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In this paper, we study a class of optimal dividend and investment prob-
lems assuming that the underlying reserve process follows the Sparre Ander-
sen model, that is, the claim frequency is a “renewal” process, rather than a
standard compound Poisson process. The main feature of such problems is
that the underlying reserve dynamics, even in its simplest form, is no longer
Markovian. By using the backward Markovization technique, we recast the
problem in a Markovian framework with expanded dimension representing
the time elapsed after the last claim, with which we investigate the regularity
of the value function, and validate the dynamic programming principle. Fur-
thermore, we show that the value function is the unique constrained viscosity
solution to the associated HJB equation on a cylindrical domain on which the
problem is well defined.

1. Introduction. The problem of maximizing the cumulative discounted div-
idend payout can be traced back to the seminal work of de Finetti [17] in 1957,
when he proposed to measure the performance of an insurance portfolio by look-
ing at the maximum possible dividend paid during its lifetime, instead of focussing
only on the safety aspect measured by its ruin probability. Although other criteria
such as the so-called Gordon model [21] as well as the simpler model by Miller—
Modigliani [34] have been proposed over the years, to date the cumulative dis-
counted dividend is still widely accepted as an important and useful performance
index, and various approaches have been employed to find the optimal strategy
that maximizes such index. The solution of the optimal dividend problem under the
classical Cramér-Lundberg model has been obtained in various forms. Gerber [19]
first showed that an optimal dividend strategy has a “band” structure. Since then the
optimal dividend policies, especially the barrier strategies, have been investigated
in various settings, sometimes under more general reserve models (see, e.g., [2, 3,
6, 20, 25, 27, 31, 35, 39], to mention a few). We refer the interested reader to the
excellent 2009 survey by Albrecher—Thonhauser [4] and the exhaustive references
cited therein for the past developments on this issue.
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The more general optimization problems for insurance models involving the
possibility of investment and/or reinsurance have also been studied quite exten-
sively in the past two decades. In 1995, Browne [15] first considered the problem
of minimizing the probability of ruin under a diffusion approximated Cramér—
Lundberg model, where the insurer is allowed to invest some fraction of the re-
serve dynamically into a Black—Scholes market. Hipp—Plum [22] later considered
the same problem with a compound Poisson claim process. The problems involv-
ing either proportional or excess-of-loss reinsurance strategies have also been been
studied under the Cramér—Lundberg model or its diffusion approximations (see,
e.g., [23-25, 38]). The optimal dividend and reinsurance problem with transac-
tion cost and taxes was studied by the first author of this paper with various co-
authorships [10-12]; whereas the ruin problems, reinsurance problems and uni-
versal variable insurance problems involving investment in the more general jump
diffusion framework have been investigated by the second author [30, 32, 33], from
the stochastic control perspective. We should remark that the two references that
are closest to the present paper are Azcue—Muler [8, 9], obtained in 2005 and 2010,
respectively. The former concerns the optimal dividend-reinsurance, and the latter
concerns the optimal dividend-investment. Both papers followed the dynamic pro-
gramming approach, and the analytic properties of the value function, including
its being the viscosity solution to the associated Hamilton—Jacobi-Bellman (HIB)
equation became the main purpose.

It is worth noting, however, that all aforementioned results are based on the
Cramér-Lundberg type of surplus dynamics or its variations within the Markovian
paradigm, whose analytical structure plays a fundamental role. A well-recognized
generalization of such model is one in which the Poisson claim number process is
replaced by a renewal process, known as the Sparre Andersen risk model [41]. The
dividend problem under such a model is much subtler due to its non-Markovian
nature in general, and the literature is much more limited. In this context, Li—
Garrido [29] first studied the properties of the renewal risk reserve process with
a barrier strategy. Later, after calculating the moments of the expected discounted
dividend payments under a barrier strategy in [1], Albrecher—Hartinger [2] showed
that, unlike the classical Cramér-Lundberg model, even in the case of Erlang (2)
distributed interclaim times and exponentially distributed claim amounts, the hor-
izontal barrier strategy is no longer optimal. Consequently, the optimal dividend
problem under the Sparre Andersen models has since been listed as an open prob-
lem that requires attention (see [4]), and to the best of our knowledge, it remains
unsolved to this day.

The main technical difficulties, from the stochastic control perspective, for
a general optimal dividend problem under the Sparre Andersen model can be
roughly summarized into two major points: the non-Markovian nature of the
model, and the random duration of the insurance portfolio. We note that although
the former would seemingly invalidate the dynamical programming approach,
a Markovization is possible, by extending the dimension of the state space of the
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risk process, taking into account the time elapsed since the last claim (see [4]). It
turns out that such an extra variable would cause some subtle technical difficul-
ties in analyzing the regularity of the value function. For example, as we shall see
later, unlike the compound Poisson cases studied in [8, 9], even the continuity of
the value function requires some heavy arguments, much less the Lipschitz prop-
erties, which play a fundamental role in a standard argument. For the latter issue,
since we are focusing on the life of the portfolio until ruin, the optimization prob-
lem naturally has a random terminal time. While it is known in theory that such
a problem can often be converted to one with a fixed (deteministic) terminal time
(see, e.g., [14]) once the distribution of the random terminal is known, finding the
distribution for the ruin time under Sparre Andersen model is itself a challenging
problem, even under very explicit strategies (see, e.g., [1, 20, 29]), which makes
the optimization problem technically prohibitive along this line.

This paper is our first attempt to attack this open problem. We will start with a
rather simplified renewal reserve model but allowing both investment and dividend
payments. As was suggested in [4], our plan is to first “Markovize” the model and
then study the optimal dividend problem via the dynamic programming approach.
Specifically, we shall first investigate the property of the value function and then
validate the dynamic programming principle (DPP), from which we can formally
derive the associated HIB equation to which the value function is a solution in
some sense. An important observation, however, is that the value function could
very well be discontinuous at the boundary of a region on which it is well defined,
and no explicit boundary condition can be established directly from the informa-
tion of the problem. Among other things, the lack of boundary information of the
HJB equation will make the comparison principle, whence uniqueness, particularly
subtle, if not impossible. To overcome this difficulty, we shall invoke the notion of
constrained viscosity solution for the exit problems (see, e.g., Soner [40]), and as
it turns out we can prove that the value function is indeed a constrained viscosity
solution to the associated HIB equation on an appropriately defined domain, com-
pleting the dynamic programming approach on this problem. To the best of our
knowledge, these results are novel.

The rest of the paper is organized as follows. In Section 2, we establish the
basic setting, formulate the problem and introduce the backward Markovization
technique. In Section 3, we study the properties of the value function and prove
the continuity of the value function in the temporal variable. In Sections 4 and 5,
we prove the continuity of the value function in variables x and w, respectively.
In Section 6, we validate the Dynamic Programming Principle (DPP), and in Sec-
tion 7 we show that the value function is a constrained viscosity solution to the HIB
equation. Finally, in Section 8 we prove the comparison principle, hence prove that
the value function is the unique constrained viscosity solution among a fairly gen-
eral class of functions.
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2. Preliminaries and problem formulation. Throughout this paper, we as-
sume that all uncertainties come from a common complete probability space
(2, F,P) on which is defined d-dimensional Brownian motion B = {B; : t > 0},
and a renewal counting process N = {N;};>0, independent of B. More precisely,
we denote {0,}77 | to be the jump times (o¢ := 0) of the counting process N, and
T;=0; —0i—1,i = 1,2, ... to be its waiting times (the time elapses between suc-
cessive jumps). We assume that 7;’s are independent and identically distributed,
with a common distribution F : R — R ; and that there exists an infensity func-
tion X : [0, 00) > [0, 00) such that F@t):=P{T} >t} = exp{—fék(u)du}. In
other words, A(t) = f(¢)/F(t), t > 0, where f is the common density function
of T;’s.

Further, throughout the paper we will denote, for a generic Euclidean space X,
regardless of its dimension, (-,-) and | - | to be its inner product and norm, re-
spectively. Let T > 0 be a given time horizon, we denote the space of continuous
functions taking values in X with the usual sup-norm by C ([0, T']; X), and we shall
make use of the following notation:

e For any sub-o-field G C F and 1 < p < o0, L?(G; X) denotes the space of all
X-valued, G-measurable random variables & such that E|£|? < oo. As usual,
& € L*°(G; X) means that it is a bounded, G-measurable random variable.

e For a given filtration F = {F; : ¢ > 0} in F, and 1 < p < oo, LE([0, T]; X)
denotes the space of all X-valued, F-progressively measurable processes & sat-
isfying E fOT |&|” dt < oo. The meaning of Lg°([0, T']; X) is defined similarly.

2.1. Backward Markovization and delayed renewal process. An important
ingredient of the Sparre Andersen model is the following “compound renewal
process” that will be used to represent the claim process in our reserve mode:
0= va:’ 1 Ui, t >0, where N is the renewal process representing the frequency
of the incoming claims, whereas {U;}72, is a sequence of random variables rep-
resenting the “size” of the incoming claims. We assume that {U;} are i.i.d. with a
common distribution G : Ry — R, independent of (N, B).

The main feature of the Sparre Andersen model, which fundamentally differ-
entiates this paper with all existing works is that the process Q is non-Markovian
in general (unless the counting process N is a Poisson process), consequently we
cannot directly apply the dynamic programming approach. We shall therefore first
apply the so-called Backward Markovization technique (cf., e.g., [37]) to overcome
this obstacle. More precisely, we define a new process W; =t —oy,, t > 0, be the
time elapsed since the last jump. Then clearly, 0 < W; <t < T, for ¢t € [0, T], and
it is known (see, e.g., [37]) that the process (¢, Q;, W;), t > 0, is a piecewise de-
terministic Markov process (PDMP). We note that at each jump time o;, the jump
size |AWy, | =0; —o0i_1 =T;.

Throughout this paper, we consider the filtration {F;};>0, in which F; :=
]-",B \Y ]-',Q \Y ]-',W, t > 0. Here, {]-'tS :t > 0} denotes the natural filtration gener-
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ated by process £ = B, O, W, respectively, with the usual P-augmentation such
that it satisfies the usual hypotheses (cf., e.g., [36]).

A very important element in the study of the dynamic optimal control problem
with final horizon is to allow the starting point to be any time s € [0, T']. In fact, this
is one of the main subtleties in the Sparre Andersen model, which we now describe.
Suppose that, instead of starting the clock at = 0, we start from s € [0, T], such
that Wy = w, [P-a.s. Let us consider the regular conditional probability distribution
(RCPD) Py, (+) :=P[-|W, = w] on (£2, F), and consider the “shifted” version of
processes (B, @, W) on the space (2, F, Pyy; F*), where F* = {F;};>5. We first
define B} := B; — By, t > 5. Clearly, since B is independent of (Q, W), B® is an
[F*-Brownian motion under Py,,, defined on [s, T'], with By = 0. Next, we restart
the clock at time s € [0, T'] by defining the new counting process N; := N; — N,
t € [s, T]. Then, under Py,,, N° is a “delayed” renewal process, in the sense that
while its waiting times 7}, i > 2, remain independent, identically distributed as the
original 7;’s, its “time-to-first jump,” denoted by Tls’w =TN,+1 — W =0N,+1 — 5,
should have the survival probability

.1 P [T00 > t) = P(Ty > t + w|T) > w) = elv Hdu.

In what follows, we shall denote N;|w,—, 1= N/ Wt >s, to emphasize the de-

pendence on w as well. Correspondingly, we shall denote Q" = Zf\il U; and

W= w+ W, — Wy =w+[(t —s) — (on, —on,)], t > s. Itis readily seen that
(B, 07", W), t > s, is an F*-adapted process defined on (2, F, Pyy,), and it
is Markovian.

2.2. Optimal dividend-investment problem with the Sparre Andersen model.
In this paper, we assume that the dynamics of surplus of an insurance company,
denoted by X = {X,};>0, in the absence of dividend payments and investment, is
described by the following Sparre Andersen model on the given probability space
(2, F,P;F):

Ny
(2.2) Xi=x+pt—Q:=x+pt—)Y U, tel0,T],
i=1

where x = Xo > 0, p > 0 is the constant premium rate, and Q; = Zl&] U; is
the (renewal) claim process. We shall assume that the insurer is allowed to both
invest its surplus in a financial market and will also pay dividends, and will try
to maximize the dividend received before the ruin time of the insurance company.
To be more precise, we shall assume that the financial market is described by the
standard Black—Scholes model. That is, the prices of the risk-free and risky assets
satisfy the following SDEs:

23)  dS’=rSYdt,  dS,=uS;dt+0S,dB;, tel0,T],
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where B = {B;};>¢ is the given Brownian motion, r is the interest rate and p > r
is the appreciation rate of the stock.

With the same spirit, in this paper we shall consider a portfolio with only one
risky asset and one bank account and define the control process by m = (34, L;),
t >0, where y € L%([O, T]) is a self-financing strategy, representing the pro-
portion of the surplus invested in the stock at time ¢ (hence y; € [0, 1], for all
tel0,T]),and L € LIZF([O, T]) is the cumulative dividends the company has paid
out up to time ¢ (hence L is increasing). Throughout this paper, we will consider
the the filtration F = F8:2-W) and we say that a control strategy 7= = (¥, L;)
is admissible if it is F-predictable with cadlag paths, and square-integrable (i.e.,
E[ fOT |V |2dt + |L7]?] < o0) and we denote the set of all admissible strategies re-
stricted to [, t] € [0, T'] by Za4ls, t]. Furthermore, we shall often use the notation
%,;" s, T] to specify the probability space (2, F, Pyy,), and denote %a%o[o, T]
by %410, T = %4 for simplicity.

By a standard argument using the self-financing property, one shows that, for
7T € Y44 and initial surplus x, the dynamics of the controlled risk process X satis-
fies the following SDE:

Xm{T = pdt +rdet+ (M —r))/tdet +O’)/[X;TdB[ —dQ[ —dL[,
2.4)
X7 =x,t€[0,T].

We shall denote the solution to (2.4) by X; = X7 = X", whenever the specifica-
tion of (i, x) is necessary. Moreover, for any 7w € %4, we denote t™ = ™" ;=
inf{z > 0; X" < 0} to be the ruin time of the insurance company. We shall make
use of the following standing assumptions.

ASSUMPTION 2.1. (a) The interest rate r, the volatility o and the insurance
premium p are all positive constants.

(b) The distribution functions F (of 7;’s) and G (of U'’s) are continuous on
[0, 00). Furthermore, F' is absolutely continuous, with density function f and in-
tensity function A(t) := f(t)/l:“(t) >0,te[0,T].

(c) The cumulative dividend process L is absolutely continuous with respect
to the Lebesgue measure, that is, there exists a € L]%([O, T]; R4), such that L, =
fé asds,t > 0. We assume further that for some constant M > p > 0, it holds that
0<a, <M,dt x dP-ae.

REMARK 2.2. Assumption 2.1(c) is merely technical, and it is not unusual;
see, for example, [4, 20, 27]. But this assumption will certainly exclude the possi-
bility of having “singular” type of strategies, which could very well be the form of
an optimal strategy in this kind of problem. However, since in this paper our main
focus is to deal with the difficulty caused by the renewal feature of the model, we
are content with such an assumption.
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We should note that the surplus dynamics (2.4) with Assumption 2.1(a) is in the
simplest form. More general dynamics with carefully posed assumptions is clearly
possible, but not essential for the main results of this paper. In fact, as we can
see later, even in this simple form the technical difficulties are already significant.
We therefore prefer not to pursue the generality of the surplus dynamics in the
current paper so as not to disturb the already lengthy presentation. In the rest of
the paper, we shall consider, for given s € [0, T'], the following SDE [recall (2.4)
and Remark 2.2 on the filtered probability space (€2, F, Psy; F5)]: for (y,a) €

s, Tl,and t € [s, T,

t
Xf=x+p(t—s)+f [r+ (w—r)yu] X du

S
t t
(2.5) +c7/ YuX dBy, — 07" —/ a, du,
Wii=w+ (t —s) — (on, —on,).

We denote (X, W) = (X™5%% W5¥) when the dependence on (s, x, w) needs
to be emphasized.

We now describe our optimization problem. Given an admissible strategy m €
%,;" s, T1, we define the cost functional, for the given initial data (s, x, w) and
the state dynamics (2.5), as

AT . )
J(s,x,w;w) = Esw{f e_L(t_”dL,’Xf =x}
S

AT
= Eyru { / e =9 qr, }
N

Here, ¢ > 0 is the discounting factor and t7 = t7*¥ :=inf{t > s : X;"*""" < 0}
is the ruin time of the insurance company. Namely, J (s, x, w; ) is the expected
total discounted dividend received until ruin. Our objective is to find the optimal
strategy m* € Zaqls, T such that

(2.6)

2.7) Vis,x,w):= sup J(s,x,w;m).
7 €Uyals,T]

We note that the value function should be defined for (s, x, w) € D where D =
{(s,x,w):0<s<T,x>0,0<w <s}. Here, 0 < w < s is due to the fact that
we are considering the ordinary renewal case so that the clock process W satisfies
W, <t fort € [0, T] (W, =t only if there is no claims in [0, ¢]). We make the
convention that V (s, x, w) = 0, for (s, x, w) ¢ D. We shall frequently carry out
our discussion on the following two sets:

2 :=itD={(s,x,w)eD:0<s<T,x>0,0<w<s};
(2.8)
7 ={(s,x,w)eD:0<s<T,x>0,0<w <s}.
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We note that 2 C 9* € 9 = D, the closure of Z, and Z* does not include bound-
arys=T.

To end this section, we list two technical lemmas that will be useful in our
discussion. The proofs of these lemmas are very similar to the Brownian motion
case (cf., e.g., [42], Chapter 3), along the lines of Monotone Class Theorem and
Regular Conditional Probability Distribution (RCPD), we therefore omit them.
Let us denote D’T” := D([0, T]; R™), the space of all R™-valued cadlag functions
on [0, T'], endowed with the sup-norm, and %47 := ,@(D’}i), the topological Borel
field on DT . Let D" :={¢.A¢|¢ € DT}, A" := B(Df"), t € [0, T], and Z}} :=
Ny=: Zy', t €0, T). For a generic Euclidean space X, we denote <77 (X) to be
the set of all {Z}} };>0-progressively measurable process n: [0, T] x Dy — X,
that is, for any ¢ € 277" (X), it holds that ¢ (¢, n) = ¢(t,n.As), for t € [0, T] and
n € DT. As usual, we denote «77" = /7" (R) for simplicity.

LEMMA 2.3.  Let (2, F,P) be a complete probability space, and { : Q@ — D7
be a D™ -valued process. Let ]-"f =0{t(s):0<s<t}.Then ¢ :[0,T] x QX
is {]-"f}tzo-adapted if and only if there exists an 1 € @/ (X) such that ¢(t, ) =
n(t, Ear(w)), P-as.-w € 2, Vt € [0, T].

LEMMA 2.4. Let (s,x,w) € D and w = (y,a) € a4ls, T]. Then for any
stopping time t € [s, T ], P-a.s., and any F;-measuable random variable (¢, n)
taking values in [0, 00) x [0, T'], it holds that

J (1, 6(), n(); 1) = E{/Tﬂ e dt‘ft}(w)

2.9)
forP-a.s. w € Q.

3. Basic properties of the value function. In this section, we present some
results that characterize the regularity of the value function V. We note that the
presence of the renewal process, and consequently the clock process W, changes
the nature of the dynamics significantly. In fact, even in this simple setting, many
well-known properties of the value function becomes either invalid, or much less
obvious.

We begin by making some simple but important observations, which will be
used throughout the paper. First, we note that in the absence of claims (or in be-
tween the jumps of N), for a given m = (y, a) € Zals, T1, the dynamics of the
surplus follows a nonhomogeneous linear SDE (2.5) with Q%" = 0, and has the
explicit form (cf. [28], page 361)

(3.1 X' =2 [X;? +/I[ZZ]_1(p —au)du}, tels, Tl,

2
where Z$ :=exp{/{[r + (wu —r)yu)du+o [} vudBy—% [} |yu|*du}. From (2.2)
and (3.1), it is clear that in the absence of claims, the surplus X; < 0 would never
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happen if one does not over pay the dividend whenever X; = 0. For example, if
we consider only those w € %4 such that (p — a;)1{x7—py > 0, P-a.s., then we
have d X7 > 0, whenever X7 = 0, which implies that XJ > 0 holds for all > 0.
Such an assumption, however, would cause some unnecessary complications on
the well-posedness of the SDE (2.2). We shall argue slightly differently.

Since it is intuitively clear that the dividends should only be paid when reserve
is positive, we suspect that any 7w € %4 such that T occurs in between claim
times (i.e., caused by overpaying dividends) can never be optimal. The following
result justifies this point.

LEMMA 3.1.  Suppose that w € Uuq is such that P{o; AT < 1t™ <041 AT} >
0, for some i € N, where o;’s are the jump times of N, then there exists T € Uaq
such that P{t™ e U2 0i} =1, and J (s, x, w; 77) > J (s, x, w; 7).

PROOF. Without loss of generality, we assume s = w = 0. We first note from
(3.1) that on the set {o; AT < ™ < 041 A T}, one must have X7, _ = X7 =0,
and for some 8 > 0, a; > p for t € [t™, t7 4 §]. Now define 7; := m; 1y o7y +
(0, p)1{;>7}, and denote X := X7 Then clearly, X, = X7 forall t € [0, 77], PP-
a.s., and df(rn = (p — a7 )dt = 0. Consequently, f(t =0forte[t", 001 AT)
and )}UI.H < 0on {oj+1 < T}. In other words, 7 = 0i+1, and thus,

AT
J(0,x,0;7) =IE|:/ e “a, dt]
0

0i+1NT

zJ(o,x,o;n>+E[/
T

> J(@0,x,0;m),

pe ldt:o; AT <t" <011 A T]

m

since P{o; AT <" <041 AT} > 0, proving the lemma. [

We remark that Lemma 3.1 amounts to saying that for an optimal policy it is
necessary that ruin only occurs at the arrival of a claim. Thus, in the sequel we
shall consider a slightly fine-tuned set of admissible strategies:

(3.2) Upg = = (y,a) € Uaa : AXTx 1z 1) <0, P-as.}.

The set @Zud [s, T'] is defined similarly for s € [0, T'], and we shall often drop the
“~” for simplicity.
We now list some generic properties of the value function.

PROPOSITION 3.2. Assume that Assumption 2.1 is in force. Then the value
function V enjoys the following properties:

(1) V (s, x,w) is increasing with respect to x;
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) V(s,x,w) < %(1 — e_C(T_“))for any (s, x,w) € D, where M > 0 is the
constant given in Assumption 2.1; and
(111) limy 00 V (s, x, w) = %[1 — e_C(T_S)],forO <s<T,0<wc<s.

PROOF. (i), (i) follow from (3.1) and the estimate V(s,x,w) <
Jleet=9Mdt = 51— ecT—9].

To see (iii), we consider a simple strategy: 7%= (y,a) = (0, M). Then we can
write

0

XTOW = =)y 4 p—M

r

(1 _ efr(tfs)) _ ft er(lfu)dQ;,w’
(3.3) ’

tels, T,
and it is obvious that limy_, s ffo’x’w AT =T, P-as. Thus we have

0

_[Sn WX, W
Vs, x,w) zl(s,x,w;ﬂo):E[/ e‘c(’_s)Mdt}
N
_ Mgl) e
C

By the bounded convergence theorem, we have lim,_ oo V (s, x, w) > %(1 —
e~ ¢T=%)) This, combined with (ii), leads to (iii). O

In the rest of this subsection, we study the continuity of the value function
V (s, x, w) on the temporal variable s, for fixed initial state (x, w). We have the
following result.

PROPOSITION 3.3. Assume Assumption 2.1. Then V(s, x, w), (s + h, x, w) €
D, h >0, it holds:

(@ V(s+hx,w)=V(s,x,w) <0;
d) Vis,x,w) — V(s + h,x,w) < Mh, where M > 0 is the constant in As-
sumption 2.1.

PROOF. We note that the main difficulty here is that, given (s, x, w), the pro-

s,w

cess Q7" = Zf.v:’ | Ui and the “clock” process W;"" cannot be controlled, thus
it is not possible to keep the process W “frozen” at the initial state w during the
time interval [s, s 4+ 2] by any control strategy. We shall try to get around this by
adopting the idea of “time shift” so as to freeze the w-clock.

To be more precise, let us assume that s = 0 and w = 0, other cases can
be argued similarly. For & € (0,7T), let @ € %a}él’o[h,T]. We define ﬁ,h =
(Vrsar) == (Vn+t> ane)s t € [0, T — h]. Then 7h s adapted to the filtration
Fh .= {Fh+1}r=0. Consider the optimization problem on the new probability set-up
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(Q, F, Ppo, F"; B", 0", W"), where (B]', O, W) = (B}, O}, W} ).t > 0.
Let us denote the corresponding admissible control set by ?/_QZ:O[O, T — h]. Then

e ?ZQZ’O[O, T — h), and the corresponding surplus process, denoted by X7 h,
should satisfy the SDE

—=h t _ ——h
X7 =x+pt+/ [r+(u—r)pu)X] du
0
34 . . t
+0/ ?uXﬁldBf—Q?—/Ezudu, t>0.
0 0
Since the SDE is obviously pathwisely unique, whence unique in law, we see that

the laws of {)_(fh},zo and that of {XZH}QO [which satisfies (2.5), with s = h],
under Py, are identical. In other words, if we specify the time duration in the cost
functional, then we should have

™ AT
Jn,r(h, x,0; ) I=Eh0[/h e Mg, dt‘XZ Zx]
AT —h) e aah
3.5) =Eh0[/0 e a,dt‘XO =x:|
=: Jo.7—n(0,x,0; 7"),
V(h,x,0)= sup Jo.7—1(0,x,0; 7).
7e?°10,T—h]

Now, for the given 7" e %’afgo[o, T — h] we apply Lemma 2.3 to find n €
&%ﬁ_h (R2?), such that ﬁth =n(t, B Q,h/\t, W}j\t), t € [0, T]. We now define

N
ﬁ,h =0, BAAT=h)s QAT —h)s WAra(T—h))s tel0, T —h].

Then #" € %,4[0, T1. Furthermore, since the law of (B,h, Q?, W,h), te[0, T —h],
under Py, and that of (B, Q¢, W), t € [0, T — h], under P, are identical, by the
pathwise uniqueness (whence uniqueness in law) of the solutions to SDE (2.5), the
processes {(Xﬁh, Ws, frth)}te[oj_h] and {(X’_’h, W,h, frth)},e[oyr_h] are identical in
law. Thus, by (3.5),

2AAT =)

Ing %, 0,70 = Jo 7—n (0, x, 05 ) = Eoro [ [ G, dt} <V(0,x,0).
0

Since 7 € %cﬁio[h’ T] is arbitrary, we obtain V (h, x, 0) < V (0, x, 0), proving (a).
To prove (b), let & € %,4[0, T]. For any h € (0, T), we define n,h =,y for
t € [h, T]. Then clearly, xh e %ale’o[h, T]. Furthermore, we have

J(0,x,0; ) — J(h,x,0; ")

T
=E0x0|:/ e_”a,dt:rnfT—h}
0
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" AT
(3.6) + Eoxo / e “a;dt " >T — h}
0

- s

T
—Eixo / e Ct=Mq, ,dt: ™" < T]
h

- T ,
—Enxo / e_CO_h)at,h dt " > T].
h

By definition of the strategy 7", it is easy to check that

b2

T 7 )
E0x0|:/(; e “a;dt 1" <T — h} = Eix0 [/h e Mg, dt- o < T},

T T 1
}ono[/o e “adt:t" >T — h:| = Ejr0 [‘/}; Mg L grm" S T],

we deduce from (3.6) that

T
J(0,x,0; ) < J(h,x,0; nh)—i—ono[/ e_c’a,dt}
(3 7) T—h

<V(h,x,0)+ Mh.

Since w € %410, T] is arbitrary, we obtain (b), proving the proposition. [J

We complete this section with an estimate that is quite useful in our discussion.
First, note that (3.1) implies that in the absence of claims, the surplus without

investment and dividend [i.e., 7 = (0, 0)] is X% = &" (=) [x + Ea- eI,
PROPOSITION 3.4. Let (s, x,w) € D. Then, for any (s + h, Xg_’:;lx, w+h)e
D, h > 0, it holds that

ch+fww+h 1@ gy

(3.8) V(s+h X2 wrh)<e Fa MV (s, x, w).

PROOF. For any ¢ > 0, we choose 7/¢ € %ijh’wh [s + h, T] such that

J(s+h, X055 w b n" ) = V(s +h, X055 w+h) —e.

Now define a new strategy: "¢ = J'rf”gl{Tls,w>h}1[s+h,T](t), t € [s, T], where
T,"" is the first jump time of the delayed renewal process N**. Then, clearly,
mhe e 9 s, T, and Xf:h = X?fh on the set {7}"" > h} € Fyyj. Thus, using
(2.1) we have

Vs, x, w) > J(s,x, w; J_Th’g)

the AT

T
— Esxw I:/A+h e—C(l—S)aZ{’l,e dt - I{Tlsyw>h}i|
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=M (s+h X055 w A+ by wh )P TP > h)

—ch— [Vt LW g,

Z[V(s—i—h,Xg;:;f,w_i_h)_g]e v F

Letting ¢ — O we obtain the result. [J
We note that a direct consequence of (3.8) is the following inequality:

V(s +h, Xg;f,’f, w+h)—V(s,x,w)
3.9

)+h
eCh+f1u f@w)

<[ Fw M 1] (s, x, w).

This gives a kind of one-sided continuity of the value function, although it is a far
cry from a true joint continuity which we will study in the next sections.

4. Continuity of the value function on x. In this section, we investigate the
continuity of value function on initial surplus x. As in all “exit-type” problems,
the main subtle point here is that the ruin time t” is generally not continuous in
the initial state x. We borrow the idea of penalty method (see, e.g., [18]), which
we now describe.

To begin with, we recall the domain D ={(s,x, w) :0<s <T,x>0,0<w <
s}. Let d(x, w) :== (—x) v O for (x,w) € R x [0, T], and for 7 € %" [s, T] we
define a penalty function by

B(1.e)=p"""" (1, €)
4.1)

1 rt
:exp{—;/s d(Xf’S’x’w,Wrs’w)dr}, t>0.

Then clearly B(t,¢) =1 fort < t[. Thus we have

Vé(s,x,w) = sup J(s,x,w;m)
T €Uqls.T]

T
‘= sup IE[/ TS5 (1 g)e g, dt]
T eUqls, T] LIs

4.2)

T T
= sup E[f e =g, dt + / BT (1 g)e Ug, dt}
TEUqls, T s L4

> Vs, x,w).

We have the following lemma.

LEMMA 4.1. V&(s,x,w) is continuous in x, uniformly for (s, x, w) in any
compact set K C D.
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PROOF. Form € %,;"[s, T, and x1, x5 € [0, 00) we have

]E|ﬂ7T7X1 (t’ 8) - ﬂJT’xz(L 8)|
— E|et K AT Wodr

£

ot ;d<Xi’"‘2,Wr)dr|

1 t
<:E / d(XT5, W) — d(XT%2, W) dr
(4.3) | ts
< [ Bl = x| ar
EJs

1/t 2
<NT- (/ E[XT¥1 — Xf’x2|2dr>
& \Js

T
< —|x1 —x2l.
&

In the above, the last inequality is due to a standard estimate of the SDE (2.2).
It then follows that V¢ is continuous in x. Since K is compact, the continuity is
uniform for (s, x,w) € K. O

We should note that the estimate (4.3) indicates that the continuity of V¢ (in x),
while uniformly on compacta, is not uniform in ¢(!). Therefore, we are to argue
that, as ¢ — 0, V¥ — V on any compact set K C D, uniformly in all (s, x, w) € K,
which would in particular imply that V is continuous on D. In other words, we are
aiming at the following main result of this section.

THEOREM 4.2. For any compact set K C D, the mapping x — V (s, x, w)
is continuous, uniformly for (s, x,w) € K. In particular, the value function V is
continuous in x, for x € [0, 00).

To prove Theorem 4.2, we shall introduce an intermediate problem. For
each 6 > 0, we denote Dy := {(s,x,w) : 5 € [0,T],x € (—6,00),w € [0, s]}.
Clearly, Dg C Dy for 6 < 6', and (Ng-gDg = D. For (s,x,w) € K and 7 €
Uaals, T1, we denote 70 = r;f;fw (resp. T7°0) to be the exit time of the pro-
cess (t, X5 W ") from Dy (resp., D) before T. For notational simplicity,
we shall write (X7, W) ;= (X™5XW WSW) 1:.= ‘L'SJT’O, and 77 := ‘L'S”’Q, when the

context is clear. It is worth noting that the function (¢, €) satisfies a SDE:

Bt,e)=1— é/td(Xf,W,),B(r, e)dr,  tels, T).

Thus, together with the underlying process (X, W), we see that the optimization
problem in (4.2) is a standard stochastic control problem with jumps and fixed
terminal time 7', therefore, the standard Dynamic Programming Principle (DPP)
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holds for V. To be more precise, for any stopping time 7 € [s, T'], it holds that

T

VE(s,x,w)=  sup Esxw{/ B(t,&)e "q, dt
7 €Uqls,T] s

“4.4)

+e T2, 0)VE(E, XT, Wf)}.
We are now ready to prove Theorem 4.2.
PROOF OF THEOREM 4.2. We first note that, for any (s, x,w) € K and 7 €
Uaals, T], by DPP (4.4) and the fact (4.2) we have

Vs, x,w) < VE(s,x, w)

9
T
= sup Esxw{/ B(t, €)e "9 q, dt
TE€Udls,T] N
_({9_
+e (T S),B(rg,e)vg(te,XTe,Wre)}
4.5)

0

T T

= sup Esxw{/ e_C(’_S)a,dt—l—/ B(t, 8)e g, dt
TEUqls,T] N T

O
+e “)ﬂ(rg,e)Vg(re,X?Q,Wro)}

E V(sv-x’ w)+M Sup Esxw(fe_f)'i‘he(g),
T E€Uqls, T
where h? (e) := Esxw[Ve(re, X’TT(,, W.6)1, and M > O is the constants in Assump-
tion 2.1. We first argue that sup <o, 1571 EsxwlT — 7% = 0, as # — 0, uniformly
in (s, x,w) € K.
~ 0
To see this, first note that sup,, ¢ s.w (s 79 Esxw |7 = 77| < supy g 7 TP{T #

19}, here and in what follows P := P, if there is no danger of confusion. On
the other hand, recall that ¢ must happen at a claim arrival time on {r # t?}, and
AXT = AQ;", itis easy to check that

P{r # 1%} =P{AXT € (X7_, XT_+6))}

0
= [ B{a0:" € Gy +ONXT =) P @)

:fo [G(y+9)—G(y)]Fx7g_(dy),

where G is the common distribution function of the claim sizes U'’s. Since G is
uniformly continuous on [0, 00), thanks to Assumption 2.1(b), for any n > 0 we
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can find 6y > 0, depending only on 5, such that |G(y + 6p) — G(y)| < %, for all
y € [0, 00),
sup Egpp{|? — 7|}

T E€Uqls, T

(4.6) N
n

< sw T [71G0+60) - GO Fxy @) <.

T €Uals,T1 0 2

Plugging (4.6) into (4.5), we obtain that
@7 Vis.xw) < VEGsxw) < Visxw) + 3 +h0).

We claim that lim,_,¢ 2% (¢) = 0, and that the limit is uniform in (s, x, w) € K. To
this end, we define, for the given m € %4[s, T, and 6 = 6,

g :=inf{r > %, d(XT, W,) <0/2} A T;
(4.8) ‘
75 :=inflt > 17, d(X"°, W,) <0/2) AT,

where X™%:¢ is the continuous part of X7, for t > 7?, given ng’g’c = X’TTQ. Since
X7 only has negative jumps, we have AX] <0, Vt € [0, T]. Thus 7§ < 79 and
d(XT0¢ W) < d(XT, W), for all t € [s, T], P-a.s. Furthermore, we note that
d(X7", W) = & fort € [¢9, 71, P-as.

Now, denoting E_¢[-] := E[-|F7,] and X = X™0-¢ we have, P-almost surely,

JS(IQ, ng, Weo; )

T g 7 0
—E. /9 o~ R dOG W dr —e=1") dl]
LY T

B T 1 rt . 9
f9 ot o dXE WD dr j—c—t) d[]
T

- T IATS c
- f@ ol AW dr =) dt]
(4.9) r
r —L01anzs)—% —ct—1?)
. e €2 6 e a; d[
T

g T g =
5MEtg[/9 e =gy | 628(T9T0)dt}
T

c
Ty

Tt — 5 (@ —1")
<ME_o /Qe 2 dt +MEr9[€ 260 ]
T

£ Ag(e) + Bo(e),
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where Ag(-) and By (-) are defined in an obvious way. Clearly, for fixed 6 = 6,
2eM _o7

(4.10) 0§A9(8)§T[1—€ %] >0 as & — 0, P-ass.

and the limit is uniform in (s, x, w) and 7 € %,,;"[s, T]. We shall argue that
By(e) = 0, as ¢ = 0, in the same manner. Indeed, note that X o < —6, for § > 0
we have

. 0
P.o(|z5 — %] <) fPre{ sup  X70e s _5}

tf<t<1948

4.11) < Pre{ sup [Xf’g’c — Xfe] >

tf<t<t948

oD

|

4 7,0,c T 12 <
B 92E ' re);lsllr)0+5|Xl Xl }_ coo.

for some generic constant Cg > 0 depending only on p, r, o, T, M, and 6. Here,

we have applied the Chebyshev inequality, as well as some standard SDE esti-

mates. Consequently, we derive from (4.11) that sup, P.o (|75 — 7 < 8) < €y,

P-a.s., and thus for fixed 6, and any n > 0, we can find §o(n, 8) > 0, such that

P.o (175 — 1% < 80) < 5%. Then

Bo(e) = M{Epa[e %@ 1 55 — 20 > 5]

4.12) FEoe w25 — of < 5])

< M{e_%‘so +P,0(z5 — ¥ < 80)) < Me™ 2% + g
Therefore, for fixed 6 = 6, one has lim,_,oBg (&) < g, P-a.s. This, together with
(4.9) and (4.10), then implies that limy_.oJ¢(t?, X7, Tys Weo; ) < %, uniformly
in (s X, w) € K and 7w € Yls, T] which in turn implies that, for 6 = 0y,
limg—0h? (¢) = limg— 0Eg [ VE (r X W.o)] < , and the limit is uniformly
in (s, x, w) € K. Combining this with (4 6) we derlve from (4.7) that

Vs, x,w) <11m1an8(s x,w) <limsup V&(s, x,w) < V(s, x,w) +n.
e—0
Since n is arbitrary, we have limg_ V?®(s, x,w) = V (s, x, w), uniformly in
(s, x, w) € K. Finally, note that V? is continuous in x, uniformly in (s, x, w) € K,
thanks to Lemma 4.1, thus so is V. In particular, V is continuous in x for x € [0, k],
for all £ > 0, proving the theorem. [J

5. Continuity of the value function on w. We now turn our attention to the
continuity of value function V in the variable w. We should note that this is the
most technical part of the paper, as it involves the study of the delayed renewal



OPTIMAL DIVIDEND AND INVESTMENT UNDER RENEWAL MODEL 3605

process that has not been fully explored in the literature. We begin by a proposi-
tion that extends Proposition 3.3. Recall the intensity of the interclaim times 7;’s:
0]
At) = o ! > 0.
PROPOSITION 5.1.  Assume that Assumption 2.1 is in force. Then, for 0 <s <
s+ h <T,one has:

w—+h

() V(s + h,x,w 4+ h) — V(s,x,w) < [I — el " 2wdyy g 4 p,
x,w+ h);
w+h
(i) V(s,x,w+h) — V(s,x,w) < Mh + [l — e+ 2@dw 1y (s 4 p x,
w+ h).

PROOF. (i) For any m = (y,a) € %sd+h,w+h[

[S, T]’ ﬁ[h == (J‘;ta&l) by

(Vean) = (0, (p + rX,h) AM)
5.1

s + h,T], we define, for t €

+ [(vrra) — (0, (p + ’”th) A M)]I{Tl‘""gh}1[s+h,T](l),

where 7;"" is the first jump time of N*¥, and X" := X™"-5*¥_ Since T,"" is a

{F}i=0 = {Fstt }r=0-stopping time, it is clear that 7" € %" [s, T1. Let us denote
<h . :

= Ty and consider the following two cases:

Case 1. x < M=2_1In this case, for s <7 <s + T;"", we have X" = x and
d; = p +rx < M. In particular, we note that by definition of 7", given 7,"" > h
it must hold that X?+h =x, W, =w+h,and Tls+h’w+h =T,"", Psxy-a.s. Thus
it is not hard to check that

Vs, x, w) > J(s,x, w; ﬁh)

~h
AT
> Esxw[ f e~ U4, dz(Tf’“’ > h}[Psxw{Tls’w > h}
(5.2) *

~h
h AT
= e_‘[l:f)+ M) du]Esxw |:/
s

. e—c(t—s)&t dt‘Tls,w < h:|

w—+h
= e_(Ch*'fw+ M dw) g (s + h,x, w+ h; 7).

Since 7w € als + h,T] is arbitrary, we obtain that V(s,x,w) >
e‘“hﬂﬁ% Mwydw)y (s 4+ b, x, w + h) which, with an argument similar to the one
led to (3.9), implies (a).

Case 2. x > @, In this case, we have ag =M < p+rx =p + rXi’, thus,
by (3.1) dX! > 0. Namely, on the set {7;"" > h}, X" will be continuous and

increasing, so that Xf+h =elx+ @(1 —e "y =: x(h) [see (3.3)]. Thus, noting
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that W;") = w + h and T1S+h’w+h =T,"" on {T;"" > h}, a similar argument as

(5.2) would lead to that
Vs, x,w) > J(s, x, w; frh)
> e M”)d”)V(s +h, x(h), w + h).

Now note that x(h) > x, it follows from Proposition 3.2(a) that V(s + h, x(h), w +
h)) > V(s + h,x,w + h), proving (a) again.

Finally, (ii) follows from (i) and Proposition 3.3(b). This completes the proof.

O

The next result concerns the uniform continuity of V on the variables (s, w).
We have the following result.

PROPOSITION 5.2. Assume that Assumption 2.1 is in force. Then it holds that

}llii‘%[V(s +h,x,w+h)—V(s,x,w)]=0 uniformly in (s, x, w) € D.

PROOF. From Proposition 5.1(i) and the boundedness of V, we see that

limsup[V (s +h,x,w+h) — V(s,x,w)] <0,
hi0
(5.3)

uniformly in (s, x, w) € D.

We need only prove the opposite inequality. We shall keep all the notation as in the
previous proposition. For any & € (0, T —s), and 7 = (y;, a;) € aals, T1, we still
consider the strategy 7" € %" [s, T defined by (5.1). (Note that 7" depends on
7 only for ¢ € [s 4+ h, T'].) We again consider two cases, and denote 77 := Tls ¥ for
simplicity.

Case 1. x <M=p

r

. In this case, we first write

s+h
J(s,x, w; 7") = Esxw[/ e =g, dt‘rl > h}P(rl > h)
N

h AT
+ Egxw [ / e =g, dz)fl > h]{@(n > h)
(5.4) s+h

AT o
+ B [ [ e < h}P(n <h)
S
=1L+ L+ I,

where [;’s are defined as the three terms on the right-hand side above, respectively.
Clearly, by (5.1), on the set {tr; > h}, y =0, Xf’ =x,and @, = p+rx < M for
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t €[s,s + h], thus
w+h s+h
I = e fw ’\(”)d”E‘;xw[/ e_C(’_S)(p + rXth) a’t‘rl > h}
N

(5.5) <(p+rx)h;
I < e~ h=Ia"Awduy (¢ g w4 B < V(s 4y x, w4 h).

To estimate /3, we first note that on the set {r; < h}, by (5.1), y» =0, for all

t € [s,T]. Thus Xfl =xand a = p +rx for t € [s,s + t1). We also note that

™" > s+ 1, and {rh > s + 11} = {U;1 < x}. Bearing these in mind, we now write

s+1 h AT

66 b=Bu|([ [ ) adrin <h| =+ 8.
s s+T11

where 131 and 132 are defined in an obvious way. For simplicity, let us denote the

density function of 7}"" by pr, (z) = AM(w + el WAy 25 0 Clearly, given
71 < h we have

| h ST —s) h
I3 :/0 Esxw[/ e (p—i—rX,)dt)n:z}pn(z)dz
N
h s+z
= / [/ e_c(t_s)(p +rx) clt]pT1 () dz
0 K
s+h

(5.7) N
< / e—c(t—s) (p+rx) dt(l _ e_fwu)+h A(v)dv)
s

< (1= e~ W a4,
Further, we note that (Xi’ﬂl, Wssfél) = (x — Uy, 0), P-a.s., thus
h

h ™' AT
132 = /O Esxw I:/+ e_C(t_S) (P + FX?)dtl{rh>s+z}‘T1 = Z]pfl (Z) dz
s+z

h px thAT )
=/ f ]Esxw |:/ e—c(t—S)(p + er]:l) d[’fl =z, Ul = l,{:|
0 JO s+z

(5-8) X e (2) dG () dz
h rx
S/(.) /(.) e "Vis+z,x —u,0)py(2)dGu)dz

M i,
C

Here, the last inequality is due to Proposition 3.2(ii). Now, combining (5.7) and
(5.8) we have

w M
(5.9) L<(l—e *h *)dv) ((p +rx)h + —),
c
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and consequently we obtain from (5.4)—(5.9) that, for x < @,

J (s, x, w;frh) <(p+rx)h+V(s+h,x,w+h)
(510) w+h
+ (1 —eJuw 2O (p 4 rx)h 4+ M/c).
Case 2. x > @ In this case, using the strategy 77" as in (5.1) with a similar
argument as in Case 1 we can derive that

-M
J(s,x,w;frh) < Mh+V(s+h,erh(x+p7(l —e_rh)>,w+h)
r
(5.11)

+(1— e—ff”’*(”dv)(M(h + 1))
C

To complete the proof, we are to replace the left-hand side of (5.10) and (5.11)
by J (s, x, w, ), which would lead to the desired inequality, as & € Uyq[s, T] is
arbitrary. To this end, we shall argue along a similar line as those in the previous
section.

Recall the penalty function 87-*(z, &) := ¥ (¢, &) defined by (4.1), and de-
fine

T
JS(S, w, X; 7-[) — Eswx |:/ ,Bﬂ’s(t, S)e_c(t_S)at dl}
S
We first write

|JE (s, x,w; ) — JE(s, x, w; ﬁh)|

s+h “h
/ e U= (1, £)a, — B (¢, 8)d,]dt‘
A

5 ES}CU}

(5.12)
+Esxu)

T -n
/ eI [BTI (¢, e)a; — BT (1, €)d ] df’
s+h

=hL+D

It is easy to see that 11 < 2Mh, thanks to Assumption 2.1. We shall estimate 1.
Note that

T -
I = Esxw{ / e (BT (1, &) — BT (2, €))ay di \n > h}]P’(rl > h)
s+h
T ~h
+ IEsxw{ / e_C(t_S) [lgms (t7 8)0[ - :3” . (l, 8)&t] dt “[1 =< h}
(5.13) s
x P(t; <h)
= 121 + If.

Since X7, Xf >0 for t < s + h on the set 71 > h (i.e., ruin occurs only at ar-
rival of a claim), we have d(X7, W;) = d(X", W;) =0 for ¢ € [s, s + h], that is,
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BTS(t, &) = BT (1, 8), BT (1, ) = BT (1, ), for t € [s + h, T). Thus, by
the similar arguments as in Lemma 4.1 one shows that

T -
f (B™ (e, 1) = 7 e, 1)~ Va, di
h

s+

121 = IEEsxw{
(5.14) x P(t; > h)

T h
< CEsxw|XTyp — X{

"L’] >h}

’

where C > 0 is a generic constant depending only on ¢ and 7. Furthermore,
since P(r) < h) = (1 — e~ *dv) = O (), we have 12 = O(h). It then fol-

lows from (5.13) and (5.14) that I, < CEsxle;’Jrh — Xﬁ’+h| + O(h). The stan-

dard result of SDE then leads to limy_,o I» = 0, whence limy,_,¢ | J¢(s, x, w; ) —
JE(s, x, w; frh)l = 0, and the convergence is obviously uniform for (s, x, w) € D
and w € %,;" s, T].

To complete the proof we note that, with exactly the same argument as that in
Theorem 4.2 one shows that, for any 1 > 0, there exists g9 > 0, such that

[T (s, x, w; 7w) — J (s, x, w; )| + [J(s, x, w; ﬁh) —J(s,x, w;frh)]
<n V(s,x,w) e D.

Then, for the fixed &, we choose hg > 0, independent of 7 € %,;"[s, T1, such
that

|JE0 (s, x, w; ) — JO(s, x, w; frh)| <n, Y(s,x,w) € D,V0 < h < hy.
Thus, if x < @, for all 0 < h < hg, we derive from (5.10) that
JG,x,w;m)—V(s+h,x,w+h)
<|J(s,x,w; ) — JO(s, x,w; )| + | TO(s, x, wy w) — TO(s, x, w; frh)|
+ |5 (s, x, w; ﬁh) —J(s,x, w; ﬁh)|
—i—J(s,x,w;frh)—V(s+h,x,w+h)
<2+ (p+roh+ (1 —e TR0 (4 rh+ M) <20+ g1 (h),

where g1 (h) == Mh + (1 — e~ Ji " 20y (Mp 4 M/e). Since 7w € Uals, T] is
arbitrary, we have

(5.15) Vs, x,w)—V(s+h,x,w+h)<2n+gi(h).

First, sending 4~ — 0 and then n — 0 we obtain the desired opposite inequality
of (5.3).
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M— ..
The case for x > Tp can be argued similarly. We apply (5.11) to get the ana-
logue of (5.15):

Vis,x,w)—V(s+h,x,w+h)

r

-M
(5.16) 52n+g1(h)+v(s+h,e’h<x+p (1—e—’h)),w+h)

—V(+hx,w+h).

Fixing x > @ and sending & — 0, then n — 0, we get liminfy, | o[V (s +
h,x,w+ h) — V(s,x,w)] > 0, thanks to the uniform continuity V (s, x, w) in
x [uniformly in (s, w)]. This, together with (5.3), yields that, for given x > 0,

(5.17) }llii%[V(s +h,x,w+h)—V(s,x,w)]=0 uniformly in (s, w).

Then, combining (5.17) and Proposition 5.1, one shows that V (s, x, w) is con-
tinuous in (s, w) for fixed x. It remains to argue that (5.17) holds uniformly in
(s,x,w) e D.

To this end, we note that, by Proposition 3.2 and Theorem 4.2, V (s, x, w) is
increasing in x, continuous in (s, w), and with a continuous limit function %(1 -
e~ T=9) [in (s, w)]. Thus V (s, x, w) converges uniformly to %(1 — e~ (T=9)y a5
x — oo, uniformly in (s, w), thanks to Dini’s theorem. That is, for n > 0, there
exists N = N(n) > @, such that

-M
V(s+h,e”’(x+p (1—e"h)),w+h>—V(S+h,x,w+h)

r

<n, x> N.

On the other hand, for @ < x < N, by Theorem 4.2, there exists §(n) =
8(N(n)) > 0, such that for & < §(N), it holds that

- M
V(s—l—h,erh(x—{— P (l—e_rh)>,w+h> — V(s +hx,w+h) <n.

r

Thus, we see from (5.16) that for all (s, x, w) € D, and x > @,
Vs, x,w)—V(s+h,x,w+h)<4n whenever h < §.

Combining this with the case x < @ argued previously, we see that

li}lriiélf[V(s +h,x,w+h)—V(s,x,w)] >0 uniformly in (s, x, w) € D,
proving the opposite inequality of (5.3), whence the proposition. [
Combining Theorems 3.3 and 5.1, we have proved the following theorem.

THEOREM 5.3. Assume that Assumption 2.1 is in force. Then the value func-
tion V (s, x, w) is uniformly continuous in w, uniformly on (s, x, w) € D.
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6. Dynamic programming principle. In this section, we shall substantiate
the Bellman Dynamic Programming Principle (DPP) for our optimization prob-
lem. We begin with a simple but important lemma.

LEMMA 6.1. For any € > 0, there exists § > 0, independent of (s, x, w) € D,
such that for any w € %aséw[s, T and h := (hy, hy) with 0 < hy, hy < 8, we can
find 7" e %aséw—hz [s, T] such that

6.1) J(s,x,w, ) —J(s,x —hj,w—hy,#") <& V(s,x,w)eD.
Moreover, the construction of " is independent of (s, x, w).
PROOF. Let 7w = (y,a) € %,;"[s, T]. For any h = (h1, h2) € [0, 00)%, we

consider the following two modified strategies in the form of (5.1): denoting
Ox)=(p+rx)AM,

ﬁl‘h = (fth’ &{]:l) B
= (0.6(X1)) + [0 @) = (0. 0(XI N gy L1 0,
te [S - h29 T]v
(6.2) wh=(pl,al)

~ (0.0(X]) A
+ [Vihy»> Gr—ny) — (0, Q(Xf'))]l{f{z>h2}1[s+h2,T](f),
tels, T,

. . - —hy,w—hy . 2 w—h
where, for notational simplicity, we denote ]! := T, ">"7"2; ¢t := ¥ 7",

o ~h A ~h ~ — —
Xh — X7 ,s—hz,x,w—hz; and Xh — X7 ,s,x,w—hZ. Clearly, ”h c gz/asd hy,w hz[s _
hy, T]and #% € 25"~ [s, T], and it holds that

J(s,x,wym) — J (s, x —hl,w—hz;frh)
<[J(s,x,w,m) = J(s —ha,x,w — ho; fth)]
+[J(s — ha, x, w— ho; ﬁh) — J(s,x,w— hy, frh)]
+ [T (s, x, w—ho, 7") = (s, x —h1, w — ho, #")]:= Ty + o + 5.
We shall estimate J!’s separately. First, by (5.2), we have

J1:J(s,x,w,n)—J(s—hz,x,w—hz,frh)

@ MO0 ooy

(6.3)

IA

%[1 _ e—(ohzﬂuf)_hzx(u)du)}
C

IA
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Next, we observe from definition (6.2) that the law of X" on [s —hy, T — hy] and
that of X” on [s, T'] are identical. We have

Jr = J(s—hz,x,w—hz,fth)—J(s,x,w—hz,frh)

ﬁh

T AT —e(t—s+ha) ~h
= E(s—hz)x(w—hz)[/ L aTTRg, df}
s—hy

7:[]1

T
- IEsx(w—hz) |:/
K

(6.4) = E_Cth(s—hg)x(w—hz) [ /
S

T —c(t—s)rh
e a; dt}
AT —hy)

ozt
_h2

J%h

T
- IEsx(wfhz) |:/
s

+ E(s—hy)x(w—hy) [ f
T

="My —JF 43,

N —c(t—s)rh
e a; dt}

rﬁh/\T n n
" e~ CUmstha) gt dt:|
TN —hy)

where Jzi, i =1, 2, 3 are the three expectations on the right-hand side, respectively.
Note that by definition of the 7" and ", it is easy to check that le = 122. Thus,
(6.4) becomes

~h
AT

6.5 S < .723 = E(s—hz)x(w—hz) |:/ e_c(t_s+h2)c~lth dti| < Mh,.
T

LLONG
Finally, from the proofs of Theorem 4.2 and Lemma 4.1, we see that the map-
ping x — J(s,x,w, ) is continuous in x, uniformly for (s,x,w) € D and
T € Uuals, T). Therefore, for any ¢ > 0, we can find § > 0, depending only on
&, such that, for 0 < h; < §, it holds that

J3=J(s,x,w—h2,fth)—l(s,x—hl,w—hz,frh) <e/3 Yh, € (0, w).

We can then assume that § is small enough, so that for 4, < §, it holds that J; <
e/3, Jo < &/3, uniformly in (s, x, w) € D and w € %,4[s, T], thanks to (6.3) and
(6.5). Consequently, we have

J(s.x,wm)—J(s.x —hi,w—hy, #") <+ b+ ] <&,

proving (6.1), whence the lemma. [

We are now ready to prove the first main result of this paper: the Bellman princi-
ple of optimality or Dynamic Programming Principle (DPP). Recall that for a given
7T € Uaals, T]and (s, x, w) € D, we denote R = R[5 = (¢, X5, WY,
tels, T]
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THEOREM 6.2. Assume that Assumption 2.1 is in force. Then, for any
(s, x,w) € D and any stopping time t € [s, T], it holds that

Vs, x,w)
(6.6)

big

TAT p
= s B[ e e TV (R, |
TE€Uqls,T] N

PROOF. The idea of the proof is more or less standard. We shall first argue
that (6.6) holds for deterministic T = s + h, for & € (0, T — s). That is, denoting

v(s, x,w;s+h)

(s+h)AT™ )
= sup  Egw |:/ €_L(t_s)a, dt
TEUqls, T N

+ e—c((S-f—h)/\r” —s) V(Rg+h)/\.[ﬂ):| s

we now show that V (s, x, w) = v(s, x, w; s + h). To this end, let 7 = (y,a) €
Uuals, T, and write

(s+h)AT™
J(s,x,w; ) =Esxw[/ e Ct=9g, dt]
R

b

T
+ Esxw[/ , e U dt 1T > 5+ h].
s+

(6.7)

Now applying Lemma 2.4 we see that the second term on the right-hand side of
(6.7) becomes

by

T
E”w[/ e U dt 1T > 5+ h]
s+h

tf[
— €_ChEsxw|:E|:/ \ e—C(l‘—(S-Fh))at dt“/_':;y-f—h] T s + h:|
s+

= ¢~ B [J7 (s +h, X[y W) 177 > 5 + ]
< e*ChIEsxw[V( Tt >s+h]
fEsxw[eic((s+h)/\Tﬂ7S)V( gv—f—h)/\r”)]'

Plugging this into (6.7) and taking supremum, we obtain that V(s,x,w) <
v(s,x,w;s+h).

The proof of the reversed inequality is slightly more involved, as usual. To begin
with, we recall Lemma 6.1. For any ¢ > 0, let § > 0 be the constant in Lemma 6.1.
Next, let 0 =xp <x; <--- and 0 = wp < w; < --- < w, =T be a partition of
[0,00) x [0, T], so that x; 1 —x; <& wjr1 —w; <§.Denote Djj :=[x;—1,x;) X
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[wj—1,w;),i,jeN.ForO0<s<s+h<T,ieNand 0<j<n, we choose

= %asjh’wj[s +h, T]such that J(s + h, x;, w;; 7y > V(s +h, x;, w;) — €.

Now applying Lemma 6.1, for each (x, w) € D;; and i e %;d+h’wj [s+h,T],

we can define the strategy 7'/ =79 (x, w) € %asd+h "“[s 4+ h, T, such that

J(s+h,x,w;7?ij)ZJ(s—l—h,x,',w]';ﬂij)—S
(6.8)
>V(s+h,xi,wj)—2e>V(s+h,x,w)—3e.

In the above, the last inequality is due to the uniform continuity of V on the vari-
ables (x, w).
Now for any 7w € %,;"[s, T1, we define a new strategy 7* as follows:

oo n—1

= s sy @+ Y Y A (X Woan) 1y (XT s Wn) Lspn,1(0).
i=0 j=0

Then * € %,;"'[s, T1, and {z™" < s+ h} = {t" <s + h}. Furthermore, when

g

*
™ > s+ h we have

J(s+h, XTI Wepns m%) = V(s +h, XTy, Wean) — 3¢,
(6.9) ’
P-a.s.on {t" > s+ h},

thanks to (6.8). Consequently, similar to (6.7) we have

Vs, x,w)

> J(s,x,w; ")

(s+h)AT™
(6.10) =FEyyy [ / e U g, dt
S

a¥AT

T
+ 1{1_—71 >s+h}e_Ch /s‘—i_h e,—c(l—(s-i—h))a;k dt]

E CHMATT s —e((SHRATT —5) v ( T B
> Hsxw e a; dt+e V(R(S—I—h)/\'r”) 3e.
S

Here, in the last inequality we used the fact that 1.~ EH;,}V(R?S +h) ApT) =
1iz7 <541V (RZ:) = 0. Since 7 is arbitrary, (6.10) implies V (s, x, w) > v(s, x, w;
s+ h) — 3¢. Since ¢ > 0 is arbitrary, we obtain that V (s, x, w) > v(s, x, w; s + h),
proving (6.6) for T =s + h.

We now consider the general case when s < 7 < T is a stopping time. Let s =
to <t; <---<t, =T be apartition of [s, T']. We assume that #; :=s + %(T —5),
k=0,1,...,n. Define 7, := ZZ;(]) t1s 141) (7). Clearly, 7, takes only a finite
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number of values and t, — 7, P-a.s. It is easy to check, using the same argu-
ment above when 7 is deterministic to each subinterval [s, T'], that V (s, x, w) <
v(s, x, w; 7,). We shall prove by induction (on n) that

(6.11) Vs, x,w)>v(s,x,w;t,) Vn > 1.

Indeed, for n = 1, we have 7| = s, so there is nothing to prove. Now suppose that
(6.11) holds for 7,1, and n > 2. We shall argue that (6.11) holds for 7, as well.
For any 7 € %aséw[s, T1], we have

‘[,,/\‘[n T
Esxw{f e—c(t—s)at dt + e Cmnt —S)V(R;Tn/\,n)}
)
.L.T[
:Esxw{l{fﬂin}f e_C(t_S)at dt}
S
T ATT (e
(6.12) +Esxw{|:/ e—é(t—a)a; dt
)
e AT =)y (RY Mn)}l{wn}l{r”»l}

1
+ |:/ e—c(t—s)at dt +e_C(tl_S)V(RZ)]I{T;«[=I1}1{TT[>[1}}'

N

Note that on the set {z,, > 11}, 7, takes only n — 1 values, by inductional hypoth-
esis, we have

T ATT .
Egxw { [/ e U™, dt 4 e~ (N7 _”V(R’fnm)}1{rn>z1}1{r”>n}}

n
= Esxw{e_c(tl_s)v(tla XZ’ Wi Tn)l{r,,>t1}1{t”>t1}}
= IEsxw {e—c(tl—s) V(RZ)I{Tn >t1}1{f”>l‘1}}‘

Plugging this into (6.12) we obtain

T AT -
Esrw {/ e =g, dt 4+ ¢ ¢(mAT _S)V( ;Tn/\.[n)}
N

s

T
< Esxw{l{r”fz,} / e—c(t—s)at dt}
N
[1 ~ o
+ Egxuw { Us e~ U™, dt + e=¢1=9) V(Rg)]1{rn>t, N P

n
(613) 4 |:/ e—c(l‘—S)at dt + e—C(l‘l—S)V(Rg)i|1{rn:tl}1{r7r>tl}}

N

T

T
= Esxw{l{fn <) / e—c(t—s)at dt}
)
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1
+ Egxw {1{‘[”>t1} |:€_C(t1_s) V(RZ) + / e—c(t—s)at dl‘:| }
s

HAT” .
= Esxw{/ e—c(t—s)al dt + e—c(z‘lA‘L’ _S)V(RZ/\I”)} <V(s, x,w).
s

In the above, we again used the fact V(RZ:) = 0, and the last inequality is
due to (6.6) for fixed time t; = s + h. Consequently, we obtain v(s, x, w; 7,) <
V (s, x, w), whence v(s, x, w; 7,) = V(s,x,w). A simple application of domi-
nated convergence theorem, together with the uniform continuity of the value func-
tion, will then lead to the general form of (6.6). The proof is now complete. [l

7. The Hamilton-Jacobi-Bellman equation. We are now ready to investi-
gate the main subject of the paper: the Hamilton—Jacobi-Bellman (HJB) equation
associated to our optimization problem (2.7). We note that such a PDE character-
ization of the value function is only possible after the clock process W is brought
into the picture. Recall the sets ¥ C 2* C D defined in (2.8).

Next, we denote C(l)’z’l(D) to be the set of all functions ¢ € C'21(2) such
that for n = @, ¢;, @x, Pxx» Pw, it holds that lim ¢,y.v)».x.w) N, y, v) = n(s, x, w),

(t,y,v)€D

for all (s, x,w) € D; and (s, x, w) =0, for (s, x, w) ¢ D. We note that while a
function ¢ € (C(l)’z’l(D) is well defined on D, it is not necessarily continuous on
the boundaries {(s, x, w) :x =0or w =0 or w = s5}.

Next, we define the following function:

H(s,x,w,u,§,A,z,vy,a)

2
(7.1) = %y2x2A+[p+(r+(u—r)y)x —a)!

+ &+ Mw)z + (a — cu),
where & = (¢',£2) e R?, u, A,z € R, and (y,a) € [0, 1] x [0, M]. For ¢ €
(C(l)’z’l(D), we define

%(S,X, U),(/)’ ‘an(/)w,(me V,a)
(7.2)

= H(S, X, w, ‘Pa V(P, ¢XX7 I(‘P), )/, (,l),
where Vo := (¢x, ¢y) and I[¢] is the integral operator defined by

I[g] := / [@(s,x —u,0) — (s, x,w) | dG (u)
(1.3) 0

X
= [ 96,5 w0 dGw - pls., 3, w).
0
Here, the last equality is due to the fact that ¢(s, x, w) = 0 for x < 0. The main

purpose of this section is to show that the value function V is a viscosity solution
of the following HJB equation:

(74)  {Vi+Z[V1}(s,x,w)=0; (s,x,w)e2;V(T,x,w) =0,
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where Z[-] is the second-order partial integro-differential operator: for ¢ €
Co™ (D),

(75) g[(p](swx’w) = Sup %(vaaw’qov (px’@wa(pxx, V’a)-
y€l[0,1],a€[0,M]

REMARK 7.1. (i) We note that even a classical solution to (7.4) may have
discontinuity on the boundary {x = 0}U{w = 0}U{w = s}, and (7.4) only specifies
the boundary value at s = T'.

(i1) To guarantee the well-posedness we shall consider the constrained viscos-
ity solutions (cf., e.g., [40]), for which the following observation is crucial. Let
Ve (C(l)’z’l(D) be a classical solution so that (7.4) holds on Z*. Consider the
point (5,0, w) € 3Z*. Let ¢ € Cy>' (D) be such that 0 = [V — ¢](s,0, w) =
max .y v»ez+[V — ¢l(t, y, v). Then one must have (9;, V)(V — ¢)(s,0, w) = av
for some o > 0, where V = (04, dy) and v is the outward normal vector of
2* at the boundary {x = 0} [i.e., v = (0,—1,0)], and I[V — ¢](s,0, w) =
—[V — ¢l(s,0,w) = 0 since [V — ¢](s,y,w) =0 for y < 0. Thus, for any
(y,a) €0, 1] x [0, M] we obtain that

[os +HC. 0. 0x, Pu: Prx, ¥, )] (5,0, w)
(7.6) =[5 + ((p —a, 1), Vo) + A [p] + (a — cp)](s,0, w)
=[Vs+ A, V,VV, Vi, I(V),y,a)](s,0, w) + a(p — a).
Consequently, assuming a < p (which is natural in the case x = 0!) we have
(7.7) {os + ZLlel}(s, 0, w) > { Vs + Z[V]}(s,0, w) =0.

For the other two boundaries {w = 0} and {w = s}, we note that [V,y — ¢xx] <0
and the corresponding outward normal vectors are v = (0,0, —1) and (—1,0, 1),
respectively. Therefore, a similar calculation as (7.6), noting that ((1, p + rx —
a,1),v) =—1,0, respectively, would lead to (7.7) in both cases. In other words,
we can extend the “subsolution property” of (7.4) to Z*.

We are now ready to give the definition of the so-called constrained viscosity
solution.

DEFINITION 7.2. Let O C 2* be a subset such that 970 := {(T, y,v) €
00} # @, and let v € C(O). We say that v is a viscosity subsolution (resp., super-
solution) of (7.4) on O, if v(T, y, v) <0 (resp., > 0) for (T, y, v) € d7O; and for
(s,x,w)eOandg € (C(l)’z’l (O) such that 0 = [v — @](s, x, w) = max, y yyeolv—
@l(t,y,v) (resp., 0 = [v—Y¥](s, x, w) =ming y yyeolv —¢l(t, y, v)), it holds that
(7.8) @s (s, x, w) + Z[e](s, x, w) >0 (resp. < 0).

We say that v € C(D) is a “constrained viscosity solution” of (7.4) on Z* if it is
both a viscosity subsolution of (7.4) on Z* and a viscosity supersolution of (7.4)

on 9.
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REMARK 7.3. (i) We note that the main feature of the constrained viscos-
ity solution is that its subsolution is defined on Z*, which is justified in Re-
mark 7.1(ii). This turns out to be essential for the comparison theorem, whence
the uniqueness.

(i1) The inequalities in (7.8) are opposite than the usual sub and supersolutions,
due to the fact that the HIB equation (7.4) is a terminal value problem.

As in the viscosity theory, it is often convenient to study viscosity solution in
terms of the sub(super) differentials [or parabolic sub(super)jets], which we now
define.

DEFINITION 7.4. Let O C *, u € C(O), and (s,x,w) € O. The set of
parabolic superjets of u at (s, x, w), denoted by ﬂﬂl 2 1)u(s X, w), is defined as
the setof all (¢,&, A) e R x RZ x R such that for all (s, X):=(s,x,w), (t,Y) :=
(t, y,v) € O, it holds that

1
u(t,Y) SM(S,X)+QU—S)+(§,Y—X)-I-EA(X—Y)Z
(7.9)
+o(lt —s|+ |w — v +|y—x|2)

The set of parabolic subjets of u at (s, x, w) € O, denoted by Z, (.2, 1)u(s
x,w),is the setof all (g, p, A) € R x R2 x IR such that (7.9) holds w1th “<” being
replaced by “>."

The closure of @Hl’z’l)u(s x,w) [resp., ﬁa(l’z’l)u(s,x,w)], denoted by
,@Hl 2 1)u(s x,w) [resp., @O(l 2 1)u(s x,w)], is defined as the set of all
(g, S;‘ A) e R x R2 x R such that there exist (s,, x5, w,) € O and (g, &, An) €
e@“l 2D U (50, X0, wa) [resp., 90(1 2D (s, X0, wa)l, and that ((sn, X, ),
u(sl’l’ xl’l’ wn) Qn, S}’lv l’l) - ((S x w)! u(s7 x’ w)’ q’ S? A)? asn — o0.

We now define the constrained viscosity solution in terms of the parabolic jets.
The equivalence between the two definitions in such a setting can be found in, for
example, [5, 7].

DEFINITION 7.5. Let O C 2%, u € C(O). We say that u (resp., i) € C(O) is
a viscosity subsolution (resp., supersolution) of (7.4) on O if for any (s, x, w) € O,
it holds that

q+ sup H(s,x,w,u,§ A, Iul,y,a)>0,
y€[0,1],a€[0,M]

(resp.q—i— sup H(s,x,w,ﬁ,S,A,I[ﬁ],y,a)50),
yel0,1],ae[0,M]
for all (¢, (p', p?), A) € 320(1 2 1)u(s,x, w) [resp., ﬁa(l’z’l)ﬁ(s,x, w)].
In particular, we say that u is a “constrained viscosity solution” of (7.4) on Z*
if it is both a viscosity subsolution on 2*, and a viscosity supersolution on Z.
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In the rest of the paper, we shall assume that all solutions of (7.4) satisfy
u(s, x,w) =0, for (s, x, w) ¢ D. We now give the main result of this section.

THEOREM 7.6. Assume that Assumption 2.1 is in force. Then the value func-
tion V of problem (2.7) is a constrained viscosity solution of (7.4) on D*.

PROOF. Supersolution. Given (s, x,w) € . Let ¢ € Cl 2 l(D) be such that
V — @ attains its minimum at (s, x, w) with ¢(s, x, w) = V (s, x, w). For any h>0
such that s < s +h < T, let us denote t/" :=s +h A 7", and U, = AQY o

1
For any (o, ap) € [0, 1] x [0, M], we consider the following “feedback” strategy:
7, = (Y0, aolit<zy) + Pli>1)), t €[5, T, where 19 = inf{t > s, Xfo = 0}. Then
7% € Uyqls, T], and it is readily seen from (3.1) that ruin can only happen at a
0 . .

jump time, that is, Tls’w < rfo, and R? =, X7 P WY e 9, fort € [s, If’).

Next, by DPP (Theorem 6.2) and the properties of ¢ we have

- h

T/ o _ h_
0> Eqrw /Y e U (o1 <r) + Plirzrg)) di 4 € S)V(R?s”)}

— Vs, x,w)
_ .[h N

> Egxw / gy dr1, . & S)f/)(R?h)] — (s, x, w)
(7.10) -

~ h

TS
=Esrw / —clt— S)aodfl <ro}j|
s

—c(th—
F Esvoe™ TV [0(RY) — o(Ryy )iz ]

—c(th—
+ Eexw[e ™ 0(RY ) — @ x, w)] =1+ + I,

where [;, i =1, 2, 3 are the three terms on the right-hand side above. Clearly, we
have

Ilzao{[l—e h]IP’(to>s+h 1" > h)
(7.11)
+/ ]P)(‘C()>S—|-t)dFTsw(l‘)}

Since t/' =5 + T on {T}"" < h}, we have

b= Eyxwle™ [0(RY, o) = 0(Rpoony ) s <y
(7.12) —E,xw[/ / o(s +1, X(H,) —u,0)

o, X7, ,W(Ss’ft)_)]dFTls,w(t)dG(u)]
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Since there is no jumps on [s, t/"), by 1td’s formula [denoting 6 (x) := (r + (1 —
r)yo)x + p] we get

o
I3 =FEw [/ e“(t_‘){—cgo + @ + ((Q(Xfo) —ap, 1), Vo)
S

o XT')?
+ OO g (k) |

h 0
= Esxuw [/O l{Tf*“’zt}e_“{—C@ +or + ((0(X{y,) — a0, 1), Vo)
(7.13)

0
@XT D% 51, 0
%%x}(Rs—i—t)dt}

h _ 0
=B [ Frpoe e =g+ o+ (X)) — . 1), V)

0
(UVOX?H)Z 2

5 @xx}(R?+t)dt:|'

Recall that d Fps.u (1) = i(w) Frsw (1) dt = Aw)e= @A gy ang Frsu (0) =
1, dividing both sides of (7.10) by A and then sending 4 to O we obtain, in light of
(7.11)—(7.13),

(7.14) 0> {@ + (., 0, 0x, Pu, ¥xx, Y0, a0) } (s, X, ).

Since (yo, ag) is arbitrary, we conclude that V is a viscosity supersolution on Z.

Subsolution. We shall now argue that V is a viscosity subsolution on Z*. Sup-
pose not, then we shall first show that there exist (s, x, w) € 2%, ¥ € (C(l)’z’l(D),
and constants ¢ > 0, p > 0, such that 0 = [V — ¢](s, x, w) = max(,y v)ez [V —
¥l(t, y,v), but

(Vs + 211}, y, v) < —ec,
t,y,v)eB,(s,x,w)NT*\{t=T};
Vi, y,v) =¥t y,v) —¢,
(t,y,v) €9B,(s, x,w) N ¥,

(7.15)

where B,(s,x,w) is the open ball centered at (s, x, w) with radius p. To see
this, we note that if V is not a viscosity subsolution on Z*, then there must
exist (s,x,w) € 2* and ¥ € Cy>'(D), such that 0 = [V — yO](s, x, w) =
max .y, vyez[V — ¥01(, y, v), but

(7.16) [0+ 2y ]} s, x, w) = -2 <0 for some n > 0.

We shall consider two cases.
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Case 1. x > 0. In this case, we introduce the function

[t =)+ —x)? + (v —w)?]?
AMw) (x2 + w?)?

W(f,y,v) = WO(L)}, v) +

’

(7.17)
(t,y,v) e D.

Clearly, ¥ € Cy>' (D), ¥ (s, x, w) = ¥°(s, x, w) = V (s, x, w), and ¥ (z, y, v) >
V(t,y,v), for all (¢, y,v) € D\ (s,x,w). Furthermore, it is easy to check that
(‘/fm VW)(S,X, w) = (w_?! VWO)(S, xv w)’ wyy(S,x, w) = w;)y(s’ x$ w)7 and

MMw) /X Yis,x —u,0)dGu) < A(w) /x wo(s,x —u,0)dGu) +n.
0 0
Consequently, we see that
(¥ + 211} s, x, w) < {9 + Z[v°]} s, x, w) + 7 =—n < 0.
By continuity of iy + .Z[¢], we can then find p > 0 such that
W+ LIy}, y,v) < —n/2
for (r,y,v) € B,(s,x,w)yNZ*\ {t =T}.

(7.18)

Note also that for (¢, y, v) € 9B, (s, x, w) N Z*, one has

np*

(7.19) Vit v) <Yt y.0) = o e

Thus, if we choose & = min{5L, Wé:wz)z}, then (7.18) and (7.19) become
(7.15).
Case 2. x = 0. In this case, we have

) — Z[¥°](s. 0, w)

= sup [((1,p—a, 1), (¥, Vi)(s,0,w) — (c + 1 (w)) ¥ (s, 0, w) +a].
a€l0,M]
If we define ¥ (¢, y, v) = (¢, y, v) + nl(t — 5)* + y* + (v — w)?], for (¢, y, v) €
D,and ¢ = min{%, 02}, then a similar calculation as before shows that (7.15) still
holds, proving the claim.

We now argue that this will lead to a contradiction. Fix any = = (y,a) €
%" (s, T), and let R{™" = (¢, X7, W;""). Define 7, :=inf{t > 5 : R, ¢
B,(s,x,w)NZ*}, T :=1, AT;"", and denote R, = R;"""" for simplicity. Ap-
plying Itd’s formula to e ¢~ (R,) from s to T, we have

T
/ e a,dt + e CTIV(R,)
N

_ / e, di 4 e T (Ry) + (V(Re) — ¥ (Re))]
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=e O IV(Ry) — ¥ (R)] + ¥ (s, x, w)

(7.20) + / ' e~ {at -+ Y+ Y

1
L+ =Py X+ p— v + EX?azyfwxx}mt)dt

T
+/ e_c(t_s)Wx(Rt)UVtXtth
N

+ Y U (Y (R) — Y(R)).

S<I<T

Then, on the set {z, > 7}""'}, we have t = 7}"". Since the ruin only happens at the
claim arrival times, we have t” > T,"". In the case that T = T}"", X o < 0 and
V(Rpsw) = Y (Rysw) = 0; whereas in the case 7 > T,"", we have Rpsw € D,
and V(RTls.w) < W(RTIS‘W)'

On the other hand, we note that on the set {t, < T}""}, T = 1,, and since
(T, Xz,, Wr,) € 3B,(s,x,w) N 2%, we derive from (7.15) that [V(R,) —
¥ (R;,)] < —e&. Thus, noting that WTl“” =0, and that both v, and y are bounded,
we deduce from (7.20) that

T
Egrw [ / e g, dt + e IV (¢, X, W,)]

s

< E[W(S, X, LU) — 8€_C(TP_S)I{TP<TI&UJ}

+/r e—C(f_s)[llft + (..., )/t,at)(Rt)]dt:|

(7.21) _E —c(t-5)1 ‘ | — —c(T=9)
<y(s,x,w) —eEsyfe <ty +(1—e )]

= V(s x,w) = B [(1 =T 01, o))

=< V(S, X, l,U) — 8Esxw(1 _ e—c(Tls*w_S)).

Since P{T}"" > s} = 1, we see that (7.21) contradicts the DPP (6.6). [

8. Comparison principle and uniqueness. In this section, we present a com-
parison theorem that would imply the uniqueness among a certain class of the con-
strained viscosity solutions of (7.4) to which the value function belong. To be more
precise, we introduce to following subset of C(D).

DEFINITION 8.1. We say that a function u € C(D) is of class (L) if:

(1) u(s,x,w)>0, (s, x,w)e D, and u is uniformly continuous on D;
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(i1) the mapping x — u(s,x,w) is increasing, and limy_, o u(s,x,w) =
M[] _ e—c(T—s)].
Cc b

@iii) u(T,y,v) =0 for any (y,v) € [0, o0) x [0, T].

Clearly, the value function V of (2.7) is of class (L), thanks to Propositions 3.2,
3.3, Theorem 4.2 and Corollary 5.3. Our goal is to show the following comparison
principle.

THEOREM 8.2 (Comparison principle). Assume that Assumption 2.1 is in
force. Let u be a viscosity subsolution of (7.4) on 9™ and i be a viscosity su-
persolution of (7.4) on 9. If both u and u are of class (L), then u < u on D.

Consequently, there is at most one constrained viscosity solution of class (L) to
(7.4) on D.

PROOF. We first perturb the supersolution slightly so that all the inequalities
involved become strict. Define, for p > 1, 9, ¢ > 0,

_ _ T—1t+
ar %S, y,v) = pi(t,y,v) —I—O—g.

Then it is straightforward to check that ar0-s (t,y,v) is also a supersolution of
(7.4) on 2. In fact, it is easy to see that pu is a supersolution of (7.4)in Z as p > 1,
and for any (s, x, w) € Z and ¢ € Cé’z’l(D) such that 0 = [#?S — ¢](s, x, w) =
ming, y vea[@? " — @l(t, y, v), it holds that

[% +Sup%(', ﬁp’gvgv DPxs Pw> Pxxs V,Ol)](S,X, U))
v.a
S [‘Pt +Sup%('v 101’_[’ @x» ¢ws¢XXa V»a)](S,X, w) S Oa
y.a

where ¢(t, y,v) := o(t, y,v) — 0(T —t + ¢)/t, that is, i”?S is a viscosity su-
persolution on 2. We shall argue that u < #”-?, which will lead to the desired
comparison result as lim, | 0.9 ,0,¢ | 0 arts =gy,

To this end, we first note that lim;_, ¢ ﬁp*e(t, v, v) = +o00. Thus, we need only
show that u < ii”? on 2* \ {tr = 0}. Next, note that both u and i are of class (L),
we have (recall Definition 8.1)

: _ ~p,0,¢
lim (u(, y,v) — @S (1, y, v))

(8.1
M (T 0T —t+¢) 0¢
=(1— 1= c(T l)_ < __> O’
( P) c [ ¢ ] t - T =
for all 0 <t < T. Thus, by Dini’s theorem, the convergence in (8.1) is uniform
in (¢, y,v), and we can choose b > 0 so that u(¢, y, v) < arf(t, y,v) for y > b,



3624 L. BAL J. MA AND X. XING

0<t <T,and 0 <wv <t.Consequently, it suffices to show that

u(t,y,v) <%, y,v)
8.2)
onZp,={t,y,v):0<t<T,0<y<b,0<v<t}

Suppose (8.2) is not true, then there exists (¢*, y*, v*) € 9, such that

My = sup(g(z‘, y,v) — b_tp’g’g(l‘y Y U))
Dp

(8.3)
=u(t*, y*, v*) — ﬁp’e’g(t*, y*,v*) > 0.

Next, we denote 919 :=intY}, and
(8.4) @l} =0 N Dy =02, \[{t =0} U{t =T}U{y=0b}].

We note that u(z, y, v) —uP?s (s, y,v) <0,fort =0, T or y = b; thus (¢*, y*, v*)
can only happen on @19 U @g. We shall consider the following two cases separately.
Case 1. We assume that (¢*, y*, v*) € %9, but

(8.5) u(t,y,v) —u”%s(t,y,v) <My,  (t,y,v) € F}.

In this case, we follow a more or less standard argument. For ¢ > 0, we define an
auxiliary function:

Zf(t,x, w,y,v)
(8.6)
-p.0 1 2 1 2
=£(l‘5x7u))_up7 ’g(hy,v)__(x_)’) __(w_v) )
2¢e 2¢e

for (z,x,w,y,v) € € :={(t,x,w,y,v) :t €[0,T],x,y € [0,b], w, v € [0,1]}.
Since 6}, is compact, there exist {(#;, x¢, We, Ve, Ve)}e>0 C 65, such that

(8.7) M, p = n};lx ZS(LX, w,y,v)= ES([& Xg, We, Ve, Vg).
6h

We claim that for some g9 > 0, (¢, x¢, We, Ve, V) € int%}, whenever 0 < & < g.
Indeed, suppose not, then there is a sequence ¢, | 0, such that (%, , x,, we,,
Ve, Ve,) € 0%p, the boundary of 6}, and that (8.7) holds for each n. Now since
0% is compact, we can find a subsequence, may assume (g, , X¢, , We, > Ve, > Ve, )
itself, such that (¢, , X, , We, , Ve, » Ve,) — (£, X, W, 9, D) € 3Cp.
Note that the function u is continuous and bounded on D, and

(8.8) T2 (fe,, Xeys Weys Vens Vo) = M, p = BL (1, 3%, v*; y*, v*) = M), > 0,
it follows from (8.6) and (8.8) that

(e, — Veu)?  (We, — Vg,)? M
< Ve + 2 8 =< E(te,, » Xey s we,,) =—.
2¢e, 2¢ey c
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Letting n — oo, we obtain that X = ¥, w = 0, which implies, by (8.8),

u(@, %, W) — %S (i, %, w) =Tb(d %, b, %, 1)
(8.9) b
= nh—?go X (te,s Xey» Weys Ve, o Vey) = Mp > 0.

But as before we note that u(z, y, v) — arts (s, y,v) <0fort=0,r=T and
y = b, we conclude that 7 # 0, T and X < b. In other words, (¢, X, W) € 8.@2\({t =
OJU{r=T}U{y=>b}1= .@g. This, together with (8.9), contradicts the assumption
(8.5).

In what follows, we shall assume that (z, X, We, Ve, Ue) € int%p, Ve > 0. Ap-
plying [16], Theorem 8.3, one shows that for any § > 0, there exist g = ¢ € R and
A, B € 8% such that

(q’ ((xs —Ye)/e, (we — U,g)/é‘), A) € @;}(7)2’—’—&([8, Xg, We),
(@, ((xe — ye) /&, (we — vs) J¢), B) € (@ggvfgp,e,g(tg, Yes Ve),

where @;(,Z’Jru(t,x,w) and @;(%’7u(t,y,v) are the closures of the usual
b b

parabolic super(sub)jets of the function u at (¢, x, w), (¢, y,v) € 919 , respectively
(see [16]), such that

L1 -1 26 (1 ~—1I A 0
s 24 )R )G S)
where [ is the 2 x 2 identity matrix. Taking § = ¢, we have
301 -1 A 0
&1 (1= o)

Note that if we denote A = [A[j]l?’j:1 _and B — [Bij],'z,jzl and £ = ((x, —
ye)/e, (we — ve)[6), then (g€, A) € P ulte, xe, we), lresp., §. &, B) €
@_i;;"ﬁ”"”g(tg, Ve, v)] implies that (¢, &, Ai1) € P50 Vu(t,, xo, we) [resp.,

(g,&, B11) € @9—(1,2,1)12[,,9@(%’ ye, Vg)]. Since the functions u, @”?S, and H
are all continuous in all variables, we may assume without loss of generality that
+(1,2,1 ~ —(1,2,1) -
(@&, A1) € P52 Vulty, xe,we) Tresp., (@&, Bi) € 252 Var0s (1, ye,
ve)] and, by Definition 7.5,
q+ sup H(t€9x€9 wé‘»E’éSvAll’I[ﬂ]v )/,a)ZO,
y€l0,11,a€[0,M]
g+  sup  H(te,ye,ve,0”% &, Biy, [[a”"¢], y,a) <0.
y€l0,11,a€[0,M]

Furthermore, we note that (8.11) in particular implies that

3
(8.12) Ap1x2 — By? < e — V)2
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Thus, if we choose (y.,a.) € argmax,, ;) cro.11xjo.m 1 H (e, Ye, Ve, 1. &, Ay,
I[ul, v, a), then we have

H(t€9 xé‘y wé‘! Ea SS’ All! Vs’ aé‘) - H(té‘y y87 Ué‘a I/_tp79’§’ 589 Bll’ J/Sv a&‘) Z O
Therefore, by definition (7.2) we can easily deduce that
C(Z(ts» Xg, We) — I/_l'o’@’g(ts» Ye» Us)) + Awe)u(te, xe, we)
- )‘(Us)ﬁp’g’g(ts, Ve Vg)
1 (xe — ye)?
=< 502)’82(1411363 - Bny?) + [r + (n— ’”)Vs]ggig

+x(ws>fx6 ulte. xe — 1, 0)dG (u)
(8.13) Oy
(e f 8PS (1, ye — u, 0) dG ()
0

302 Xe — Ve )2
< (_ +M)( e — Ve)
2 £

+A(w8>/0xg wlte, o — 1, 0)dG ()

Ye
~(ve) / B (1, ye — 1, 0) dG ().
0

Now, again, since (f;, X¢, We, Ve, V) € €p C ‘gb which is compact, there exists a
sequence &, — 0 such that (z,,,, x¢,,, We,,, Ve, » Ve,,) = (, X, W, y,V) € €. By
repeating the arguments, before one shows thatz € (0, T7), x =3y €[0,b),w=1v €
[0, ¢], that is, and
w(t, X, w) — " (%, w) = lim M, ,> M,
em—0

we obtain that (7, X, w) € .@g . But on the other hand, replacing ¢ by ¢, and letting
m — oo in (8.13) we have

¢+ A(w))Mp < A(w) ’ u(@ X —u,0)—i”% (7, % —u,0)]dG u) < A()Mp,.
0

This is a contradiction as ¢ > 0 and M}, > 0.

Case 2. We now consider the case (¢t*, y*, v*) € .@é. We shall first move the
point away from the boundary @l} into the interior @l? and then argue as Case 1.
To this end, we borrow some arguments from [13, 26] and [40]. First, since
(t*, y*,v*) is on the boundary of a simple polyhedron and 0 < * < T, it is
not hard to see that there exist n = (1, 72) € R?, and a > 0 such that for any
(t,x, w) € B3(t*, y*,v*) N 2P, 0 < § < 1, it holds that

(8.14) (t,y,v)C 2y  whenever (y,v) € B, (x + 811, w +8n).



OPTIMAL DIVIDEND AND INVESTMENT UNDER RENEWAL MODEL 3627

Here, B} (§) denotes the ball centered at § € R" with radius p. For any ¢ > 0 and
0 < B < 1, define the auxiliary functions: for (¢, x, w, y, v) € 6p,

e p(t, x, w v)'—(u—}—ﬁ )2+<u+,3 )2
e,B\Ls Ay » Y - \/Z n \/% n2

F B[ =)+ (x — y*) 2+ (w — %)

Tep(t,x, w,y,v) =ut,x,w) — S (t,y,v) — ¢ pt, x, w, y,v). Again, we
have

2

Mg gp:=sup X, g(t, x, w,y,v) > Z, g(t*, y*, v*, y*, v¥)
Ch

(8.15) .
= My — B7In|" >0,

for any & > 0 and B8 < Bo, for some By > 0. Now we fix 8 € (0, Bp) and denote,
for simplicity, (f¢, xs, We, Ve, V) € argmaxy, X . We have

Es,ﬂ(ts, Xg, We, Ve, Vg)

(8.16)
> X p(t*, y*, 0¥, y* + BV2en1, v + BV 2em),

which implies that

(xe . ﬂnz)z + (u + ,3773)2

V2¢ V2¢
+B[(te — 1) + (xe — y*)* + (we — v*)?]
(8.17) < u(te, xe, we) — w005 (L, ye, ve) —u(r*, y*, v¥)

+ S (1%, y* + By 2en1, v* + BV 2en)

__¢4%
_2M(1+p) 4 O(T —1t +g).
- c r*
It follows that [(x, — yg)2 + (wg — vg)z]/e < Cg for some constant Cg > 0. Thus,
possibly along a subsequence, we have lim,_,o[(x, — y,g)2 + (v, — w,)?]=0. By
the continuity of the functions u and i”%S and the definition of (¢*, y*, v"), we
have

lim [u(te, Xe, we) — %S (20, ye, ve)]
e—0

<M= Sli_%[g(t*, yut) — ﬁp’e’g(t*, Y+ BV 2en, v + BV 2em)].

Therefore, sending ¢ — 0 in (8.17) we obtain that

2 2
. Xe — Ve We — Vg
lim |:< + ) + ( + )
lim P Bm e B2

R N R | B
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Consequently, we conclude that

lim (2, x¢, we) = hn})(%a Ve, Vg) = (l*, v, v*),
18) {° 7 T 2
lim( = =30+ pm )+ (= =0+ ) =0.
In other words, we have shown that y, = x. + ,8\/%771 + 0(v2¢8), ve = we +
B~/2ens + 0(x/2¢). 1t then follows from (8.14) that (z,, y., vs) € 92 for e > 0
small enough. Namely, we have now returned to the situation of Case 1, with a
slightly different penalty function ¢ g. The rest of the proof follows a similar
line of arguments; we present it briefly for completeness. First, we apply [16],
Theorem 8.3, again to assert that for any § > 0, there exist ¢, § € Rand A, B € S?
such that

(g, (&) +2B(xe — ¥*), €2 + 2B(we — v*)), A) € 257V ulte, xe, we)

(8.19) . _{5f
{(q, (€',82), B) € 227005 (1, ye, ve),

where g — § =2B(t, — t*), £ := (xc — ye) /& + 2801 /v 26, E2 := (W, — v;) /e +
2812 /~/2¢, and

<2ﬁ+é)1 —21 s (82—2+4ﬂ2+?>1 —(832+?)1

1 1 2 2 2
—1 -1 —(—2+—ﬁ>1 =1
& & & & &

=(0 )

Now, setting § = ¢ we have

8o g( i _Iz) +<(6ﬁj‘2‘tgﬁ;8)l —2()51)2(6& _OB),

which implies, in particular,

(8.20)

3
(822)  Apx2—Bjy’< (e — ve)? 4 (68 + 4B%e)x2 — 4Bxe ye.

Again, as in Case 1 we can easily argue that, without loss of generality, one may as-
sume that (¢, (8! +2B(xe —y*), &2 +2B(we —v"), An) € 251 Dute, xe, we)
and (g, (581, 582), B € @;1’2’1)12”*9508, Xg, We). It is important to notice that,
while (t, ye, ve) € .@,9 , it is possible that the point (¢, x., w,) is on the boundary
of 2*. Thus it is crucial that viscosity (subsolution) property is satisfied on 2%,
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including the boundary points. Thus, by Definition 7.5 we have

g+ sup H (te, xe, We, u, S; +2,3(xe—y*),€82+2ﬁ(w€—v*),
vel0,11,a€[0, M]

A1, Iul, y,a) >0,

G+  sup  Hte,ye, ve, ut”%S, &} €2, Byy, I[i”¢], y,a) <0,
y€l0,1],a€[0,M]

Now if we take (y;, ar) € argmax H (¢, X¢, Wg, U, 581 +2B(xe — y%), 552"‘2/3(“)8 _
v*), A1y, I[ul, y, a), then we have

0<(qg—9+ H(te,xe, We, U, (Sgl +213(xe - y*)7582 +2ﬂ(we — v*)),
Arr, Iul, ve, ag)

- H(té" y87 vé‘a ﬁp,e’g, (%-517 532)’ Bll’ I[I/_tpﬁ’g]a Vs» (13),
or equivalently, denoting 'y :=r 4+ (4 — ) ye,

(¢ + A(we))ults, xe, we) — (¢ + A(ve))i” " (te, ye, ve)
< 50 v(AMad = BUY2) 4 Te (e — ye)? /e + 203 — yo)Tepm /2
+2B[(Texe + p — ae) (xe — y*) + (we — v*)] +2B(te — 1)
w0 [l xe ~1.0/d6w)

Ye
(e / @205 (1, e — 1, 0) dG (1)
(8.23) 0

< (3621:2/2 4+ 1) (xe — ye)2 /e + 2(xe — ye) e 1 /N 26
4+ 2B[(Texe + p — ae)(xe — y*) + 3 +286)x2 — 2xeye + (we — v™)
+ (te —17)]

+(we) fo " Utes %o — 1, 0)dG ()

Ye
— x(vg)/o % (tg, yo —u,0)dG (u).

First, sending ¢ — 0 then sending 8 — 0, and noting (8.18), we obtain from (8.23)
that

y*
(c+ 1 (v*)) My < k(v*)(/ (W™, y* — 1, 0) — @05 (1, y* —u, 0))dG(u))
0
< k(v*)Mb.
Again, this is a contradiction as ¢ > 0 and M} > 0. The proof is now complete.

g
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