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ON GERBER-SHIU FUNCTIONS AND OPTIMAL DIVIDEND
DISTRIBUTION FOR A LEVY RISK PROCESS IN THE PRESENCE
OF A PENALTY FUNCTION

BY F. AvRAM, Z. PALMOWSKI1 AND M. R. PISTORIUS2
University of Pau, University of Wroctaw and Imperial College London

This paper concerns an optimal dividend distribution problem for an in-
surance company whose risk process evolves as a spectrally negative Lévy
process (in the absence of dividend payments). The management of the com-
pany is assumed to control timing and size of dividend payments. The objec-
tive is to maximize the sum of the expected cumulative discounted dividend
payments received until the moment of ruin and a penalty payment at the mo-
ment of ruin, which is an increasing function of the size of the shortfall at
ruin; in addition, there may be a fixed cost for taking out dividends. A com-
plete solution is presented to the corresponding stochastic control problem. It
is established that the value-function is the unique stochastic solution and the
pointwise smallest stochastic supersolution of the associated HIB equation.
Furthermore, a necessary and sufficient condition is identified for optimal-
ity of a single dividend-band strategy, in terms of a particular Gerber—Shiu
function. A number of concrete examples are analyzed.

1. Optimal control of Lévy risk models. The spectrally negative Lévy risk
model. Recall the classical Cramér—Lundberg model

Ny
(1.1) X, — Xo=nt —S;, Si=Y_ Cr—imt,
k=1

which is used in collective risk theory (e.g., Gerber [20]) to describe the surplus
X ={X;,t € Ry} of an insurance company. Here, X¢ > O is the initial level of
reserves, Cy, are i.i.d. positive random variables representing the claims made, N =
{N;,t € R;}is an independent Poisson process with intensity A modeling the times
at which the claims occur, and pt, with p := n + Am, represents the premium
income up to time ¢, with profit rate > 0 and mean m < oo of Cj.
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In later years, model (1.1) was generalized to the “perturbed model”
(12) X[—X() ::O'B;—Jr?']t—St,

where B; denotes an independent standard Brownian motion, which models small
scale fluctuations of the risk process.

Since the jumps of X are all negative, the moment generating function
E[e? X:=X0)] exists for all > 0 and 7 € R, and is log-linear in ¢, defining thus a
function ¥ (0) satisfying E[e? X:—X0)] = ¢V ®) with

2
(1.3) w(6) =202 40 + (€% — 1 +6x)v(dx),

2 R4 \{0}
where v(dx) = AF¢c(dx), x € Ry, with F¢ the distribution function of Cy, is the
“Lévy measure” of the compound Poisson process S;, and n = ¥/(0) is the mean
of X1 — Xp.

The cumulant exponent ¥ (0) is well defined, at least on the positive half-line,
where it is strictly convex with the property that limg_, o, ¥ () = +00. Moreover,
Y is strictly increasing on [®(0), co), where ®(0) is the largest root of ¥ (6) = 0.
The right-inverse function of i is denoted by & : [0, co) — [P (0), 00).

An important generalization is to replace the process S in (1.2) by a general
subordinator [a nondecreasing Lévy process, with Lévy measure v(dx),x € Ry,
which may have infinite mass]. Under this model, the “small fluctuations™ can
arise either continuously, due to the Brownian motion, or due to the infinite jump-
activity.

Taking S to be a pure jump-martingale with i.i.d. increments and negative jumps
with Lévy measure v(dx), one arrives thus to a general integrable spectrally neg-
ative Lévy process X = {X;,t € Ry}, that is, a stochastic process that has sta-
tionary independent increments, no positive jumps and cadlag paths, such that X;
integrable for any ¢ € R, defined on some filtered probability space (2, F, F, P),
where F = {F;};cr, is the natural filtration generated by X satisfying the usual
conditions of right-continuity and completeness; see Bertoin [12], Kyprianou [25],
Sato [35]. The assumption that X; — X has finite mean for any fixed # > 0 is
equivalent to the requirement that the Lévy measure v satisfies the integrability
condition

(1.4) V1,00 ::/ xv(dx) < oo.
[1,00)

To avoid degeneracies, the case that X has monotone paths is excluded. The (pos-
sibly random) initial value X¢ is assumed to be nonnegative. Conditioning the
probability measure P on the value of X gives rise to the family of probability
measures {P,, x € R, } that satisfy P, [Xo=x] = 1.

An alternative characterization of spectrally negative Lévy processes is via the
“g-harmonic homogeneous scale function” W@, a nondecreasing function de-



1870 F. AVRAM, Z. PALMOWSKI AND M. R. PISTORIUS

fined on the real line that is 0 on (—o00, 0), continuous on R, with Laplace trans-
form LW @ given by

(1.5) LWDO) =) —q)~, 0>

Despite the diversity of possible path behaviors displayed by spectrally negative
Lévy processes, a wide variety of results may be elegantly expressed in a unifying
manner via the homogeneous scale function W), bypassing thus “probabilistic
complexity” via unified analytic methods. This paper further illustrates this as-
pect, by unveiling the way the scale function intervenes in a quite complex control
problem.

De Finetti’s dividend problem. Under the assumption that the increments of
the surplus process have positive mean, the Lévy risk model has the unrealistic
property that it converges to infinity with probability one.

In answer to this objection, De Finetti [15] introduced the risk process with
dividends

(1.6) U =X,— D7, t>0,

where 7 is an “admissible” dividend control policy and D] denotes the cumulative
amount of dividends that has been transferred to a beneficiary up to time ¢, and
where Ug_ = X > 0 is the initial capital.

Writing t7 =inf{t e R : U] < 0} for the time at which ruin occurs, the objec-
tive is to maximize the expected cumulative dividend payments until the time of
ruin

Vs (x) := sup E, [/ e 7' de],
mell [0,77)

with E,[-] = E[-| X¢ = x] and where IT denotes the set of all admissible strategies,

and g > 0 is the discount rate.

Note that ruin may be either exogeneous or endogeneous (i.e., caused by a claim
or by a dividend payment). A dividend strategy is admissible if ruin is always
exogeneous, or more precisely, an admissible dividend strategy D™ = {DJ,t €
R} is a right-continuous F-adapted stochastic process that will satisfy that, at any
time preceding the epoch of ruin, a dividend payment is smaller than the size of
the available reserves, that is, for any t < t7,

w7 AD] := D[ — D < (X;— D) V0, and
' DI — DI < p(t—u),  Yuel0,1)if v < oo,

where D7(©) denotes the continuous part of D7, V.1 1= f(o’l)xv(dx) and p ;=
n =+ 10,1 + V1,00 In the second line in (1.7) it is stated that if the jump-part of X
is of bounded variation, it is not admissible to pay dividends at a rate larger than
the premium rate p at any time ¢ that there are no reserves (i.e., U/ = 0), as this
would lead to immediate ruin.
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Single barrier policies. Recall first the simplest case when there are no transac-
tion costs. One possible dividends distribution policy is the “barrier policy” 7}, of
transferring all surpluses above a given level b, which results in the value

W@ (x)
—qtgpb | =
e th] = W e x €0, 5]
and vp(x) =x — b + vp(b) for x > b, where 7, = inf{r > 0: X; < D,b}, and D’ =
D™ is a local time-type strategy, given explicitly in terms of X by D(’)’_ =0 and

Uy ()= v, () = | |

0,75)

(1.8) D’ =sup(X; —b)7, teRy,

s<t
with x* = max{x, 0}. As this equation shows, a nonzero optimal barrier must be
an inflection point of the scale function if the latter is smooth.

Multiple bands policies. However, single barrier strategies might not be opti-
mal; cf. Gerber [18, 19]. The optimal strategy may be a “multi-bands strategy,”
involving several “continuation bands” [a;, b;),i = 0,1, ..., with upper reflect-
ing boundaries b;, separated by “lump-sum dividend taking bands” [b;, a;j+1),i =
0,1,..., of jumping to the next reflecting barrier below b;, by paying all the ex-
cess as a lump-sum payment; see also Hallin [22], who formulated a system of
time dependent integro-differential equations associated to multi-bands policies.
Azcue and Muler [7] established the optimality of multi-bands strategies under
the Cramér—Lundberg model in the presence of proportional and excess-of-loss
reinsurance, adopting a viscosity approach. A direct approach was developed in
Schmidli [37] where a recursive algorithm was provided to find, in terms of so-
lutions to certain integro-differential equations, the value function of the optimal
dividend problem under the Cramér—Lundberg model in the absence of a penalty.
Recently, Albrecher and Thonhauser [1] proved the optimality of bands strategies,
in the case that the reserves attract a fixed interest rate.

Gerber showed also that for exponential claims (and with no constraints on the
dividends rate), the optimal policy involved only one barrier (and one continuation
band); however, constructing examples where more than one band was necessary
remained an open problem for a long time.

Optimality conditions for single barrier strategies. The interest in bands strate-
gies was reawakened by Azcue and Muler [7], who produced the first example
(with Gamma claims) in which a single constant barrier is not optimal. Let

(1.9) b* =sup{b > 0: W9 (b) < W9 (x) for all x}

denote the last global minimum of the derivative of the g-scale function.
Avram et al. [6] showed that

(1.10) (TCvpx —qupx)(x) <0 for all x > b*,

where I" denotes the infinitesimal generator of X, is a sufficient optimality condi-
tion for the single barrier strategy under a general spectrally negative Lévy model.
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In fact, conditions (1.9)—(1.10) is both necessary and sufficient, as follows by ex-
amining the variational inequality characterizing the problem; see Loeffen [27],
Lemmas 1, 2.

A simpler sufficient condition for the optimality of single band policies was
obtained by Loeffen [27, 28] (with and without transaction costs), who showed
that it is enough to check that the last local minimum of the g-scale function is also
a global minimum. Even more direct optimality conditions in terms of the Lévy
measure v were provided by Kyprianou et al. [26], and Loeffen and Renaud [29],
who showed, respectively, that log-convexity of the density and of the survival
functions suffice (the second condition is more general). Note that the second result
allowed also for an affine penalty function with slope less than unity, and that both
results imply complete monotonicity of the Lévy density, and constitute therefore
powerful generalizations of Gerber’s unicity result [18, 19].

It turns out that b* in (1.9) is always the right endpoint of the first continuation
band. As already demonstrated in the rather terse example in Azcue and Muler ([7],
page 274), left and right endpoints of subsequent bands can in principle be deter-
mined recursively (the former by ensuring the “smoothness” of the value function,
and the latter similarly with 5*, by selecting last global maxima of updated value
functions, adjusted by using the values of previous bands as stopping penalties).
A characterization of points of nondifferentiability was provided in Schmidli [37].
However, an explicit smoothness condition (7.9) in terms of scale functions seems
not to have been reported previously.

Quite paradoxically, it is possible that beyond the lump-sum dividend taking
band following the first continuation band, waiting for higher barriers b;,i > 2,
may become again optimal. The level a; where the second continuation band
starts may be determined by examining the family of functions Gé”) (b) defined
in (7.9), which are computed from a second Gerber—Shiu function, which uses the
first value functions as stopping penalties, and so on, leading ultimately to all the
optimal band levels; see Section 11.

Fixed transaction costs. It is interesting to consider also the effect of adding
fixed transaction cost K > 0 that are not transferred to the beneficiaries when divi-
dends are being paid. The objective of the beneficiaries becomes then to maximize
Uz, k (x), that is, vy (x) = sup, oy Vr, k (x) with

vr k (x) = Ey [/ e”9"dD] — K e 1! dN,”},
[0,77) [0,77)
where N7 = {N],t € Ry} is the stochastic process that counts the number of
jumps of D" in the interval [0, ¢],

(1.11) N7 =#{s€[0,1]:ADT >0},  1€R,.

The introduction of a fixed transaction cost K > 0 has the usual effect of changing
the optimal reflection boundaries b into strips [b_, b], so that when U, = b,
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a lump-sum dividend b4 — b_ is paid, and the reserves process is diminished to the
lower “entrance” point b_. To emphasize this disappearance of reflection barriers,
the term band will be used throughout when K > 0, and also when more than one
barrier is present.

The typical optimal dividend strategy consists of “lump-sum payments” (see,
e.g., Alvarez and Virtanen [2] and Thonhauser and Albrecher [42]), with 7 of the
form w = {(Ji, Tx), k € N}, where 0 < 77 <7, <--- is an increasing sequence of
F-stopping times representing the times at which dividend payments are made, and
Ji > K is a sequence of positive Fr,-measurable random variables representing the
sizes of the dividend payments. Then

N7
T _
DI =3Ik,
k=1

where N/ = #{k : T; <t} is the number of times that dividends have been paid by
time 7.

For single bands policies for example, the dividend distribution consists of the
fixed amount J; = b, — b_.

Balancing dividends and ruin penalties. Several alternative objectives have been
proposed recently, involving final penalties w(x) at ruin (see Dickson and Wa-
ters [16], Gerber et al. [21] and Zajic [43]), or continuous payoffs until ruin; see
Albrecher and Thonhauser [41], Cai et al. [14]. For example, the case where the
insurance company is bailed out by the beneficiaries every time that there is a
shortfall in the reserves was investigated in Avram et al. [6] and in Kulenko &
Schmidli [23]. This paper continues the investigation of the impact of a general
penalty and fixed transaction costs on the optimal dividends policy. The consid-
ered objective is to maximize the expected cumulative discounted dividend pay-
ments until the moment of ruin less the penalty, which is an increasing function of
the shortfall at the moment of ruin, by controlling the timing and size of dividend
payments. This problem is phrased as an optimal control problem, which will be
solved by constructing explicitly a solution of the associated Hamilton—Jacobi—
Bellman (HJB) equation, in terms of scale functions of the Lévy process X.

Stochastic solutions. Given results concerning the smoothness of scale func-
tions (see, e.g., Kyprianou et al. [24]), it is not to be expected that the candidate
value-function is a classical solution of the HIB equation. In fact, it will turn out
that the candidate value function is continuous but not C' on R, \ {0} if X has
bounded variation, and is C! but not C? on R4 \ {0}, if X has unbounded vari-
ation. To verify optimality of the candidate optimal value-function under weak
regularity conditions, a probabilistic approach is adopted in this paper. It is estab-
lished that the value-function is the unique stochastic solution of the HIB equation
corresponding to the optimal control problem under consideration. The notion of
stochastic solution may informally be considered as a probabilistic counterpart
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of the analytical notion of viscosity solution: While viscosity sub- and superso-
lutions are defined in terms of pointwise approximations by smooth solutions to
the variational inequalities associated to the HJB equation, stochastic super- and
subsolutions are phrased in terms of super- and submartingale properties of related
stochastic processes. The version of the notion of stochastic solution deployed here
is an adaptation of Stroock and Varadhan’s [40] classical notion, which was origi-
nally introduced in the setting of linear parabolic PDE:s, to the current setting; see
Definition 4.1. A stochastic version of Perron’s method using the stochastic solu-
tion concept was recently developed in Bayraktar and Sirbu [10] for the case of
linear parabolic PDEs.

The viscosity solution method is a classical approach that has been used ex-
tensively in the study of existence and uniqueness of solutions to HIB equations;
cf. Bardi and Capuzzo-Dolcetta [9] and Fleming and Soner [17] for general treat-
ments. The HIB equation (3.6) corresponding to the stochastic control problem
considered in the current paper is a nonlinear integro-differential equation with
constant coefficients and with a gradient constraint, which is of first or second or-
der depending on whether or not a Gaussian component is present in the dynamics
of X. Due to the negative jumps of X and the boundary condition on the negative
half-axis (the specified penalty at the epoch of ruin), one is led to the notion of con-
straint viscosity solutions which, in the context of different optimization problems,
has been developed for first order equations by Sayah [36] and Soner [39], and for
second order equations in Alvarez and Tourin [3], Benth et al. [11] and Pham [33].
In, for example, Azcue and Muler [7, 8] and Albrecher and Thonhauser [1], divi-
dend optimization problems are studied under the Cramér—Lundberg model using
the viscosity solution method.

By deploying probabilistic tools from among others martingale theory, ana-
logues are derived of key results from viscosity solution theory. In particular, exis-
tence and uniqueness of a stochastic solution to the HJB equation is shown (The-
orem 12.1), where the uniqueness is established deploying a comparison principle
(Proposition 12.6). A (local) verification theorem (Theorem 4.4) is derived as tool
for verifying optimality of a constructed candidate value-function, as direct con-
sequence of a dual representation of the value function as pointwise minimum of
stochastic supersolutions (Proposition 4.3).

Gerber—Shiu functions. A key point in the presented approach is the decompo-
sition of the candidate value function preceding and within a continuation band
[a, D]

fx), x<a,
F(x) 4+ W9 (x)G(a,b), x € [a, b],

into a nonhomogeneous solution F(x), which will be called a Gerber—Shiu func-
tion, and the product of the homogeneous scale function W) (x) and a “barrier-
influence” function G (a, b) defined in (6.2), which needs to be maximized at b
and be smooth at a.

(1.12) Va.p(x) = {
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Note that the function G in the decomposition (1.12) is only determined up to a
constant, but becomes fixed once F has been selected; see (7.7).

To ensure smoothness at a, it seems then natural to use a “smooth Gerber—
Shiu function” F's(x) associated to a given penalty f(x), x € (=00, a). Informally,
Fr(x) is the “smooth nonhomogeneous solution” of the Dirichlet problem on {x >
a} with boundary condition f(x),x € (—oo, a). More precisely, it is defined in
Definitions 5.1 and 5.2 in Section 5 by subtracting a multiple of the homogeneous
scale function W@ (x) out of the solutions of either the two-sided, or the reflected
exit problem, such that the remaining part is continuous on R if f is continuous,
and continuously differentiable on R if f is continuously differentiable on R_ and
X has unbounded variation. This results in the explicit formula (5.4).

For exponential penalties w(x) = e*?, the Gerber—Shiu function takes a simple
form (5.17), which may be used also as a generating function for the expected
payoffs associated to polynomial penalties x*, k =0, 1, .. ..

Decomposition (1.12) with Fy(x) chosen to fit the imposed penalty f(x) =
w(x) already determines the value function on the first continuation band (and
the value function in the lump-sum dividend taking bands surrounding it); see
Proposition 7.2 and Theorem 7.6. It also yields a necessary and sufficient criterion
for optimality of two-dividend barrier policies with one barrier at zero, which is
analogous to (1.10); see Theorem 10.3.

Contents. The remainder of the paper is organized as follows. Sections 2 and 3
are devoted to the formulation of the dividend-penalty and the corresponding HIB
equation. In Section 4 the definition of stochastic solution is given in this context,
and a verification result is established. Section 5 is concerned with Gerber—Shiu
functions, and Sections 6 and 7 are devoted to single and two-band strategies. Sec-
tion 8 is devoted to a key auxiliary result (Lemma 8.1). Conditions for optimalty of
single and two-band strategies and a construction of the candidate value-function
in terms of scale functions are given in Sections 9, 10 and 11. The optimal value
function is shown to be the unique stochastic solution of the HIB equation in Sec-
tion 12. Some examples are analyzed in Section 13. Some of the proofs are de-
ferred to the Appendix.

2. The dividend-penalty control problem. Assume that the beneficiaries
control the timing and size of dividend payments made by the company, and are
liable to pay at the moment t” of ruin the penalty —w(U%), which may be used
to cover (part of) the claim that led to insolvency, where w is a penalty.

DEFINITION 2.1. (i) For any a € R, denote by R, the set of cadlag? functions
w:(—o0,a]l — R that are left-continuous at @, admit a finite first left-derivative

3Cédlég = right-continuous with left-limits.
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w’_(a) at a and satisfy the integrability condition

2.1 sup sup  |w(a +u — z)|v(dz) < oo.
y>171y,00) uely—1,y]
(1) A penalty w:R_ — R_, with R_ = (—o00, 0], is a function from the set R
that is increasing. The collection of penalties is denoted by P.

The beneficiaries seek to maximize the sum of the expected discounted cumula-
tive dividend payments and an expected penalty payment by paying out dividends
according to an admissible policy. The present value of the penalty payment dis-
counted at rate ¢ > 0, considered as function of the level of initial reserves, is
called the Gerber—Shiu penalty function associated to the penalty w, and is given
by

Wi (x) == Ex[e_‘”nw( )], x eRy.

For any penalty w € P, it holds that, for any level of initial capital x € R, W7 (x)
is bounded uniformly over 7 € I1; see Lemma 3.3.

The objective of the beneficiaries of the insurance company is described by the
following stochastic control problem:

(2.2)  vy(x) = sup vy (x), vr (x) := W7 (x) + E, |:/[0

mwell

) |

,T7)

for x € Ry, where IT denotes the set of admissible dividend policies = and g is
the (signed) random measure on (R, B(R,)) defined by

(2.3) wx([0,1]) = Df — KN,

with N and D] equal to the counting process defined in (1.11) and the cumulative
amount of dividends that has been paid out by time ¢, respectively. It is assumed
throughout that w is a penalty (w € P) and that there is positive net income, n :=
E[X1] > 0. A solution to the stochastic control problem in (2.2) consists of a pair
(u, m*) of a function u# : R4 — R and a policy 7* € IT satisfying v, (x) = u(x) =
vr+(x) forall x € Ry.

3. Dynamic programming and HJB equation. The analysis of the stochas-
tic optimal control problem (2.2) starts from the observation that the value func-
tion v, satisfies a dynamic programming equation.

PROPOSITION 3.1. (i) Extending vy to the negative half-axis by v.(x) =
w(x) for x <0, we have for any t € T, the set of F-stopping times, v,(x) =
SUP,; c17 U,z (X) where

B o) =By [0 0 (U7, 0) ()|

[0,TATT™]
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(ii) For any fixed w € I1, the process V* = {V/[,t € R} given by

(3.2) V7 i=e 1Ny (U] ) + e 9 U (ds)

[0,tAT7]

is an F-supermartingale.

REMARK 3.2. Note that the integration domains [0, T A 77] and [0, f A T7]
in (3.1) and (3.2) are consistent with the domain [0, ™) in (2.2) as ug ({t™}) is
equal to O for any policy 7 € IT.

The proof of Proposition 3.1(i) follows by straightforward adaptation of classi-
cal arguments (see, e.g., [7], pages 276-277), while that of Proposition 3.1(ii) is
deferred to Appendix A.

The next step is to identify the HIB equation in the current setting. As the ben-
eficiaries may decide to pay out part of the reserves immediately as lump-sum
dividend the value function v, satisfies in addition to the dynamic programming
equation the following gradient condition (see Lemma 3.3):

3.3) V(X)) — () > (x —y —K) for al x, y > 0 with x > y,
or equivalently,
dy, (x) =1 for all x > 0, with for any function g :R — R,

— g -y +K
4,0 = inf S ZEXINFE
ye(O.m) y

(3.4)

Note that in the case K = 0 and when vy|r, (o} is in C'(R4 \ {0}) the gradient
constraint in (3.3) is equivalent to the condition

v (x)>1 for all x > 0.

Rather than to pay out dividends immediately, the beneficiaries may de-
cide to postpone such payments to a future epoch. Provided the value func-
tion v, were sufficiently regular, it would hold at level x of the reserves that
E, [e—‘I(’/\Tof)v*(XmTo—)] =04 (x) + 1 (T (x) — que(x)) + 0(2) for £ \ 0, where
T, =inf{t > 0: X; < 0}, and I" denotes the infinitesimal generator of the Feller
semi-group of X which actson f € C 3 (R4) as (cf. Sato [35], Theorem 31.5)

2
(3.5) I'f(x) = %f”(X) +nf(x) +f [f (=) = fO) +yf (0)]v(dy),
R1\{0}

for x € Ry, where f’ denotes the derivative of f and n = v/(0). Heuristically,
this suggests that v, satisfies ['v,(x) — quv(x) <0 at any x > 0, and that it is not
optimal to postpone a dividend payment at level x in case 'v,(x) — qu.(x) <O.
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As far as the boundary condition at x = 0 is concerned, it follows from (2.2) that
V4 (0) = w(0) if and only if ruin is immediate with zero initial capital (i.e., 77 =0
Py a.s.), which is precisely the case if X has paths of unbounded variation. Thus
the boundary condition at x = 0 is imposed precisely if the Gaussian coefficient
o2 is strictly positive or the Lévy measure v does not finitely integrate x around
0 (vp,1 = 00). In particular, in the case of the Cramér—Lundberg model or when X
has paths of finite variation, v, (0) is in general different from w(0).

By the above discussion, one is led to the following form of the HIB equation
associated to the optimal control problem (2.2), expressed in a unified manner for
general cost K > 0:

(3.6) max{T'g(x) —gg(x),1 —dg(x)} =0, x>0,
subject to the boundary condition

gx) =wk), for all x < 0, and
g(0) =w(0), in the case {02 > 0 or vp | = 00},

(3.7 {
where the function d, is defined in (3.4).

3.1. Properties of the value function. For later reference a number of proper-
ties of the value function are collected below.

LEMMA 3.3. (i) The function x +— v, (x) is continuous on R, and v, satisfies
equation (3.3).

(ii) Forany g >0, x e Ry and w € P, there exists a C € Ry \ {0} such that
the following bound holds true:

' t .
Ex[ sup {e_th;’I{K,n}—i-/ e_qsdD;T—F/ e (X, —Xs)ds”
teRy,well 0 0
+ sup sup Ey[e™ " |w(UT)|] <C,
veR, well

with X; = sup,_, X5 and X, = inf;<,; X, denoting the supremum and infimum of
X, over the s € [0, t].

(iii) vy is dominated by an affine function: for any x € R, v,(0) — K <
Vi(x) —x < ﬁq), and the process V' ={V,t € R} defined in (3.2) is a uni-
formly integrable (UI) F-supermartingale.

The proof of part (i) is deferred to Appendix B.

PROOF OF LEMMA 3.3(11). The following bounds hold true:

m —_—
(3.8) sup € Y"U 1y <7y < sup e 7' X, < sup ge P* Xy ds.

[ER+ Z‘ER_'. [ER+ t
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Since the running supremum qu at an independent exponential random time e,

with mean ¢ ~! under PP follows an exponential distribution with parameter ®(q)

(e.g., Bertoin [12], Corollary VII.2), the expectation under P, of the expression on
the right-hand side of (3.8) is bounded by x + 1/®(g).

The compensation formula applied to the Poisson point process (AX;,t € Ry),
the monotonicity of w and the fact that w(0) is nonpositive yield that the following
inequalities holds true, for any x € R :

Ex[e " w(U%)] = w(=1) + B[ 7 w(U%) iy, <—1]

—w(—1)+ /0 /O w(y — 2)1y—_ee_1yv(d2) R (dy),

where Ié)qc (dy) denote the g-potential measure of U” under P,, Rf{ (dy) =
JoT e "Py (U €dy,t < t™). The right-hand side of (3.9) is bounded below, as
w satisfies the integrability condition (2.1) (as w € P). U

PROOF OF LEMMA 3.3(111). In the case K = 0 integration by parts, the non-
negativity of w and condition (1.7) of “no exogenous ruin” imply that

1 -
vy (x) <E, [/ e 9! de] =E, [/ ge D} ds +e79" Dfn]
[0,77) 0

'[n T oY J—
SEXU ge P Xsds +e7" an_] SEx[/ ge X, ds},
0 0

which is equal to x + #q) since, as noted before, qu ~ Exp(®(g)) under Py. In
the case K > 0, then the above bound remains valid since the value vy (x) decreases
if the transaction cost K increases. The lower bound for the value-function follows
from part (i) (with x = 0). The uniform integrability of V7 is a consequence of the
fact that V™ is dominated by an integrable random variable, in view of the bounds
in parts (ii). O

3.2. Generator and boundary condition. From the HJB equation (3.6) one
would expect that, on any interval / on which the restriction v|; has unit deriva-
tive, the function I"v, — g v, is nonpositive. Below this function is expressed explic-
itly in terms of the characteristic triplet of X. More generally, in the next result the
form is specified of the generator applied to the functions £/, :R — R, a,b € R,
given by

~ La,p(2), z>a,
’ w(z), z<a,
with £, p:[a, 00) = R: €, p(x) =b(x —a) + w(a),

where w : (—o0, a] — R is a Borel-function satisfying the integrability condition

(3.9) Vx>a:/( )|w(x—z)|v(dz)<oo.
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For any such function w and any a € R, the operator al"owO:CZ([a, ) —
D((a, 00)) is defined as follows: for x > a,

2
T2 F(x) = %f”(x) F(+710 — @) f' (@) — (g + T —a) f(x)

(3.10) + ][f(x =) = f)+ f)y]vdy)

0,x—a

+ w(x — y)v(dy),

(x—a,o0)
where V(x) = v((x,00)) and Vi (x) = f(x’oo) yv(dy). It follows by comparison
with form (3.5) of the infinitesimal generator I" that for any f € CE(R) with

fl(=o0,a) = w it holds (I'f — gf)(x) = '3 g(x) for x > a with g = f|[4,00)-
The form of the generator applied to €, 5 is given in the following result:

LEMMA 3.4. Leta,b € R and let w be any Borel function satisfying integra-
bility condition (3.9). (i) For any x > a, (4I'5,4a,p)(x) is given by

1 ()~ qlap() + [ oy [ =9 = a0+ 26y 0]
(3.11) =bn—q(b(x —a) + w(a))
+ ( ){w(x—z)—w(a)—i—b(z—l—a—x)}v(dz).
(i) Suppose (4" lap)(x) <0 for all x > a and sup, _, f(x_a’oo) lwx —z) —

w(a) + b(z + a — x)|v(dz) < 0o. Then {e~1 Y (X, ;o). t € Ry} is an F-
supermartingale.

PROOF. (i) The assertion directly follows from the form (3.10) of the opera-
tor yI"%).

(i1) An application of It6’s lemma [which is justified since £, is CZ([a, 00))]
shows that the following process is an F-local martingale:

o AT,
(3.12) e 4N TFY (X, 7o) — fo e 4, T Ly p(Xs)ds.

Hence the assumptions (together with the fact fOT"_ 1(x,—q)ds = 0 P-a.s.) imply
the asserted supermartingale property. [

4. Stochastic solutions of the HJB equation. While, as was mentioned in
the Introduction, it is in general not to be expected that the HIB equation in (3.6)
admits a classical solution, it will be shown in Section 12.1 that the optimal value-
function v, is the unique stochastic solution to the HIB equation. A real-valued
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function g with domain R and sublinear growth, satisfying the boundary condi-
tion (3.7) and the gradient constraint dy(x) > 1 for all x > 0, will be called a
stochastic solution of the HIB equation given in (3.6) if the stochastic processes

M= {e71UM D g(Xiar) t € Ry},
4.1
TI j:il’lf{t ZO:XI ¢I}’

with inf @ = oo, are F-martingales for any closed interval / contained in C,, the
“no dividend region” corresponding to the function g,
4.2) Co:={x e Ry \ {0} :dg(x) > 1},

and are F-supermartingales for any closed interval / contained in R \ {0}.
More specifically, the notions of (local) stochastic (super-, sub-) solutions are
defined as follows:

DEFINITION 4.1. Let g:R — R be a cadlag function satisfying the boundary
condition (3.7) and the linear growth condition

g ()]
P

X€R+ x+1

<0

4.3)

(i) g is a local stochastic supersolution on the closed interval I C R4 of the
HJB equation (3.6) if

% "is a UI F-supermartingale and dg(x) = 1 forany x € I'\ {0}.

(ii) g is called a local stochastic subsolution on the closed interval 1 C Cqy of
the HJB equation (3.6) if

% "is a UI F-submartingale.

(iii) g is a stochastic supersolution [stochastic subsolution] of the HIB equation
if g is a local stochastic supersolution on R [local stochastic subsolution on [ for
all closed intervals I C C,], respectively.

(iv) g is a stochastic solution of the HIB equation if g is both a stochastic
supersolution and a stochastic subsolution of the HIB equation.

REMARK 4.2. (i) The optimal value-function v, is a stochastic supersolution.
This follows as a direct consequence of Lemma 3.3(i), (iii) (taking 7 equal to the
“waiting strategy” m of not paying any dividends) and Doob’s Optional Stopping
theorem.

(i) The terms “stochastic supersolution” and “stochastic subsolution” are jus-
tified by the fact that stochastic supersolutions dominate stochastic subsolutions
(under some regularity condition); see Proposition 12.6.
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(iii)) When g is a local stochastic supersolution on a finite partition of intervals
of Ry, a global super-martingale property holds true on R, provided that g is
differentiable at the boundaries of the intervals when X has unbounded variation;
see Corollary 8.2.

The following global representation of the optimal value function v, in terms
of the collection of stochastic supersolutions provides a key step in the solution of
the optimal control problem in (2.2):

PROPOSITION 4.3. (i) The value function v, is the smallest stochastic super-
solution of the HJB equation (3.6)

4.4) Vs (x) = min g(x),
gegt

for all x € Ry, where G denotes the family of stochastic supersolutions of the
HJB equation (3.6).

(i1) For any a, b € R with a < b, representation (4.4) remains valid for all x €
(—00, b] if the set G is replaced by the set gzb of local stochastic supersolutions
g on la, b] satisfying the condition

(4.5) { g(x)=v*(x),  forallx €[0,a)U{b}, and in addition,

gla) =v*(a), if X has unbounded variation.

Proposition 4.3, the proof of which is given in Section 4.1, yields the following
(local) verification theorem, which is one of the main results of the paper:

THEOREM 4.4. (i) If there exista,b € Ry withb>a>0,mr c¢land g € G*
satisfying g(x) = vy ¢z (x) for all x € [a, b], with T =inf{t > 0: U[" < a}, then it
holds vy (x) = vy 7 (x) for all x € [a, D].

(ii) In particular, if there exist w € Tl and g € G satisfying g(x) = v, (x) for
all x e Ry, then g = vy and 7 is an optimal strategy.

PROOF. In view of the dynamic programming equation (3.1), it follows that
v, dominates vy 7, while the dual representation (4.4) in Proposition 4.3 implies
Vx(x) < g(x) for all x € Ry, so that when g is equal to Uz z7 ON the interval [a, b],
it follows that v*(x) = g(x) = Uy, 7 (x) forall x € [a, b], which establishes part (i).
Part (ii) follows by a similar line of reasoning. [J

This verification result will be used in the piecewise construction of the value-
function vy, in Sections 6-11. It can also be used to deduce that the value function
is affine for large levels of the reserves if v is finite.
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PROPOSITION 4.5. Let the measure v have finite mass. For some y € R, the
function vy restricted to [y, 00) takes the form

(4.6) vk(X) =x —y+uv(y)  foranyx —yeRy,

and it is optimal to immediately pay out a lump-sum dividend for all sufficiently
large levels of the reserves.

PROOF. The local verification theorem [Theorem 4.4(i)] in conjunction
with Lemma 3.4 imply that condition in (4.6) holds if the supremum m, :=
SUp,-.y f(x_y’oo) |[ve(x —2) — v4(y) + 2+ y — x|v(dz) is finite and

(4.7)  for all y € Ry sufficiently large {Vx > y:(yT2Ly.1)(x) <0}.

This is verified next. The expression for ngg y,1 in (3.11) for x > y can be
bounded above by

n—qx—y+v(y) +/( )|v*(x —2)—v(y)+z+y—x)|v(dz)
X—y,Xx

+ |lwx —2) — ve(y) + 2+ y — x|v(d2).
(x,00)

Hence, in view of (3.3), the linear bounds in Lemma 3.3(iii) and the monotonic-
ity of w, the first and second integrals are bounded above by a constant times
A(1 + m) and by f(o,oo) lw(—=2)|v({dz) + A(]y — v*(¥)|) + Am with A = v(0, 00)
and Am = f(o, o) XV (dx). Since the integral with w as integrand is finite [as w € P
satisfies (2.1)] it follows that m, is finite. Moreover, as v4(y) — oo and v*(y) — y
is bounded as y — oo [Lemma 3.3(iii)], it is clear that (4.7) is satisfied, and the
proof is complete. [

4.1. Proof of the dual representation. The proof of Proposition 4.3 is based
on a representation of v, as the point-wise minimum of a class of “controlled”
supersolutions of the HIB equation.

DEFINITION 4.6. For any closed interval /, a Borel-measurable function
H:R — R is called a controlled supersolution for the stochastic control prob-
lem (2.2) on the closed interval I if it holds for any 7 € IT that

(4.8) M =t T g (U, )+ e % T (ds)
I [0,7F At]
is a UI F-supermartingale, with /7 =inf{t > 0: U ¢ I}, subject to boundary con-
dition
{ H(x) > ve(x), forx <y:=min/l and x =z :=sup/ if z < 00, and,
H(®©) > v.(y), if X has unbounded variation.
The family of such functions will be denoted by ;.
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PROPOSITION 4.7.  For any closed interval I the value-function v, restricted
to I admits the following representation:

vi(x) = I_gIél;{l H(x) forall x e R,.
1

PROOF. The proof rests on standard arguments. Fix x € R, a closed interval
I in Ry, and let H be any element of H;, and = € I1 any admissible policy. The
supermartingale property and uniform integrability (Definition 4.6) yield

H(x) > lim E, [e—q@f MH(UT,,) + eI g (ds)}
—00

Ty Nt
1 [0,7] Ar]

>E, [e_‘”f U*(U.Zn) + e P uk (ds)i|,

(0,771
where the convention exp{—oo} = 0 is used. Taking the supremum over m € I1
and using the dynamic programming equation (Proposition 3.1) show that H (x) >
vx(x). Since H € H was arbitrary, it holds thus

inf H(x) > .
L (x) = vy (x)

The inequality in the display is in fact an equality since v, is a member of Hj,
by virtue of Doob’s optional stopping theorem and the fact that V™ is a UI super-
martingale [Lemma 3.3(iii)]. O

The proof of the representations of the value function v, in Proposition 4.3 rests
on the fact that for any admissible policy = € IT and stochastic supersolution there
exists a corresponding “controlled” supermartingale.

LEMMA 4.8 (Shifting lemma). Let I C Ry be any closed interval. If g is a
local stochastic supersolution on I, then g is a controlled supersolution on I.

Given the shifting lemma, the proof of the dual representations in Proposi-
tion 4.3 can be completed as follows:

PROOF OF PROPOSITION 4.3. (i) The representation follows from Proposi-
tion 4.7 in view of the following two observations: (a) G is contained in H10,00)
[Remark 4.2(i)] and (b) vy is an element of the set G [by Lemma 3.3(iii)].

(i) The proof is analogous to that of part (i), using the facts Qj,b C Hia,p]
[Lemma 4.8(ii)] and v, € Q;fb [by Remark 4.2(i) and Doob’s Optional Stopping
theorem]. O

PROOF OF LEMMA 4.8.  Fix arbitrary 7 € IT and 5,7 € Ry with s <. Note
that M8 7 is F-adapted (as g is a Borel-measurable), while M&" is Ul by the
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linear growth condition and Lemma 3.3. Furthermore, the following (in)equalities
hold true:
~o (a) ;. ~g. T, () ~gm, (© g () 77
E[Mt |~Fv/\‘r”] = ngnéOE[Mt |—F€/\T”] = nli)nc}o Ms/\r” = Ms/\t” = Mf 7T,

where the sequence (7,),eN of strategies is defined by w,, = {Df”, t € Ry} with
Dy" = D and

D — sup{DT :v <u,v € Ty}, O<u<rt®,
u DZ’%_, u>rt",

with T, = ({tx ;=5 + (t — s)%, k € Z}yU{0}) NR,. Since s and ¢ are arbitrary, it
thus follows that M%7 is a F-supermartingale.

The remainder of the proof is devoted to the verification of the (in)equalities (a)—
(d) in above display. (a) Note that the sequence (D), is monotone (D™ < D7n+1
for n € N) and tends to D™ as n tends to infinity, and D™ is equal to DI%_ on
the interval [t”, 00), for each n € N. Thus the monotone convergence theorem
(MCT) in combination with an integration-by-parts implies .[[O,Tn e dDg" 7
Jio.man € 4 dDF . Also, in the case K > 0, it holds fi .z, e % AN 7
f[o’fn Ar1€ 7 AN . Hence, by right-continuity of the function g, it holds

178 Tn 78,
4.9) M;n — M x as n — oo, P-a.s.

As the collection (Mf/’\f?, )n 18 UI, Lebesgue’s dominated convergence theorem im-
plies that the equality (a) holds true. Equality (c) is a consequence of the pointwise
convergence in (4.9) (which also holds with ¢ replaced by s), while (d) follows
since it holds M5 = M f X;r (by definition of the process M3™).

Finally, inequality (b) is verified, in what constitutes the key step of the proof.
Denote T; :=t" At; and M = Mg*”", D = D™ and observe that the folowing

decomposition holds true:

2)‘1 2}1
Mi—Mg=)Yi+) Z
i=1

i=l
with ¥; =e Tig(Xt, — Dy, ) —e 9li-1g(X7, , — D1,_,),

with Z; = e74%i(g(X1, — D1,) — g(X1, — D1._,) + AD1, — K)l{aD,~0} and
AD; = Dr, — Dr,_,. The strong Markov property of X and the definition of U
imply that E[Y;|F7,_,]is equal to

e i E[e 1T Ve(Ur,_, + X7, — X1,_) — 8(Uz,_ )| Fr,_,]

= e_qTi*IEUTi,l [e_qrig(xfi) - g(XO)]’

with 7; = T; 0 07,_,, where 0 denotes the translation-operator. The right-hand side
of (4.10) is nonpositive as a consequence of the supermartingale property (4.1)

(4.10)
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(with I =R,) and Doob’s optional stopping theorem. Furthermore, in view of the
bound dg(x) > 1 for any x € Ry \ {0} it follows that all the Z; are nonpositive
in the case X7, — D, > 0, while, in the case X1, — Dr, <0, it holds that Z; is
zero, since T; = t”, so that, by construction, AD; = Df# — D™ (rn+ ) = 0 with
7,7 =sup{v < ™ : v € T, }. Hence, the tower-property of conditional expectation
yields

on

E[M; — My|Fs] <> N1, > E[ELY; | Fr,_ 11 Fs] < 0.

i=1

This establishes inequality (b), and the proof is complete. [

5. Gerber-Shiu functions. A key-ingredient for the solution of the optimal
control problem (2.2) is a family of martingales given in terms of Gerber—Shiu
functions, a nonstandard terminology; see Definitions 5.1 and 5.2. While the (ho-
mogeneous) g-scale function W4 is defined to be equal to 0 on the set (—oo, 0),
Gerber—Shiu functions are “inhomogeneous g-scale functions” corresponding to
nonzero boundary conditions w on the negative half-line.

The definition of Gerber—Shiu functions is phrased in terms of w and W@ of
which next a number of well-known properties are recalled that will be deployed in
the sequel; refer to the review article Kyprianou et al. [24], Chapters 2, 3, for proofs
and references. The function W@ [see (1.5) for its definition] is a “g-harmonic
function” for the process X stopped at first entrance into (—o00, 0). Specifically,
for any a € R, the stopped process

(e 1 NMOIWD (X, - —a),t eRy)
(5.1) " la
is an F-martingale, with T, := T[4 o) = inf{t e Ry : X; < a}.

Furthermore, the function W9 is well-known to be continuous and nondecreasing
on [0, 00), and right- and left-differentiable on (0, co), with the right-derivative

and left-derivative at x > 0 denoted by W@’ (x) and Wﬁq)/(x), respectively, which
are right- and left-continuous and satisfy

(5.2) W)y < W%, x>0,

by continuity and log-concavity of W@ | .- In particular, if vy ; [which was de-
fined in (1.7)] is infinite, the function W(‘i)|(0’oo) is C!, while W(‘I)l(o,o@) is C?
with W@’ (04) = % if the Gaussian coefficient o2 is strictly positive.

A function will be referred to as a Gerber—Shiu function if it satisfies the fol-
lowing conditions:

DEFINITION 5.1. Given a € R and a pay-off w:(—o00,a] — R with w € R,
the function F : R — R is called a Gerber—Shiu function for payoff w if F (x —a) =
w(x) for x < a, and

(5.3) (ef"(MTJ)F(XmTJ —a),t €Ry) is an F-martingale.
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Of course, such a function F is not unique (as the addition of multiples of
W@ to a Gerber—Shiu function yields another Gerber—Shiu function). It is shown
below that there exists a special choice F,, of Gerber—Shiu function that is con-
tinuous on R for continuous payoffs w and continuously differentiable on R if X
has unbounded variation and w is continuously differentiable (recall that W@ is
continuous nor continuously differentiable on R in general). The function F,, is
defined as follows:

DEFINITION 5.2. Let ¢ > 0 and w € Ry. The function F,,:R — R is given
by Fy(x) = w(x) for x <0, and by

(5.4) Fp(x) =w(0) + w’_(0)x — /Ox WD (x = y)Jp () dy, x € Ry, with

(5.5 Juw(x) = (0T 50w’ () X),

where 0I'5,€g 7 (0) 18 given in (3.11) [witha =0 and b = w’_(0)].

The following result confirms that the function F,,, is a Gerber-Shiu func-
tion that “inherits” the continuity/differentiability from the function w, where, for
any function f and a € R, , f denotes the composition of f with the translation-
operator 6,

(5.6) af =f0b0s:=f(+a).

THEOREM 5.3. Leta € R and w € Ry. Then qw € Ry and the function F ,,
is a Gerber—Shiu function for payoff w satisfying

{Faw(O) =w(a),

(5.7) E:w(0+) =w (a), in the case 6> > 0 or Vp,1 = 00.

Furthermore, F,,|r, is right-differentiable, with right-derivative at x € R, de-
noted by F'(x). If qw is continuous, then F, is continuous, and, in the case
w e CYR_) and {6* > 0 or vy,; = 00}, it holds F,,, € C'(R).

An example of a Gerber—Shiu function is the Gerber—Shiu penalty function V,,
corresponding to penalty w

Vo () = E[e™0 w(X7o)],

which admits the following explicit expression in terms of the functions W%
and F,, (see Biffis and Kyprianou [13] for an equivalent representation of V), in
terms of W@);
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PROPOSITION 5.4 (Gerber—Shiu penalty function). Let w € Ry. For any
x € R it holds

(5.8) V(x) = Fp(x) = WD)k,  with
_[o? q
(5.9) Ky 1= [710 0-) + @wm) — £wv(CI>(q)):|,

where Lw, denotes the Laplace transform of the function w, (x) = f(x’ oy [W(x —
z) —w(0)]v(dz), x > 0.

For later reference two further exit identities are recorded that are also ex-
pressed in terms of W@ and F,. First, the two-sided exit identity of X on
the interval [a, b] which involves the distribution of the pair (7,5, X7, ,) Where
Tup =Ty =T, A Tb+, with TbJr = T(—o0,p) = inf{t € Ry : X; > b}, denotes
the first exit time from the interval [a, b]. Second, a absorption/reflection exit
identity on the interval [a, b] which concerns the law of the pair (z,(b), Yf; (b))

and the expected local time up to 7,(b) at the level b of Y? where 7,(b) = inf{z €
Ry: Ytb < a} denotes the first-passage time into the set (—oo, a) of the process
Y? ={Y’,t e R,} given by

(5.10) Y' =X, - X'  with X/ = sup(X, — b) V0.

s<t

The identities are given as follows:

PROPOSITION 5.5. Given a € R and a pay-off w:(—o00,a] - R with w €
Ra, the following hold for all b, 5, B € R witha < b < oo and x € (a, b):

- _ +
Ex[e™"Tebw(X )1 g _p)] + 8B [e™T 1y 7y

(5.11) 5 Fob_a)
_ _ @ (y _ — w0 —a
=Fy yx—a)+ W (x —a) Wb —a)
Ele ™ ®w (Y7 )] + BEx U e de}
(5.12) “ [0,7.(b)]
' B—F,(b—a)
_ _ @Dy _ aW
=F,yx—a)+W¥(x —a) W' b —a)

The proofs of Theorem 5.3 and Proposition 5.4 rests on the following auxiliary
results (shown in Section 5.1):

LEMMA 5.6. Let w € Ry. The function Fy|r, real-valued and continuous
and admits the following alternative representation: for x > 0,
2.,/
o w’”_ (0 x
Fot) = 22Dy + w0200 - / W@ (x = yywy (y) dy
0

(5.13)
with Z@D (x) = 1+ [§ W@ (y)dy.



OPTIMAL DIVIDEND DISTRIBUTION UNDER A PENALTY 1889

In particular, it holds F,,(0) = w(0) and f(f |lwy, (¥)|dy < oo forany x > 0, and in
the case that X has bounded variation w, (0+) < 00.

LEMMA 5.7. Letw € Rg. (i) Fp(x)/ WD (x) = Ky as x — oo.
(1) Fy(x) is left- and right-differentiable at any x > 0 with right-derivative at
x > 0 given by

FL(x) = w' (0) — f[o e =)W ay)

(5.14)
= F), _(x) = WD) (Ju (x+) — Ju(x—)),

where F{M_(x) denotes the left-derivative of F,, at x. In particular, F, (0) =
w’_(0) if X has unbounded variation, and F. (0) = w’_(0) — W (0)J,,(0+) if
X has bounded variation.

(iii) The function x v F, (x) is right-continuous on Ry \ {0}, and is C Uon
Ry \ {0} in the case w € C'(R_).

Given these two results the proofs of Proposition 5.4 and Theorem 5.3 can be
completed as follows:

PROOF OF PROPOSITION 5.4. Writing V,x) = wO)Vi(x) +
E,[e"9%0 (w(X Tof) — w(0))], where 1 denotes the function on R_ that is constant
equal to one, and applying the compensation formula (e.g., Bertoin [12], Chap-
ter O) to the Poisson point process (AX;, t € R;) yields the following expressions
forany x e Ry:

Vi () — wO)Vy (x) = f[

/ (w(y —2) —w(0))v(dz)U?(x, dy)
0,00) J(y,00)

(5.15) — WD () Lwy (D(g)) — fo "WOR — yywy () dy,
U(x,dy) = [W(q)(x)e*d’(q)y _ W(q)(x _ y)] dy, y >0,

where U?(x,dy) denotes the g-potential measure of X under P, killed upon
entering (—o00,0). It follows from Lemmas 5.6 and 5.7 that the integrals
in (5.15) are finite. Deploying the form of the Laplace transform of 7;;", Vi (x) =
ZD(x) —q®(q)"' W@ (x), and the definition of F,, leads to (5.8) [since the term

%zw’(O—)W(q) (x) cancels]. O

PROOF OF PROPOSITION 5.5. Denote the left-hand side of (5.12) by Z/lfu’f;, (%),
and let ep , be the function with domain (—o0, @] that is constant equal to 1. An-
other application of the compensation formula yields the following representation
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of U%P (x) for x € [a, b]:
UL (x) — wOUL" 0 (x) — BUGY (x)

€0,a

- Aa b] /(y oo)(w(y - Z) - w(o))v(dZ)RZ,b(x’ dy) with

WD (x —a)
q _ @ ¢p _ WDy —
R, ,(x,dy) = W@ _a)W (b—dy) — W (x —y)dy,
WD (x —a)
b _ —qta(b)] —_ 7(q) (q)
Ufo,a’o(x)—Ex[e qT ]_Z‘I(x—a)—qqu(b—a),

— WD (x — a)
ua,b —F |:/ _qsdxb}zi,
0.1 () =Ex O a®)] 1T W@ (b —a)

where RZ, »(x,dy), y € [a, b], is the g-resolvent measure of Y? killed upon enter-
ing (—o0, a) (from Pistorius [34], Theorem 1) and the final two identities in the
previous display are from Avram et al. ([4], Theorem 1, [6], Proposition 1). Com-
bining these expressions with representation (5.13) of F,, and taking note of the

fact that the term %zaw’ (0—)W@D (x) again cancels yields that (5.12) holds true.
Equation (5.11) follows by a similar line of reasoning. [

PROOF OF THEOREM 5.3. That F,, is a Gerber-Shiu function follows
from (5.8) (with Fy, replaced by F ), the strong Markov property of X and
the martingale property (5.1) of W(?). The martingale property (5.3) was shown
in Proposition 5.4. The asserted continuity follows from the relation (5.7) com-
bined with the continuity of ,w and F,y|r, (Theorem 5.3). The assertion that
FisC I(R) is a consequence of the following two observations: (i) F,|R. \ (0}
is C!(Ry \ {0}) [by Lemma 5.7(ii)]; (ii) cw is C'(R_) (by assumption) and
w’ (a) = 4w’ (0) = F/,(0) [by Lemma 5.7(ii)]. O

5.1. Proofs of Lemmas 5.6 and 5.7.

PROOF OF LEMMA 5.6. First it is verified that the function on the right-hand
side of (5.13) is continuous on R . This follows from the continuity on R of
W@ (x), Z“9(x) and of the final term in (5.4), as functions of x. The continuity
of the integral is a consequence of Lebesgue’s dominated convergence theorem
and the finiteness of f(f |wy, (y)|dy for any x > 0, which in turn holds as w is
cadlag and left-differentiable at O (w € Ro) and v satisfies the integrability condi-
tion fol z2v(dz) < oo. Furthermore, in the case that X has paths of bounded vari-

ation, it holds that fol zv(dz) is finite, and a similar line of reasoning yields that
wy, (0+) is finite.

As it follows by a similar argument that also F, is continuous on R it suffices
to show that the Laplace transforms of the right-hand side of (5.13) and of (5.4)
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coincide in order to verify the representation (5.13). Note that the Laplace trans-
form L|w,|(8) of |w,]| is finite for any 6 > 0 in view of the integrability condition
(2.1) and since fol |wy, (y)|dy is finite. Taking the Laplace transform of (5.4), using
the forms (1.3) and (1.5) of the Laplace exponent 1/ (6) and the Laplace transform
LW @ and rearranging terms yields
2
0
LF,(0) = EW(q)(Q)[%w'_(O) + ?w(O) — va(e)}, 6> d(q),
=0~ w0 + 072w (0)— (Y(O) —q)” LI®),

(5.16)

L1y ©)=0""-[¢' (0w’ (0) — qw(0)] + Lib, (0) — 6~ *[quw’ (0)],

Ly (0) = Lw, (0) + w’_(0)-672 [e® — 1+ 6x]v(dx).
(0,00)
Termwise inverting (5.16) yields the expression (5.13).
By letting x — 0 in (5.13), in combination with the facts o2 W@ (0+) = 0 and
Z@D(04) =1 and the fact that the integral tends to zero (again by Lebesgue’s
dominated convergence theorem), it follows that F,,(0) = w(0). O

PROOF OF LEMMA 5.7. (i) The limit (5.9) follows from (5.4) or (5.13) using
W@ (x) ~e®@¥ /' (B (g)) as x — oo.

(i1) Observe first that Jy, is cadlag on R4 \ {0}, by noting that w, (x) is cadlag
at any x > O [as a consequence of the facts that w is cadlag, left-differentiable at
zero, and satisfies the integrability condition (2.1)].

The continuity of W@ on R, (2.1) and the finiteness of fol |wy, (y)|dy
(Lemma 5.6) imply that the integral fé‘ W@ (x — ¥)Jw(y)|dy is finite for any
x > 0. A change of the order of integration in (5.13), justified by Fubini’s theorem,
implies for x > 0 the integral f(;c Jw(x — y)W(q)(y) dy is equal to

W@ (0) /Ox Jy () du +/Ox fOH Ju () duW 9’ (7)dz.

As a consequence, it follows that the right- and left-derivatives F,(x) and Fy, _(x)
are equal to w’_(0) — [ Ju ((x — )W () dz — WD (0)J, (x+£), respectively,
atany x > 0. Thus the difference F,,(x) — F,, _(x) is as stated in (5.14). An appli-
cation of Lebesgue’s dominated convergence theorem implies that the integral in
the previous line converges to zero when x tends to 0. The right-continuity of J,,
and the fact that W@ (0) is O precisely if X has unbounded variation, yields the
stated form of F),(0).

(iii) The right-continuity follows from the right-continuity of J,, on R \ {0} and
Lebesgue’s dominated convergence theorem. In the case w € C'(R_), a similar
argument as at the start of part (ii) implies that J,, is continuous on R . It follows
thus from (5.14) that F},(x) is continuous at any x > 0. [J
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5.2. Exponential and polynomial boundary conditions. For later reference it
is noted that in the case that the payoff w is exponential, w(x) = e*" for some
v € R, or is a monomial, w(x) = x* the solutions of the two-sided and mixed
absorbing/reflected exit problems simplify and can be expressed in terms of the
functions Z¢>¥) and Z; that are specified as follows:

DEFINITION 5.8. (i) For ¢, v € R, the function Z(4-") : R — R is defined by
Z@) (x) = e for x <0, and by

X
517 Z9V@) =e" + (g — Y () f CNWD(y)dy,  xeRy.
0

(i1) With ng the largest integer such that f(—oo,—l) |x]"v(dx) < oo, the related fam-
ily of functions Z; :R — R, k =0, ..., n, is defined by
k

]
(5.18) Zi(x)= Tk

Z@ (x).
v=0+

As suggested above, Z@¥) and Z; are in fact Gerber—Shiu functions of the
exponential and monomial pay-offs e,, pr : R_ — R, which for any v € R and
k=1,...,ngare given by e, (x) :=e" and p(x) := x.

COROLLARY 5.9. Foranyq >0,veRandk=1,...,nop, Z9Y) and 7y are
Gerber—Shiu functions with payoffs ey 4 := g€, and pi.q = a Pk, the translations of
ey and py, respectively.

PROOF. The assertion concerning Z V) directly follows from Theorem 5.3
since the function Z@-?) is equal to the Gerber—Shiu function F,, corresponding
to w = e,. The two functions coincide since both are continuous on R and it
holds
1% -

0—v
The proof of the assertion concerning Zj is similar and omitted. [

(5.19) LF, (0)=LZ9Y©0)= (¢ ) —q)

REMARK 5.10. (i) For v > 0, the function x — Z-V)(x) is strictly increasing
on R_.. In particular, for x > 0 and v > ®(g), Z@V(x) is equal to

(5.20) Z@(x) = (Y () —q) / T W@ (y) dy,

X
which can be derived from (1.5) and (5.17) by integration by parts.
(ii) The map v > v~!'Z@Y/(x) is completely monotone* on (®(g), 00),
for any x > 0. That this is the case follows from the observation that v —

4A function fi(a,00) - Ry \ {0}, a e R, is completely monotone if (—Dk-1 f(k) (x) > 0 for all
k € Nand x > a, where f (k) denotes the kth derivative with respect to x.
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v~1Z@V) (x) is the Laplace transform of some measure on R, which is shown
next. From the definition of Z@-Y) it follows that the derivative Z@-?(x) at x > 0
satisfies

2@V (x) =vZ9 (x) + (g — Yy () WD (x).

Inserting the forms of the Laplace transforms of W) |p L and Z @V . [given
in (1.5) and (5.19)], it follows

(5.21) q
N Ov [0_2+/°°e_9y—e_”yi( )d]
v@) —ql2 ") T u—g "WV

Inversion of the Laplace transform in (5.21) and the observation

00 g=0y _ o=y 00 oo
/ ——V(y)dy = / / e~V (s + 1) dr ds,
0 v—0 o Jo

yield the following expression for v—! Z@¥ (x) at any x > 0:
q o’ %0
WD (x) + —W(x) +/ / e VT(x —y + 1) WD (dy) dr.
v 2 0 J[0,x]

By inspection it follows that, for any x > 0, the function v > v~1Z@?(x) is
the Laplace transform of a measure on [0, c0), which implies the stated complete
monotonicity.

6. Single dividend-band strategies. The analysis of various strategies starts
with the case of single dividend-band strategies. In the absence of transaction costs
such a barrier strategy at level b = (b_, b), denoted by 7, specifies to pay out
the minimal amount of dividends to keep the reserves U” := U™ below the level
by = b_, while, in the case K > 0, mp, prescribes to pay out a lump-sum b —b_ >
0 each time that the reserves U? reach the level b . More formally, in the cases
K =0 and K > 0 the forms of the strategy m;, = {Df’, t € R4} are given by (1.8)
[with b = b, = b_] and by

Dl =(US—b_)+(by—b)NP,  NP=#[se€(0,1:U" =b,}, teRy,

respectively. As a consequence, it follows that the value vy (x) := vy, (x) associated
to the single dividend band strategy m;, at a nonzero level b when X is equal to x
is given by

Tp
vp(x) = Ey [/0 e~ b (dr) + e—q’bw(UZ,)]’
with /,LZI)( = ,u}?’, Ul :=U™ and t° = ™ =inf{r e R, : U,b < 0}. The function vy

can be expressed in terms of the homogeneous and inhomogeneous scale functions
W@ and F,, as follows:
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PROPOSITION 6.1. For by > b_ >0 and x € [0, by] and with F = F, it
holds

w(x), x <0,
(6.1) wp(x) = { WOX)GMb_,by)+ F(x), xel0,by],
x —by +vp(by), x>by,

by —b_ — K —(F(by) — F(b-))

WD () — WD (b . K>0.b4 >0,
62) G(b_.by) = Wb = W)
1 —F'(by)
i e 2 K=0,by=b_.
W@ (by)

REMARK 6.2. Note that in the case K > 0 and X¢ = x > b, the strategy mp
prescribes an immediate lump-sum dividend payment of size x — b_, which is in
agreement with the value vy (x) for x > by,

vp(by) =vp(b_)+by —b_ —K=vp(x)=x—b_ — K +vp(b-), x>b.

PROOF OF PROPOSITION 6.1. Consider the case K > 0. Since no dividend
payment takes place before X reaches the level b it follows that {X;, 7 < Ty, }

and {U,b *,t < ™} have the same law. The strong Markov property of X and the
absence of positive jumps then yield that for x € [0, b4 ] vp(x) is equal to

—gTF —qTy
]Ex [e q by (vb(b_) —|— Ab — K)l{Th-:_<TO_}] +Ex[e (ITO U)(UTO_)I{T’;:_>TO_}]

W@ (x) W@ (x)
with F = F,,, where the second line follows from Proposition 5.5 (applied with
w = 0 and with § = 0). Evaluating the expression in the display at x = b_, solv-
ing the resulting linear equation for v(b_) and inserting the result yields the stated
form. The case K = 0 follows by a similar line of reasoning, using (5.12) in Propo-
sition 5.5. [J

Next the candidate optimal levels are described. The form of G suggests to
define the level b* = (b*, b%) as a maximizer of G(x, y) over all x, y > 0 in the
case K > 0, and similarly, to define bi as a maximizer of G(x,x) overall x >0
in the case K = 0.

REMARK 6.3. Observe that in the case K > 0 and G is C', the partial right
derivatives of G(x, y) are given by

9G  W@(x) #
63) &) T W,y O~ Gl
a6 W@ (y) . e . 1—F(x)
E(X,Y)I—W[G(X»Y)—G ], G"(x) = W@t
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and with W@ |x, y] = W(‘f)(y) — W@(x). Therefore, in this case, an interior
maximum (x*, y*) will satisfy G(x*, y*) = G*(x*) = G*(y*), and a candidate
optimum may be found by fixing d = y — x, and optimizing the left endpoint x (d)
for fixed d [graphically, this would amount to determining the highest value of the
function G* where the “width” y(d) — x(d) of the function G*is d].

In the case K > 0, fix therefore d > 0, and let

(6.4) b*(d) = sup{b > 0:G(b, b +d) > G(x, x +d) ¥x > 0}

denote the last global maximum of G (x, x + d).
Define next d* to be the last global maximum of G (b*(y), b*(y) + y)

d* =sup{d > 0: G(b*(d), b*(d) +d) = G(b*(y), b*(y) + y) Vy = 0},

where inf @ = +o0.
The candidate optimal levels are then defined as follows:

(6.5) b* = (bi, bj_) with b* = b* (d*), bj_ — b*(d*) 1 d*
In the absence of transaction cost (K = 0), set
(6.6) bt =b* =sup{b>0:G*(b) > G*(x) Vx > 0}.

THEOREM 6.4. It holds b’ < oo and
(6.7) v () = WP W)GHbL) + Fx),  xe[0,b%],
where F = Fy,. In particular, it is optimal to adopt the strategy mp« while the

reserves are not larger than b’ .

The proof rests on the following auxiliary result that concerns explicit expres-
sions linking the operator ,I"% with the function G and the scale functions F,
and W@, This relation is also deployed in the formulation of necessary and suffi-
cient optimality conditions for optimality of band policies in Sections 9—11.

LEMMA 6.5. Let c > 0, and for any by > b_ > 0 (with by # b_ in the case
K > 0) define

Jo Ry N0} =R, Ty, () = (5, Top) (), y>0.

(i) The following identity holds true:
WO (b4 +O[G(b . b5 +¢) — Gb*.b)]

(6.8) =y dyc—NWPy)
[0,¢)

= U]/)*,_(bj_) — Fb/ivb(c).
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In particular, it holds

(6.9) / bt Ty (€ = WD (dy) <0 Ve >0,
[0,0)

and the functions y — G(b~,y) and y — G*(y) are decreasing for all y suffi-
ciently large.

(i1) Denoting Gp_(x) := G(b_, x), the Laplace transform of the function
g:Ry\ {0} = R given by g(x) =, Jy,(x) is equal to

by

(6.10) Lg®) =+ e 2@ )Gy (dz), 6> D(q).

0 Jbs.00)
In particular, g is nonpositive precisely if 0 — —Lg(0 + ®(q)) is completely
monotone.

REMARK 6.6. The integral in (6.10) is to be interpreted as a Lebesgue—
Stieltjes integral. This follows as a consequence of the form of G,_ and the fact
that the functions W@ and 1/ W@ are of bounded variation (which follows in
turn as W@ is increasing and W@’ is logconcave).

The proof of Lemma 6.5 is given in Appendix C.

PROOF OF THEOREM 6.4. b is finite, and the supremum is attained: Note
that, for any x > 0, it holds G*(x) > G*(x—-), by virtue of the form (6.3) of
G*(x), and the inequalities W@ (x) > W'9” (x) [from (5.2)] and F'(x) > F' (x)
[from (5.14)], where Wiqy(x), F’ (x) denote the left-derivatives at x. In view of
the facts that the map x +— G*(x) defined in (6.2) is right-continuous and mono-
tone decreasing for all x sufficiently large (Lemma 6.5), it then follows that there
exists an x* € Ry such that sup,~ G*(x) = G*(x*). In the case that K is strictly
positive, G attains its maximum at some (x*, y*) € Q :={(z1,22) e R>:0<z; <
72}, since (a) G(x, y) is continuous at any (x, y) in Q, (b) monotone decreasing
for y sufficiently large and fixed x [Proposition 6.5(iii)], (c) tends to minus infinity
if y \( x and (d) tends to the constant «,, in (5.9) if |x| + |y| tends to infinity such
that x < y.

Verification of optimality: Assume for the moment that the function 2: R, — R
defined by the right-hand side of (6.7) is a supersolution in the sense of Defini-
tion 4.1. Under this assumption /& dominates the value-function v, (by Proposi-
tion 4.3). In fact, since A(x) is equal to the value vp=(x) of the strategy mp+ for
any level x of initial reserve smaller or equal to b% , the local verification theo-
rem, Theorem 4.4(i), implies that A (x) is equal to the optimal value v, (x) for all
x €[0,b7%].
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Next it is shown that /4 is a supersolution by verifying the following two facts:
(@) e~ 1A T (X, n1;) is a martingale, and (b) & satisfies the inequality

hx)—h(y)>x—y—K forany 0 <y < x.

Fact (a) follows from the martingale properties of F,, and W@ (see Proposi-
tion 5.4), while (b) follows on account of the definitions of »* and G*. Indeed,
if K =0and x > 0, &' (x) = W9 (x)G*(b*) — F.,(x) is bounded below by

(6.11) W9 (x)Gy(x) — Fl (x) =1,

while, if K > 0and x > y > 0, h(x) — h(y) = (WD (x) — WD (y)G(b*, b%) —
Fy(x) 4+ Fy(y) is bounded below by

612 h(x) —h(y) = (WD (x) = WD 3)G(y, x) — Fpp(x) + Fyy()
' =x—y—K.

Displays (6.11) and (6.12) imply h(x) — h(y) > x —y — K for any K > 0 and
X,y >0 with x > y. This completes the proof. [J

7. Two-band strategies and a mixed optimal stopping/control problem.
The policy mp+ considered in the previous section may be optimal for any level
of the reserves, and not just for small levels as shown in Theorem 6.4—necessary
and sufficient conditions for this to be the case are given in Section 9. In this section
the complementary case is considered that it is optimal to have a second dividend
band. The problem of finding the optimal levels of the second dividend band differs
from the single-band optimization problem in the following two respects:

(i) at any time ¢ prior to the time of ruin it is possible to make a lump-sum
payment to bring the reserves down to the level b* defined in (6.5), yielding a
pay-off of U; — b* 4 vp+(b* ) — K, and

(i) it will not be optimal to place a dividend band at levels close to b7 .

The observation in (i) in combination with the dynamic programming principle

(Proposition 3.1) and Theorem 6.4 yield the representation

(7.1) ve(x)= sup [y |:/ e ! uk (dr) + e =4 ATy, (UL Ar)],
mell,teT [0,TAT) b*

where 7. =inf{r > 0: U] < b’ }. This section is devoted to a stochastic control

problem that is closely related to (7.1), vl () = SUD, el reT Vf),cn (x), where

(7.2) Vr]jn x) =E, |:/[‘0 o e—qtu}? (dr) + e_f](r”Ar)f( ?”AT)}
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where, as before ™ = inf{t > 0: U <0}, and f:R — R is assumed to satisfy
the following conditions:

(7.3) fIr, is given by f(x) = x + ¢ for x € Ry, for some ¢ € R,
(7.4) L) =1,
(7.5) Jo(u) == oF f(u) > 0for some u > 0, withw = f|r_,

(7.6) forall c € Ry \ {0}, fjo.¢ Jw(c — ) W@ (dy) <0.

It will be shown that, under (7.5), it is not optimal to stop immediately (V*f # f),
while under (7.6), the dividend barrier strategy with level at 0 is not optimal
(V* £V Tﬂ mp)- In particular, in the setting of the stochastic control problem
in (7.1) conditions in (7.3)—(7.6) are satisfied:

LEMMA 7.1. If it holds vy, (x) < v«(x) for some x > b’ , then the function
f:R — R defined by f(x) = vp(b} + x) satisfies the stated conditions in (7.3)—
(7.6).

PROOF. First, note that the conditions in (7.3)—(7.4) hold since v+ RS is
affine with unit slope and vg*v_(b*) is larger or equal to one (with equality when

W@ and F,, are differentiable at b*). Also, condition (7.6) holds by (6.9) in
Lemma 6.5. Furthermore, it is shown in Theorem 9.1 in Section 9 that if con-
dition (7.5) was not satisfied, then v+ = vy, which would be in contradiction with
the assumed existence of an x larger than b} satisfying vy« (x) < v (x). O

Next a candidate optimal policy is specified for the mixed optimal stop-
ping/optimal control problem in (7.2). Strategies for this optimization problem
consist of pairs (z, ) of an F-stopping time t and a policy 7 from the set II.
The discussion at the beginning of the section [especially item (ii)] in conjunc-
tion with Lemma 7.1 suggests to consider candidate optimal strategies of the
form (], "), a < b: such policies specify to pay out dividends according
to a single dividend-band strategy 7w, at levels (b_, b4 ) until the first moment
7" =inf{t > 0: U/® < a} that U™ falls below the level a > 0 at which moment
one should stop. Another strategy that is worth considering in the case K > 0
is to refrain from paying dividends until the first moment that the reserves pro-
cess exits a finite interval [a, b4 ] and to stop then; such strategies are denoted by
(2, Tap ) for a < b . The value functions associated to the strategies (7, 7b)
and (7°, T, . ) are given by

_ e
Vc;},ch,m(x):Ex[/[ o Ik (dr) 479 f(Ufaﬂb)]’

and Vfb (x) = Ey[e 9%ab+ f(X7, »)], with ph = ui. In the following result,
which can be derived by a line of reasoning that is similar to the one used in the
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proof of Proposition 6.1, the functions Va( b_ by and Va{ ﬁ are explicitly expressed

in terms of scale functions and the families of functions (y, z) — G(;l)(y,z),
Ggff)g(y, z), a > 0, that are defined as follows:
by —b_—K—F9b_—a,b, —a]
W@D[b_ —a, by —a]
1 — F9%p, —a)
W@ (b, —a)
fby) — FOby —a)
W@ (b, —a) ’
where F@ = F,r is the Gerber-Shiu function for payoff ,f = f(a + ),
FD[x,y]= F9(y) — F@(x) and, as before, W D[x, y] = W@ (y) — WD (x).

1.7 G b-.by)=

Gabs) =

(718  GiLby) =

PROPOSITION 7.2. For any b_,b,,a € Ry satisfying by > b_ > a the fol-
lowing representations hold true:

F@(x —a)= f(x), x €[0,a),
Va{b,,bJr(X) = W(q)(x - a)G(}?)(b—v b+) + F(a)(x - a)’ X € [Cl, b+]’
x—be+ V], bp). x € (by., 00);
o F@(x —a)=f(x), x ¢ la, by,
Vi (x)= (@)
by W@ (x — a)G'\),(by) + FD(x —a), x €la, by].

Next the candidate optimal levels are described. Focusing first on the case that
dividends are paid and fixing the level a for the moment, and similarly as in the
case of the single dividend-band strategies, let ﬁ;ﬁ (a) = (ﬁ;i’_(a), ﬁ;’i’ 4 (@)) denote

the (largest) maximizer of the function Ggf). In the case K > 0 we set
Bf.—(a) = B¥(a, 8 (a), B+ (@) = By(a,85(a) + 8% (a),
Bila.d)=suplb>a:G (b.b+d) =G (x,x+d)¥x =0},
8%(a) =sup{d = 0:G\""*(d) < G (y) ¥y = 0},

with G (d) := G\ (B%(a. d). B3 (a. d) + d), while, in the case K =0, we de-
fine

B (@) =B} _(a) =B} 4(@) = sup{b > a: G'{}(b) = G} (x) Vx = 0}.

The candidate optimal specification a}i of the stopping level a and the candidate
optimal level B} are given by

(79) o} =infla>0: G;a’*) (6% (a)) > 0} in the case K > 0,



1900 F. AVRAM, Z. PALMOWSKI AND M. R. PISTORIUS
(7.10) o =infa > 0:G{}(B4(@) >0}  inthe case K =0,
(711 By = (B} -, B} +) By = B} _(e}), B+ = B4 (e}).

Next consider the strategy to continue without paying dividends and stop upon
exiting a finite interval. It will turn out that in the case K = 0 such a strategy is
never optimal; see Remark 7.5.

In the case K > 0 define

(7.12) B} (a) = suplb = a: G'),(b) = G\, (x) ¥x = 0},

(7.13) o, =infla >0: G(”) L (B%.5(@) > 0}, B =Bho(eh ).

The levels /3.? 4 ﬂf, ~ and ocf’Q given above are finite and strictly positive.

LEMMA 7.3. Suppose that f satisfies the conditions in (7.3)—(7.6) and denote
w=flr_.

(i) K=0: O<af <,Bf+ < 0o and G( f)(,Bf) 0, andoF f(u) <0 forall
u € (0, af)
Furthermore, if X has unbounded variation, it holds oz} < ,Bji 4

(1) K >0: 0 < O‘f@ < ﬁf@ < o0 and G( fg)(ﬂfg) = 0, and it holds

Oof(u) <O0jforallu € (0, ocﬁ@)
Furthermore, if it holds in addition ot;i < 00, then 0 < otji < ﬂ;“H_ < o0 and

G\ g =0,

REMARK 7.4 (Smooth and continuous fit). The choice of a* coincides with
what would be obtained by applying the principles of continuous and smooth fit
from the theory of optimal stopping (see Peskir and Shiryaev [32], Chapter IV.9),
which suggest that in the mixed optimal stopping/stochastic control problem (7.2)
it can be expected that V/ be continuous/continuously differentiable at a level oz’]‘i
if a}i is irregular/regular for (—oo, a}i) for X, respectively, where m, denotes the
optimal strategy. Since it is well-known that «* is regular for (—oo, (x}i) for X if
and only if X has unbounded variation, this heuristic yields

of satisfies Va}: gr(aj+) = f'(e}—),  if X has unbounded variation,
o’ satisfies V « pe(0f) = fle}), if X has bounded variation.

The first equation in the display is equivalent to the expression in (7.9) in view of

the form of V » and the facts (i) F, ! F (0) = f’ (a) for any a > 0 and (ii) W. (q)/(O) €
(0, oo]. The second equation in the display can also be equivalently expressed

as (7.9), in view of (i’) the form of Va{ b_ by in Proposition 7.2 and (ii") the fact that

W@ (0) is strictly positive precisely if X has bounded variation. A similar remark
holds true for the level a?’ o
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REMARK 7.5. (i) In the case K = 0 it is straightforward to verify that any
strategy of the form (7g, Ty 5, ), for a,b € Ry with 0 < a < b, is not optimal
[indeed, the minimal slope of the value function u of such a strategy is smaller than
one, since u satisfies u(by) — u(0) = b4, given that u(by) = f(by), u(0) = f(0)
and f is affine with unit slope].

(ii) In the case K > 0 and a;i’g < oz}'?, the definition of a:f», Proposition 7.2 and
Lemma 7.3(ii) imply

_yle f *
V@)= V“?,z’ﬂjﬂz(x) = Va},evﬁ.?(a},e)(x)’ * € [0’ ’st@]'

Note that the nonpositivity of G?f ’g)(,B *(Olj{g)) implies dy (x) > 1 for all x > 0.
(iii) In the case K > 0 and a;‘c’ 5 > oz;i a similar argument using the definition
of a}'i-ﬁ & in conjunction with Proposition 7.2 and Lemma 7.3(ii) implies

Vf; vy x)>V /3* (a*)(x) x €0, ,8;’2]

PROOF OF LEMMA 7.3. (i) Consider the function G:R; — R defined by
G(a) = SUpp=( Ggff;(b). The fact that a’]'i is positive and finite is a consequence of
the intermediate value theorem and the following three assertions concerning G:

(@) G(0) <0; _
(b) there exists an ap € Ry \ {0} such that G(ap) > 0;
(c) the function a — G (a) is continuous at a € [0, ag].

Next these three assertions are verified. Assertion (a) follows from the definition
of G© in (7.7), the form of F@ [in (5.14)] and conditions (7.4) and (7.6).

To verify assertion (b) it suffices to find agp and b with ag < b satisfying
G(a‘])(b) > 0, or equivalently F @0 (b —ag) < 1 (in view of the form of G(GO)) By
the form of F (@) and the fact f’(ag) > 1 it suffices to show f[o, b—ag) Ji (b —ao —

y)W(‘”(dy) > 0 with w = 4, f for some ap < b, which is equivalent to the con-
dition i 40, Jw(b — y) W@ (dy) > 0 for some ag < b, as it holds Jiz(b — y) =
Ju(b—ap—y).

To see that the latter condition is satisfied, note that right-continuity of the map
Jw and (7.5) imply that there exists an interval / = [u_,u], with O <u_ < uy,
such that Ji(y) > 0 for all y € [; taking ag := u_ and b := u it thus follows
that the integral f[o, b—ag) Jw (b — y)W @ (dy) is strictly positive, and the proof of
assertion (b) is complete.

To verify that assertion (c¢) holds fix a > 0, and note Va B (a)(x) W@ (x) x

G(a) + F9(x —a) for x € [a, B3 (a)]. By reasoning analogous to the proof of
Theorem 6.4 the following identity can be shown to hold:

Va{ﬁ*(a)(x) = sup Ex |:/ —qf dDJT te q(r /\r)f( rﬂ/\r)]
(r,7)ell(BY) [0,77 AT]
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where TT1(B7) is the set of the strategies (7, T) that is such that the stochastic
process {U],,,t € R, } stays below the level B7. Let aj,az € Ry be such that
ap < a; < min{B*(ay), B*(az)} and fix x¢ € (a1, min{B*(ay), B*(az)}). To show
the continuity of G(a) we show next that Vf LB (ay )(xo) aé By )(xo) tends to 0
when ar —a; — 0.

By an application of the triangle inequality it follows that the difference
|V 01 B (a1)(x0) a]; ﬁ*(a2)(x0)| is bounded above by

(7.14)  sup Ex"[/w . e 1! dD;’He—qn?zf(U;}Z) — e I f(U%)\]

mwell ay>Tay

Since IPBCO(UT(;T1 € [az,a1)) =Py, (r <] ) converges to zero if a; — ax \( 0, it
follows that also the random Varlable under the expectation tends to zero [Py, -a.s.
if a1 — ap N\ 0. Since this random variable is dominated by an integrable random
variable, uniformly for all (7, 7) € I1(87), Lebesgue’s dominated convergence
theorem implies that the right-hand side of (7.14) tends to zero when a; — az \( 0.
To see that the random variable is dominated, recall that f is affine, and note that

e 9%l D’T ve 1@ D7 vf[r” .x1€” 2" dD] is bounded above by

ayray

w p—
/ e 9 dD} 5/ qge ' DI dt 5/ ge "X, dr
[0,00)

with X, = X = SUpP;cq0,,] Xs Vv 0, which is equal to Exo[X 1=x0+ ()",
where e, is an independent exponential random time, and

EXOHC_C]T‘? Xez|] <Ex [e—qr,f (Xoz — Xrg)] < 2x0 + Ex, [qu — X, 1 <0,
with X, = info<,<; Xy AO, where the finiteness follows from the bound E,, [ X eq] >
Eo[ X e,,] = Eg[Xe ] Eo[Xe . (which follows from the Wiener—Hopf factoriza-
tion) and the fact Eo[Xe,]1 = v'(0)/q.

The finiteness of /3;57 +(oc}'i) follows by a line of reasoning that is analogous to
the one that was used in the proof of Theorem 6.4, while the relation ﬂ;i’ +(a;?) >

aj? follows by definition of ,3327 +(ozji). Finally, in the case K =0 and {¢> > 0 or
vg,1 = oo} the equality o* = B (a*) would imply that V « g~ = [ however, since
there exists a u such that Org; f () > 0 by (7.5), an argument as above shows
that, for some o, 8, V, ﬂ(x) > f(x) for x € (a, B), which yields a contradiction.

A similar argument shows oF fw)<Oforallue (0,x )
The proof of part (ii) is analogous to that of part (i), and is omitted. [J

The solution of the stochastic control problem in (7.2) for small levels of the
reserves is given as follows:

THEOREM 7.6. Suppose that f satisfies conditions (7.3)—(7.6).
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(i) When either K =0or {K > Oandozfg > af} it holds V* (x) = V oy (x)
for any x € [0, B% T Jr] While the reserves are smaller than B% Fop dLIS optlmal fo
adopt the policy (ra* L TOB*).

(ii) In the case {K > 0 and ozf 5 < af} it holds V* (x) = Vfg 0B (x) for any

x €10, 8% 7 - While the reserves are smaller than B Fo IS optlmal to adopt the
policy (Ta’;_@,ﬂ},ga T9).

In particular, it holds

S, x €[0,a%),

(7.15) Wo={pu ), xelen]

where F@) = F .7 and (a*,b*) = (a;}, ,3;5’_%) in the cases K =0 or {K > 0 and
a}’g > oz}i}, and (a*, b*) = (aj-’@, ﬂ}‘-!g) in the case {K > 0 and a?’@ < oz}i}.

The proof of Theorem 7.6 rests an auxiliary result concerning the combination
of locally defined martingales into a globally defined one, which is developed in
the next section.

8. Pasting lemma. The verification that a given stochastic solution satisfies
a global martingale property relies on “martingale pasting,” which is the property
(shown below) that, for a given function g, the combination of two supermartin-
gales of type (4.1) on two adjacent closed intervals /1 and I, gives rise to a su-
permartingale defined on the union /; U I, provided that, in the case that X has
unbounded variation, g is differentiable at the intersection /1 N I of 11 and I5.

LEMMA 8.1.  Let (I;)}_, be a finite collection of closed intervals with disjoint
interiors satisfying \J7_, I; = R4, and let g :R — R be a cadlag function satisfy-
ing boundary condition (3.7) and growth condition (4.3). Assume in addition that
g is differentiable at any x > 0 with x € | J?_, 31,7 if X has unbounded variation.

If
8.1 ST = {efq(”\T’i)g(X,AT,i ).t R4} are F-supermartingales,
fori=1,...,n,then

82 S= {e_Q(tATR+)g(Xt,\TR+),t eR4} is a UI F-supermartingale.

The pasting lemma implies in particular that a global super-martingale property
holds for sufficiently regular stochastic supersolutions:

SFor any set A, dA = A \ A is the boundary of A, where A, A° denote the closure and interior
of A.
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COROLLARY 8.2. Assume that g is a local stochastic supersolution on I;,i =
1,...,n, for some finite collection of closed intervals (I;)!_, with U}_,; I; =R
and I? N Ij? = O fori # j.If X has unbounded variation, suppose in addition that
g is differentiable at any x > 0 with x € J7_, 01;. Then (8.2) holds true.

PROOF OF LEMMA 8.1. In view of the observations that S is F-adapted and
UI [by Lemma 3.3(ii), as g satisfies the linear growth condition], it suffices to
show that E[S;|Fs] < S, for any s,¢ € R, with s < ¢. For the ease of presenta-
tion, only the verification in the case of a collection of closed intervals the form
{[0, a], [a, c0)} for some a > 0 is considered, as the general case follows by a
similar line of reasoning.

Fix thus s,t € Ry arbitrary with s < ¢ and suppose first that X has bounded
variation. Then a is irregular for (—o0, a) for X, so that the following collection
of stopping times (7;);enuoy forms a discrete set:

(8.3) Tp:=0, Ty :=Ti0,a1°61y_, > Tri—1 = Tia,00) 01y 5> i eN,

where 6 denotes the translation operator. The strong Markov property of X
and the tower property of conditional expectation imply that, on the event {s <
Ti1,Ti—1 < oo}, i e N, E[S;a7; — Siat;_ | Fs]is equal to

E[E[SiaT; — Sint,_ | F1_ 11 Fs]
(8.4) =E[lyo7_ e 40
X AEx,p,_ [e7R (X r)IFsJlo=t100 = §Xent )],

with R, = (T; At) 06, where the expectation on the right-hand side is nonpositive
in view of Doob’s optional stopping theorem [which holds in view of the uniform
integrability of S and the assumed supermartingale property (8.1)]. Since 7, — oo
P-a.s. as n — oo (recalling inf @ = oo and X; — oo as t — o0) and S is Ul, it
follows E[S; — S| Fs] = limy_, o0 E[S/" — SI"| F,] is equal to the limit as n — 0o
of

n n

Y Nz <<t BT = ST | Fs] + D E[(Siat; — Siati DI Fs]

j=1 i=j+1
which is nonpositive.

Suppose next that X has unbounded variation. For any given ¢ > 0, denote by
(Ti/ )ieNujo) the sequence of subsequent entrance times into the sets [a — €, a + ¢]
and R\ [a — 2¢, a + 2¢],

Ty =0, Tyi_y = TR\[a—s.a+¢] © Or5;

/. .
Ty :=Tja—2e.a+2¢) © Oy, i €N,
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FI1G. 1. The martingale increments commence when X enters the inner band (dashed) and stop
when X leaves the outer band (dotted).

(see Figure 1). For any € Ry, decompose S; as S; — Sp = St(1 )y S(2 ® with
1 2
S =S nry = Seary b ST =Y [Siary — Sary )
i>1 i>1
The conditional expectation ]E[St(l’g) (1 £) | F51, which concerns increments of S
during the periods that X spends in the band [a — 2¢,a + 2¢], vanishes as & N\ 0,
as shown in the following result:

LEMMA 8.3. We have limnﬁooE[Sfl’s”) — Ss(l’e”)l]:s] <0 a.s. for some se-
quence (&), with e, \( 0.

The proof of Lemma 8.3 is given below. Since S># is a UI super-martingale
for any ¢ > 0 (which follows by the line of the reasoning given in the first part of
the proof), we thus have that E[S;|F;] is equal to

hmn—)oo E[St(l,é‘n) |-Fs] + hmn—>oo ]E[St(z,é‘n) |fs] 5 limn_)oo(ss(l,&‘n) + SS(Z,S))’

which is equal to Ss. As s and ¢ were arbitrary, the proof is complete. [J

Lemma 8.3 can be established deploying the properties of Gerber—Shiu func-
tions:

PROOF OF LEMMA 8.3. Let ¢ > 0 be given and, for any ¢ > 0 write St(l’a) =
2:(1 €) + 2(2 €) + 2(3 €) with 2(1 €) Zz>1 g(XmT’ e~ q(nTy) e_q(t/\TZ/ifl)]’

2
220 =Y e 1D [E[g (X, ) Fonry | = 8Kinzy, )]

i>1

3, _ 2 .
and 3% = ¥ e 1D [g(X, npy ) — EIS(X,azy) | Fiagy, 11 We next esti-
mate these three sums.
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In view of growth condition (4.3), it follows that there exist positive real num-
bers a and b satisfying {Vx € R, |g(x)| < ax + b}, so that the following estimate
holds:

INTy
1 — —
2] < @Xiney +b)/o e Plx,e@-2eat2e)ds, 120

The absolute continuity of the potential measure of X and the integrability of X,
for any ¢ > 0 implies that, as ¢ \ 0, the left-hand side tends to zero P-a.s. and in
L' (P) (by Lebesgue’s dominated convergence theorem).

The next step is the observation that the following estimate holds (as a conse-
quence of the differentiability of g at a):

LEMMA 8.4. Letn > 0and g > 0. There exists a C > 0 such that forall ¢ > 0
sufficiently small, L(x) =E, [e_qTa—ZS-“”fg(XTWzMHE)] — g(x) satisfies

(8.5) sup  L(x)<e-C(e), C(e) :=Cn+ WD 4e))].
x€la—2¢e,a+2¢]

The proof of Lemma 8.4 is given below.

The triangle inequality and the strong Markov property imply that |Et(2’8)| is
bounded by the sum ;- e_q(mTl’/H)l(Zl + L)t —tA T, X’/\Tz/-—1)| where
Ly(t,x) = Ex[(8(X,) — () ir>n] and Ly(t, x) = Ex[(g(X7) — g(x) (7<)
with T = T, _2¢ 442, may be decomposed as L, (¢, x) = A; — Az with A} = L(x),
and

Ay = Ex[(g(XT) - g(x))l{t<T}] = EX[L(Xt)l{t<T}]-

To estimate |Et(2’€) | we split it into two sums. It is straightforward to check that
the sum involving the terms L, is bounded by Ex[lg(Xr) — g(Xp) 1 <py] where
p=suplu <r:X,€(a—=¢c,a+e)and p' =inf{t > p: X, ¢ [a — 2¢,a + 2¢]},
which in turn is bounded by C’e for some constant C’ (as g is differentiable in a).

Furthermore, it follows from Lemma 8.4 that Zz(t, x) is bounded by 2eC(¢).
Observe next that the number of terms in the sum X is bounded by 1 +
D; () + U,+ (e), where D, (¢) and UtJr (¢) denote the numbers of down-crossings
of the band (a — 2¢, a — ¢) and upcrossings of (a + ¢, a + 2¢) by X before time ¢.

Thus the expectation of |Et(2’s) | can be bounded as follows:
(8.6) E[|=39|] < 26E,[1 + D (e) + UT (e)]C(e) + Ce.

Since X is a Lévy process with positive drift, X is a submartingale, so that the
upcrossing lemma implies that the expected number of upcrossings of the band

(c,d) = (a +¢&,a+ 2¢) by time ¢ does not grow faster than e~

e-Ex[U ()] <Ex[(X: —d)T] = Ex[(Xo — ) "],



OPTIMAL DIVIDEND DISTRIBUTION UNDER A PENALTY 1907

Thus, it follows that ¢ - IEX[U,+ (¢)] remains bounded as ¢ — 0. As the number
of downcrossings D, (¢) of the band (a — 2¢,a — ¢) is bounded by 2 + U,Jr (8);
also ¢ - E4[D; (&)] remains bounded as ¢ — 0. Since C(¢) tends to n as ¢ —
0 [as W@ (0) = 0 when X has unbounded variation], it thus follows from (8.6)
that Ex[lE,(Z’g)H tends to 2n as € tends to zero. As 7 is arbitrary, we conclude
limes 0 Ex[| {21 =0.

Next we turn to the sum %> We have the decomposition IE[E,3 f -
SHNF] = X1 Uy azs<my) By with B = e 1021 (E[g(X7,,, )| Fs] =
Elg(X TMTz,-)u:’ /\sz_l]. Reasoning as above we find that the sum convergences

to 0 in L'(P) when & — 0. Finally, an application of the Borel-Cantelli lemma
(recalling S8 = Z?:l »@:9)) yields the existence of a sequence (&), &, — O,

such that E[St(l’g”) — st r) 5 0as. asn— oo, O

PROOF OF LEMMA 8.4. By rearranging terms observe that L(x) can be writ-
tenas L(x) = g(a)Ro(x) +g'(@)Ri (x) + R (x) — w(x) with 0 (x) := g (x) — g(a) —
g@@ — a), R = Byledlexai(Xr, . )l Ro@) =
E,[e~Ta-2ca+2¢] — 1 and

Ri(x) :=Ey[e a2t (X, 0 —a)] = (x —a).

Next the terms Ro(x), Ri(x) and R(x) are estimated. Given n > 0, let § > 0 satisfy
lw(y)/(y —a)| <n, whenever |y — a| < § (such a § exists as g is assumed to be
differentiable at a). Then, for any ¢ sufficiently small and any x € [a — 2¢, a + 2¢],
the bounds |w(x)| < 2ne and |R(x)| < |R(x)| + n|R3(x)| hold, with

Ri(x) =B [e”?Te2avu(Xr, ,, 5], i=2,3,
8.7)
w2 (x) = Wx)L(—o0,a—51(x), w3 (x) = (x — a)1g—s,01(x), x <a.
From expression (5.11), with the replacements a — a — 2¢, b — a + 2¢ and
w— w; € Rgfori =0,...,3 givenby w; = ;2. w; with w; : (—00,a —2¢] - R
specified in (8.7) and by wo(x) :=1 and w;(x) := x — a + 2¢, and the fact that
W@ is increasing, it is straightforward to verify that, for any x € [a — 2¢, a + 2¢],

(8.8) |Ri(x)] <2 max |Fg () —w;(0) — @} _(0)z], i=0,1,2.
z€[0,4¢€] ’

Since the functions Jy,,i =0, 1, 2, givenin (5.5) with w — w;, are bounded, by
Joo say, and W@ is increasing, it follows from the form (5.4) of F,, that |Fy, (z) —
w; (0) — zI)l’.’_(O)ZI, i=0,1,2,z¢€[0,4¢], is bounded by

Z
(8.9) Joo / WD (z — y)dy < Jo - 46 - WD (4g).
0

Combining (8.8) and (8.9) yields that the functions R;(x), i =0, 1, 2, are each
bounded by J - 8¢ w @ (4¢) for any x € [a —2¢, a+2¢]. Similarly, it follows from
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the facts Fz,(0) = w3(0) =0 and F&B 0+) = ﬁ)g’_(O) =1 (Theorem 5.3) that, for
all ¢ sufficiently small, |R3(x)| < Ci¢, for all x in the interval [a — 2¢, a 4 2¢] for
some constant C; > 0. Combining the estimates for w(x) and Ro(x), ..., R3(x)
with the form of L (x) completes the proof. [

9. Optimality conditions for single dividend-band strategies. A necessary
and sufficient condition for the optimality of the single band policy 7+ at lev-
els b* := b} = (b*, b%}) defined in (6.5)-(6.6) can be expressed in terms of the
function G*: (b* , 00) — R given by

y—bL —K—(F(y)— F(b1))

PG~ WOG) , if K >0,
O.1) G*(y) =G, y)= 1 —F'(x) :
G#(X)Zi’ lfK:O
W@’ (x)

This condition can be expressed in terms of the function Z?-*) that was defined in
Definition 5.8.

THEOREM 9.1. (i) The single-band policy my+ at level b* = by is optimal for
the stochastic control problem (2.2) if and only if
92) (T vpx — qups)(x) <O forall x > b* and with W = vps,

where the operator birowo is defined in (3.10), or equivalently, if and only if
E*:(®P(g), o0) — R is completely monotone, where

Obt

(9.3)  E*O)=-— e 92 7@9()G*(dz), 6> d(q).

0 Jw*,00)
(ii) In particular, if G* is nonincreasing on (b*_, 00), then the strategy mp* is opti-
mal.

Theorem 9.1(ii) yields a useful simple sufficient optimality condition:

COROLLARY 9.2. (i) The unimodality of the function G* implies the optimal-
ity of single dividend-band policies.

(ii) In particular, in the case K =0 and if G* is monotone decreasing, then the
“lump-sum” strategy 1 is optimal.

REMARK 9.3. In the absence of transaction costs, the function E* in (9.3) can
be equivalently expressed as

W®) —q)

E*0) = G#(bj‘;)LO(G) + 2

E[F'(0} +eg) — F'(b1)],

6) —
g EW (0L 4 e) — W ()]

Lo®) =3
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where ey denotes an independent exponential random variable with mean 6~
In particular, if the penalty is zero and there are no transaction cost (w = K =
0), the necessary and sufficient optimality condition simplifies to the complete
monotonicity of Lg(0) on the interval (®(g), 0c0). This observation appears new
even in this particular case.

REMARK 9.4 (Lump-sum strategy). In the absence of transaction cost
(K =0), the “lump-sum” strategy o is to “pay out all the reserves to the ben-
eficiaries and subsequently pay all the premiums as dividends, until the moment
of ruin.” Note that 7 is a single dividend-band strategy at level 0. In the case that
X is given by the Cramér—Lundberg model, the first jump (claim) arrives after an
independent exponential time e; with finite mean A ™!, so that the value vy is equal
to

€

A
vo(x) =E, [x + p/ e 9"dr + e_qe*w(AXeA):|
0

=E, |:x + s(l — e—qe,\) 4 e (w(AXeA) _ w(o)) + w(o)e—qex],

which is equal to x + %)?w(o), where AX,, = X(e,) — X(e,—), and
wy, R4 \ {0} — R is defined in Proposition 5.4. If Xq is zero and X has infi-
nite activity or nonzero Gaussian component, ruin occurs immediately if strategy
7o is followed (t7° = 0, Py-a.s.) and vg(x) = x + w(0).

Hence, the value of the lump-sum strategy is equal to vo(x) = (x + yu) X

110,00) (x) + w(x)1(—x0,0)(x) With y,, = v(0) given by

q+v

1
{ ——[p + wy(0) + vw(0)], ifv:=v(Ry) <ocando =0,
w(0), ifv=ocoro > 0.

If G* is monotone decreasing, it attains its maximum over R at zero, and the
function E is completely monotone, so that g is optimal [Theorem 9.1(ii)].

REMARK 9.5. In the following result (proved in Appendix D) explicit suffi-
cient conditions are given in terms of the penalty w and the Lévy density v for
optimality of a single barrier strategy at a positive level:

COROLLARY 9.6. In the case {K =0 and b} > 0}, if v admits a convex den-
sity V' and the penalty w is severe [i.e., w(0) <y, and w(x +y) — w(y) < x for
all x,y € R_], then the strategy Tpy is optimal.

Note that a penalty w is severe if (i) the penalty at O is at least the value of the
lump-sum strategy at 0 and (ii) the slope of the penalty is at least one.
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PROOF OF THEOREM 9.1, PART (I). The equivalence of the conditions (9.2)
and (9.3) directly follows due to Lemma 6.5(iii).

Proof of sufficiency of (9.2): It suffices to show that v+ is a stochastic supersolu-
tion, as then the local verification theorem (Theorem 4.4) implies that vy« is equal
to the value-function v,. The supersolution property of v+ follows by combining
the pasting lemma (Lemma 8.1) with the following facts:

(a) exp{—q(t A Tbgr)}vb*(X (r A Tbgr)) is an F-supermartingale [by (9.2) and
Lemma 3.4(ii)],

(b) exp{—q( ATy, bi)}vb* (X (AT, bi)) is an F-martingale [by the form of v
in (6.7) and the martingale properties of W'@) and F,, in Proposition 3.1] and

(c) if X has unbounded variation, vy« is differentiable at b% [in view of the
form of vy in (6.7)].

Proof of necessity of (9.2): Suppose that the condition in (9.2) is not satis-
fied. Since x — (bi Fowovb* — qup+)(x) is right-continuous at any x with x > b* ,
it follows that there exists an open interval («, 8) contained in (b*, co0) with
(bi Ffovb* — qup+)(x) > 0 for x € (a, b). Define a strategy 7 as follows: whenever
U; does not take a value in the interval («, 8), operate according to mp+, and while
the reserve process U, takes a value in the interval («, 8), do not pay any dividends.
Then S; := e 90/ Tap) (s (X1, ) — vb*(XiaT,,)) is an F-supermartingale, and
the following holds true [cf. (3.12)] for any x € (&, B):

tINTy, B o
V7 (x) — vpr(x) > Ex[§; — So] = Ex [./0 e 9 (px T upr — qupe) (X;) ds:| > 0.
Hence it follows that 7, is not an optimal policy, and the proof is complete. [J

PROOF OF THEOREM 9.1, PART (II). The statement follows by combining
part (i) with the next result. [J

LEMMA 9.7. If x > G*(x) is nonincreasing on (b, 00), then E(0) is com-
pletely monotone on (®(q), 00).

PROOF. If the function G* is nonincreasing, then the function E is completely
monotone in view of the form of E given in (9.3), the complete monotonicity of
0~ 1e?0—=2) 7(@.9) () [cf. Remark 5.10(ii)] and the following facts:

(1) A function f:(c,00) = R4, ¢ > 0, is completely monotone if and only if
f is the Laplace transform of a measure supported on [0, 00).

(i) If f(0) is the Laplace transform of the measure p supported on [0, 00),
then for any ¢ > 0, e ¢ f(#) is the Laplace transform of the translated measure
y = 1yzeu(d(y — o).

(iii) The Laplace transform of the measure n(dy) = f[b,oo) Wy (dy)m(dx) sup-
ported on [0, 00) is given by Ln(f) = f[b,oo) Ly (0)m(dx) where (iuy, x > b),
b € R, is a collection measures supported on [0, co). [
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10. Optimality conditions for solutions to the mixed optimal stopping/
control problem. The Hamilton—Jacobi—-Bellman equation associated to the
stochastic control problem in (7.2) differs from (3.6) by the inclusion of the ad-
ditional requirement that the value-function should be larger than the function f
[reflecting the fact that (7.2) is a mixed optimal stopping/control problem]; hence,
the HJB equation corresponding to (7.2) is given by

(10.1)  max{Lg(x) — gg(x), f(x) —g(x),1 —dg(x)} =0, x >0,

gx) = f(x), forall x <O,

g(0)= f(0),  inthecase {o?>0or vy = oo},

where dg(x) is defined in (3.4). Stochastic supersolutions g of the HIB equation
in (10.1) and (10.2) are defined as in Definition 4.1, with the additional requirement
g > f. By aline of reasoning similar to that used in the proof of Theorem 4.4, it

follows that a local verification result for the stochastic control problem (7.2) holds
true:

(10.2) {

COROLLARY 10.1. Let g be a stochastic supersolution of the HJB equation
in (10.1) and (10.2). If there exist c,a,b_, by satisfying 0 <c <a <b_ < b,
and gx) = afb h+(x) {glx) = afh+(x)} for any x € [c,by], then it holds
V* (x) Vfb by (x) for all x € [c, b4] {V* (x) = b (x) forall x € [c,by]},
respectively.

Given this verification result the proof of Theorem 7.6 can be completed. A key
step in the proof is the following property of the function f:

LEMMA 10.2.  Suppose that f satisfies the conditions in (7.3)~(7.6), and de-
note w = f|r_. It holds oI'%, f () <0 for all u € (0, a(K)) with o (0) := ozf and
a(K) = aﬁ@for K > 0.

PROOF OF THEOREM 7.6. (i) Since Vji B is the value-function of the strat-

egy (r . ,7'[/3*) Corollary 10.1 implies that to prove the assertion, it suffices to
show that V af? B is a supersolution of the HIB equation in (10.1) and (10.2). Next

the various conditions are verified.
Analogously to the proof of Theorem 6.4, it follows from the definition of ,B;Z

and the form of the function V = Vaj,r} B given in Proposition 7.2 that the following
inequality holds:

(10.3) V) -V zx—-y—-K

for all x, y > 0 satisfying x > y > . In view of the fact V'(x) = f'(x) =1 for

x € (0, a’;), it follows that the inequality in (10.3) is in fact valid for all x and y
satisfying x > y > 0.
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To see that the V dominates the function f,
(10.4) Vx)> f(x), x>0,

note first that it holds V(0) = f(0) (a direct consequence of the form of V in
Proposition 7.2 and oe’]'i > (0 by Lemma 7.3). In the case K =0, (10.4) is hence
a special case of (10.3) (with y = 0). In the case {K > 0 and a}ﬁ > ozji}, the
definitions of oz;?’@, ,B;i’g and G(]ffg, the positivity of W@ (x) imply
G{L(b)<0  forallae[0,a%,]andb €0, B ]
= F9%0-a)=fkx) forallxel0,},(@]anda € [0,a% ],

which yields the inequality in (10.4), in view of the facts V(x) = F @(x — a) for
all x <b:= ﬂ}* [by Proposition 7.2 and Lemma 7.3(i) and the fact 8% 4 = B% fo
which holds by Lemma 7.3(ii)], and V|5 ) is affine (Proposition 7.2).

In view of the observations

q( /\TO a*)

(10.5) e f f(X,/\TO *) is an F-supermartingale, and
_q(t/\Ta_*) (C(*) * . .
(10.6) e S FY (Xz/\T’ —ozf) is an F-martingale,

“f

and the differentiability of F @ )(x) at x =0 if X has unbounded varia-
tion [F (o )'(0) = f/ (a}i), by Lemma 5.7], it follows from the pasting lemma
(Lemma 8.1)

(10.7) e~ 10Ty p@p) (XMTOf —aj) is an F-supermartingale.

Here, the supermartingale property in (10.5) follows from Lemma 7.3(i), by a line
of reasoning that is similar to the one used in the proof of Lemma 3.4, while the
martingale property in (10.6) follows from Proposition 5.4.

The supermartingale property in (10.7) and the inequalities in (10.3) and (10.4)
imply that F F )(x — a) is a stochastic supersolution for the stochastic control
problem in (7.2), which completes the proof of (i).

(ii) The line of reasoning is analogous to the one in part (i) (see Remark 7.5)

and is therefore omitted. [

10.1. Optimality conditions for two-band policies. When a single band strat-
egy is not globally optimal for the stochastic control problem in (2.2), it is not op-
timal to pay out a lump-sum dividend at all levels above b7 but is instead optimal
to postpone paying dividends when the reserves process is in a certain subset of
(b:j , 00). This section is concerned with the necessary and sufficient conditions for
optimality of a policy with only one additional band. Consider the candidate opti-
mal two-band strategy 7.« »+ at the levels a* = (0, a3) and b* = (b}, b3) where the
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levels b} = (b*, b’} ) associated to the first band have been defined in (6.5)—(6.6),
and where the levels associated to the second band are given by

{aa, (Bre . B5. )}, K =0

w*r \Pw*, — Fw* +
% * 1.
{a3. b5} =b] | + 0r{K>0andaw*’®zaw*},
* . * *
{o e, o (0, By )} if {K>0and o). ; <ag.},
where w* := px vpr and the levels o, a5 Bye s By 4 and B, o are defined

in (7.9)— (7 12)
Necessary and sufficient conditions for the two-band policy 7.« ;+ to be (glob-

ally) optimal are expressed in terms of the functions E* defined in (9.3) and the

function

o Ea;b;(w*), if K=0or {K > 0and Ui > ok,

=T { %,b;(w*)’ if {[K>0and o). ; <ag.}.
Here for any a, b_ and by with a < b_ < by and f € Ry the functions
Ba,b_.b, (f) and E§b+(f) are given by

b,
o) 0> — e 02 2@ (G (dy),
ab b (f) ol ()G (dz)
52,():00s — | eze 6w
g O —— e YNz 2),

a,b 0 (b,00) f.o

where, for any z > b_, Ggfl (2) = G(“)(b_, z), and the functions G(“) and Ggf‘)
have been defined in (7.8) and (7.7).

Before stating the optimality condition for this two-band policy, we first state a
TT p*

.. o . [ o
condition for (global) optimality of the policies (ra;_ , nﬂ?) and (Ta_’;,g, B T )
in the auxiliary stochastic control problem in (7.2).

THEOREM 10.3. Suppose that f satisfies the conditions in (7.3)—(7.6).
(i) Suppose that it holds either K =0 or {K > 0 and a?g > oﬁ;c}. Then the

T p*x
strategy (t,, o ! nﬁ*) is optimal for the stochastic optimal control problem in (77.2)
if and only if the function B Eat. 5 _ 5 (f) is completely monotone.
(ii) Suppose that it holds {K >0 and o fo <o f} Then the strategy (Taf 5B
79) is optimal for the stochastic optimal control problem in (7.2) if and only if the
function Ea? oBio (f) is completely monotone.

The proof of Theorem 10.3 is omitted as it is analogous to the proof of Theo-
rem 9.1(1).
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REMARK 10.4. As in the proof of Lemma 6.5, it can be shown that the com-

plete monotonicity of the function Ea»; N (f) is equivalent to the condition

(10.8) oV ) —qV{(x) <0 forallx > B} .

Similarly, it follows that the complete monotonicity of Ea;@ . (f) is equivalent
to (10.8) with ,B;+ replaced by ,B}’@.

The relationship between the stochastic control problems in (2.2) and (7.2) (cf.
the discussion at the beginning of Section 7) immediately yields necessary and
sufficient optimality conditions for the two-band strategy 7+ p+:

COROLLARY 10.5. (i) The two-band strategy m,«p+ at finite levels a =
(0,a3) and b = (by, b3) is optimal for (2.2) if and only if E* is not completely
monotone and B** is completely monotone.

(ii) If E* is not completely monotone then the levels ay and b3 , are finite, and

it is optimal to adopt the two-band strategy 1 « p+ while the reserves are below

b ., and it holds (with F\™* = F )
s a2$+
1 FL(bt )
(@) w4 *
WO iy T @, xe 0,57 ],
109 eI =1 % — b7, + 007 ), x € (b} 1.a3,),
(@)
Fe 27 (x — a§’+), xe [aiw b§,+].

11. Multi dividend-band policies: The recursion for the dividend-band lev-
els. A flexible class of dividend strategies are the so-called multi dividend-band
strategies, which generalize the single and two-band strategies, and are specified
as follows:

DEFINITION 11.1.  The multi dividend-band strategy m, p, associated to se-
quences @ = (ay)n, b~ = (b )n, b™ = (b})n with ay, b, , b € [0, o0] satisfying
the intertwining conditions

a1 =0<bf <ay<bh) <---<a,<bf<---, b, <b',
1s described as follows:

(i) when Ut :=yTab =y ¢ (b}, an+1), make a lump-sum payment y — b;’;
(ii) when U%2 = b*, make a lump-sum payment b} — b, if K > 0, and pay
the minimal amount to keep U%2 below b, = b} if K =0;
(iii) while U%2 € [ay,, b,j ), do not pay any dividends.

The strategy 722 is called an N-dividend-bands strategy if b;{, <00 =dapn+]-
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a4
I

A ;

FIG. 2. [llustrated in the figure on the left is a path of the risk process U™ in the absence of
transaction cost (K = 0) for a three-band strategy with the lowest level bi’_ equal to zero. The figure
on the right pictures a path of the risk process U™ in the case K > 0, and 7 is a two-band strategy
withby = by . The vertical dashed streiches represent the claims, while lump-sum dividend payments
are indicated by arrows. At the moment t of ruin a penalty payment w(Uz) is required that is a
function of the shortfall U .

A multi dividend-band strategy 7, , consists of paying out “the minimal amount
to keep U,Q’é below the boundary b(¢),” where

b(t) := b:;(t) with p(f) = min{i € N: U,Q’b <a;}.
In this case, while the boundary b(¢) is constant, U,g’l2 is equal to the process X re-
flected at the level b(¢) and the corresponding cumulative dividend payments D,Q’Q
are equal to a local time of U,Q’é at b(t). In the case of a positive fixed transac-
tion cost K the “reflection boundaries” b;" widen to strips [b;, , b;"], and the “local
time” type payments are replaced by lump-sum payments b;” — b, where b, may
lie below a;,,_1; see Figure 2.

11.1. Construction of the candidate solution of the stochastic control problem.
The dynamic programming equation satisfied by the optimal value function is re-
cursive in nature, due to the presence of only negative jumps in both the uncon-
trolled reserves process X and the controlled reserves process U™ for any admis-
sible policy 7. In conjunction with the form of the optimal strategy of the mixed
optimal stopping/stochastic control problem (7.1), this suggests that the candidate
optimal policy for the stochastic control problem takes in general the form of a
multi-dividend-band strategy m,+ ,+ at certain levels a*, b*. By repeatedly solving
mixed-optimal stopping/stochastic control problems of the form (7.2) with suitably
updated reward functions f, these levels a*, b* can be identified, as summarized
in the following recursive procedure:
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Recursion to construct the candidate optimal band levels

[0.] Seti < 1,a* < {0}, b* < {b*}, f <—b§rvz and E < E*(f), where E*(f) is given
by (9.3).

[1.] If E is completely monotone, set a* <— a* U {oo}. Return {a, b}.

[2.] l;is)e if K =0orif {K > 0and a?g > ozf']i} define (af, |, b}, |) < (] | —i—ozf;-, b, +
W]ilere the levels o P and /3 * are defined in (7.9) and (7.11).
Else if {K > 0 and o 5 < o} define (a0 ,) < (b + o} 5, (b7, b7 +
B ah)
with bt =inf(bf Ve ye (0, + B ) — Var e (0F ) = B + b5, — b — K},
where the levels oz? o and /3 - are deﬁned in (7 12).

[3.] Seta* <aUl{a}, },Db" <—bU{bH_l} f <t Va*,b*’ B« Egrpr(f), i <—i+1.

[4.] Go tostep 1.

REMARK 11.2. There may exist a limit point y, = lim; _, o b;.f L =lim; o0 a’
of the band levels. In this case the procedure will converge to the value-function
V&*, i corresponding to the levels a* = (a¥), é* = (b}"), and needs to be re-started
as follows:

[0./] Seti < 1.a" <&, b* < b, f <y Vo jo. B < B o ().

In the following result (proved at the end of the section) it is confirmed that the
constructed candidate policy 7,4+ p+ is indeed optimal:

THEOREM 11.3.  The multi-dividend-band strategy 7.+ + is an optimal strat-
egy for the control problem in (2.2) and the optimal value function is given by
Vi = Uyr o = Var b*» With

W@ (x)CF + Fy(x), xelaf,bf,]i=1,

(IT.1) Vgr pr(x) := o
i,+° i+1

for some constants C}, where the functions f;:R_ — R are given by f;(x) =
Q*,b*(ai—l +x),i> 1 with f] =w.

REMARK 11.4. In Shreve et al. ([38], page 74), an explicit example is given
of an optimal control problem in a diffusion setting in which a multi-dividend-band
strategy is optimal with countably many bands. Azcue and Muler [8] provide an
example of an optimal strategy with infinitely many bands below a finite level, for
the classical De Finetti dividend problem with bounded dividend rates in the set-
ting of a compound Poisson process. It is an open problem to construct an explicit
example in which a multi-dividend-band strategy with countably many bands is
optimal in the dividend-penalty problem.
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11.2. Proof of Theorem 11.3. Denote by v, = (v; ), j), a* = (a;‘jj)(i,j) and
b* = (b} )G, j) the sequence of value-functions and band levels generated by the
algorithm in Section 11.1, where the index (i, j) refers to the ith iteration of the
algorithm in the jth run of the algorithm (i.e., it has been restarted j — 1 times; cf.

Remark 11.2). In particular, it follows that v; ; is given by

Vg*,lz*(x), X € [0, b¥ ],

i,j,+
* (1% *
x—bi’j’++v,,j(bi’j’+), x>bf ..

(11.2) vi,j(x) =

In the following result (which implies Theorem 11.3) it is established that 7+
is an optimal strategy for (2.2):

PROPOSITION 11.5. (i) For a given pair (i, j) of iteration and run, v; j is
equal to the value-function Va? bt of the multi-dividend-band strategy gt b at

* * * k(% *
levelsgi’j—(O,al’],...,ai_l’j,oo)andéi’j—(b]’l,...,bhj).

(i1) For each pair (€, k) that is smaller than (j, i) in the lexico-graphical order,
Uik, o) (X) = vy (x) forall x < b,t7e’+.

(ii1) The optimal value function vy is equal to the value function V= of the
strategy g« p*. o

PROOF. (i) The strong Markov property of the process U = U Ta j b} applied

at the stopping time T = 7). implies the relation
i—1,j

(11.3) vee(x) = E; [ /[O R + vk_l,zwf)],

fork <j,¢<i,withm = gt b7 - As vg ¢(x) is increasing in k, it follows that
Voo,¢(X) := limg— o0 Uk ¢ (x) exists, for any £ < j — 1. By applying again the strong
Markov property it follows that vy ¢4 satisfies, forany [ < j — 1, 7 = Tt b7 o

(11.4) v1es1 () = Ex [ /[0 R + voo,e(Uf)].

The form of v; ; then follows by induction, starting from the expression for a single
dividend band strategy and using the form of the value-function of the auxiliary
stochastic control problem in (7.2) [subsequently applied with pay-off functions
fx)= Vmgr e, (b}‘; ¢.+ T x), and performing induction in k for fixed £ and using

the relation (11.4)].

(i1) By induction it follows that, for any k, v (x) = v, 1)(x) for all x < bz,1,+-
Indeed, note that Corollary 10.5 implies v 1)(x) = v«(x) for all x < b;l, 4
Furthermore, that the induction step holds is verified as follows: Assuming that
Vik—1,1)(x) = v4(x) for all x < bz—1,1,+ for some pair k, Theorem 7.6 with f =
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by Vs in conjunction with the relation in (11.3) implies that v 1)(x) = vs(x)
for x < b?é,1,+-

The assertion in (ii) thus follows by induction in £ > 1, following a line of
reasoning that is analogous to the one applied in the previous paragraph but with
the function w replaced by veo ¢—1.

(iii) Since v; j(x) = Vg px(x) for all x < a;"_l,j [from (11.2)], it follows by
virtue of part (ii) that vy (x) = Vg p*(x) for all x < a_ 1L Since the sequence
(aj,j)i,j is strictly increasing and ultimately tends to infinity (cf. step 2 of the al-
gorithm and Lemma 7.3), it follows that v, (x) is equal to V,« ;+(x), for any fixed
X € R+. |

12. Existence and uniqueness of stochastic solutions. In this section the op-
timal value function v,, which was identified in the previous section, is shown to
be a stochastic solution of the HIB equation (3.6). From the form (11.1) and prop-
erties of W@ and of Gerber—Shiu functions, it follows that v, (x) is left- and right-
differentiable at any x > 0. Furthermore, it was shown in Lemma 3.3 that v, (x) is
continuous at any x € R... In particular, the function g = v, is continuous and left-
differentiable at the “right-boundary” 8+Cg :={b1, by, ...} of the set Cy; (Which
was defined in (4.2) and where the interior Cg of C; is denoted by Cg = U, (an, by)
for some ay, b, € [0, co] with a, < b,) and thus satisfies the following property:

(12.1) If K =0, g(x) is continuous and left-differentiable at any x € 8+Cg.

The HJB equation (3.6) admits a unique stochastic solution satisfying the regu-
larity condition (12.1):

THEOREM 12.1.  The value function v, is the unique stochastic solution of the
HJB equation (3.6) satisfying (12.1).

PROOF (EXISTENCE). As v, is a stochastic supersolution [by Remark 4.2(i)]
and v, satisfies (12.1) (as discussed in above paragraph), it suffices to show that v,
is also a stochastic subsolution.

Note that, in view of the form (11.1), the interior C_of the set Cy, is identified as
Cy. =Upn(ay, by, ). Therefore, in view of (11.1) and the martingale properties of
W@ and of the Gerber—Shiu functions (Proposition 3.1), Doob’s optional stopping
theorem implies that v, is a local stochastic subsolution of the HIB equation (3.6)
on any closed interval I C C,,, which shows that v, is a stochastic subsolution.

O

12.1. Proof of uniqueness. Given a stochastic supersolution g of the HIB
equation, an admissible candidate optimal strategy 7 (g) can be described as fol-
lows:
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DEFINITION 12.2. To a stochastic solution g of HIB equation (3.6) are asso-
ciated:

(1) the policy 7 (g) = {Df(g) ,t € Ry} €Tl, given in terms of the sets Cg and
Dg = R+ \ Cg,
(i) the controlled process U = U™®) and
(iii) thelevel y*(v) := supf{u € [0, v]: g(v) —g(v —u)+ K = u} (with sup @ = 0),
that are specified as follows:
(a) In the case K =0, let D = D™® be the increasing right-continuous
F-adapted process that satisfies

U =X, — D, €Cy, for any ¢ € [0, T7(®)),
Ko,rﬂ(g)) l{s 1 Xs—Dy— ¢§g}(t) dD; =0,

where 14 denotes the indicator function of the set A and Eg and 5g de-
note the closures of C, and Dy;

(b) in the case K > 0, pay out AD, = y*(X; — D;-) attime t if X, — D,- €
D, and y*(X; — D;-) > 0;

(c) otherwise, pay no dividends.

REMARK 12.3. The Skorokhod embedding lemma implies that the strategy
m(g) ={D]®, 1 € Ry} described in Definition 12.2(iii)(a) is equal to
DI = sup  (Xy—b($)VO,  bls)=bhyy)
s€[0,tAT7(®)]
with ((s) =inf{n e N: X, — D;r_(g) < ap}, given the representation ﬁg = Unzl [by,

an]. In particular, it follows that the policy defined in Definition 12.2 is a multi-
dividend band strategy.

LEMMA 12.4. Let g be a stochastic solution of the HIB in (3.6) satisfy-

ing (12.1). Then the process MY ypirh 7y = 1(g), defined in Lemma 4.8
and Definition 12.2, is a Ul F-submartingale.

The proof of Lemma 12.4 is based on the following auxiliary result:

LEMMA 12.5. Let a > 0 be given and suppose that the function g:R — R is
such that g|lr_ € P, glr, is cadlag, and g is continuous and left-differentiable at
a>0.If M ={M,,t € Ry} with M; = e_q(’ATOﬂ)g(X,/\TO,a) is an F-martingale,
then Z ={Z,;,t € Ry} with

Z; = e—Q(tMO)g(Ytu/\TO) _ g(Y(()l) _ gl_ (a) e 4s dY?
[0, AT0]

is an F-martingale, where g’ (a) denotes the left-derivative of g at a.
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The proof of this result rests on an application of It6’s lemma and a density ar-
gument. Details are omitted since these follow straightforwardly from [31], Propo-
sition 1.

PROOF OF LEMMA 12.4. The proof is a modification of the proof of
Lemma 4.8. As, by Lemma 4.8, M87™® js a Ul supermartingale, it suffices to
verify that M8 is in fact a martingale. Note that the set of distinct epochs T at
which lump-sum dividend payments occur is countable,

T={(T;:AD; >0}  with T; =inf{r > T;_: X, — DI € D},

for i € N with Ty = 0 and inf @ = co. The form of the strategy 7 (g) implies that
the sequence (Uﬁ)i is decreasing with Uﬁ- — UTi—l > 0 on the set {T; < o0}. In

particular, it follows that, also in Qis case, T is countable.
Writing D =~D”(g) and M = M&7(® fixing arbitrary 7, s € R, with s < ¢ and
denoting 7; = T; A t, we have M; =} ;- Y; + ;50 Z; with Y; given by

(12.2) e 9lig(Xy, — Dr._) —e 9li-1g(Xy,_, — Dr,_,) — / e~9°dDy,
(Ti-1.T)

and Z; =e 971 (g(X1, — D1;) — (X1, — D1,—) + AD; — K)1{aAp, >0} With AD; =

Dr, — D7,_,. By definition of the strategy m(g) it is straightforward to verify that

Z; =0foralli.

In the case K > 0 the integral term in (12.2) vanishes, and we have Dr, |, =
Dr,_ fori > 0. By reasoning as in Lemma 4.8 it follows that the equality in (4.10)
holds. By combining (4.10) with the fact that g is a stochastic solution, Doob’s
optional stopping theorem and the definition of 7;, we have

ELYi|Fr,_ 1= "By, [e”7%g(Xy) —g(X0)] =0,

with 7; = T; o 67,_,. The tower property hence yields E[M; — M,|Fy] = 0. Since
s, t were arbitrary, it thus follows that M is a martingale.

If K =0, the definition of 7(g) implies that the process {Ur,_ 4,1 < T; —
T;_1} conditional on F7;_, has the same law as the process {Y,b ,t < 1tp(a)} with
Xo=b=Uy,_, and 75(a) =inf{r > 0: Ytb < a}, conditional on U7;_,, where Yl is
independent of Ur,_,. The strong Markov property of Y implies that E[Y;|Fr, ]
is equal to

e 1By, [e_qtb(a)g(yz,(a)) —8(Yo) — /

0,75 (a))
This expectation is positive in view of Lemma 12.5 and the fact that g’ (a) > 1
[as dg(a) > 1 and g is left-differentiable at a]. Again, an application of the tower
property yields E[M; — M| F;] > 0, and it follows that, in this case, M is a sub-
martingale. [J

—gs b
e quXs]
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The stated uniqueness follows as a consequence of the following comparison
principle:

PROPOSITION 12.6.  Let h be any stochastic subsolution satisfying (12.1), and
let g be any stochastic supersolution of the HJB equation (3.6). Then g > h.

PROOF OF THEOREM 12.1 (UNIQUENESS). Let /& be any stochastic solution
of the HJB equation. Since, by the dual representation in Proposition 4.3, v, is the
minimal stochastic supersolution of the HIB and % is a stochastic supersolution,
it follows v, < h. Furthermore, the stochastic comparison principle in Proposi-
tion 12.6 implies vy > h (as h and v, are stochastic sub- and supersolutions of the
HIJB). Thus it holds v, = h, and uniqueness is established. [

PROOF OF PROPOSITION 12.6. Let g and % be a stochastic supersolution and
stochastic subsolution, and denote by 7 (%) the policy corresponding to & given in
Definition 12.2. Since the processes M7 and M7 [defined in (4.8)], are a
supermartingale and a submartingale (by Lemmas 4.8 and 12.4), Doob’s optional
stopping theorem implies for x € R

. vpUe () prh,w(h)
(12.3) ve(x) — h(x) = lim By [M]7707 — MG .
The right-hand side of (12.3) is equal to 0, since MV*7" and M7 are UI, and
satisfy the boundary condition
MU*,H(I‘L) _ Mh,zr(h) _ e_qf”(h)w(Uyr(h))

7 (h) - )y ¢ (h)

and P, (t7™ < 00) =1 forall x € R . This completes the proof. [J
13. Examples.

13.1. General computations for processes with rational Laplace exponent.
The determination of the optimal policy starts with the identification of the last
global maximum of the barrier influence function G. For example, in the presence
of an exponential penalty w(x) = ce"™ or a linear penalty w(x) = cx + co, we must
compute the extrema of the functions

1 —cZ@V (x) 1 —cZ)(x) — cogW D (x)

() ___ = M/ o—
131 GV = Gi) = o :

respectively.

Therefore, the first step will be computing the homogeneous and generating
scale functions W@ (x), Z@-V) (x), for processes with rational Laplace exponent.
Assume the typical case

W(Q)(x) — Z A,-egi(q)x,
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with A; € R and the roots ¢; (¢) of the Cramér—Lundberg equation v ({) = ¢ being
distinct.
This implies Z(@") (x) =e** (1 4 (g — ¥ (v)) f5 e > W@ (y)dy) is equal to

oli (@) _ gux

A ,
(g - () DA = (Y (v) —q) Z v_iec,(am’

i ;i (CI) -V ;l. (Q)
. 5i(g)x
using that Y ;=5 = gob— . Tn particular, Z@ (x) = ¢ ¥_; A; ¢y and
{l (q)x {l (@)x

(q) @)
7 oOw = A—_
10 =Z0 W =Y OWT W =43 Az o =¥ O Ao

i i

2@ () = 2@ () + 3 Al @y Y (‘”(”)_ q )
0 =20@+ 2 At S T T r@

The simplest examples may be completely analyzed by studying the sign
of the functions that are given by D¥(x) = —G¥(x)W@’(x)?, and D*(x) =
—G¥(x)W@’(x)2, which determine the critical point b* (in particular whether
it is 0), and the eventual unimodality after b*, which implies optimality of the sin-
gle barrier policy. To alleviate notation, the #, x will be omitted in this section,
since the function considered can always be inferred from the absence/presence of
transaction costs.

For exponential and affine penalties, the corresponding functions are given by
DW(x) = =GV (x)W?'(x)? and D;(x) = —G/(x)W¥'(x)2. By straightfor-
ward calculations we find

DY (x) = WD (x)(1 = cZ@ (x)) + 2V ()W (x)

— Z Ajgj (q)zefj(fI)x + C(w(v) _ q) Z Z dj("vlejAke(gj(q)+§k(q))x,

j j k>j
Di(x) = ZAJ( (q)zefj(Q)x quzdl ]kA Ake({/(4)+§k(fj))x
J Jj k>j
2 .
+ (¥ (0) = coq) Y Y (¢5(q) — L) A Age G DHHDN,
j k>j
(v)éj(fI)Ck(q)(CJ((I) Gk (9))* o G@Fa@) N 2
withd; 20 = @)~ i = "riong Ci(@ — @)™

[Note that the coefficients of ¢ and ¢y¥'(0) — cog are the intervening Wron-
skians, and that the function D™ (x) — W@ (x) is a generating function for the
corresponding functions obtained with polynomial penalties.]

13.2. Cramér-Lundberg model with exponential jumps. Consider next the
Cramér—Lundberg model (1.1) with exponential jump sizes with mean 1/u, jump
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rate A, and Laplace exponent ¥ (s) = ps — As/(u + s). The homogeneous scale
function is

W(q)(x) — A+e§+(f1)x _ A_ef(q)x,

where Ay = p~! %, and ¢ T(q) = ®(q), ¢~ (q) are the largest and small-

est roots of the polynomial (¢ (s) —g)(s +u) = ps2 +s(pu—A—q)—qu:

q+k—upi\/(c]+k—up)2+4pqu

£\ _
(T (g) = T

Hence, it follows

7@ (x) = q(A_+e¢+(q)x _ Lec—«m)

£t (q) ¢ (q)
_ @ =@t T 4 (T (g) — g)et 0"
¢t (@) —¢ (@) ’

v elT@x _ gt (@
vtu $H@) =& (@)
DY (x) = ayel @F — g el @ 4 o e @+ @)

2@V (x) =ZD(x) + 1

with oy = A+(;+(q>>2 >0, a- =A_(¢-(@)* >0, C= (1 + () +
- (q))— > 0, and

P Can_rqn’ |

3 = 3 > 0.
v+Hpupsp p’ vt

oy =

Then, differentiating v — Z@Y)(x), v — a, or by (13.2) and using that
CH @D+ ¢ @)/ @)t (@) =v¥'(0)/q — 1/ yields

T @x _ o8 (@)x

c c _

Zi(x)=rp = Cpet T @Dx et @
¢t (g)— ¢ (q)

Di(x) = asel @F _g_ b @x 4 g @ @+ (@)x

where C+ =4+Au~'(¢T(g) — ¢ (¢))"! and
¢tgT
¢t
C q Aq
= (e =) = -0

ar=A4A-(c" =) (e = e O+ )

Recall next that in the absence of penalty and costs [w(x) = K = 0], the func-
tion W@’ (x) = G(x)~! is unimodal (see Avram et al. [6]) with global minimum
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at b* given by

0 (@ + 2 (q)
! @)+t ()
¢t(g) — ¢ (q) if W@(0) <0< (g + 1) < pAp,
0, ifW9D0)>0% (g+1)7><prn.

[Since W@"(0) ~ £+ (g)*(n + ¢+ (@) = £~ (@ (u+E @)/ H @) —¢(9) =
(g + A)* — piu, the optimal strategy is always the barrier strategy at level b*.]

It is verified next that the functions G® and G continue to be unimodal when
w is exponential or affine and K =0, as a consequence of Lemma 13.1 below, and
hence single barrier policies continue to be optimal, in view of Lemma 9.2 (in the
case of affine penalties this has already been established in [5, 29]).

LEMMA 13.1. Letaj, A € R, i =1,2,3 satisfy a1 > 0> a3, and Ay > Ay >
A3. Then the function f(x) := Z?zl a;e* has a unique root ¢* of f(c*) =0, and
it holds f'(c*) > 0, and

fx)=0 forall x > c*.

Furthermore, if h:Ry — R is such that h'(x) = k(x) f(x) for x > 0, where
k:Ry — Ry \ {0}, then h is unimodal.

PROOF. The function g(x) := e~ f(x) tends to +00 and to a3 < 0 as x —
Foo. If it holds ap > 0, g is strictly convex and strictly increasing. In the case
ay < 0, g attains a minimum at the unique root of g’. In both cases the equation
g(c) = 0 admits a unique root ¢, and it holds g’(c) > 0. Hence it holds that ¢ is a
unique root of f(c) =0, with f/(c) > 0 and with f(x) > 0 for x > c. In particular,
h has a unique stationary point where it attains a maximum, so that it is unimodal.

O

The optimal level b* is characterized as follows:
(i) For K =0 and in the case of an exponential penalty, by | = 0 if and only if

2

GV(0) <04 (g +1)* — Aup > —chg——,
v+ u

as follows from the expression for D™ (x). Similarly, in the case of linear penalty,
itholds by , = 0 if and only if

G1(0) <0 (q+ 1) —aup > rq(c — copn),

in view of the expression for Dj(x). If b7 is positive, it is a stationary point, and
hence solves the equation

G(U)/(b) =0 0= D(v)(b) — a+e§+(Q)b —a_eb @b + cave(§+(Q)+§7(q))b’
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if the penalty w is exponential and
G’1 b)=0&0=D;(b) = a+eé“+(q)b —a_ el @b ale(§+(Q)+§_(q))b,

if w is an affine penalty.

(ii) Suppose next K > 0. Then b% is strictly positive as a consequence of the
positive transaction cost K, and the optimal levels (b* , b’} ) are given by (b* , b* +
d*) where (b, d) maximizes over (b, d) € Ry x Ry \ {0} the function

d—K — Byl @bt ™@d _ 1) 4 B el @bt (@d _ 1)
AyelT@bett(@)d _ 1) — A_el” @b(et~(@d — 1)

GV (b, d)—~

if w is an exponential penalty, and the function

d—K —Cyel @bt @d _ 1) 4 C_ef @bl (@d _ 1)
AyelsT@bet™(@d — 1) — A_el ™ @b(es~(@)d — 1)

Gi:(b,d)—~

if w is an affine penalty.
The following result sums up the form of the optimal dividend policy:

LEMMA 13.2. Consider a Cramér—Lundberg process (1.1) with exponential
Jjump sizes with mean 1/, and fixed cost K > 0. The optimal dividend policy is
given by a single dividend-band strategy mp+ for the following Gerber—Shiu penal-
ties w:

(a) Exponential penalties: w(x) = ce*’, with v, ¢ < 0 such that the integrability
condition (2.1) is satisfied.

() In the case {K =0 and (q + 1)* — Aup > —ckq%}, then b* = 0.

(ii) In the case {K =0 and (q + 1) — rup < —ckq%}, then b* is the

unique solution b € Ry \ {0} of the equation D™ (b) = 0.
(iii) In the case K > 0, we have b* = b* + d* where b* and d* maximize
over b >0, d > 0, the function GW.
(b) Affine penalties: w(x) = cx + cg, with ¢ > 0 and cy < 0 such that (2.1) is
satisfied.
(i) In the case {K =0 and (q + 12— Aup > Ag(c — com)}, then we have
b* =0.
(1) In the case {K =0 and (q + 2E— Aup < Ag(c — cop)}, then b* is the
unique solution b € R4 \ {0} of the equation D1(b) =0.
(iii) In the case K > 0, we have b* = b* + d* where bT,— >0and d* >0

maximize over (b, d), the function 51.

13.3. Cramér-Lundberg model with Erlang jumps. Suppose next that X is
given by the Cramér-Lundberg model (1.1) with the Erlang (n, 1) jump sizes.
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The corresponding Laplace exponent is ¥ (s) = ps + ( ;ﬁ:)n — X, and by Laplace
inversion it follows that its g-scale function is given by
n , n
WD)y=3 A;eS@% 4= jlg)+m) x>0
) Pl (Ci(@) — &(q))

where {o(g) > 0 > ¢1(q) > —uu > {2(q) > - - - are the n + 1 roots of the Cramér—
Lundberg equation ¥ (¢) =gq.

Let K =0 and w(x) = ce”" an exponential penalty (¢ < 0), and denote by b the
point where G*) attains its maximum. In general a single dividend-band strategy
may not be optimal. A necessary and sufficient criterion for optimality of 7, is the
complete monotonicity of the function E,: (®(g), co) — R, given by

1/[(,5’) —q . esb

s

_ o ]
I(s)=s [ps+(u+s)" A—ql|,

Iy(s) = Io(s) — ¢ Y_ k5P () Aj Are @@+ @,

Eu(s) =

/b"o e (WD (2)G*(b) — [1 — F'(2)]) de,

j>i

o n
Io(s) = / e WD'B+x) - WY'(B)]dx="A ,~k§q}j<s)e€f<4>b,
0 . s
Jj=0

. (D=1 (@2 (=21 (q)—C; ()2
where K'39(s) = o L T e ey and K% 56) = g 1
in addition there is no penalty (w = 0), the expressions simplify. If b denotes
the value where the minimum of W@ is attained, 7, is optimal precisely if
Eo: (P(q), 00) = Ry is completely monotone, where Eg(s) = 1 (s) - Io(s).

The Azcue—Muler example. Consider next the example in Azcue and Muller [7],

with pure Erlang claims of order n =2, with u =1, A =10, p = %, q = %,

and

0 = JW and Laplace exponent ¥ (s) — g = ps + )»(#)2 —A—qg= ﬁ(s +
(s 4+ &) (s — &o), with g =~ 0.0396, ¢ =~ 0.0794, ¢ ~ 1.4882. In addition we
consider a linear penalty w(x) = cx, ¢ € R4. We will analyze below four particular
cases ¢ € {0,0.2,0.6, 1.0}. In cases ¢ € {0.6, 1.0} the optimal strategy is a single
dividend band strategy at level b1, while in the cases c € {0, 0.2} it is optimal to
adopt a two-band strategy with b1 = 0 (in the case ¢ = 0 we thus recover the form
of the optimal strategy found in [7]). The parameters of the optimal strategies are
summarized in Table 1 (with v, denoting the difference of the value function and
the identity x — x at the end of the nonempty continuation band).

In the cases ¢ € {0.6, 1} a plot of the function G| defined in (13.1) reveals that
G is monotone decreasing on the right of the level at which attains its unique
global maximum which implies the optimal strategy is a single-dividend band
strategy at this level (Theorem 9.1). In the cases ¢ € {0, 0.2} a plot of G| shows
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TABLE 1
The values of the optimal band levels under a linear penalty w(x) = cx

by ) ay by
c=0 0 2.44 1.83 10.45
c=0.2 0 1.72 1.90 10.47
c=0.6 10.96 1.71 00 o)
c=1.0 11.37 1.30 00 00

that this function attains its global maximum at O but also attains a second local
maximum at some strictly positive level, so that the optimal value function is given
by

X+ v, by =0<x<ay,
v(x) = i Fi(x —ay), x € laz, by,
X + vy, x > bs.

Here vy = —by + Fi(by —az) and v; = £ q_ fi)c = 2141_021000 is the value of the strat-

egy (at zero) of paying all premiums as dividends until the moment the first claim
arrives, which is also the moment of ruin, and F1(x) is given by

Fi(x) = plaz + v) WD (x) — /O WD — [ foar ()] dy,

fo.a(y) = foa(a —z4vo)k(y +2)dz —i—cfaoo(a —2)k(y +z2)dz,

where k(y) = Au?ye ™ denotes the Lévy density at y.

The function v is the value function of a two-band strategy at levels (bo, a1, b1)
with by = 0. The unknowns ay, b; are determined by the optimality equations
F{((b1 —a1)—) =1 and F{'((bi — a1)—) = 0 which yield the following system
of two nonlinear equations for a; and b;:

1= play +vo) WD (by —ay) — P_lfu,al (b1)
b1—ay ,
- /0 WD (by —ay — ) foa, () dy,
0= plar +vo)gW " (by —ar) — p~" £} 4 (b1)

b1—ay
— WO fuo) = [ W b1 = a1 =) fran ().
with W@’ () = % . %. The two-band strategies at the levels (aj, by) =
(1.83,10.45) [c = 0] and (a1, b1) = (1.90, 10.47) [c = 0.2] are indeed optimal
since it holds (, ' v —gqv)(y) <0 forall y > by and (oI"%,v — gv)(y) <0 for all
y € (0,ay).
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APPENDIX A: PROOF OF DYNAMIC PROGRAMMING EQUATION

PROOF OF LEMMA 3.1(11). Fix arbitrary = € I1, x € R and s, € R} with
s < t. The process V/* is F;-measurable, and is UI on account of Lemma 3.3.
Fix arbitrary m € I1, x € Ry. Define by W* = {W[,s € R} the value-process

W = ess.supscpy, JT with
fsi|a

where Iy = {7 = (7, 7) = {D™7 u e Ry }:7 €I}, and D™7 is given in terms
of the process D™ (x) of cumulative dividends of the strategy 7 corresponding to
initial capital X¢ = x by

(A1) Jf:E[ [ e e w(ur)
[0,77)

Dy, u €10, s);
DY + Dy ((UT). uzs.

D]T ,TT — {
u
It follows that V7 is a supermartingale as direct consequence of the following

P-a.s. relations:
@ VI=WI. (b WI=E[W|F]

where W7 is the process defined in (A.1).

Proof of (b): The identity follows by classical arguments. Since the family of
random variables {J7, 7 € I1,} is directed upwards, it follows from Neveu [30]
that there exists a sequence 7, € I, such that Jt”" 1 W[ . Since I1; C I1; it follows
that W] dominates T = E[J,”” | F5], so that monotone convergence implies that
we have

W = limE[J | 7] = E[W] |7,

Proof of (a): The form of D¥ implies that, conditional on U7, {D¥ — D7 u > s}
is independent of F;. On account of the Markov property of X it also follows that
conditional on U, {U,f -U sﬁ ,u > s}is independent of Fs. As a consequence, we
have the following identity on the set {s < t™}:

g

=e "Eys [—/[0 2 e_"”u7<<du>+e—‘””w(lf$)} +/[0 &k )
, T 8

E[/[o o) e () + eI w(U)

=e Pvz(U]) + / e "k (du).
[0,s]
In particular, P,-a.s. the following representation holds true:

JF = 1N (U7 ) e W (du),
[0,sATT]
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which yields the following [Py -a.s. representation for W :

Wr = / e~ (du)
[0,sATT]
(A.2) .
479N essisup v (UT, ).
a=(m,m)elly
In view of the definitions of Iy and v, the essential supremum in (A.2) is P-a.s.
equal to v, (U], .= ), which implies that, P-a.s., W = V. 0O

APPENDIX B: PROOF OF PROPERTIES OF VALUE FUNCTION

PROOF OF LEMMA 3.3(1). Letx > y. Denote by 7. (y) an e-optimal strategy
for the case Up = y. Then a possible strategy is to immediately pay out x — y and
subsequently to adopt the strategy 7. (y), so that the following holds:

Vs(X) > x —y = K + v, (y) Zve(y) —e+x—y — K.

Since this inequality holds for any ¢ > 0, the stated lower bound follows.

To prove the stated continuity we first establish an upper bound for the differ-
ence vy (x) — v (y) with x > y. Let 7. (x) denote an e-optimal strategy for the case
Up = x for a given ¢ > 0. Then a possible strategy is to refrain from paying any
dividends until the first time that the reserves hit the level x, and to subsequently
follow the policy 7. Hence v, (y), x > y, is bounded below by

w@
WT)E))C];(UJ%S(X) - Fw(x)) + Fy(y)
W@
> W(q)g ; (v* () — & = Fu(0) + Fu(y).

Rearranging and letting ¢ tend to zero yields the upper-bound

W(Q)(y)

(B.1)  vi(x) —vi(y) < (1 T W@ (x)

[ = Fu ()] + Fule) = Fu )

In the case K = 0, continuity of WD |p +\{0}» the lower bound from part (i)
and (B.1) yield that v, is continuous on R.. In the case K > 0 continuity of v, on
R follows by combining the upper bound in (B.1) with a different lower bound
that is derived next.

For fixed ¢ > 0 and given initial reserves Uy = y for some y > x, a possible
strategy is to adopt 77.(x) until the first moment that the reserves U fall below
8 :=y —x, and to follow then a waiting strategy w4 (of not paying any dividends).
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Taking & = 7. (x) it follows by the monotonicity of w that v, (y) — v, (x) for y > x
is bounded below by

E, [ /Ofa e W (dr) + eI w(U) Lip gy + 0% v, (U;;,,)l{,g«g}]
— Vs (x)
=B, [e % (w(Ul) = w(Ulr = 8)) ez =ez)] + felx, )
+ vz (x) —vs(x) > —e + fe(x,y),

where 7 =inf{r > 0: U <4} and
fe(x,y) =Ey[e79% (Vw(U%) — w(Ugn — 3))1{rgf<zg}]-

Assume for the moment that f.(x, y) tends to zero when § = y — x tends to 0.
Given this assumption and the bound in (B.1) it follows (since ¢ was arbitrary)

(B.2) liminf [04(y) — v.(x)] = 0.
xX—=y|—

Similarly, it can be shown limsup,,_y_,o[v«(y) — v« (x)] < 0. Combining the two
limits yields that v, (x) is continuous at each x € R..
Finally, the claim that f,(x, y) tends to zero is verified. First, note the estimate

B3  flen=( sup. Vu(x) - w(=8))Ey[e™% Ly o).
xelV,

If X has unbounded variation, then the left-continuity of w at zero and the fact
Vuw (0+4) = w(0) combined with the inequality in equation (B.3) imply f:(x, y) —
0 when § =y —x — 0. If X has bounded variation, vy, (0) is (in general) not
equal to w(0), and it is next shown that the second factor in equation (B.3) tends
to zero if 6 — 0. Note that the policy 77,(x), being element of I, consists of at
most countably many dividends payments almost surely. Denoting the times of
the dividend payments by 7y, 12, ..., and the values of U™™) at those times by
Ui, U, ..., the strong Markov property of X implies

Ey[e™% Lz <zy] = D By le ™™ Lgp <o eretrioipn]
i

= ZE)’ [e_qu 1{1','<r(7f}EUi [e—qT5 1{T57<T0*}]]'
1
As X has bounded variation, we have P, (X (75 ) <) =1 for all x € [§, 00) so
that it follows that, for any x € [4, 00), the probability P, (Ty~ < T;;) = P (0 <
X (Tg) < ) tends to zero as 6 tends to zero. Lebesgue’s dominated convergence
theorem implies that the right-hand side of the previous display converges to zero
when § tends to 0. This completes the proof of the claim in (B.2) U
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APPENDIX C: PROOF OF ANALYTICAL OPTIMALITY CRITERION

PROOF OF LEMMA 6.5. (i) First consider the case K = 0. The proof is based
on the following identity that holds for any ¢ > 0 and any x < b} +c:

E, [e—“’”)vb(Um) + o4 st] — (o)

(C 1) [0,tnT]
’ AT _
=[E, |:/0 e " (b+ g)ovb)(Us)l{Us>b+}dsi|’
* % T * p% ae
with b = b*, by =b% and 1 =7 "1 W= vy, pg =pg 0, D=

DRy = yT¢t 149 The proof of (C.1) is similar to the proof of
Lemma 3.4(ii) and is omitted.

Letting t — oo in (C.1) Lebesgue’s dominated convergence theorem implies for
x €[0,b% +c]

Tp*4e — %
Up#4c(X) — vpx(x) = [y |:_/(‘) e ? [bj- Féuovb*](Usb—+C)1{Ufj+c>bi} ds]

= TR ., | (x,d with
(bj_,bj_—}—c][b"' 00 ](y) 0,b++c( y)

q * —qt bi+c
Ro,bi“(x, dy) 2/0 e "Py (Y, edy,t < 19)dr.

Inserting the explicit expressions from (6.1) and Pistorius [34], Theorem 1 (see
also proof of Proposition 5.5) for v}, vp*4 and Rg Bt 4o (x,dy) yields for x e x €

[0, 5% ]
WD @) [G(bE +¢) — G(bY)]

W@ b* + ¢ —dy)
W(‘D/(bj +0¢)

= WO [ [y TLor )

where the integral is over the interval (b7, b + c] with G = G+ and using that
W@ (x) is equal to 0 for x < 0. Changing coordinates in the integral and using that
W@ (x) is strictly positive at any x > 0 yields the first equality in (6.8). The second
equality in (6.8) follows by the representation in (5.14). The second statement is
a direct consequence of (6.8) and the fact {G(b*, b} + ¢) < G(b*,b}) Yc > 0}
(from the definition of d* as last supremum). The proof of the case K > 0 is similar
and omitted.

The ultimate monotonicity of G(b~, y) and G#(y) follows from the fact that
b, T Up(x) tends to minus infinity when x — oo (by Lemma 3.4).
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(i1) Taking the Laplace transform in ¢ in (6.8) and using the form of the Laplace
transform of W@ yields that, for 6 > ®(g) and with G = G_,

9 _ ry——" 3
La0) s = [ W 4 OG0+ - b)) de

_ / / e WD (b, +¢)de G(by +d2)
10,00 Jiz.00)

=e€b+/ / e W9 (¢)de G(dz)
[b4,00) J[z,00)

Nn

IRIOEY

by a change of the order of integration, which is justified by Fubini’s theorem,
and the form (5.20) of Z“-9)(z). The second assertion follows since a function
f:(c,00) = R with ¢ > 0 is completely monotone if and only if it is the Laplace
transform of a nonnegative measure supported on Ry. [J

| erzem @6,
[b4,00)

APPENDIX D: ON OPTIMALITY OF SINGLE BAND STRATEGIES

PROOF OF COROLLARY 9.6. In view of verification Theorem~ 4.4, it suffices
to verify that it holds J(x) < 0 for any x > 0 with J(x) := (b [ oovp) (b7 + x).
This assertion follows once the following three facts are verified:

(i) J is concave on R \ {0},
(i) J(O+)=0and
(iii) J'(0+) <O0.

To show (1) note that under the stated assumptions, for y € (0, b), [v(b — y) —
v(b)+y] <0< v(b)—v(b—y) >y (as K =0),and for y > b itholds w(b—y) —
v(0) — b+ y <0and v(0) — v(b) + b <0 which yields that w(b — y) —v(b) <y
for y > b. As V' is convex, and a mixture of convex functions with positive weights
is again convex, it follows that J is concave on R \ {0}.

Given (ii), statement (iii) follows since if J'(0+) were positive, (J(x) —
J(0+))/x = J(x)/x would be positive for all x sufficiently small which would
be in contradiction with (6.8).

To see that (ii) holds, note that, from (6.8), f[o, ad (c — y)W(q)(dy) < 0 for all
¢ > 0 sufficiently small. Thus since J is continuous on R \ {0} (as it is concave)
it follows J(0+) < 0. To complete the proof it is next shown that also J(0+) > 0.

First consider the case that o2 is strictly positive: The observations that, for
any b > 0, e_q(MTO»b)vb(XmTo’b) is a martingale with v, € C? together with Itd’s
lemma yield that (oI"% vy)(x) = 0 for all x € (0, b4) which in turn implies that
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J(0+) = o' vp(b4) = 0 on account of the continuity of x > (o' vp+)(x) at
x =0.

Consider next the case o> = 0, which follows by approximation. By adding a
small Brownian component with variance o> > 0 to X and subsequently letting
o2 — 0, it can be shown that in this case J (0+) = 0: If o0 \( 0, the continuity

theorem implies that the scale functions W (4)(°) and F&f’) of the perturbed process

X©) := X + o B (where B is a Brownian motion independent of X) and the corre-

sponding derivatives W) and F,E,U)/ converge pointwise to the corresponding

(derivatives of) scale functions of X at any point of continuity. Denote by J )
the function J with the function v replaced by the function v(°) corresponding to
the perturbed process X (°). An application of Fatou’s lemma, which is justified on
account of the bounds in Lemma 3.3, then yields that

0= lim J(x) < J(x) for any x > 0.
o \0
The proof is complete. [
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