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On a Dual Risk Model Perturbed by Diffusion with
Dividend Threshold*
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Abstract In the dual risk model, the surplus process of a company is a Lévy process
with sample paths that are skip-free downwards. In this paper, the authors assume that
the surplus process is the sum of a compound Poisson process and an independent Wiener
process. The dual of the jump-diffusion risk model under a threshold dividend strategy is
discussed. The authors derive a set of two integro-differential equations satisfied by the
expected total discounted dividend until ruin. The cases where profits follow an exponential
or mixtures of exponential distributions are solved. Applying the key method of the Laplace
transform, the authors show how the integro-differential equations are solved. The authors
also discuss the conditions for optimality and show how an optimal dividend threshold can
be calculated as well.
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1 Introduction

The optimal dividend problem proposed by de Finetti [10] in the XVth international congress
of actuaries is to find the dividend-payment strategy that maximizes the expected discounted
value of dividends which are paid to the shareholders until the company is ruined or bankrupt.
He assumed that the annual gains of a stock company are independent and identically dis-
tributed random variables that only take the value —1 or +1. He also claimed that the optimal
dividend strategy is a barrier strategy, that is, any surplus above a certain level should be paid
to the shareholders immediately as dividends.

The optimal dividend problem in the classical compound Poisson model was first discussed
by Bithlmann [8]. [2, 16] studied the problem with a bounded dividend rate in a Brownian
motion model. They assumed that only dividend strategies with a ceiling for the dividend rate
are admissible. They showed that the optimal dividend strategy is then a threshold strategy,
that is, dividends should be paid to the shareholders at the maximal admissible rate once the
surplus exceeds a certain threshold. A down-to-earth calculation can be found in Gerber and
Shiu [14].

In insurance mathematics, the classical risk model has drawn the attention from researchers
for decades. The surplus in the classical model at time ¢ can be presented as

Ut) =u+ct—S(t), (1.1)

Manuscript received March 12, 2014. Revised April 23, 2015.
1School of Mathematical Sciences, Fudan University, Shanghai 200433, China.
E-mail: 09110180012@fudan.edu.cn
2School of International Finance, Shanghai Finance University, Shanghai 201209, China.
E-mail: 081018025@fudan.edu.cn
*This work was supported by the National Natural Science Foundation of China (No.11426151).



778 H. Zhi and J. Y. Pu

where u is the initial surplus, c¢ is the premium rate, and S(¢) usually modeled by a compound
Poisson process are the aggregate claims by time ¢. In this model, the optimal dividend strategy
is not a barrier strategy in general (see [8]). In recent years, quite a few papers discussed the
dual model to the classical insurance model. In the dual model, the surplus at time ¢ is

U(t) =u—ct+ S(t). (1.2)

For example, Avanzi et al. [4] studied the expected total discounted dividends until ruin under
the barrier strategy. Avanzi and Gerber [5] studied a dual model perturbed by diffusion and
discussed how to determine the optimal value of the barrier. Ng [19] studied the optimal divi-
dend problem under the bounded dividend rate constraint and calculated the optimal threshold
by means of integro-differential equations.

In this paper, we discuss the dual risk model perturbed by diffusion with a bounded dividend
rate constraint. Now the surplus at time ¢ is

Ut) =u—ct+oW(t)+S(t), t=0. (1.3)

We assume E(S(1)) — ¢ > 0, which means the expected gain per unit time is positive. The
diffusion term adds uncertainty to the expenses. It makes the model closer to the reality. Indeed,
the expense rate can not be a constant in finance. Such a bounded dividend rate constraint
makes our optimal strategy turn out to be a threshold strategy, that is, the company pays
dividends at an admissible maximal rate when the surplus exceeds a threshold b. Comparing
with the barrier strategy at the same level b, the time of ruin under the threshold strategy is
longer, which makes the company prefer the threshold strategy. Indeed, the company with the
barrier dividend policy will eventually go bankrupt, which is discrepant to the real cash flow.
This paper is inspired by [5, 19]. We formulate the problem and prove that the optimal
strategy in our problem is a threshold strategy in Sections 2-3. In Section 4, we show that the
expected total discounted dividends until ruin, denoted as V'(u;b), can be characterized as the
solution of a set of two second order integro-differential equations in conjunction with three
boundary conditions. It is shown that V(u;b) can purely depend on the integro-differential
equation satisfied by 0 < v < b. We study the special cases where the profits distribution is
an exponential or mixtures of exponential distributions. Section 5 introduces an alternative
approach— the method of the Laplace transform—to obtain the expected total discounted
dividends until ruin. Finally, we introduce the optimal threshold »* in Section 6. With the
help of V(b*;0*) = 5= + @ and V,(0*;b*) = 1, b* and V' (u;b*) can be determined by the

method of the Laplace transform.

2 Problem Formulation
We consider the dual risk model perturbed by diffusion. The surplus process { X (¢)} is given
by
X(t)y=u—ct+St)+oW(t), t=0. (2.1)

Here u = X(0) is the initial surplus, and c¢ is a positive constant which stands for the rate of
expense. The aggregate profits process {S(t)} is assumed to be a compound Poisson process,
ie.,

N()

S(t)=_Yi,
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where {N(¢)} is a Poisson process with a Poisson parameter A and individual profit amount Y;’s
are independent and identically distributed with the probability density function p(y), y > 0.
{W(t)} is a standard Wiener process which is independent of {S(¢)} and the volatility o > 0 is
a constant. The diffusion term adds uncertainty to the expenses which makes the model closer
to the reality.

We now enrich the model. We assume that the dividends are paid to the shareholders
according to some dividend strategies. Let D(t) denote the aggregate dividends paid from time
0 to time ¢, and then the modified surplus process at time ¢ is

U(t) =u—ct+ S(t)+oW(t) — D(t), t=>0. (2.2)
Let
T=inf{t>0]|U(t) <0} (2.3)
be the time of ruin and
T
D= / e %tdD(t) (2.4)
0

be the present value of all aggregate dividends until ruin, where § > 0 is the force of interest to
discount the dividends. The company looks for a dividend strategy to maximize the expectation
of the random variable D.

For a given D(-), the cost functional is defined by

T
Vp (u) = E[/O etdD(t) | U(0) = u} =E[D | U(0) = . (2.5)

The value function is defined by

V(u)= sup E[D|U(0)=u], u=>0, (2.6)
D()eA

where A is a class of processes called admissible controls which will be described below.

We study this stochastic optimal control problem under the constraint that only dividend
strategies with a dividend rate bounded by a ceiling are admissible. We call a dividend strategy
admissible if it is non-negative, non-decreasing, absolutely continuous and rate bounded. Thus,
we assume

dD(t) < adt, (2.7)

where o < o0 is the dividend rate ceiling.

3 Dynamic Programming

3.1 HJB equation
Proposition 3.1 The value function V' defined by (2.6) satisfies the Hamilton-Jacobi-
Bellman (HIB for short) functional equation

02
max {r — (c+r)V'(u)} + 5 V"(u) = (A +6)V(u)

0<r<a

+ A/OOO V(u+y)p(y)dy =0, u>0. (3.1)
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Proof We use Bellman’s dynamic programming principle to prove (3.1). We consider a
small time interval [0, €], € > 0. Suppose that dividends are paid at rate r between time 0 and
time €, and then continue optimally. By conditioning on whether a jump occurs at the time
interval [0, €] and on the amount of the jump, we can obtain that the expectation of the present
value of all dividends until ruin is

re + e"SEE[(l — AV (u—(c+r)e+oW(e)) + Ae /000 V(u+y)p(y)dy| + o(e). (3.2)

Since
e % =1—de+ole),

o2
EV(u— (c+r)e+oW(e)] =V(u)—V'(u)(c+r)e+ 76‘//,(114) + o(e),

the expression (3.2) is equal to
o? °
[r + SV (W) = e+ )V () = A+ )V (u) + A /0 Viu+ y)p(y)dy} e+ Vu)+o(e). (3.3)

Because V' (u) is the optimal value, it must be equal to the maximum value of the expression
(3.3), where r € [0, a]. Thus, we obtain the functional equation (3.1).

On the left-hand side of the equation (3.1), the expression to be maximized is
[l =V'(u)]
for r € [0, a]. Thus, the optimal dividend rate at time 0 is

r=0 if V'(u)>1,
r=a if V'(u) <1.

Then, at time ¢ € [0, T], the optimal dividend rate is

r=0 if V/(U®) > 1,

r=a IV (U@#)) <1. (3:4)

Such a dividend strategy has the character of a bang-bang strategy.

Remark 3.1 (3.4) can be interpreted as follows: When V/(U(t)) > 1, the company can be
considered efficient, so it is best to leave all the funds with the company and pay no dividend.
On the other hand, when V/(U(t)) < 1, the company is inefficient, it is advantageous to pay
out as many dividends as allowable. The problem of decision between dividend payout and
plowback is a classical problem in corporate finance.

3.2 Verification of optimality

We have shown that the value function V' satisfies the HIB equation (3.1). However, this
does not guarantee that any solution of the HJB equation (3.1) is the value function. The
following theorem (the verification theorem) shows that a strategy is indeed an optimal strategy
if its corresponding cost functional satisfies the HJB equation (3.1).

Theorem 3.1 Suppose that v(u) satisfies the HIB equation (3.1). Then for all u > 0,
suppose that v is a C*-function satisfying the HIB equation (3.1), and then, for all u > 0 and
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D(-) € A, we have that v(u) > Vp(u). Consequently, if there exists a D*(-) € A such that
v(u) = Vp=(u), then

v(u) = sup E[D|U(0) =u] =V (u).
D()eA

Proof Consider any admissible dividend strategies with dividend rate r(¢) and surplus U (¥)
at time t. We claim that

E[ /0 Te"”r(t)dt | U(0) = u} < w(u). (3.5)

To prove (3.5), we consider the compensated process

—ot — tef‘sTﬁ 7)dr <t < .
{e W(U(1)) /0 (r)d } 0<t<T, (3.6)
where
() = lim ~Ele=*o(U(r + ) ~ (U (7)) | U] (3.7)

Note that x(7) is the generator of the Ité diffusion, and then (3.6) is a martingale (see [20,
Theorem 7.3.3, p. 123]). We have

tAT
E{efé(tAT)v(U(t A T)) _/0 ef‘ST/g(T)dT | U(O) — u} = Qj(u)7 (3.8)
which implies

E[- /0 " e a(r)ar | U(0) = u] < v(w). (3.9)

By a calculation similar to that by which we obtained (3.3), we see

0.2
(1) = [~ O (U () + T (U () - (A + (U (7))
=y T o(U) + ). (3.10)
0

Because the function v(u) satisfies the HJB equation (3.1), the sum of 7(7) and the expression
(3.10) can not be positive. That is,

r(r) + K(7) <0. (3.11)

Together with (3.9), we have

E{/OtAT e Tr(r)dr | U(0) = u} < v(u). (3.12)

Finally, (3.5) can be obtained by taking the limit £ — co. Then we have v(u) > Vp(u). The
remainder of the theorem is obvious, so the proof is completed.
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4 Integro-Differential Equations

If the solution of the HJB equation (3.1) has the property that V'(z) > 1 for z < b and
V'(z) < 1 for & > b, for some number b, then the optimal dividend strategy is particularly
appealing: When 0 < U(t) < b, no dividends are paid, otherwise, when U(t) > b, dividends are
paid at the maximal rate . Such a dividend strategy is called a threshold strategy. After a
threshold dividend strategy with a threshold level b applied, the dynamics of the surplus process
U(t) become

dU(t) = —e(U(t)) + cdW (t) +dS(t), U(0) = u, (4.1)
where
) = c =c, when 0 < z < b,
" le2e=c+a, when x> b.

The present value of all aggregate dividends until ruin is

T
D) = (ca — 1) / eSI(U(E) > b)dt,
0
where I is the identity operator. The expected present value of all aggregate dividends until
ruin is
V(u;b) = E[D(b) | U(0) = u].
Since the surplus U (t) has different paths for 0 < U(¢) < b and U(t) > b, then we define

v [Vi(uw), when O<u<b,
Vi{wb) = {Vg(u), when u > b.

We derive a set of integro-differential equations satisfied by V (u;b) in the following propo-
sition.

Proposition 4.1 The expectation of the discounted dividend V (u;b) satisfies the following
integro-differential equations: When 0 < u < b,

2

A+ O)Vi () + eV () = V3" (w)
b—u %)
) / Vi(u+m)p@)dy + A | Valu+u)py)dy, (4.2)
0 b—u
and when u > b,
O (0 + Vi) - TV ) = [ aluk ey b -an (03)

with the initial condition V1(0) = 0, and continuity conditions V1 (b) = Va(b) and V{(b) = V3 (b).

Proof Firstly, we consider the case where v > b and fix a small enough time 7 such that
u— caT + oW (r) > b. By conditioning on whether a jump occurs and on the amount of the
jump at the time interval [0, 7], it follows that

1— 6767'

s+ E[e~ OtV Vs (1 — cor + oW (7))

Va(u) = (c2 — 1)
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+ E[/ A~ A+t / Va(u — cot + oW (t) + y)p(y)dydt|. (4.4)
0 0

Combining with the identities
e OHNT — 1 (6 4+ N7+ 0(r), € 9T =1—0r+o(7)
and )
E[Va(u = com + oW(7))] = Va(u) — co7V5 (u) + %TVQH(U) +o(7),
we subtract Va(u) on both sides of (4.4), divide by 7 and let 7 — 0. This induces (4.3).
Using a similar argument, we can also derive the corresponding integro-differential equation
satisfied by Vi (u).

Since ruin occurs immediately if the initial surplus is zero and no dividend is paid, the initial
condition holds.

Remark 4.1 Though V(u;b) and V,,(u;b) are continuous at b, it may not be the case for
Vi (u; 0). Indeed, from (4.2),

2
g "

(e A-) + Vi (b-) = G- = [V + i),

while from (4.3),

0.2

(A +0)Va(b+) + caVo (b+) — > 5 (0+) = A/OOO Va(b+y)p(y)dy + c2 — 1.

As a result,

0.2

V3 (b+) —aVi(b=) = S [B'(0+) =V (b-)] = 2 — e, (4.5)
which implies that
V' (b=) # V' (b+),

unless V{(b—) = Vj(b+) = 1. This fact will be used later in the determination of the optimal
level of threshold.

Remark 4.2 For further reference, it is useful to rewrite the integro-differential equations
as follows: When 0 < u < b,

0_2 b 00
O+ 8)Va(u) 4 eV () — 5 V() = A / Vi(@)p(z — w)dz + A /b Va(@)p(z — u)dz, (4.6)

and when u > b,

2 e}
A+ 0)Va(u) + c2Vy (u) — % o (u) = /\/ Vo(z)p(x — u)dw + co — c1. (4.7)
Remark 4.3 When 0 =0, for 0 < u < b,
b—u e’}
A+ + Vi =2 [ Vi pp@ids A [ Valur wp)d
0 b—u

and for u > b,
(A OVl + Vi) = [ Vatu+ o)p(o)dy + 2 - cr.
0

These results were obtained in [19].
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4.1 Explicit results for exponentially distributed profits

In this section, we obtain the explicit solution of (4.6)—(4.7) when jump amounts are expo-
nentially distributed.

Let profits Y;’s follow an exponential distribution with p(y) = Be %Y for y > 0. Substituting
the distribution density function into (4.7), we have, for u > b,

0.2 00
(A OValw) + eaVh(u) = TV () =33 [ Valw)e Py + (c2 — 1),
u
Applying the operator (% — 6) to both sides, we get

o? Bo?
V8" () = (5 + ) V&' (1) + (28 = A= )V3 (u) + BoVa(u) — Blez — 1) = 0.

The third-order linear differential equation above has a particular solution 5. Since the
characteristic equation of the differential equation

L 53 po* 2 _
30T —(T+CQ)T +(c2B=A=8)r+56=0

has a negative root 1 and two positive roots ro, 73 (r1 <0 <1y < 8 < r3), we obtain

cy—cC
Va(u) = D™ + Dye™" + D3e"" + - 5 ! ,
where Dy, Dy and D3 are undetermined coefficients. From

T 0 _
(c2 —c1) / e IU() > b)dt < (c2 — 1) / e 0tdt = %
0 0

it is clear that
C2 —C1

0
We have D3 < 0. To prove that D3 = 0, we consider the derivative of Va(u):

0< V(uh) <

Vy(u) = Dirie™" + Darge™" + Darge”".

If D3 < 0, then V5 (u) < 0 for sufficiently large values of u, which contradicts the fact that V5
is increasing in u. Thus, D3 = 0 and D; < 0. Using exactly the same argument, we can also
derive that Dy = 0. Therefore,

Co2 — C1

Vo(u) = Dye™™ + 5

(4.8)

To solve Vi, we substitute the expression for V5 (u) above into (4.6) and obtain

/ B 0_2 " - Bu ’ —By ABD; (r1—=B)b+pu
A+ 0)Vi(u) + 1V (u) 5 (u) = ABe Vi(y)e PYdy + s
u —

L Mez—er) g

for 0 < u < b. Applying the operator (dd—u — ﬁ) to both sides, we have

2 0.2
T (w) — (2 4 @) V() + (28— A~ 8)V{(u) + BOVA(u) = .
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Hence
Vi(u) = Erett + Eye®2t 4 Fye®, (4.9)

where E1, Es and E5 are undetermined coefficients. s1, s2 and s3 (s1 < 0 < s9 < 3 < s3) are
the solutions of the characteristic equation

1
2
Since V1(0) = 0, we have

2
0?53 — (% +01)32+ (1B =A—=06)s+ pd =0.

Fi1+ Es + E35=0. (410)

On the other hand, with the continuity condition: V;(b—) = Va(b+), we have

Eleslb + Eges2b —|— Egessb = Dlerlb —|— —62 g a . (411)
With the first-order continuity condition: V{(b—) = V4(b+), we have
Elsleslb =+ EQSQQSQb =+ E353€S3b = Dlrle“b. (4.12)

Substituting back the solution for Vi (u) and Va(u) into (4.6), we have

(A4 0)(E1e°™ + Eqe®?" + Fse®") + cq(s1 1€ + s9F2e?" + s3E5e®")
2

o .
- ?(S%Eles“‘ + 83 F9e™" 4 52 F3e®")

b
— Ab’eﬁ“/ [E1e®1Y + Fqe®?Y + E3e53y]e*ﬁydy
+ Ab’eﬁ“/ [Dle”y + “L-a g Cl}e*ﬁydy.
b

Since the expression above must be satisfied for all 0 < u < b, the sum of the coefficients of e”*
is zero, i.e.,
E eslb E 82b E‘ Sgb D le _
1 + 2€ 4 3€ 4 1€ C2 — C1
si—pf s2—=0F s3—0 f-n Bo
We have (4.10)—(4.13) to solve for Ey, Es, E3 and D;. Then the solution for V' (u;b) can be
expressed as

=0. (4.13)

Eies1% 4 Fye®2' 4 Fze®3™  for 0 < u < b;
V(usb) =

Dle”“ —+ —02 —a

5 for u > b.

4.2 V(u;b) as a function of V;(u)

When profits follow an exponential distribution, we have
C2 — C1

)
for D; < 0. In this section, we show that the presentation above holds for any other profit
distribution, which implies that V'(u;b) can be expressed as a function of Vi (u). So it is not
necessary to solve Va(u) explicitly.

Firstly, we need to deduce the generalized Lundberg fundamental equation, which plays an
important role in the risk theory.

Va(u) = Die" +
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Lemma 4.1 Consider a compound Poisson jump-diffusion dual model, where no dividend-
distribution policy is imposed and expenses are paid continuously at a constant rate c,

Ult)=u—ct+oW(t)+ S(t).
Then the Laplace transform of the time of ruin, ¢(u), is given by
¢(u) =Ele™"" | U(0) = u] = e,
where Rg is the unique non-positive root of the generalized Lundberg fundamental equation
—6 — fc+ MMy (0) — 1) + %(1292 =0, (4.14)

where My is the moment-generating function of Y;.

Proof Consider a process {Zy(t) : t > 0} defined by Zy(t) = e~9+9U®)_ Since {U()} has
independent and stationary increments, {Zy(¢)} is a martingale if and only if E(Zy(t)) = Z5(0).
This condition is equivalent to

1
eXp( — 0t + 0u — et + Nte(My (0) — 1) + 502921&) = exp(Qu).
Then, we obtain the generalized Lundberg fundamental equation
L 50
—0—0Oc+ AN My(0) — 1)+ 3 0° =0.

Let Rs be the unique non-positive root of (4.14), and note that 0 < Zg,(t) < 1for 0 <t < T
gives that {Zg,(t A T)} is a bounded martingale. An application of the optional sampling
theorem shows E(Zg,(t AT)) = Zg,(0) for every ¢t. By applying the dominated convergence
theorem, we can obtain E(Zg,(T')) = Zg, (0), which is the result asserted.

Remark 4.4 By considering the slope of A(My (6) — 1) — 6c + $0%6?%, it can be observed
that Rs = 0 if and only if 6 = 0 and ¢ > Au, where 1 is the mean of Y;. Since we assume § > 0,
R; will be strictly less than 0 no matter the drift of {U(¢)} is positive or not.

Theorem 4.1 For u > b,

1— eRgQ) (u—b)

; + efs) WOy (b p), (4.15)

V(u;b) = (c2 — 1)
where R((;Q) is the unique negative root of the generalized Lundberg fundamental equation
1
)\(My(e) — ].) — o0 + 50292 = 0.

Proof Let x = u — b and denote the first passage time until the surplus process descends
X units by ng We consider a life status with the failure time ng Dividends are paid at the

rate (co — ¢1) until ng A life insurance of 1 payable at time ng discounted at a continuously

compounded rate of § has the expected present value A = % x according to Lemma 4.1. With

1™ ~ . Since the total discounted dividends until ruin

are the sum of the continuous annuity payable until ng with a payment rate (co — ¢1) and the

discounted dividends until ruin after the first downcrossing level b,

the relation A + da@ = 1, we have @ =

V(b4 x;b) = (c2 — c1)a + AV (b;b)
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2
1 —eR(é)X

— + RSXV (b2 1), (4.16)

=(c2 — 1)

which is the result asserted. This method is discussed in [19].

In view of Theorem 4.1, we do not need to solve Va(u) to obtain V(u;b) when 0 < u < b.
Instead, we can directly substitute (4.16) into (4.2) to obtain an integro-differential equation
to solve V(u;b) when 0 < u < b:

2
(8 + XNV (u;b) + 1 Vi (u; b) — %Vuu(m b)

b—u —c o
[ vt o+ 22 [

—Uu

A [V(bb) - 2= /b ot bt p )y, (4.17)

The equation above is analogous to Equation (2.4) in [5] with the exception of the term
involving R((SQ).
Remark 4.5 When profits follow an exponential distribution, we have already proved

C2 — C1

Va(u) = Die™" + 3

Together with (4.15), we can verify that

r = R((SQ),
_ , 4.18
Dy = (V(b; e — 5 Cl)e*Rfs”b. ®18)
4.3 Mixtures of exponential distributions
In this section we show how V'(u;b) can be calculated when
n
py) =Y AiBie Y,y >0, (4.19)
i=1
where 81 < Bo < B3 < -+ < fBp, A; >0,and Ay + Ay +---+ A4, = 1.
For notational convenience, we write
Va(u) = Ge™ + % (4.20)

where G = [V (b;D) — Q(S;Cl]e_Réz)b and r = R((;Q).
The substitution of (4.19) in (4.6) induces

2
(6 4+ NVi(u) + eV (w) — TV (u)
n b
A e [ Vil vy
i=1 w

Aez = e1) = 4 Bilb—u) ~ AiBi (5t B
+fZAie , +)\Gzﬂi_re , i, (4.21)
i=1 i=1
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Applying the operator ( [31) ( 52) (d(i —ﬂn) to both sides, we obtain an (n+2)-th
order homogeneous linear dlfferentlal equatlon (with undetermined coefficients) for V' (u;b). We
assume that the roots of the corresponding characteristic equation are distinct. Hence, we get

n+1
u) = Z Cre®™, 0<u<b, (4.22)

where sg < 51 < -+ < spy1 and Cq, Cy,- -+, C 41 are undetermined coefficients.
Substituting V;(u) into the original integro-differential equation (4.2), we obtain

n+1

1
Z ()\ + 6+ c18, — 5025i)0ke5’““
k=0
n nt+l
C
— /\ZZ Aifi k eSkU _e—(ﬁi—sk)b-i-ﬁiu)
el Sk

zﬂz _ . ez —e1) & B (b
A —(Bi—r)b+Biu A; Bi(b—u)
+ GZ& + 5 ; e

Since the expression above holds for all 0 < u < b, by comparing the coefficients of e*** and
ePt we obtain

n
6—|—)\—|—clsk——a 52 = Z Ail . k=0,1,2,---,n+1 (4.23)
1 i~ Sk
and
ntl skb rb
Cre’r Ge c2 —cy .
= + . i=1,2,3,---,n. 4.24
kzz:oﬁi—sk Bi—r Bid (4.24)
Hence, sg, s1, 52, -+, Sp4+1 are the roots of
5+/\—|—cls——as )\Z 1@
Bi —
and

S0<0<8s1 <P <s2<Pa< < Ppe1<8n < Pn < Snti1-

Finally, combining (4.24) with the initial condition and the continuity conditions

n n
Z Cr =0, Z Cre®*t = Ge™ + Z Clspe®*? = Gre™
k=0 k=0
we have a system of n + 3 equations to solve Cy, C1, ---, Cp41 and G. Then the solution for

V(u;b) can be expressed as

Z Cpe’ for 0 < u < b;
V(’LL; b) = k=0 (425)
Ge™ + “-a for u > b.

)
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5 Laplace Transforms

In the last section, we have already calculated V'(u;b) purely depending on the integro-
differential equation satisfied by 0 < v < b and have illustrated the result explicitly for the
exponential distribution and mixtures of exponential distributions. Now, we introduce an al-
ternative method for the general cases.

Considering the convolution form in the integral part of (4.2)—(4.3), we apply the Laplace
transform to solve V' (u;b). In order to discuss the domain of the Laplace transform, we replace
the variable u by z = b — u for 0 < u < b. z denotes the distance between the threshold and
the initial surplus, and we define W by

W(z;b) =V (b—z;b), 0<z<b.
In particular,
W(0;6) = V(b;b)
and
W (b;b) = 0.

In terms of the function W (z;b), the integro-differential equation (4.17) becomes

2
®+MW@m+mm@m—%WM@w

? Mez — ¢ o
= A/ W (y: b)p(z — y)dy + %/ p(y)dy
0 z
FAwosy - =52 / 5 p(y)dy (5.1)
with the initial condition W (0;b) = V(b; b) and the boundary condition W (b;b) = 0.

We extend the definition of W by (5.1) to z > 0 and denote the resulting function by w.
Then, the equation (5.1) becomes

@+MM@+WM@-%MV)
= /\/OZ w(y)p(z — y)dy + M /:O p(y)dy
#afw0) = =53] [ o 0y (5.2

with two constraints w(0) = V(b,b) and w(b) = 0.
Let @ and p be the Laplace transform of w and the density p, respectively. Namely,

o0 (o)
06 = [ e CuEnn 5O = [ ey
0 0
Taking the Laplace transforms in the equation (5.2) for w(z) and p(y), we obtain

(A +0) + exw(0) — ex€(E) — 50%'(0) + 50°€w(0) — S0 €*a(e)

2
e Mez =) 1= B ¢ — e11p(—RY)) — ple)
= (€)p(§) + 5 ¢ B } £j—R§2)

+ﬂmm (5.3)
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and hence
_ A(€)
) T IRE A (18 o4

£)

where
P(E) — p-RY)
£+ RS
Aes — ) RO [p(6) — 1] + €p(—RY)) —1
(c2 —c1) Ry [p(§) — 1] + £[p(—R5™) ]
g S(E+ R
We thus have the following procedure for determining V' (u;b) and b for a given value of w(0) =
V(b;b) and w'(0) = V4 (b;b). Firstly, determine w(z) by the inversion of (5.4). Then the

underlying value of b follows from the condition that w(b) = 0. Finally, V(u;b) = w(b — u),
0<u<h.

A®E) = e1w(0) — 02w/ (0) + %02§w(0) + Aw(0)

Remark 5.1 It is easy to see from the graph of
_L2p _
50 0 +0co + N+ 6 = A\My (6)

that R((;Q) — 0 when ¢y — oco. As a result, the limit of the final term in A(¢) is

Aes — 1) R [E) — 1]+ ¢p(=RY) - 1]

AT e+ kD)
g @ REBE) - U+ PR — 1]
e 0 SE+ Ry
g AR -1+ 50 (R -0 RPE(E) — 1)+ Ep(- ) ~ 1]
R0 5e(E + RyY) R
- ARgl'ziEo_éiQ{[ﬁ(g) —1+ f[p(_Rggz))] _p(o)}

A ~
= —5—2[29(5) - 1-&p'(0)].
It means that when ¢y — o0,
c1w(0) — 30w’ (0) + 302¢w(0) + 2w(0)[() — 1] — F[P(E) — 1 — &7/ (0)]
1€ + 30282+ Ap(€) — (A +6)

which is the Laplace transform of the corresponding w for the barrier strategy (see (4.5) in [5]).
Thus, the barrier strategy can be viewed as a limiting case of the threshold strategy.

§— ;

Remark 5.2 For o = 0, an equivalent result to (7.3) in [4] can be obtained directly.

6 Calculating the Optimal Threshold

In this section, we study the problem of the determination of the optimal threshold. For a
particular value of the initial surplus u, we want to find an optimal threshold level b* such that
the expected total discounted dividends until ruin V(u;b) are maximized. Thus

OV (u; b)

s = 1
ob b=bx (6 )
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We show how b* and V'(u;b*) can be calculated below.
If we differentiate the identity Vi, (b—;b) = V,,(b+;b), we obtain another identity:

02V (u; b) 02V (u;b)
wu(b—;0) + ———— = Vi (b5 0) + ————= . 2
S R v T M CULL L R v, W (62
For b = b*, the second term of both sides vanishes because of (6.1). It follows that
Vi (b*_§ b*) = Viu (b*—l-, b*), (63)

and thus V., (u; b*) is continuous at b*. This phenomenon is named the high contact condition
in finance literature and the smooth pasting condition in the literature on optimal stopping
problems. By Remark 4.1 in Section 4, we have

Vu(0*50%) = Vo (0" —;b%) =V, (b"+;0%) = 1. (6.4)
It follows that
Vi (055 0%) = Vi (0" —;0%) = Vi (0" +;0%) = 0. (6.5)

By using (4.15) and the above equations, we have

(c2 — Cl)R((sQ) R (u—b) (2) R (u—b)
Vi (u;b) = —fe 5 + Rs7e's V(b b), (6.6)
and hence
* 1% Co — C1 1
8

In fact, the form of V(b*;b*) in the exponential case holds for all profit distributions.

Remark 6.1 For o =0, R((SQ) shares exactly the same definition as Theorem 2 in [19]. Thus,
(6.7) coincides with (25) in [19].

Remark 6.2 By using the definition of R§2), we can rewrite V(b*;b*) as

(CQ - Cl)Rgz) +4

V(b*ib*) =
SR
MMy (RP) —1) = JaA(RP)? o
— : ,
SR Y
Since lim Rgz) = 0, we obtain
Co— 00
AL —
lim V(b*b*) = 24— (6.8)
Co— 00 6

which coincides with (5.9) in [4] and (5.4) in [5]. A similar result has been obtained by Ger-
ber [11] for the pure diffusion model.

Now we turn to the problem of determining V' (u;b*) and b*. Formula (6.7) is crucial for
implementing the method of the Laplace transform described in Section 5. Formula (6.7) is
equivalent to W(0;b%) = 25 4 ﬁ. Thus we proceed as follows. In (5.4) we set w(0) =

)
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=i+ ﬁ and w’(0) = 1, so we obtain the function w(z) by the inversion of its Laplace

transform. Then b* is the zero of w(z), and
V(u;b*) =w(d* —u), 0<u<b". (6.9)

Together with (4.15), we can deduce the optimal level of threshold and V (u; b*) for u > 0.
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