y) - (2 —a+ E) z(1 - F(2))
i z Yi

=<1—O{+J;R)(1_F(z))<fz )’—ZdF()’)_ z )
1

1— F(2) 1—a+§,—fj
_(1_ YRY 4 _ _ .
= (1 o+ yl)(l F(2)) (E[(Y 2)4|Y > 2] 1—a+¢;>'

On one hand, if ®(z) in (22) has a unique root over (0, 00) denoted by 2, then 6y = y1zp must be the unique finite root
to IT5(9) = 0, and thus we have 6* = 6. One the other hand, if ®(2) has no root over (0, 00), because of I1'(0) > 0,
we have zyg — 00, and thus we derive (I*,6*) = (y, 00).

Substituting (A22) and 6* = yrzp back into (A21) and (A23) and using the terminal conditions B;(T) = Br(T) = 0,
we have

Bi(t) = (c —ray (T —t) — (zm/ ydF(y) + %/0 y*dF(y)
i 2
-5 1- F(Zo))> MT — 1),

and

Br(t) = a(c — day)(T —t) + <(V1(1 —a)+ VR)ZO/ ydF(y) — % / ¥ dF(y)

20 20

P20 Vig YR N2 _
o /0 2aF0) + Ta- 2 71) 21 = Fzo) ) M(T = .
Similarly, the terminal conditions by (T) = bi(T) = br(T) lead to

o0

br(t) = bi(H) = (c — ray)(T — ) + (237/1(1 — F(z0)) — 201 /

0

de(y)) MT — 1),
and

br(t) = (Zo)/r / ydF(y) — zgyi(1 — F(Zo))) AT — ).

20

|
A.9 The Proof of Proposition 4.4
Proof: Bringing 0* = y;zj back into (15) yields
R(@) = a(c — AEY) + y120(1 — o) E[Y — 2] 4. (A24)

It is not difficult to see that R is non-negative and satisfies R(0) = y1zo[E[Y — zp]4 and R(1) = ¢ — AEY. Therefore,
under the expected value principle, we can solve Equation (A24) to estimate the weight parameter o given a constant
target annual R when considering the mean-variance criterion (4). |
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