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ment of filtration, Machine learning solution

1. Introduction

Due to the inherent nature of insurance products, insurers often accumulate
substantial amounts of cash to be invested in financial markets. This surplus
serves as a financial buffer to cover future claims and mitigate the risk of finan-
cial ruin. In addition, insurers strategically choose to transfer a portion of their
premiums to reinsurance companies, in exchange for protection against adverse
claim volatilities. Effectively managing the risks posed by insurance claims and
financial market fluctuations necessitates the formulation of reinsurance and in-
vestment strategies. Since the groundbreaking work by [1], extensive research
has been conducted in this area, with notable contributions from [2-5]].

It is evident that insurance companies are typically exposed to risks from both
the insurance market and the financial market. In the early days, insurers would
attempt to manually collect and analyze relevant information to adapt to the in-
surance market. For example, an insurer may have exclusive knowledge that the
costs associated with treating a specific disease are expected to decline due to ad-
vancements in medical technology through information analysis. Consequently,
the insurer with this privileged information may outperform competitors who lack
such knowledge. Empirical evidence supporting this phenomenon has been docu-
mented in the literature, for example, [6] and [7]. As technology and understand-
ing have progressed, insurers have gradually started leveraging emerging tech-
nologies such as machine learning and big data to predict accident claims or health
risks, which has become quite mature ([8,9]). For instance, one of the largest in-
surance companies in the United States, Allstate, developed an automatic driving
technology and analytics platform called Arity. By collecting and analyzing vast
driving data, they can predict risks, improve driving behavior, and provide more
accurate insurance pricing and personalized recommendations for their customers.
Oscar Health utilizes a large volume of health data, including customers’ personal
health records and medical diagnosis data, to predict their risk levels using data
analysis and machine learning algorithms. This helps the company develop more
accurate insurance strategies and pricing, thereby managing their own insurance
risks. Currently, many insurers are actively exploring and applying these tech-
nologies to improve their operational strategies and risk management levels. The
aforementioned examples imply that some economic agents possess information
regarding future claims.



Another type of risk that insurance companies need to approach with caution is
the risk associated with the financial market. In the early stages of the 2008 finan-
cial crisis, AIG underestimated the potential impact of its derivative trades on the
company’s liabilities. The company failed to consider the possibility that a down-
turn in the financial market could lead to a decrease in the value of derivatives
on its balance sheet, triggering contractual obligations for higher compensation.
As the real estate market collapsed and triggered the subprime crisis, the value
of these derivatives rapidly declined. Consequently, AIG was unable to meet the
required collateral payments, resulting in a significant increase in its liabilities.
Ultimately, the U.S. government intervened by injecting billions of dollars into
AIG to prevent its bankruptcy [[10]. This case serves as a vital lesson for other
insurance companies, highlighting the importance of evaluating not only future
financial risks but also the impacts arising from the interaction between liabili-
ties and capital gains, which lead to a phenomenon worth studying that insurers’
risk assessment not only helps them adapt to the insurance market but also en-
ables them to improve their investment strategies. This phenomenon aligns with
economic intuition, as the evolution of the overall societal environment simulta-
neously affects various aspects of the economy. Hence, the objective of our study
is to investigate the optimal reinsurance and investment problem based on a nega-
tive correlation between financial risk and insurance risk where the insurer possess
extra information.

Optimal investment for an insider is a classical problem investigated by many
scholars, such as [[11H14]]. In recent years, optimal investment-reinsurance prob-
lems with inside information have also gained some attention. [15] examine
optimal investment-reinsurance problems under insider information, where the
inside information influences insurers’ strategy based on an expanded informa-
tion filtration, leading to a new semimartingale process concerning insurance risk.
This framework has been adopted by some studies. For example, [16] focus on
an investment-reinsurance game between two insurance companies with differ-
ing opinions on extra information based on this model. [[17] extends the model
proposed by [15], they incorporating jumps and random coefficients in the risk
process. [18] consider model uncertainty and investigate an optimal investment-
reinsurance problem in the presence of insider information. Our work also builds
upon this framework. Specifically, we consider the wealth process of the insurer
who obtains some extra information about the future realization of the claim pro-
cess.

We also consider a negative correlation between claims and risk assets, as
supported by relevant literature [10} |19, 20]. This implies that unexpected claim



payments may be partially offset by financial market returns for insurers. Further-
more, insurers have access to extra information related to insurance risks, which
indirectly affects their understanding of the financial market and subsequently in-
fluences their investment strategies. This incorporation of extra information not
only impacts the claim process but also introduces mathematical complexities in
analyzing the behavior of risky assets. In terms of model setup, we consider the
optimal reinsurance and investment for an insider under the joint risks of interest
rate, inflation and volatility. As far as we know, when the investment time horizon
is long, an insurer can not ignore the interest risk. [21]] address the optimal rein-
surance and investment problem for insurers exposed to interest rate and inflation
risks. They utilize an Ornstein-Uhlenbeck process to model nominal interest rates
and employ zero-coupon bonds as a hedging tool against interest rate risks. Build-
ing upon their work, they further incorporate ambiguity and volatility risks into
the insurer’s decision-making framework[22]. As highlighted in [23]], stochastic
volatility models can accurately capture the characteristics of peaked and heavy-
tailed returns seen in stock prices, thereby incorporating a part of the observed
volatility smile curve. Thus, we draw upon the framework proposed in [22] and
present a model that considers three financial risks: interest rate risk and volatility
risk. Specifically, interest rates follow an Ornstein-Uhlenbeck process, while the
stock price is driven by Heston’s stochastic volatility model.

To solve this problem, we adopt the technique proposed in [21] to transform
the original problem into a self-financing problem, which is more theoretically
tractable. The stochastic dynamic programming method is used to derive the
four-dimensional Hamilton-Jacobi-Bellman (abbr. HIJB) equation. Due to the
fully nonlinear nature of the four-dimensional parabolic partial differential equa-
tion (PDE) we obtained, it is challenging to obtain the solution using conventional
methods. Moreover, classical numerical techniques for solving such equations of-
ten encounter the “curse of dimensionality”. Hence, we will employ recently
emerged machine learning methods to solve the PDE [24], [25], [26]]. Recently,
machine learning and artificial intelligence have changed our community, and of-
fered novel approaches to the insurance industry, such as reducing losses, claim
reserve estimation, and policy design [27], [28]. To be specific, firstly, we adopt
the analytic techniques of the HIB to derive the semi-analytic form, alleviating the
complexity of the computation. Secondly, we will establish a connection between
the PDE and second-order backward stochastic differential equations (2BSDEs),
which enables us to handle fully nonlinear PDEs and nonlinear expectations [29].
Thirdly, we will utilize the deep 2BSDE method proposed in [30] to solve the
PDE.



The contribution of this paper is twofold. First, we formulate the optimal
investment-reinsurance problem for an insurer with extra information and multi-
ple risks. In addition, extra information is involved not only with the claims but
also with risky assets, which is more aligned with real-world scenarios, and as far
as we know, there have been few explorations of this phenomenon to date. Second,
we applying a new neural network-based deep learning procedure to overcome the
computational difficulty of solving the high-dimensional HIB equation. Hence,
we believe that our efforts provide certain inspiration for future work on the op-
timal control problem in financial markets. The contributions of this paper are
twofold. Firstly, we establish the optimal investment reinsurance problem for an
insurer with extra information and is exposed to multiple risks. Notably, this extra
information encompasses both claims and risky assets, exhibits greater realism
to real-world scenarios. Remarkably, there have been limited investigations into
this phenomenon thus far. Secondly, we employ a new neural network-based deep
learning approach to overcome the computational challenges associated with solv-
ing the high-dimensional Hamilton-Jacobi-Bellman (HJB) equation in the optimal
investment-reinsurance problem. We believe that our efforts provide valuable in-
spiration for future research on optimal control problems in financial markets.

The rest of the paper is organized as follows. In section 2, we introduce the
extra information and use the enlargement of filtration techniques to obtain the
risk model. In section 3, we transform the problem into a self financing problem
by introducing an auxiliary problem, and obtain a semi-analytical solution by the
stochastic dynamic programming principle. In section 4, we first convert the PDE
related to the HJB equation to a second-order backward stochastic differential
equation and then obtain the approximate optimal solution of the HIB equation
by using a deep learning method called deep 2BSDEs. In section 5, we explain
the economic behavior of the insurer through sensitivity analysis based on the
approximate optimal solution. In section 6, we provide some conclusions.

2. Reference model

2.1. The Basic Model

Consider the complete probability space (Q2, 7, P). All stochastic processes
we discuss below are adapted to {F;},»0, and [0, 7] is the time horizon. The surplus
process of the insurer is characterized by the classical Lundberg model

dR(t) = cdt — d {% zi} ,
i=1
R(0) = Ry,

2.1



where Z; is the size of the i-th claim and c is the premium rate. N, is a Poisson
process subject to the intensity of A and is independent of Z;. Claim size Z; is
independent of each other, and its first moment and second moment are y; and 5,
respectively. The premium rate ¢ = (1 + 1) A4u;, and n represents the safe load,
with > 0. Referring to [22]], we approximately express the compound Poisson
process above to the continuous form

{dR(t) = qyndt + NAd W),

R(0) = Ry, (2.2)

where {Wo(t), te |0, T]} is a standard Brownian motion on (Q2, ¥, P).

To reduce the risks involved in the claims process, the insurer has the option
to purchase proportional reinsurance protection. A proportional reinsurance strat-
egy is represented by the function u(f) : R* — [0, +00), where 1 — u(#) denotes
the proportion of claims covered by the reinsurance company at time ¢, while the
remaining proportion u(t) is covered by the insurer. In the case of proportional
reinsurance, a continuous premium is paid at a rate of (1 +6,)(1 — u(#))Au;, where
0, represents the safety loading of the proportional reinsurance, satisfying 6, > n.
It is worth noting that the value of u(f) can exceed 1, indicating that the insur-
ance company acquires new business. The surplus process of insurers adopting
proportional reinsurance is

dX(t) = [7— 0, + 0,u(O) 1 dt + u(t) N AuadWo(?). (2.3)

In order to secure a relatively stable and sustainable cash flow income dur-
ing a specific future period, the insurer will allocate investments to both risk-free
and risky assets. We consider a market that encompasses interest rate risk. The
dynamics of the risk-free assets are denoted by

sy
Sy o (2.4)
So(O) = 5.

where r,(¢) is nominal interest and satisfies the following Ornstein-Uhlenbeck pro-
cess:

{dr,,(t) = a(b —r,(t)dt — o, dW, (1), 2.5)

r.(0) = ro,
where a is the velocity of mean reversion, b is the mean reversion level, o, is the

volatility of interest and is non-zero, and {W,, (¢), ¢ € [0, T']} is a standard Brownian
motion.



The first risky asset is a zero-coupon nominal bond, denoted as B(t, T"). This
bond provides a nominal payoff of 1 upon maturity at date 7 . Considering the
absence of arbitrage and the market price of interest rate risk given by A,,, the
value of B(t,T) can be determined by solving the following partial differential
equation, with the boundary condition B(7T,T) = 1:

0B 1
B.alb—r,)+—+=B,, 0> =Br,— B, A,.0,,
n( ) 8t 2 n'n n n n n

where B, and B, represent the first and second order partial derivatives of
B(t, T) with respect to r,,. The solution of B(z, T') is given by the explicit formula:

B(t,T) = exp(qi(T — 1) — qo(T — Dr,(1)),
with

2(e"T — 1)
v+a-2a,0.)eTD-1)+2y

q(T —1) =

ab
qo(T —1) = —2[2 log
o

I'n

v+a-2A,0. )T -1)+2y
2v

- (V +a-— /lrno-rn)(T - t) s

where v = \/ (a—A,,0,,)*+ 207 . The returns on the nominal zero-coupon bond
could be expressed as the following stochastic differential equation:

dB(t,T)

BG.T) ra(dt + o (T — (A, dt + dW, (1)), (2.6)

o5, (T = 1) = 07, qu(T = 1). 2.7)

Due to the presence of bonds with specified maturities in the financial market, the
use of a rolling zero coupon bond with a constant time to maturity K is considered
as a replacement for the zero coupon bond. The dynamics of this rolling bond
could be described as:

DD 0t + i, (K)Ay e + AW, (1), 2:8)
B(1)

According to the findings reported in Stein (2012), a negative correlation ex-
ists between liabilities and capital gains within financial markets. Building upon
the research conducted by [19] and [20], under the probability measure P, we

7



assume a negative correlation between the stock price and the claim process, as
symbolically denoted by

dlcov(Ws (1), Wo(1))] = podt.

By Cholesky decomposition (see [31]]), we can derive

dWs (1) = podWo(1) + |1 — padWs (), (2.9)

where pg € [—1, 0] represents the negative correlation.

Traditionally, many studies have utilized geometric Brownian motion to model
stock prices. However, the existence of market anomalies demands more ad-
vanced methodologies to incorporate stock returns and volatility, such as stochas-
tic expected returns or stochastic volatility. Moreover, with the introduction of
extra information, insurers may identify certain patterns of fluctuation in stochas-
tic volatility. To address this issue, we consider the Heston’s stochastic volatility
model, providing a comprehensive framework to analyze insurers’ investment be-
havior in stocks supplemented with extra information. The dynamics of the price
of stock can be expressed by

ds.(r) _
S = O+ 0, (di +dW (0)

+vL(Hdt + \L(H)dWs (1), (2.10)

S1(0) = s,

and the dynamics of volatility are denoted by

{dL(t) = a(B - L(t))dt + o, \/L(f)dWL(t)’ 2.11)

L(0) = Iy,

where « is the velocity of mean reversion, S is the reversion level, and o is
the risk level. To guarantee that volatility is nonnegative, volatility of the stock
needs to satisfy the Feller condition 2a8 > 2. In addition, Ws(r) and Wy (¢) are
dependent and we have

d[cov(Ws (1), W())] = psdt, for ps € [~1,1],
and we can derive

AWL(1)) = psdWs(t) + /1 — p2dW(2). (2.12)



By substituting (2.9) and (2.12)) into (2.11]), we have the dynamics of volatility of
stock satisfy that

dL(1) = a(B — L(t)dt + o NL(DpspodWo(1) + .\ L(D)ps A1 — pidWs (1)

+ oL LW 1 = p2dW.(0),
L(0) = I,

(2.13)
where {Ws(#),7 € [0,T]} and {W.(2),¢ € [0,T]} are two standard Brownian mo-
tions. In addition, we supposed that Wy, W, , Wg and W, are independent of each
other.

2.2. Extra information

In this paper, we will follow the idea that the insurer can obtain some extra
information about the future claim. Here, we refer to it as extra information about
the future claim. This means that the insurer can leverage new technologies such
as big data and machine learning to predict potential events that may have an
impact on the insurance market and the timing of their occurrence. Suppose that
the extra information at time T is stored in a random variable WO(TO), with the
condition Ty > T. We should mention that once the time ¢ is close to T, The
value of 6(¢) tends to infinity, which means the information is too accurate for
the insurer. Hence, the condition that 7y > T guarantees the regularity of this
problem. In addition, the insurer’s expectation of the future is affected by the size
of the information WO(TO).

To measure the increase in information, we need to consider a new filtration
G = {G1}er0.r) Which is defined as

G, = F1 U a(Wo(Ty)),

where 7, = o (WO(I), W, (1), Ws (1), WL(t)) is the natural filtration induced by the

standard Brownian motions V~Vo(t), W, (1), Ws (1), Wi(2), forany 7 € [0, T']. 0'(V~V0(To))
is the o—algebra generated by the extra information Wy(7). The new filtration
satisfied completeness and right continuity and

¥ C G, Ve [0,T].

The following lemma will show the decomposition of the process W, with
respect to G.



Lemma 2.1. The process {V~V0(t),t > 0} is a semi-martingale with respect to G
and its semi-martingale decomposition is

Wo(t) = Wo(1) + f 5(s)ds,
0

where _ _
Wo(To) — Wo(r
5(6) = 0o(To) 0(),O§t<TO,
To—t

and Wy(t) is a G—Brownian motion. Furthermore, set

Wo(T, ‘o
o= 20w = [ awio,
T() 0 T() -5

where M(t) is the stochastic part of the information drift. Then, we have
dWo(t) = (8o — M(0)dt + dW,(2). (2.14)
Proof. Please refer to the proof of Theorem 3.1 and Proposition 3.1 in [15]].

Remark 2.2. For anyt < T\, we have

! T
E[L 5(S)2ds] = log(T0 i t) < o0,

Remark 2.3. The lemma 2.1\ provides a model framework for understanding how
extra information can influence an insurers’ strategy. o, represents the influence
of the extra information at time T on the surplus process. A positive value for
WO(TO) indicates that future events are expected to lead to lower claims than ini-
tially anticipated, thereby favoring the insurer’s surplus, and vice versa. The term
M(t) represents the information drift, acknowledging that the insurer’s predic-
tions are subject to potential deviations from actual outcomes. Hence, 6, — M(t)
indicates that future forecasts can still be disrupted by unforeseen factors. The
factor 1/(Ty — t) signifies that the impact of unexpected factors increases as the
forecasted time T approaches. This aligns with reality, as events further in the
future have less influence on the present compared to imminent occurrences.

Consequently, with respect to G, the dynamics of the nominal interest rate,
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information drift and stochastic volatility are

dr,(t) = a(b—-r,(t))dt - o, dW, (1), r,(0) = ro, (2.15)
dM(t) = %dWo(t), M) =0, (2.16)
-
dL@) = (a(B - L) + o LDpspo(do = M(1))) dr

+ oo LD (pspodWo(o) + ps 1 = piaWs o)
+ oL@ 4[] —pédWL(t),L(O) = . 2.17)

2.3. The risk model

In the financial market, the insurer allocates the premiums into the three assets.
The wealth of the insurer is influenced by the insurance business and portfolios
in the market simultaneously. Denote the investments in cash, zero coupon bond,
TIPS and stock at time 7 by 7, 75, and 7y respectively. The surplus process of the
insurer is _

dX"“() = (7 — 6, + 0,u(t) A dt + u(t) [ A dWo(1)

dBx(®) ﬂo(t)dSo(t) N ﬂ_S(t)dSI(t)

, (2.18)
By (1) So(n) S1(0)

+ 7, (l‘)
X(O) = Xp.
Substituting (2.4), 2.8), 2.10), 2.12), (2.13) and (2.14) into (2.18)) and using the

relationship X(¢) = mp, () + wp(t) + mo(?) + 75 (2), the dynamics of the process X"“()
can be rewritten as follows:

{dXﬁ(t) = (1 — O) A dt +u(t)" o (LO)NAM(D), L(1)dt + dW (1)), (2.19)

X(0) = xo,

11



where

u(t) = (), np (1), ms(1)", (2.20)
1,6,
\’/“‘;7+(60—M(t>)
2
\ P!
AM@), L)) = 7 , 221
(M(@), L)) (V L(t)_aulerpo) 1 (221)
\/ﬂ_ﬁtz 1 - p(z)
VA 0 0
o(L(H) = 0 op(K) 0 , (2.22)
VL@Opo o5, VLD -p}
dWy(1)
dW() = dWrn(t)]. (2.23)
dWs (1)

We denote

pl(t,m, Lu, mg, ) 2 (7 = 64 +u(0) o (DA(m, 1),

o1, 1, u) = u(m+ Wpo),

O-dz(t9 ﬂ-Bl) = 7[3(0—31 (K) + 0-11 + O—Sl)’
oB(t, 1, mg) £ g (\/Z 1 —p(z)).
Then we introduce the admissible set I1 of all the admissible strategies as follows:

Definition 2.4. (Admissible Strategy). A strategy u(t) = (u(t), np, (1), s (D rero.r) 18
said to be admissible if

(1) u(t)>0,Yte[0,T];

(2) u(z) is progressively measurable with respect to {G:},cj0.r) and

E ( [t + 72, (1) + 22 (t)]dt) < oo;

(3)V(t, x,m,l) € [0,TIXRXRXR*, Eq. (2.19) admits a unique pathwise positive
solution X*(t) > 0,¢ € [0, T].

12



Assumption 2.5. (1) A uniformly Lipschitz condition in 11: there exists K; > 0,
such that for all x,x',m,m’ € R, [,I' € R" and (u, mp,,ns) € 11,
I,ud(t, x,m,l,u,mp ,ws) — ud(t, x,m' U u,mp, , ms)|
+ o (t, L u) — e (@, U w)| + |0 (1, L ms) — o, 1 7)) (2.24)
<K(x=X|+m-m'|+]|l-1)).

(2) L*-integrability condition in I1: for all x,m € R, | € R* and (u,np,,75) € 1],

T
E[f (|/ld(t, m, l, M([), ﬂB](t)’ ﬂ'S(t))|2
0 (2.25)

+ o (t, Lu() + o (t, g, () + |0 (1, 1, 7 (r))|2)dz] < co.

From the standard stochastic control theory (see, for example [32]]), conditions
(2-24) and ensure that for all w = (u,7p,7ns) € II, and for any initial
condition (f, x,m,l) € [0,T] Xx R X R x R*, the SDE in (2.19) admits a strong
unique solution. In this case, we also have

E [ sup |X7(t)|2] < 0. (2.26)
0<t<T

2.4. The optimization problem

Our purpose is to explore how insurers can maximize the utility at the terminal
time 7 through the asset allocation strategy in [0, 7']. Considering the insurer’s
wealth, the objective of the insurer is

a0 ()

s.t. X"(r) satisfies Eq.[2.18]
r(t) satisfies Eq.[2.15] (2.27)
M(t) satisfies Eq.[2.16]
L(z) satisfies Eq.2.17]

In this paper, the utility function is specified by the constant relative risk aver-
sion (abbr. CRRA) case

I-y

Ux) = ——,
-y

where the vy is relative risk aversion, which measures the insurers’ sensitivity to
risk.

vy>0,y #1,

13



3. Solution of the optimization problem

In order to solve Problem (2.27)), we first introduce an auxiliary process. The
original process is not self-financing, i.e., there is a continuous outflow of
money for the insurer. The outflow rate of the wealth is Ay (7 — 6,). On the other
hand, the value of an asset D(¢, s) at time ¢ with payment Au, (7 — 6,) at time s is

D(t,s)
D(s, s) = 4 (n — 6,).

Next we define the accumulated future outflow of money at time ¢ by

{dD(t’S) = I”n(t)dt + O-Bl (s - t)[ﬂ’rndt + dWr”(t)]’

T T
F@t,T)= f D(t, s)ds = Auy(n — Qr)f B,(t,s)ds, t € [0,T].
t t
A simple calculation shows that F(z, T') satisfies the following BSDE:

dF(t,T) =-Au(n—6)dt+ F(t,T)[r,(t) + 4,0, T)]dt

+F(t, T)op(t, T)dW,, (1), (3.28)
F(T,T) =0,
r A (7 — 6)0p, (s — )B(1, )

where o (1, T) = ft ds.

F@, T)

3.1. An auxiliary optimal control problem

Define an auxiliary process Y(r) = X(¢) + F'(t, T). We can derive the dynamics
of the auxiliary process

dY“(f) = r,()Y“(0)dt + u(®)o (L)) (AM(1), L(1))dt + dW(7)), (3.29)
where

F(t,T)op(t,T) 0 T
(o} (K) ’

u(t) =u() + (O,

Definition 3.1. A strategy u(t) is said to be admissible if
(1) u(t) >0,Vt€[0,T];
(2) u(z) is progressively measurable with respect to {G,},c(0.r and
E(fT [u(t)2 + mp(2)* + n? (t)] dt) < oo, where mp(t) = mp (1) + w'

o B s ) B B oK)
(3)VY(t,y,m, ) € [0, TIXRXRXR*, Eq. (3.29) admits a unique pathwise positive
solution Y*(r) > 0,1 € [0, T].

14



We denote

Wy, ro,m, Lu,wp, ws) = r,y + u(®) o (H)A(m, ),

o (t,1u) £ u( A + Vo).

o(t,mp) = np(0p, (K) + 0y + 05,
o (t,l,ng) = mg (\/Z 1 —pg).
Combining with assumption [2.5] we provide another assumption

Assumption 3.2. (1) A uniformly Lipschitz condition in A®: there exists K, > 0,
such that for all y,y',r,,r,,m,m' €R, [,I' € R" and (u,np,n5) € AS,

|/'ly(ta y7 ry,m, la u,mp, ﬂ-S) - ,uy(t7 yl’ r;la m/’ l,’ u,np, T(S)l
+ |0-y' (t, l’ I/t) - O-y] (ta l,’ I/t)l + |0-y3(ta l’ 7TS) - O-yB(t’ l,’ 7TS)| (330)
S Ko(ly =Y+ lra = rpl + im—m'| + 1= T)).

(2) L*-integrability condition in A®: for all y,r,,m € R, | € R* and (u, ng, 7tg) €
AS,

T
E[ f (W(t, ¥, sy L u(t), wp(t), s ()|
0 (3.31)

1o L u)P + |0 (g () + [0 L (t))|2)dt] < oo,

From conditions (2.24) and (2.23)), we can ensure that for all u = (u, 7p, 715) €
AS, and for any initial condition (t,y, r,,m,[) € [0,T] X R X R Xx R X R*, the SDE
in (3.29) admits a strong unique solution. For any initial condition (¢, y, r,,, m,[) €
[0,T]*xRxRxRxR*and all u € A®, admits strong unique solutions and

E Yi(s)[”

sup
t<s<T

Y(t) =y, r,(t) = rp, M(t) = m, L(t) = l] < 00. (3.32)

Now we can transform the original problem (2.27/) into the following auxiliary
self-financing problem:

supE (U (¥'(7))).
s.t.  YU(¢) satisfies Eq.
r,(t) satisfies Eq.[2.15] (3.33)
M(t) satisfies Eq.[2.16]
L(z) satisfies Eq.2.17]
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3.2. Verification Theorem

We apply the stochastic dynamic programming principle to solve the problem
(3.33)), and we need to have a verification theorem before giving the HIB equation.
We focus the problem beginning at time ¢ with the state y, r,, m, [. We define the
value function V(t,y, r,,m,[) as

V(t,y, r,m,l)
= sup E [U(Y”(T)) 'Y(t) =y, ra(t) = 1y, M(1) = m, L(?) = 1.

ueAC

In addition, we define an operator as follows.

Definition 3.3. Define the operator by

L, Yy Iy, )
= (ryy +u o) X Jy(t,y,i, 1y m, D) + a(b = r,) X J, (£, Y,y m, )

+ (@B =) + Vio1pops (6o — m)) X Ji(t,y, ram, 1)
1 1

+ EﬁTO'O'Tﬁ X Jy(t,y, Tpym, 1) + 50’20‘, X J (8,9, Ty m, D)
1

+ 50':0', X i (t, y, Ty 11, 1)

1
2 —
+ EO'LZO'ZI o, X Jut,y, reym, D)+ oo, X Jy, (&, 9, Fpym, 1)
+U oo, X Jym(t,y, 1, m, )
+ \/ZO'LETO'O'Ll X Jy(t,y, ra,m, )

+ WGLG,TCTL. X Ji(t,y, 1y m, 1),

where

o =(0, -0, O)T’“’:(Tol-;’ 0, O)T,

N (3.34)
oL, :(POPS,O, 1—P(Z)Ps) ’

and J(t,y,r,,m,l) € C 12,222 represents the partial derivatives ¥, ¥, , V|, ¥,,,
Y Yo Yo Yy Yyms Yy, Yo in the space of the value function Y(t,y, r,, m, 1)
on[0,T] X R xR xR X R* are continuous.
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Using Definition [3.3] we can give a verification theorem as follows:

Theorem 3.4. (Verification Theorem) Define Q = [0,T) X R X R X R X R* and
Q2[0,T]xRXxRXRXR" Let J be a function in C**>2(Q) N C*(Q), which
satisfies a quadratic growth condition, i.e. there exists K3 > 0 such that

Wty 1o, D] < K3 (14 [y + Im + 1), (3.35)

forall (t,y,r,,m,]) € Q.
Defineu" = (u*, Ty, Mg ), we have

Ft, T t, T
uwt)=ut)+ (0, [ Do 1) ), 0), (3.36)
OB, (K)
and
— T 0*J _;
u (t,y,r,,m,l) =argmax;s —u oA + u oo,
oy ayor,
(3.37)
N 0*J _, N 0*J N N J_+
u oo, +——\VNlou oo ——U 00 Uy.
Ayom Toyal T2 gy2
(i) Suppose that
a‘] ta »'ny ’l i
Oy rnm D ey D) 2 O, (3.38)
ot 7ieAT
J(T,y,rp,ml) > Uy, (3.39)
forall (t,y,r,,m,l) € Q, we have J >V on Q.
(ii) The process u" = (u*, Ty, ) lies in A®, and it follows that
a‘] t’ sI'ns ’l "
—% — LTIy, ey, 1) = 0, (3.40)
Then
Jt,y,r,,ml) =V(t,y,r,,ml) on Q. (3.41)
Proof. See Appendix [8.1] m|

Under the assumptions of Theorem 3.4} we can easily solve the value function

V(t.y.r,m. 1) = sup E|U (Y(T))].

uecAC®
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In fact, it suffices to solve J(t,y, r,, m,[), which satisfies the Hamilton-Jacobi-
Bellman equation (3.40). Moreover, Theorem [3.4] states that the optimal strategy

can be expressed as (3.36) and (3.37) when J(-) = V(-).
Furthermore, let the function A(t, r,,, m, [) satisfy

1
V(t,y, r,ml) = myl_yh(t, ro,m, ), with hT,r,,ml)=1. (3.42)

The optimal strategies for auxiliary problems will be presented in the following
proposition.

Proposition 3.5. The optimal reinsurance and investment strategy is

1(2)
u() = (X*(t)+F(t,T)){— [Pg(t)}], (3.43)
Y\Ps(r)
where
Py(1) = vpo VL(?) +5°_M(t)+ 116, N 1 1 h,@®

Vaneg -1 N e -p)  To—t A @)’

1 6,V hy(t h, (f
Py(t) = —(ﬂrn + 02'311/ __PofTs, 2\/_ _pSO-Lo-Slﬁ o, ~n( ))
B Po— 1 Loy -1 h(z) h(t)
v 116,00 VA hi(1)

Ps(1) = -

"o -0 P

Here, h(t) is short for h(t, r,(t), M(t), L(t)), which satisfies

h, h, 1 B 1 —
=+ (a(b — 1) — (1 - —)ATO',) In "V AT,
h h Y h vy
ill 1 - y T 1 T'nln T
+ Z a(B—1) + popsor. \/2(50 —m) + oL WO'LIA + 7 7 o,0,
1 hmm 1 illl ilmill 1 - Y 713,1 Y — 1
+§70-:—0_t+§f0_1241+? ¥ O'LWO'ZIO}_ 712 TO'TO' (3.44)
Ry -1 Ry -1 y
oo B i 4 220

+70'L\/_0' o, +(1L=y)r, =0,
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in which

. Oh - oh oh . Oh
hl‘_aa rn_a_I}l’hm_%’hl_E’
. h - Ph . 0*h - *h

hrr —_ahmm:_,h :_’hm: .
" B2 om?” " T 82" T dmol

n

In addition, h, (t), h,,(t) and hy(t) are short for h, (t, r,(t), M(t), L(1)), h,(t, 1, (), M(2), L(t))
and h(t, r,(t), M(t), L(t)), respectively.

Proof. See Appendix o

According to Proposition [3.5] in order to determine the optimal strategy for
the auxiliary problem, it is crucial to employ a suitable approach to solve for
(3.44), which will be the main focus of our investigation. The solution to the
original problem can be obtained by subtracting the additional zero coupon bonds,
as described below:

w0 =) - |0, £ Tort, T) 0)

O-Bl(K)

4. Problem solving by deep learning

Due to the difficulty in obtaining the analytical solution directly, a numerical
method is necessary to solve the problem represented by (3.44). However, this
equation is a four-dimensional nonlinear parabolic partial differential equation
(PDE), which is prone to the curse of dimensionality when solved using tradi-
tional grid-based methods. Additionally, the presence of nonlinear terms further
complicates the problem of finding a solution.

To circumvent these challenges, we will employ a deep learning method to
solve this PDE. Specifically, we will utilize a deep learning technique called
deep 2BSDE. This approach establishes a unified formulation that combines the
PDE and the two-dimensional backward stochastic differential equation (2BSDE)
based on their underlying connection. Subsequently, we approximate the solu-
tion through temporal forward discretization and spatial approximation using deep
neural networks. According to [29], under certain smoothness and regularity con-
ditions, the 2BSDE has at most one solution. This provides a stochastic represen-
tation for solutions of fully nonlinear parabolic PDEs. For a more comprehensive
understanding of the theoretical foundations of this method, we refer readers to
Theorem 1 and Theorem 2 in [33]].
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4.1. 2BSDE system

In this section, we will represent the nonlinear parabolic PDE into second-
order forward backward stochastic differential equations.

The deep 2BSDE method establishes a connection between fully nonlinear
second-order partial differential equations (PDEs) and second-order backward
stochastic differential equations (2BSDEs). The relationship is demonstrated in
Theorem 4.10 of [29] and Lemma 3.1 of [30].

Lemma 4.1. Letd € N, T € (0,00), let u = (u(t,X))cj071xerd € CH([0,T] X
R4, R), o € CRY x RY), o, € C(RY, R4 £:[0,T] xR X RxRY x R — R,
and g : RY — R be functions which satisfy for all t € [0,7), x € RY that Vu €
C"2([0,7] x R, RY), u(T, x) = g(x), and

%(t, x) = (2, x, u(z,x), (Vxw)(, X), (Axu)(7, X)),

where Vi and Ay are operators of the first-order partial derivation and second-
order partial derivation of X, respectively. Let (Q,F,P) be a probability space,
letW = (WD, . WD)y : [0,7] x Q — R? be a standard Brownian motion
on (,F,P), let {F}c0 be the normal filtration on (Q,F,P) generated by W,
let £ © Q — R be an Fo/BRY)-measurable function, let X = (X, ..., XD) :
[0,7] X Q — R? be an F-adapted stochastic processes with continuous sample
paths which satisfies that for all t € [0, 7] it holds P-a.s. that

! !
Xt = é: + f ,ue(Xs)dS + f O—E(Xs)dws,
0 0

for every y € CY([0, T 1x R4, R), let Ay : [0, T 1xRY — R be the function which
satisfies for all (t,x) € [0,7] x RY that

o

1
(AY)(t,x) = (E) (t,x) + ETmce(UeGZ (Axy)(2, %)),

and let Y : [0,T]XxQ - R, Z = (ZW,.,ZD) : [0,T]xQ - RL T =

.....

be the stochastic processes which satisfy for all t € [0,7],i € {1,2,...,d} that

Y, = u(t,X,), Z, = (Vu)(t,X,),
I, = (AWGX), AV = (L(a—“)) t, X)).
aX,'
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Then, it holds that Y, Z, T, and A are F-adapted stochastic processes with contin-
uous sample paths which satisfy that for all t € [0, 7] it holds P-a.s. that

T
Yt = g(XT) - f (f(s’ Xs’ Ys, Zs’ rs)
t

-
+ %TFClC@(O’(XS)O'(XS)TFS))dS — f (Zy,dX)pa

! !
7, =7+ f Ads + f I',dX;.
0 0

Proof. Please see the proof of Lemma 3.1 in [30] for details. O

and

Let X = (r,,m,[). Vx and Ax are operators of the first-order partial deriva-
tion and second-order partial derivation of X, respectively. Define H(t,X) =
In [A(z, X)]. Then, equation (3.44) can be rewritten as

H.(t,X) = G(t, X, H(t, X), VxH(t, X), AxH(t, X)), (4.45)
where
G, X, H(t,X), VxH(t,X), AxH(t, X)) =
-H, (a(b —1y) — (1 — l) ATO',) — Hml;yATU,
Y Y

1 -
Yo, \/ZO'ZIA

- H, (a(ﬂ— D) + pops o, VIS — m) +

1 1 1
- E(H,n,n +H o o, - z(Hmm +H))o o, - E(H” + H))ob o] oy, (4:40)

1_
— H,H—L

-1 -1
oL \/ZO'ZI o+ Hi%df()‘, + an);—yafa,
1 1 —
+ lez—o%lo{l o1, — (H,H; + H,))op \/20',: oy — ZYATA
4 2y
- (1 - Y)r‘n-

The terminal condition is H(7T, X) = 0.

Assumption 4.2. In this paper, we assume that H,VxH belongs to C'">>2([0, T] x
R X R X R").
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Forall 7 € [0, T], let the stochastic processes WP = (W, (1), Wy(2), Ws (1), W.(1))
on (Q, G,P), and X, = (r,(¢), M(¢), L(t)) satisfying that

! !
X, =&+ f uP(X,)ds + f aP(X)dW?,
0 0

where Xy = &,
a(b —r,(s))
pP(X;) 2 0 ] (4.47)
a(B — L(s)) + orpops VL(s)(6o — M(s))

and

-0, 0 0 0

1

(X, x| Y To 1 0 0 (4.48)

0 pspori VI pso (1= pDL(s) o1 = pH)L(s)

Let ¢ = (1,0,0), ¢ = (0,1,0), ¢’ = (0,0,1) € R? be the standard basis
vectors of R? | for every ¢ € C*([0, T]xR?,R?) let A¢ : [0, T] x R?* — R? be the
function which satisfies for all (¢, x) € [0, T] x R? that

3 /52
(AP, x) = aa—f + % Z (6_¢) (1. %) (O'De?),O'DeES)),
i=1

ox?

andlet  : [0,T]xQ - R, Z : [0,T]xQ — R} T :[0,T] x Q — R¥»3,
o 1 [0,T] x Q — R3 be the stochastic processes which satisfy for all ¢ € [0, T]
that

% =H@X), 2= (xH) (X)), (4.49)
9 = (AxH) (1, X)), (4.50)
= (AVH))(1, X)). (4.51)

Lemma [4.T|implies that for all 7y, 7, € [0, 7] with 7| < 75, it holds P-a.s. that

T2 T2
X, =X, + f uP(X,)ds + f P (X,)dW?P, (4.52)

T1 T1
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Yo=Y + f (G(S, X, ¥, Z5,9,) + %Tmce((fD(Xs)TGD(Xs)%)) ds

- ! (4.53)
+ f (Z,dXy),
and

T2 T2
= 2+ f Ayds + f G.dWP. (4.54)
T1 71

The PDE (4.46))is related to the 2BSDE system (4.52)-(4.54)).

We define the forward discretization of the 2BSDE system. Let fy, 1, ...,ty €
[0, T'] be real numbers with

O=ty<ti<..<ty=T

which makes the mesh size is sufficiently small. Here, the paths of X, %', % for
alln €{0,1,..., N — 1} are as follows:

Xto = X0 = é:’ g/to = % = H(O’é‘:)’ %o = % = (VXH) (0’6),

Xt,,+1 ~ Xt,, + ,UD(XI,,)(th - tn) + O-D(Xt,,)(WD - Wt?)’

In+l
1
Y1 # Y, + |G, X0, Y, 2,,9,) + ETrace(UD(in)TGD(Xt,,)%) (tws1 = 1n)

+ (%WX _Xt,,>a

Tnt1

and

Z

tar1 %H + M,,(tnﬂ — 1)+ gtn(X - an)‘

Tnsl

4.2. Deep Learning Approximations

Now, we will use a deep neural network to approximate the unknown function
of the 2BSDE system. We consider

Gn(x) = (1, %)

and
W(x) = o (t,,X)
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as an approximation of ¢ and .7 for all suitable 6, x and all n € {0, 1,..., N — 1},
where 6 are the parameters of the deep neural network. We denote the approxima-
tion 2BSDE system as

n+1

b = 2);91 + (G(tn’ Xna za Z’ (ﬁz(Xn)) + %Trace(O-D(Xn)TO-D(Xn)(SZ(Xn))) (tn+1 - tn)

+ <Sz’ Xn+l - Xn>’
(4.55)

and
o= 3n+ WXty — 1) + O (X)Xiar — Xo). (4.56)

Meanwhile, we aim to ensure that the initial state ¢ in the 2BSDE system can
attain H(T,X7) = 0 at the terminal time 7. To achieve this, the loss function is
defined as

E[19% - Hty, X )P | = B{ID4P]. (4.57)

By combining the Monte Carlo and stochastic gradient descent algorithms, we
can iteratively update the parameter 6 until convergence. This allows us to obtain
the approximate relationships between ¥, and X, as well as between o7, and X,.
Subsequently, we can calculate the approximate solution of (4.46) on the interval
[0, T'] using @ with the initial condition X, = ¢ and the terminal condition
H(T,X7) =0.

After training the neural network, we can use the input X, = (r,(¢), M(¢), L(t))
and the network 3¢ to obtain the partial derivative values of the function H with
respect to X at time 7, denoted as VyH(t,X,). Then, according to Proposition [3.5]
we can obtain the optimal reinsurance and investment strategy at time ¢.

The procedure of deep 2BSDE is illustrated in Figure|l} For brevity, we omit
unnecessary details in this description and refer the readers to [30} 134, 35] for
more comprehensive explanations. In the figure, the solid line represents the for-
ward calculation process. Initially, we initialize 3%, 99, %%, and ®°. By applying
equations and , we calculate 9¢ from X, until ‘Df\,, as well as the
corresponding loss based on (4.57). In the figure, the long dotted line represents
the parameter updating process of the neural network. After obtaining the loss
function, we update the neural networks &? and 2’ using the stochastic gradient
descent method. Simultaneously, we update the initial values 3§ and 9j. The
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short dotted line indicates the recursive calculation process of X%, 9?, and 3?,
which we omit in this description.

D D D
Wo WI W2

> 3

Figure 1: The algorithm procedure of deep 2BSDE

We utilize a 4-layer neural network architecture with two hidden layers for our
analysis, where the number of nodes in each layer corresponds to the dimension
of (4.46). Specifically, the output layer, hidden layer I, hidden layer II, and output
layer comprise 4, 4, and 16 nodes, respectively. All layers, except for the out-
put layer, employ the Rectified Linear Unit (ReLU) activation function, while the
output layer does not utilize any activation function. Our training process adopts
a batch size of 64 and employs the Adam optimizer for optimization. We con-
duct 2000 training iterations. Furthermore, we implement the code using Python3
programming language and the TensorFlow package. The computations are per-
formed on an Intel Core 17-8700K CPU with a clock speed of 3.70GHz and 16GB
RAM.

5. Sensitivity analysis

In this section, we further investigate the impact of different factors on the
approximate optimal strategy and the approximate optimal value function through
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Table 1: Notation summary.

T o Iy A n 6 a b oy, My
5 003 04 3 005 01 01 002 0.02 0.08

Y 60 Tb (0% /3 (o3

M2 K os, A
0

0.05 10 0.1 5 2 01 20 01 02 02
v Lo Ps
0.5 -02 05

sensitivity analysis. The values of the model parameters are provided in Table [T}
unless stated otherwise. The training process and the absolute error are depicted in
Figure [2] and Figure [3] respectively, under the specified parameter values. Figure
2] represents the absolute error obtained by recalculating the termination condition
based on our trained neural network. On the other hand, Figure [3] illustrates the
L? error of termination condition, which corresponds to the loss function (4.57)

computed using the trained neural network.

Mean of the absolute error

10l§
100?
10_1§

10_2§

1073

0 250 500 750 1000 1250 1500 1750 2000
Number of trainning steps

Figure 2: The absolute error of H(T, X(T))
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Mean of the empirical loss function

10t

10—1_

10—3_

107>

0 250 500 750 1000 1250 1500 1750 2000
Number of trainning steps

Figure 3: The empirical loss

5.1. Impact on reinsurance and investment strategy

The impact of the risk aversion coefficient y on reinsurance and investment
strategies is illustrated in Figure {] and Figure [5] When the risk aversion coeffi-
cient increases, insurers are inclined to retain fewer insurance policies and pur-
chase more reinsurance. This is because the risk aversion coefficient measures
an individual’s aversion to facing risks. Higher risk aversion coefficient signifies
a greater concern for potential losses, leading insurer to purchase more reinsur-
ance to mitigate the potential losses associated with insurance risk. In line with
the increasing risk aversion coefficient, insurers tend to reduce their investments
in zero-coupon bonds. In our opinion, this phenomenon can be attributed to in-
surers’ heightened sensitivity to long-term interest rate fluctuations, leading to in-
creased concerns regarding market uncertainty and volatility. Consequently, there
exists an inverse relationship between investments in zero-coupon bonds and the
risk aversion coefficient. Stock investments are generally perceived as high-risk,
high-reward investments. As a result, insurers tend to have a heightened level of
interest and concern regarding the risks and volatility associated with stocks. Con-
sequently, the volatility in stock prices is more likely to trigger insurers’ concerns,
leading to a tendency to decrease the allocation of stocks in their investment port-
folios to reduce the overall risk level, especially when the risk aversion coefficient
is high. These finding is consistent with the results in proposition 3.5]
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Figure 5: Effect of y on investment strategies

Figure [6] - Figure 8] depict the influence of the negative correlation coefficient

Po on reinsurance and investment strategies. With the increase of negative corre-
lation between insurance risk and stock risk, insurers tend to hold more insurance
policy. Simultaneously, a reduced negative correlation is also linked to an in-
crease in stock investments by insurers. We offer the following explanation: a
larger negative correlation coeflicient denotes a more pronounced inverse associ-
ation between insurance risk and stock risk. Furthermore, insurers can mitigate
insurance risk through the acquisition of reinsurance, which allows the transfer

of risks to reinsurers.
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reduction in insurance risk. As a consequence, this manifests in a lower reinsur-
ance policy and a higher allocation of investments towards stocks. Figure [6b|and
Figure [8b| depict the influence of the negative correlation coefficient p, on rein-
surance and investment strategies when extra information is negative (69 = —0.1).
These findings indicate that when there is higher-than-expected insurance risk in
the future, an increase in the negative correlation leads to an increased demand for
reinsurance by insurers. However, the magnitude of the increase in stock invest-
ment is smaller than expected. In our opinion, this can be attributed to the transfer
of insurance risk through the reinsurance policy, for which potentially diverts the
profits insurers could have gained from stocks when there is a negative correlation
between insurance risk and stock risk. As a result, the increase in stock investment
is not significant.

From Figure [/a) and Figure we can observe that the investment in zero-
coupon bonds decreases as the negative correlation coefficient increases. A stronger
negative correlation indicates that insurers can balance stock risk and insurance
risk more effectively through portfolio and reinsurance policy, leading to more
aggressive strategies. Conversely, if insurance risk and stock risk cannot be eas-
ily diversified, insurers tend to choose conservative investments in zero-coupon
bonds.

Based on these findings, it is observed that if insurers can ascertain certain
extra information regarding the future, they tend to opt for more aggressive rein-
surance and investment strategies, regardless of whether the extra information is
positive or negative. This also partly elucidates the adoption of aggressive strate-
gies by AIG insurance company prior to the 2008 financial crisis. However, it
is only when insurers have the ability to ascertain the authenticity of extra in-
formation regarding future claim processes that they can benefit from aggressive
reinsurance and investment strategies.
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Figure 9] and Figure [I0] demonstrate the impact of extra information on rein-
surance policies and stock strategies. The demand for reinsurance decreases as
the magnitude of extra information increases. This is because higher levels of ex-
tra information indicate lower expected claims, prompting insurers to retain more
policies when extra information is higher. This result aligns with our expecta-
tions. Conversely, stock investments only increase when the absolute value of
extra information is higher. We believe this may be due to the negative correla-
tion between insurance risk and stock risk. Insurers can balance insurance risk
and stock risk through reinsurance policies. As a result, stock strategies are only
influenced by the magnitude of extra information, regardless of its direction.
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Figure 9: Effect of ¢y on reinsurance policy
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optimal stock strategies

time(year)

Figure 10: Effect of 6 on stock strategies

Figure [[ T} Figure[I2]exhibit the influence of the volatility coefficient v on rein-
surance and investment strategies. It can be observed that when the volatility
coeflicient is higher, insurers tend to retain more policies while increasing invest-
ments in stocks. This can be attributed to the presence of negative correlation and
positive extra information, which enable insurers to have more accurate predic-
tions regarding the insurance process and future stock dynamics. The availability
of extra information allows insurers to anticipate risk in advance. The negative
correlation, on the other hand, leads the anticipated extra information to propa-
gate into both stock dynamics and volatility dynamics, resulting in a deterministic
drift in stock dynamics that is positively correlated with the volatility coefficient.
In this scenario, reinsurance policies can be used by insurers to diversify the risks
associated with both stock and volatility, thereby partially mitigating such risks.
Consequently, a positive relationship between the volatility coefficient v and in-
surers’ inclination towards more aggressive reinsurance and investment strategies
is observed. Conversely, risk-averse investments such as zero-coupon bonds tend
to decrease as the volatility coefficient v increases.
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Figure 12: Effect of v on investment strategies

5.2. Impact on initial utility

Figure[13]illustrates the relationship between extra information and initial util-
ity for insurers. It can be observed that the initial utility of insurers increases with
the presence of extra information. It is important to note that both negative and
positive extra information lead to an increase in initial utility for insurers, how-
ever, the magnitude of the increase is significantly lower for negative extra infor-
mation as compared to positive extra information. In other words, the absolute
value of extra information is a direct factor influencing insurers’ utility, regardless
of whether it is negative or positive. Here is our explanation: Negative extra in-
formation signifies higher future claims than expected, leading to an increase in
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the insurers’ demand for reinsurance. However, insurers still need to pay a certain
reinsurance premium to diversify the anticipated risks. On the other hand, positive
extra information indicates lower future claims than expected, resulting in insur-
ers choosing to retain more policies and thereby reducing the cost of reinsurance.
As aresult, the utility gained by insurers from positive extra information is higher
than that from negative extra information.
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Figure 13: Effect of ¢, on utility (¢ = 0)

Figure (14| displays the impact of negative correlation coefficient on insurers’
initial utility. It can be observed that as the negative correlation strengthens, the in-
surers’ initial utility increases. A stronger negative correlation indicates a stronger
association between insurance risk and stock risk. As insurers can implement rein-
surance policies, they can also mitigate the stock risk through reinsurance policies.
For example, when insurers anticipate lower-than-expected future claims, it sug-
gests a potential decline in stock prices. In such cases, insurers can balance this
adverse change by selecting appropriate reinsurance strategies. Conversely, when
future claims are expected to be higher than anticipated, stock prices may exhibit
an upward trend. Insurers can also address this situation by coordinating between
insurance risk and stock risk via reinsurance policies. Consequently, insurers’
initial utility improves as the negative correlation coeflicient becomes higher.
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Figure 15| depicts the impact of the volatility coefficient on insurers’ initial
utility. The volatility coefficient, represented as v, captures the influence of volatil-
ity, denoted as L, on stock prices. It can be observed that insurers’ initial utility
increases with the increment of the volatility coefficient. We believe that the un-
derlying reason for this result is similar to the factors driving the outcomes shown
in Figure |11| and Figure The presence of negative correlation coefficient and
extra information leads to interdependencies between the insurance process, stock
prices, and stock volatility. As the volatility coefficient increases, these interde-
pendencies become stronger. With the existence of reinsurance policies, insurers
can effectively balance their investment portfolios and diversify risks across dif-
ferent components, thereby enhancing utility.
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6. Conclusion

In this paper, we build a model of reinsurance and investment problems in-
volving multiple stochastic factors. Since the insurer will obtain some extra in-
formation about the future claim, we first use filtration enlargement to extract the
deterministic impact of the extra information. However, due to the negative corre-
lation between stocks and claims, extra information also contains some informa-
tion about stocks and their volatility, which leads to a certain correlation between
each state. Next, we obtain an HJB equation based on the CRRA utility function
and dynamic programming principle, and obtain a semi-analytical solution.

To reduce the difficulty of solving, we use deep learning to solve the HIB
equation. First, we convert the PDE related to the semi-analytical solution into
a 2BSDE system, then forward discretization is performed, and the functional
relationship between the state and the 2BSDE system is replaced by a deep neural
network. Then, we use the neural network and the 2BSDE system to obtain an
approximate optimal solution.

Finally, we conduct a sensitivity analysis. We have found that due to the neg-
ative correlation between insurance risk and stock risk, insurers can diversify the
part of risk between insurance and stock by implementing more aggressive rein-
surance and investment strategies. However, whether insurers can truly benefit
from this depends on their ability to discern the authenticity of extra informa-
tion. Furthermore, the impact of extra information on insurers is asymmetric, as
both positive and negative extra information can be advantageous to insurers, as
insurers will gain more benefits from positive extra information.
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8. Appendix

8.1. Proof of Theorem|3.4,

Proof. (1) To simplify the symbol, we use J(-) as the simplified expression. The
control uses the similar expression u(-) and u*(-). We apply It6 lemma to any
J € C'2222(Q). For any (t,y,r,,I,m) € Q, u € A®, s € [t,T], and 7 € [t, +0], we
can derive that

J (s AT Y (s AT),ry(s AT), M(s AT), L(s A T))

= J(t,y, ry,m,l) + fs T(@ + f”](z)) dz + fs ' wﬁTO'dW(Z)

ot dy
SAT GJ(Z) SAT 8J(z) 1
[ S2eawme+ [ 2 dwm (8.58)
SAT o SAT oJ
+ f (Z) oL \/ZpSpOdWO(Z) + f (Z) gy, ‘/ZPS 1 - p(z)dWS (Z)
. oL . oL
SAT 8J
. f a(LZ) o1 VIps A1 - pRdW,(2),
t

where s A T £ min {s, 7}.
We define a non-negative function ¢(z) : [0, 7] — [0, +c0)

2 2
@(z) = (@) (ETO'O'TE) + (?) o,

ad n

e " (8.59)
dJ(2) 1 2 (3J) ,
+ + ol
om ) To—z ol
Forn = 1,2,.... choose a stopping time 7,, satisfying
f

T, = inf {s elt,T]: f (2) > n} (8.60)
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Note that 7, = T when n — oo, the stopping time processes

J - 6g(yZ)_T 7V @, f B 8J(Z)ffrndWr,,<z>

SAT (9.] 1 SAT 8.]
f a(Z) AWo(2). f ) o VLpspodWata), (8.61)
t m T() —Z

SAT (9.] SAT 8]
[ B2ouios 1 - gawsco. f 29 0, VTps 1 - pawica

are true martingales. Taking expectations for (8.58), we can obtain

E [J(s AT, Ys AT), r(s AT), M(s A T), L(s A T))]

SAT (8.62)
=J(t,y,r,,m )+ E f (ag(z) + LIz )) dz]
t
Combining with (3.38) and (3.39)), we have
SAT
f (‘9‘;(:) + qu(z)) dz < 0,7 € AC. (8.63)
t

Therefore, for every u € A®

E [J(s AT, Y (s AT), ru(s AT), M(s A T), L(s A T))]

(8.64)
S J(t’ya r}’l,m’ l)'
According to (3.35), we can get
sup |[J(s AT, Y(s AT), 1(s AT), M(s A T), L(s A T))
b (8.65)
< K3(1 & sup |Y7(s)| + sup [r(s) + sup [M(s)P + sup |L(s)|2).
selt,T] selt,T] selt,T] selt,T]

Combining (3.32) with (8.65)), and sending 7 to infinity in (8.64), we have that
B |J(s, Y¥(s), ra(s), M(5), L(sD)| < J(t,, 70 m, D). (8.66)

Since J(-) is continuous with respect to ¢ and Y, sending s tends to 7', we can again
apply the control convergence theorem to obtain

E|U(Y'(D))| < It y, ram. D), (8.67)
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for all u € A®. Since u is arbitrary, we can infer that V < J for all (¢, y, r,, m, [),
and the equality holds at u".

(i1) Applying Ito lemma to J(t,y, r,,[,m) between ¢t € [0, T] and s € [t,T], we
can get

E[J(s, Y7(s), ra(5). M(s), L(s))|
8.68
f (—ath)Jr.z"J( ))dz] *o9

According to the definition u" € A®. we have

=J(t,y,r,,m)+E

_a‘](tay’ Yy, N, l)

> - LIy, reym, 1) = 0. (8.69)

Then
J(s, Y7 (5), ra(s), M(s), L(s)) = J(t, Y, Fuy 11, D). (8.70)
Applying the control convergence theorem, we have
J(t.y.rm. D) =E[U (Y (D))]. (8.71)

We find that J < V. Combining the result in (i), we can derive that u" is the
optimal control and J = V.

O
8.2. Proof of Proposition[3.5]
Proof. Substituting the (3.42) into (3.37) we can derive that
h,
T =23 oA + Xzz-
I S 4 (8.72)
7/ hz_ 0-t+;z0- \/_E 0-0-L19

where £ = o"o. Substituting (2.21)), (2.22)) and (3.34) into ( , we can de-

rive (3.43). In addition, combining (3.40), (3.41), (3.43) and (.72 - we have the
equation (3.44).
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