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A fundamental challenge for insurance companies (insurers) is to strike the best balance between optimal investment and risk
management of paying insurance liabilities, especially in a low interest rate environment. The stochastic interest rate becomes
a critical factor in this asset-liability management (ALM) problem. This paper derives the closed-form solution to the optimal
investment problem for an insurer subject to the insurance liability of compound Poisson process and the stochastic interest rate
following the extended CIR model. Therefore, the insurer’s wealth follows a jump-diffusion model with stochastic interest rate
when she invests in stocks and bonds. Our problem involves maximizing the expected constant relative risk averse (CRRA) utility
function subject to stochastic interest rate and Poisson shocks. After solving the stochastic optimal control problem with the HJB
framework, we offer a verification theorem by proving the uniform integrability of a tight upper bound for the objective function.

1. Introduction

The random movement of interest rates generates challenges
to the asset-liability management practice for insurance com-
panies (insurers). For instance, Thind [1] reports the potential
problems recently faced by Nordic insurers associated with
the interest rate movement. Actually, similar problems occur
in other markets as well and the insurance industry has
increasing demand in quantitative methods for managing
interest rate risk in their investment portfolios.

Two major distinguished features of insurers’ portfolios
are the long-term investment horizon and the risk of paying
out insurance claims. As life insurance contracts and pension
plans are often long-term commitments, insurers have to
plan their investment with a long-term horizon in mind.
As such, the stochastic interest rate model adopted should
stay positive throughout the long-term investment horizon
and possibly gets close to zero, which is exactly the current
economic situation. The interest model proposed by Cox et
al. [2] (CIR) is constructed for this purpose. An even more
realistic consideration allows parameters in the CIR model
to be time-varying and this constitutes the extended CIR

model. The positivity of CIR model also makes it a model
for describing stochastic volatility. Wong and Chiu [3] offer
a review and recent advances on the use of CIR model in
stochastic volatility. However, Deelstra et al. [4, 5] are the
pioneers who investigated the optimal investment problems
with and without a minimum guarantee under the extended
CIR model. Ferland and Watier [6] further analyzed the
mean-variance efficiency of utility maximization problem
under the extended CIR model. It is recently extended to
incorporate stochastic volatility in [7].

While the literature has already investigated long-term
optimal investment problems with the extended CIR model,
the incorporation of insurance claim payment is yet to be
considered in the present paper. The insurance claims are
used to be modeled by a compound Poisson process in actu-
arial science. Taking insurance claims into account makes
the insurer’s wealth become a jump-diffusion model with an
extended CIR stochastic interest rate. This kind of stochastic
model is not considered in the utility maximization problem
nor in the insurance literature, to the best of our knowledge.
It is shown in [8-10] that optimal investment associated with
jump-diffusion models could be challenging mathematical
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problems. The problem considered in the present paper even
adds the stochastic interest rate.

This paper contributes to the literature by deriving the
closed-form solution to the optimal insurer’s investment
problem with the extended CIR interest rate model and
offering a verification theorem to the corresponding HJB
equation. The mathematical difficulty arises from the jump-
diffusion model and the stochastic interest rate in the insurer’s
wealth process that makes the HJB equation a nonlinear
partial integral differential equation (PIDE). While solving
the PIDE is the first challenge, proving the verification
theorem for the solution of the PIDE being the eligible
optimal value function is another. The verification theorem is
deduced using the recent framework of Chiu and Wong [10]
when there is a mean-reverting stochastic variable, which is
the interest rate in our case.

The remaining part of the paper is organized as follows.
Section 2 presents the problem formulation and defines the
problem of interest. Section 3 solves the optimal control
problem and proves the verification theorem. Concluding
remarks are made in Section 4.

2. Problem Formulation

2.1. The Financial Market. Consider a financial market in
which # + 2 assets are traded continuously within the time
horizon [0, T]. These assets are labeled by S;, stock i, for i =
0,1,2,...,n and a zero-coupon bond B. Here, S, denotes a
risk-free asset.

The risk-free asset satisfies the differential equation:

ds, (t) =r(t) S, (t) dt,
So(0) =55 >0, W
where the stochastic short rate follows the CIR model [2]:
dr (t) = (a (t) = b (&) r (1) dt - 0, (t) \r AW/
r(0) =1, >0,
in which W, () is a Wiener process and a(t), b(t), and o,(t)
are time-deterministic functions.

The risky assets, S;(t),...,S,(t), satisfy the stochastic
differential equation (SDE):

ds; (t)

=S (t) <|r (t)dt + l:i(zs (t))i]- ((A (t);dt + dm%)]

j=1

+ (&, O)NF® (A, () Vr Ddt +dW,) } ,

te[0,T];

S;(0) =S,
3)
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where W, = (WS‘,...,WtS")’ is a standard %, -adapted
n-dimensional Wiener process on a fixed filtered complete
probability space (Q, F, P, F ) with n > m, Wts" and ij
are mutually independent for all i # j, and Wts" and W/ are
mutually independent for all i € {I,...,n}. Denote W, =
!

(Wtsl, e ,Wts”,Wt’) . F = {F,};5 is the filtration generated
by W, augmented by the null sets of %, Z(t) is the volatility
matrix of stocks defined in the Banach space of R™"-valued
continuous function on [0, T] such that the nondegeneracy
condition of Z,(t)Z,(t) > &I, holds for all t € [0,T] and
for some § > 0. The term X.(¢)+/r(t) is the volatility factor
of stock prices contributed by the interest rate while (A(#)) j
and A, (t)/r(t) are the market price of risk of the risky asset
j and the market price of interest rate risk, respectively. This
financial market setting is also considered in [4-6].

Under the CIR model, the zero-coupon bond price at time
t with maturity T evolves as

dB(t,T)
= B(t,T) [rdt + o (t) (A, () Vr (Ddt +dW])], (4)
B(I,T) =1,

where o5(t) = o0,(t)h(t,T)+/r(t) and h(t, T) solves the ordi-
nary differential equation (ODE):

dh(t,T) 1 o )
i D b0 L 00 @)
xh(t,T)-1, h(T,T)=0.

The interest model in (2) is known as the extended CIR
model; see [6]. The technical conditions below ensure a
positive interest rate process from (2).

Assumption 1. (Hy) a(t), b(t), o,(t), A.(t), and A(¢) are locally
bounded for t € [0,T].

(Hy) 2a(t) = of(t) foranyt € [0, T].

(H,) a(t),b(t) = 0, infy,r0,(t) > 0 forany T > 0, and
o,(t) is continuously differentiable.

2.2. Insurer’s Wealth. The classical risk process assumes that
an insurer’s wealth evolves as
Y () =Y, +C(t) - L), (6)

where Y|, is the initial wealth, the nonnegative deterministic
function C(¢) is the accumulated insurance premium, and
L(t) represents accumulated random payments for insurance
claims.

Assumption 2. The accumulated random payments (insur-
ance liabilities) follow a compound Poisson process,

14Q=J:Y@M1—éﬁdﬂ; L(0)=0, (7)

where {//,,0 < t < T} is the Poisson process with intensity
y(t), where the moment generating function of LTZ u(t)dt
1



Abstract and Applied Analysis

exists for 0 < 1, < 7, < T, (1 — e ®) is an insurance claim
portion at time ¢, and z is a nonnegative random variable
independent of ./, and W, and has a well-defined moment
generating function.

The risk model (6) ignores the fact that insurance compa-
nies usually participate in the financial market by investing
in stocks and bonds; see comments in [11]. Hence, our model
allows insurers to do so. Assume for the moment that the
insurance premium C(t) = 0 to simplify the mathematical
setup, but the situation in which the premium is positive can
be fully addressed using arguments similar to [9, 10].

Let u;(t) and ug(t) be the cash amount invested in stock
i and the zero-coupon bond, respectively, and let N;(¢) and
Ni(t) be the numbers of holding units in stock 7 and the zero-
coupon bond in the portfolio of the insurer, respectively. The
insurer’s wealth level at time ¢ is

Y () = ) u; (1) +ug (1)
i=0
) (®)
=YN, (1S, (1) + Ny () B(t,T), Y (0) =Y,
i=0

The ALM strategy u(t) = (uy(f),.. .,un(t),uB(t))' =
(u,(t), uB(t))' is said to be admissible if u(¢) is a nonantici-

pating process such that E[IOT lu()|?dr] < 0.

Definition 3. Define IT as the space collecting all admissible
trading strategies.

Unlike traditional portfolio selection problems, we do not
require u(t) to be self-financing because there are interim
random insurance payments dL(t). Specifically, the budget
equation of the insurer’s wealth is [8, 11]

dy (t) = iN,- (£)dS, (t) + N (t) dB (¢, T)

i=0

+ isi (£)dN, (t) + B (t, T) AN (t) 9)
i=0
= iN,- (£)dS; (t) + Ny (t)dB (t,T) — dL (t).

i=0

Thus, the insurer draws an amount of Y., S;(t)dN;(t) +
B(t, T)dNg(t) from the portfolio to finance an insurance
claim dL. Assumption 2 implies that

nogs ,

4y (1) = Qi () s-l((tt)) +ug (1) if((ttTT)) (10)
i=0 1 >
-Y(1-¢e*)dn,.

Applying It6’s lemma, SDEs (2), (3), and (4), the wealth
process is given by

dy (t) = [r ()Y (1) + u,(t)'
X (Z,OAB)+Z, (A, ()1 (1))

+ up (t) o5 () A, (1) \r (£)] dt

(11)
+uy(t)'Z () (t) AW
+ (t,(0)'S, (1) Vr (1) + up (t) o5 (1)) AW
~Y(1-e®)dN, Y(0)=Y,,

in which //, is a doubly stochastic Poisson process with
F-predictable nonnegative intensity u(t); the parameters
(Zs(t))ij, (2,(1));> z, and u(t) are uniformly bounded and [-
predictable on [0, T], fori = 1,...,nand j = 1,...,n. Define
H := {#,},5, the filtration generated by ./ (t) augmented by
the &-null sets. Let G be the filtration {&,},,, where &, :=
F, NV I, the smallest filtration containing F and H. Note
that &, can be regarded as the information available to the
investor at time f. Define the compensated Poisson process

M, =N, — _[Ot u(s)ds, which is a G-martingale.

2.3. Optimal Investment for Insurer. In economics, one school
of thought on optimal investment decisions suggests max-
imizing the expected utility of an investor’s future wealth,
E[U(Y)]. The standard approach assumes the utility to be
strictly increasing and concave. If the utility function is twice
differentiable, then U'(y) > 0 and U"(y) < 0 for all y. A
popular choice of utility is the CRRA utility function which
takes the following form:

Yy -
U(y) = for y € (0,1),
- (12)
U(y)=lny fory=1.
Therefore, we consider the following research problem:
Research Problem max E[U (Y (T))]
u(-) (13)

st (2),(11), u() eIl

where U(y) is defined in (12).

If r(t) is a time-deterministic function and the Poisson
process is absent in (11), then the corresponding utility
portfolio problem is reduced to the standard utility portfolio
optimization problem or the Merton problem. Unfortunately,
r(t) is stochastic and the insurance liability follows a com-
pound Poisson process within our consideration. Therefore,
the wealth process (11) resembles a jump-diffusion model
with a random drift.

3. The Optimal Solution

We divide our derivation into two cases. In the first case,
y < 1 so that the utility function is proportional to a power



function. It refers to a power utility. In the second case, we
take the limit of y — 1 on the CRRA utility. As the limit is
the logarithmic function, it refers to the logarithmic utility or
Bernoulli’s utility function.

3.1. Power Utility. In our research problem, the optimal
decision is not affected by adding a real constant to the
objective function. The power utility maximization problem
can then be reduced to

axE [Y(T)H ] , (14)
-y

where the insurer’s wealth follows the SDE in (11).

Theorem 4. Under Assumptions 1 and 2, the research problem
(13) with the power utility (14) has the optimal solution
(investment policy),

Lt o) Ay o;

\r (t)

u; (1Y (1), (1) =

-

up (Y (£),7 (1)) = (A& -A Oz, 0

 yop(®)
~K(t,T)o, ()Y (1),
(15)
and the optimal value of the objective function
1=y
E[ Y(T) ?0]
1- Y u=u*
(16)

Y,
=2 exp [K(0,T)r (0) + M' (0,T)],
-y

where K(t,T) and M(t,T) satisfy the system of ordinary
differential equations (ODE):

K(tT) - <b(t) £ 2 ;yar A, (t))K(t,T)

o,(t)’ 2 3 1-y 2> _, @
+ WK(t, T) + <]. Y+ WAr(t) =0,

K(T,T) = 0;
MET) +a®OKET) +E[(e7 = 1) ()]

1-
-—Liaor =o 18)
2y
M(T,T)=0.
Proof. The proof is based on the classic HJB framework. Let

V(t,y,r) =supE[U(Y*(])) | %,]. (19)

u€ll
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For a fixed terminal time T, the corresponding HJB equation
is

1
V. + Vr' (a-br)+ 3 tr (Vrrafr)

+E[(V(Ey-y(1-€7).r) =V (ty.1))u]

+ sup {Vy (ry +u, (ZA +Z,A,7) + ugog), \/F)

- V0N (u;Z, Vr+ uBoB)

! !

u +uxs

sTr rusr

1 ,
+3V (uzz!
+Upop +2UlY, \/714303) } =0,

(20)

with V(T, y,r) = yl_”/(l — 9). Thus, the optimal feedback

control, u*, maximizes

! ZSA + ZrArT' _ ! Zr\/F
Yot < oph T Viyoy Vru Y

B

T (ZSZ:+ZSZ;1' z,aB\/?> "

SVt 1 2
2 Z.op\r og

whereu = (uup). If V,, <0, differentiating (21) with respect
to u and setting the differential to zero results in

as st Yy (SA+Z A
(e () C455)
! (V o Op V oph,Vr

yy yy
(22)

(3433l Sopr L
where ¥ = ( Sionde ol ) Otherwise, if Vyy > 0, then the

optimization has no solution.

Note that ™" can be simplified by matrix inversion
lemma (or called Sherman-Morrison-Woodbury formula).
Hence, we have

=) Y)'s

$Ts r
3! b -1 (23)
VF i el 1+130(530) s,
——3(23)) k
op o3
Therefore, (22) becomes
V. _
-2(2) 'A
ut = (”1) = v y{/
Up ﬁ |: ry o, - ) ()‘r _Alzs—lzr)
op LVyy vy
(24)



Abstract and Applied Analysis

Substituting the u* into the HJB equation (20), the PIDE of
V becomes

1
V,+V,(a-br)+ EVr,afr +Vyry

+E[(V(Ey-y(1-€7),r)=V)u]

1 Vry Zr\/; Vy ZSA + ZrAri’ I
- EVW[V},},U’\H’( og ) - V_< opA, T >

yy

[V 2\ Yy (ZA+Z AT
21 - < 0 >_ - < ) / r)
x [V o, \r og v, oA AT

Yy

:O)

(25)

with terminal condition V(T,y,r) = U(y). As U(y) =
yl_” /(1 — ), consider an exponential affine form for V:

y'r
1-y

V(t,yr)= exp [K(t,T)r + M (¢, T)], (26)

where K and M are deterministic functions of ¢ and satisfy
the ODEs (17) and (18), respectively. Note that the ODEs (17)
can be regarded as a Riccati equation. Clearly, the terminal
value of the function in (26) satisfies the terminal condition
in (25) and V), < 0. Taking partial derivatives to the affine
form V' with respect to t, y, and r, we have

1
%_ 2
dr 1

-y 2
1-y+ A (£)
Y

2

ro=(on )

In particular, if b(t), 0,(t), and A,(t) are constants, then

1 <b+ ! _VG,A,>
2 14

R(7) =exp
1_yA2

1-
v+ 2y 7

(b(t)+ 1;%, A, (t))

y(1-y)

-y
>V Viy =

Vv, =- b=

Yy ¥

KV;

E[(V(t,y—y(l—e_z),r)_v)‘u] (27)

e[l )

After substituting these expressions into the left-hand side
of (25), simple but tedious calculations easily verify that the
proposed solution form satisfies the PIDE in (25). Thus, the
solution form in (26) is actually a solution of the PDE in (25).
As the value function is twice continuously differentiable and
all of the parameters are uniformly bounded and predictable,
the classical verification theorems of [12] (III, Theorem 8.1)
confirm that the proposed affine form of value function in
(26) and the control in (15) are the optimal value function
and optimal feedback control, respectively. O

Theorem 4 asserts that if we are able to solve the system
of ODE:s (17) and (18), then both optimal investment policy
u” and the optimal function value are efficiently computed.
In fact, the solution to (18) is simple given the solution of
(17) because (18) is linear ODE. However, ODE (17) is a
Riccati differential equation (RDE). Using Radon’s lemma
(c.f. Theorem 3.1.1 of the book [13]), the matrix RDE (17) can
be solved systematically.

Proposition 5. If K(t,T) satisfies the matrix RDE (17) and
M(t,T) satisfies the linear ODE in (18), then the solution is
explicitly obtained as follows.

(1) K(r) :== K(t,T) = RZ(T)RI_I(T), wheret =T — t, and
R = (Rl(‘l’)’ RZ(T),), is the solution of the linear system of
ODEs in the interval [0, T]:

o, ()’
- )
1 —
_% (b(t) + Yo, 1)1, (t)) (28)
2
2y
o) ®



And, (2)

men=[ |4 @K D+ - 1) 4]
o (30)
- LiAr | as
Y

—Z(l—)’)]

whereE[e is the moment generating function of z.

Proof. The solution of the matrix Riccati differential equation
(17) can be solved by the Radon lemma, a proof of which
can be found in Theorem 3.1.1 of [13]. The Radon lemma
immediately gives the explicit expression for K(¢, T). M(t,T)
is obtained by a simple and direct integration. Hence, the
results follow. O

3.2. Logarithmic Utility. When y approaches 1, the power
utility function tends to a logarithmic function. The corre-
sponding investment policy and objective value require a
separated analysis. We now concentrate on the maximization
of the expected logarithmic utility function: E[U(Y(T))] =
E[lnY(T)]. Applying Itd’s lemma to the log-wealth process
with respect to (11),

_ i ZSA+ZH\J l
d(lnY)—<r+7T< G VF >—27r27r>dt

+ 7T’< zs Zrﬁ) d‘/vt
01><n Op

+(In(Y-Y(1-€7))-InY)ds,

= [r +7 (ZSA * ZM”) - lﬂ'ZT[ - Mz] dt

GBAr\/; 2
+ﬂ'< Zs Z,\/?) aw, — zd M,
len Op

L 1(E Az A ’2_1 SA+ZAr
1S oA AT oA AT
s (EAHE '
2 & O’BAr'\/7
(S AT AT
oo ()

+ ' <0ZS Zr \/;> dW, —zd M ,,

1xn Op
(31)

where 7)) = w®/Y®) = 1Y@ (o) = (5i)
is wealth portion invested in risky assets at time t; £ =

SIS Zopr . ._ T . .
( Sonr ), M= N, — Jo u(s)ds is a G-martingale.

Hence, we have

m%i( E[lnY (T)]

=InY (0)
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+ max E JT r— z+l<ZSA+Z”\’r>,
() 0 Hers opA, VT

% 2_1 (251\ + errr>

O'BAr\/?
[ s (EA+EAr '
2" oph, VT
-1 ZSA + errT
s[5 )]

It is thus clear that the expected final utility attains its
maximum value at

= (ﬂ;>
Tig
g (ZSA + z,m)

oA AT

(=) "'A

s

(33)

=| Vr Is-1
P (A, -A'2]'%)

>

and the maximum objective value is

T T

r(t)dt — E[z] I E[u(t)]dt

0

lnY(0)+J

0
1
+—E[

! JT (zs O A@®) +2, (1) A, () f(f)>’

o () A, (£) V7 (t)

0

> Z_l(t) (Zs (t)A(t) +2r (t) )‘r (t)?’(t))d ]

op (t) A, (t) V7 (t)
(34)

Theorem 6. Under Assumptions 1 and 2, the research problem
(13) with the logarithmic utility (14) has the optimal investment

policy:

WY (), () = (ZB>
(Z')ilA (35)

oy )T

Op

and the optimal value function, E[In Y (T)]|,,,,+, equals

T 2 T
InY, + J ||A(25)|| ds —E[z] J E[u(s)]ds
0 0
T < S e
+ J- (ei Jo b, (0) + J ¢~ [ vendn (1) dT> (36)
0 0

X (1— M)ds.
2
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Proof. From the analysis prior to this theorem, we have
already shown (33), which is equivalent to (35). It remains for
us to simplify

T SOAD+E, DA, )7 ()
E“ ””*z( NCYRONE0 >

0

(37)
(S OAB I, (DA (t)r(t)>
x (¢t ( s P dt|.
O 00, (0 Vr®
According to (23),
(zz)" —ﬁ(zszg)’lz,
_ Op
= e -l (38)
oo 1+rzl(zEl) s,
_ﬁz;(zszg) : d - )
og ot
Hence,
ZA+Z/\r 1 [ZA+ 2 A,
r+ >
2\ opA, \/_ oA AT
Iz A+zArY
=r+ 2 O'BAT‘\/;
(=2 —ﬁ(zszg)_lzr
X i A
oo1+rEl(zE]) s,
_ﬁz;(ZSZQ) ' al k )
0 g
S A+ A1 (39)
GB/\r\/?
1z A+ A
- 5 O—BA’V\/;
(=) A
|

1
AN3's - — A
oy M I T

2 AZ 2 )LZ
JIAP A A (A
2 2 2 2

According to the interest rate dynamic (2), it is easy to derive
that

E[r(s)] = e b t@dr, (0)+J lvedng oy dr (40)

Substituting (39) and (40) into (34) verifies that the optimal
value function equals (36). O

3.3. Verification Theorem. The following two propositions
together serve as a verification theorem for the solution of the
HJB equation in (20). The results and proofs are classical. We

adopt the framework of [10]. For smoothening the proofs of
the propositions, a notation is introduced as follows:

U Q a_] _ _] ,ZSA+ZT/\rr
12 L2 o ()

AT

A AL (550 S,
2027 2092 Z.0p\r g

2
_ a ] O'r\/;u, (Zr\/;>
roy

+B[0(y-y(1-e7).r) =T (ty.r))u]-
(41)

Clearly, the HJB equation in (20) can be rewritten as
sup, Z"V = 0.

Proposition 7. It is assumed that | € C*([0,T] x Ri) isa
nonnegative function such that £*J < 0, J(T, y,r) = U(y),
and J(t,0,r) = 0 for every admissible control u. Then

J(t,y,r) = E[U(Y*(T)) | &,]. (42)

Proof. It is assumed that u is an admissible control, and let
{r,,},, be a localizing sequence of stopping times for the local
semimartingale (Y*(s),7(s)) starting with (y,r) at time ¢.
Applying Itd’s lemma to J with respect to (11), we have

dj = {% + —(a br)
L9 <r +u:(ZSA+Z,/\,r>> . 1@0%
oy b AT 2012 "
+laz_]u' <zszg+252r 203\/'>
20y Z,0pVr op
o]  (Z AT
- arayar\/;u ( Op ) a
o] (3, ZAF\ 0o
+{@u <01><n Op ) ar( ben \/_)}
+((ty-y(1-e7),r)=J(tyr))dN,
o] o]
{at (a-br)
+6_]<r o <ZSA+Zr/\,r)> 1@021’
ay \'” AT 20027

10°] ,(zszg+252r Z(TB\/—>
20 S, 057 o3

()




+(J(ty-y(1=e7),r)=J(ty.r)ut)dt

o] 12 XN\ O
+{5u <01><n Op >_5(01X" o,\/?)}th

+(J(ty-y(1-e7),r)=J(t,y.r))dM,.
(43)
Hence, we have
E[J(TAT, Y (TAT,),r(TAT,))| %]
TAT,
=J(t y,r)+ J L (s, Y (s),7r(s))ds (44)
<J(tyr).

Because of the nonnegativity of J, {J(T At,, Y*(T A1,), (T A
7,))}, is a sequence of nonnegative measurable functions.
Since

lim J(T A7, Y (TAT,),r (T AT,))
n— 0o (45)
= J(T,Y“(T),r(T)) =U (Y*(T)), as.

Fatou’s lemma yields
E[U(Y"(D) %]
=E [lirlgliglof] (TAT, Y (TAT,),r(TAT,)) | ?t]
<liminf E[J (T A7, Y* (T A7,),r (T AT,)) | G,

<J(tyr).
(46)

O

Proposition 8. Let ] € C*([0,T] x R?) be a nonneg-
ative function such that the family of random variables

{J(z, v (1), r(v)}, is uniformly integrable, where u” is an
admissible control with the property &* ] = 0andt € [t,T] is

a stopping time for the process (Y”* (s), r(s)) starting with (y, )
at time t. If, furthermore, J(T, y,r) = U(y), J(t,0,r) = 0, and
F*] < 0 for all admissible controls u, then

J(ty,r) =V (t,y,r) V(tyr)e[0,TIxR:.  (47)

Proof. Thanks to the uniform integrability of the family
{Jz, (Y (1), 7())},» we have

E[u(ym)I%]
=E[lim J (T A7, Y (T AT,),r(TAT,)) | ]
= lim E[J (T Az, Y (T AT,),r(TAT,)) 1 9]

n— 00

<J(tyr).
(48)
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Furthermore, #* J = 0 induce that E[U(Y“* m) | %l =
J(t, y, ). Hence, by Proposition 7, J(t, y,r) = V(t, y,r) for all
(t,y,1) € [0,T] x Ri. O

The above propositions are classical and valid for a class of
positive utility functions including the CRRA utility. To verify
the uniform integrability of {J(r,Y" (1), 7(1))},, we need to
calculate E[J (7, Y* (z), (7)) | Z,], where

J (@Y (1), (1))

y'

V@Y (@), (1) -1

T 2
IO
2

T

when U(y)

InY (1) + J
T
B[] | Efu()ds

+JT (ei [ bin,. ()

o O i
’ 2
X (1 - M) ds
2

V(t,Y(t),r(r)) is given in (26). The determination of the
positivity of K (the solution of the Riccati differential equa-
tion (17)) will be discussed. The following proposition is a
comparison theorem for the solutions of standard Riccati
differential equations. The details can be found in [14].

when U(y) =In y;

(49)

Proposition 9. Fori = 1,2, let K; be the solution of
K =-A (K, - KA; (1) -Q (1) +KS; 1) K;  (50)

on some interval I If for some t; € .7, K,(tf) < K, (ts) and
if

Q, Al Q, Al
(Az —822> (®) - <A11 —Sll> (t)=0 fortes, (51)

where 0 is a matrix with zero valued entries, then K, (t) < K, (t)
forallt € 7 N (—o0, tf].

Lemmal0. The solution of ODE (17), K(t, T'), is a nonnegative
function of time t for all t € [0,T].

Proof. Consider A; = A, = —(1/2)(b+ (1 -y)/y)o,A,), S, =

S, =—02/2y <0,Q, = 0,and Q, = (1-y+((1-y)/2y)A%) > 0.
It is obvious that 0,,,,,,, is the solution of

K, = _A’1 (1) Ky - K A (¥)
(52)
-Q, ) +K,S, (HK,, K, (T)=0;
and the solution of the ODE (17), K(t, T), is the solution of

K, = —A, (t) K, — K, A, (1) -

—Q () + K8, (1) Ky, Ky (T) =0.
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Therefore, we have

Q, A Q A
(2 Z)o-(3 4)o

1-y.,

1-y+ A0
=< LY )(t)Zozxz

0 0

and K,(T) = K;(T). Applying Proposition 9, K(t,T) =
K,(t) = 0 forallt € [0, T], which means that the solution of

the matrix RDE (17), K (¢, T), is a semipositive definite matrix
forallt € [0,T]. O

(54)

Next step is a calculation of the expected value of
J(r,Y" (7),r(7)) at filtration &,, where 0 <t < 1.

Lemma 11. Given 0 < t < 7 < T and using the notations in
Theorem 4,

E[V(T, e (T),r(r)) | Zt]

(55)

u* 1-y
=E [ (YlL)) LK@Dr(@+M(@.T) | €,
-y

_ (Y (t))liyv/y*(t,‘r) (WZ (1 - Y) - l)el?(t,‘r)r(t)+1\~4(t,‘r)
-y

>

where K(t,7) and M(t,T) satisfy the system of ordinary
differential equations (ODEs):

K- <b+ % (/\,ar—KUf)>

2
— 1-
iy S
Y
K(T,T) =K (1,T);
- 1-
M+Ra+ —LjaPR =0,
2y (57)

M(t,7) =M (1,T),

Yo (t) is a moment generating function of random variable Z
and p* (t,7) = f: p(s)ds.
Proof. Let
v(t.Y,r)
_ Yl_y%*(r,r) (v, (1-y)- 1)6E(t,f),+]\7(t,r) (58)
l-y

>

where K and M are the solution of the system of ODEs (56)
and (57), respectively; r follows the dynamic:

dr(t) = (a—br)dt — o,\rdW/ (59)

and Y* follows the dynamic:

av._ ridt+o"dW, - (1-¢e*)dAN,,
Y

. 1+A2-1,Ko,\ |A]?
r=r|l+ + , (60)
Y Y

o= (W (L, - Ko,);

Yo (t) is a moment generating function of random variable Z
and pu*(t,7) = J‘: u(s)ds. Clearly,

1—

yl-v
v(1,Y,r) = ; K@D +M(@T)

1y
E [Yl(r) K@D+ M T) | 31] (61)
-y

=E[V(oy" 0,rm)1%,].
Next,

~ - 1_
V,+ 7, (a—-br)+ zvﬂorzr

+E[(0(Y-Y(1-¢e7),r)=7(tY,r) u

+7 (r'Y) + EVYYCI o*'Y?

- VrY <§Gr (Ar - KO',)) Y

would be calculated. Taking partial derivatives to ¥ with
respect to t, Y, and r, we have

7= (-u(y.(1-9) - 1)+ Kr+ M)7

= (-B[u(e - 1)] Kr+ M)

v.=Kv;, ¥,=K7%
1- 1-
vy = —15 Vyy = _)/(_2)/),17; (63)
y y
1-y-
5, = Vi
Y
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Substituting these expressions into (62) yields

~ = 1_ 5
V,+V.(a-br)+ Evﬂarr

+E[F@tY-Y(1-e7),r)-7(tY, 7))y

+7y (F°Y) + %vyyo*a*’Yz
_ r
—Vwy ;Gr (Ar - Kar) Y

o[ (e Y (k)

(64)

o’ 1-y
r 72 2 2 2
+?K +1-p+ 2 (AT—KG,)]r

- 1-
+M+Ka+ —V||A||2} - 0.
2y

Combining the equalities (61) and (64), ¥(t,Y,r)
E[V(r,Y" (1),r(1)) | €,] is proved.

O

To show the uniform integrability of {V (t, v (1), (1))},
is equivalent to showing the boundedness of the function
value %(t, Y, r) by Lemma 11. Hence, the boundedness of the
solution of ODE in (56), K(¢t, ), induces the boundedness
of function value ¥(t,Y,r). The following proposition (c.f.
Theorem 4.3 of [15]) is useful for showing the boundedness
of K(t, 7).

Lemma 12. Given 0 < t < 7 < T and using the notations in
Theorem 4 and Lemma 11,

K@t,7) <K(T), (65)
for any stopping times T € [0,T] and t € [0, T].

Proof. Consider a stopping time 7 such that 7 € [0,T] and
t € [0, 7]. By choosing

A= —% <b+ l;yy (/\rcrr —Kaf));

2
2 2
o o
S =--=; S, =--1; (66)
2 2y
I-y /0> 2 2
Q1 =1—V+W(AT—K 0",);

l-y.,
=1- —A
QZ y+ 2)} r

it is obvious that K(¢, 7) is the solution of

K1 = —All (t) Kl - KlAl () - Ql () + Klsl (t) Kl’ (67)
K, (1) =K (1,7);
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and the solution of the matrix RDE (17), K(t,T), is the
solution of

K, =-A, (K, - KA, (1) - Q, (1) + K8, (D K,,

(68)
K, (t) =K (7,T).
Therefore, we have
Q Ay (Q Al
(2 %)o- (2 %o
(69)
1-y (Kzaf —Kaf) 0
~ 2y \-Ko! o} '
Clearly, K zof and (1 — y)/2y are greater than zero; and
K*o? -Ko?
det —Ko'f O_rz =0. (70)

Hence, the matrix in (69), ((1 - y)/2y) ( i‘; 71;03 ) (1), is
semipositive definite. Combining the fact that K(r,T) =
K,(r) = K|(r) = K(z,7) and applying Proposition 9,
K(t,7) > K(t,T) forall t € [0, 7]. O]

Lemma 13. Given 0 < t < 7 < T and using the notations in
Theorem 4 and Lemma 11,

k1) <Kt 1), (71)

for any stopping times T € [0, T] and t € [0, 7], where k(t, T) is
the non-blow-up solution of the following RDE:

k—<b+ 1;)/ (Arar—Kaf)>

2
g 1- 72

LT szcrrz:O, (72)
2 2y

k(r,7)=K(7,T).

Proof. Consider a stopping time 7 such that 7 € [0,T] and
t € [0, 7]. By choosing

A, = —% <b+ 1'7” (A0, —Kaf)>;

A, = 1 <b+ 1—711 (Arar —KGf));

2
2 2
o o
S =—-—=; S, =-—+; (73)
! 2 )
Q =- _YKZO'TZ;
2y
_ Y (42 2 2
Q=1-y+ (/\r—Kar),
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it is obvious that k(t, 7) is the solution of

K, =-Al (K, -KA, () -Q () +KS, (1) K,

(74)
K (1) =k(r,7);
and K (t, ) is the solution of
=-AL (K, - KA, (1) - Q, (t) + K,S, (1) Ky, 5
K, (1) =K (1,7).
Therefore, we have
(2 %)o-(2 4o
(76)

1 —
“ Y22 o
= 2y 2 0y,
0 0

and K, (1) > K,(r). Applying Proposition 9, k(t, 1) < K(t,7)
for all t € [0,7]. It is because Gf/Z > 0 and —((1 -
y)/Zy)Kzof < 0 in ODE (72), and k(t,7) = K(7,T) = 0
which is proved in Lemma 10, that k(¢, 7) exists for all ¢t €
[0, 7] by Theorem 4.1 in [16]. O

Theorem 14. The function,

l_ywlf(t,r) (Wz (1 - Y) - l)eE

(t,0)r+M(t,7) (77)
1-y ’

V(t,Y,r) =
is bounded for all 0 < t < T < T if K(t,T) has no finite escape
time on [0, T].

Proof. Suppose that K(t,T) has no finite escape time on
[0, T]. It implies that K(t,7) are bounded for 0 < t <
7 < T, and so is M(t, 7). Since the moment generating
function of y*(t,7) and z, %*(t,r)(‘) and y,(-), then %(t,Y, )
is bounded. O

The above theorem shows the uniform integrability of
{V(z,Y" (1), B(7)},. The calculation of

TIA @I T
E [lnY(T) + L Tds— E [z] L E

T s s s
i J (ei [ oendn,. 1y 4 J ¢ i b@d, (n) di’]> (78)

(-4

[u(s)]ds

1

will be shown as follows:

JT 1A )17
2

T

T
E[lnY(T)+ d —E[Z]J E[u(s)] ds

T s s s
+ J (e_ [ b, (1) + J ¢ Iy @8, (n) d17>

(- 4o

_ JT 1A I
2

T

T
ds-Elz] | E[u(s)ds
E [ InY" (7)

T s s s
+ J (e_ [ bondn,, (1) + J e I, bO)do (n) dn)

(-4

2
IT Mds—E[Z] JTE[#(S)]dS

T

E[lnY“*(T)
+jTE[r<s)|?T]( “) )d |f]

T 2 T
- [ B p e [ Bl

T

+E[InY" (119,

+EHTTE[r(s>|S?T]< 0 )d w]

) jT 1A @I
2

T

T
ds — E[z] J E[u(s)]ds

TIA I
2

+lnY(t)+J ds - E[z] JTE[y(s)]ds
t t

T 2
+L E[r(s) | ?J(l—@)ds

+E[LTE[r(s)|‘fT]< 01 )d |f]

_ IT 1A
2

T
ds-E[z]j E[u(s)]ds+InY (t)

| [rofs- 4o )

T 2 T
_ L —"A(;)" ds—E 2] L E [ (s)] ds
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T 2
+1nY(t)+J E[r(s)| %,] (1 - @)ds

T 2 T
=j MdS_E[Z]J E[u(s)]ds +InY (r)
t

t

T s s s
+ J <e7 [ btdn,, t) + J e I, bO49 (n) dq)

t

2
x(l—@)ds<+oo.

(79)

Hence, {J(z, v (1), B(1)}, is uniformly integrable.

4. Conclusion

We investigate the optimal investment of insurers with the
extended CIR stochastic interest rate model by maximizing
the expected utility on the insurer’s terminal wealth. Using
the HJB framework, the problem is converted into a PIDE
for which we derive a closed-form explicit solution. A
verification theorem is provided to offer conditions under
which the solution of the PIDE is indeed the optimal value
of the expected utility. Hence, the derived optimal control
is indeed the optimal control for the original optimization
problem. Future potential researches include incorporating
longevity risk [17] into the ALM problem with CIR stochastic
interest rate and extending the result to multivariate CIR or
Wishart process as discussed in [18]. Techniques reported
here are useful for establishing the verification theorem.
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