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Abstract: We consider de Finetti’s stochastic control problem when the (controlled) process is allowed
to spend time under the critical level. More precisely, we consider a generalized version of this
control problem in a spectrally negative Lévy model with exponential Parisian ruin. We show that,
under mild assumptions on the Lévy measure, an optimal strategy is formed by a barrier strategy
and that this optimal barrier level is always less than the optimal barrier level when classical ruin is
implemented. In addition, we give necessary and sufficient conditions for the barrier strategy at level
zero to be optimal.

Keywords: stochastic control; spectrally negative Lévy processes; optimal dividends; Parisian ruin;
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1. Introduction and Main Result

In the 1950s, Bruno de Finetti (1957) formulated the following stochastic control problem: find
the dividend strategy maximizing the expected present value of the dividend payments associated
with an insurance surplus process. Presently, this control problem is known as de Finetti’s optimal
dividends problem. Another active field of research in insurance mathematics is the analysis of Parisian
implementation delays in the recognition of default (see e.g., (Landriault et al. 2011; Loeffen et al.
2013)) and/or in the design of dividend strategies (see e.g., (Albrecher et al. 2011; Dassios and Wu
2009)). In what follows, we formulate and solve an extension of de Finetti’s control problem with
Parisian ruin.

1.1. Problem Formulation

On a filtered probability space (Q), F,{F,t > 0} ,P),let X = {X;,t > 0} be a spectrally negative
Lévy process with Laplace exponent 6 — (6) and with g-scale functions {W(‘J), q=> 0} given by

[Tt WO = (pe) - )7,
0
forall > ®(q) =sup{A > 0: ¢(A) = g}. Recall that
(0) = 76 + 20262 + (e~ 14621y (2)) v(da)
1/) =7 20' 0 e z (0,1] z)viaz),
where v € R and ¢ > 0, and where v is a o-finite measure on (0, o), called the Lévy measure of X,

satisfying
/ (1A 22)v(dx) < oo.
0
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For more details on spectrally negative Lévy processes and scale functions, see e.g., (Kuznetsov
et al. 2012; Kyprianou 2014).

In what follows, we will use the following notation: the law of X when starting from Xy = x is
denoted by Py and the corresponding expectation by E,. We write P and E when x = 0.

Let the spectrally negative Lévy process X be the underlying surplus process. A dividend strategy
7 is represented by a non-decreasing, left-continuous and adapted stochastic process L™ = {L[',t > 0},
where L] represents the cumulative amount of dividends paid up to time t under this strategy, and such
that L = 0. For a given strategy 7, the corresponding controlled surplus process U™ = {U[",t > 0} is
defined by U]* = X; — L]'. The stochastic control problem considered in this paper involves the time
of Parisian ruin (with rate p > 0) for U defined by

oy :inf{t>0: t—gff > e‘ffﬂ and U <0},

where g = sup{0 <s <t: U] >0}, with eﬁf an independent random variable, following the
exponential distribution with mean 1/p, associated with the corresponding excursion below 0

(see (Baurdoux et al. 2016) for more details). Please note that, without loss of generality, we have
chosen 0 to be the critical level.

Remark 1. Recall that X and L™ are adapted to the filtration. Set Foo = \/ >0 Ft, i.e., the smallest o-algebra
containing Fy, for all t > 0. It is implicitly assumed that Fo is strictly less than F and that all exponential
clocks are independent of Feo.

A strategy 7t is said to be admissible if a dividend payment is not larger than the current surplus
level, ie., LT, — L < U[, forallt < UZ’T’ and if no dividends are paid when the controlled surplus
is negative, i.e., t = LT 1(_q0)(U[") = 0. The set of admissible dividend strategies will be denoted
by IT,. These two conditions are motivated by the following interpretation: if U™ enters the interval
(—00,0), then a period of financial distress begins. Consequently, dividend payments should not cause
an excursion under the critical level nor should they be made during those critical periods.

Fix a discounting rate ¢ > 0. The value function associated with an admissible dividend strategy
7 € 11, is defined by

0-7'(
vr(x) = Ey [/0 ! eqtst”} , xeR

The goal is to find the optimal value function v, defined by

v(x) = sup vr(x)
nell,

and an optimal strategy 7t, € I, such that

v, (x) = vi(x),

for all x € R. Because of the Parisian nature of the time of ruin considered in this control problem,
we have to deal with possibly negative starting capital.

1.2. Main Result and Organization of the Paper

Let us introduce the family of horizontal barrier strategies, also called reflection strategies.
For b € R, the (horizontal) barrier strategy at level b is the strategy denoted by 7’ and with cumulative

amount of dividends paid until time ¢ given by L! = (sup0 <<t Xs — b) L fort > 0.If Xo =x > b,
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then Lg L =Xx— b. Please note that, if b > 0, then 77;, € IT},. The corresponding value function is thus
given by
7
/ e_qtde] ,
0

for all x € R, where 0’5 is the time of Parisian ruin (with rate p > 0) for the controlled process
ub =X, —Lb.

Before stating the main result of this paper, recall that the tail of the Lévy measure is the function
x — v(x,00), where x € (0,00), and that a function f: (0,00) — (0, c0) is log-convex if the function
log(f) is convex on (0, o).

vp(x) = Ey

Theorem 1. Fix g > 0and p > 0. If the tail of the Lévy measure is log-convex, then an optimal strategy for the
control problem is formed by a barrier strategy.

The original version of de Finetti’s optimal dividends problem, i.e., when the time of ruin is the
first passage time below the critical level (intuitively, when p — o0), has been extensively studied. In a
spectrally negative Lévy model, following the work of Avram et al. (2007), an important breakthrough
was made by Loeffen (2008); in the latter paper, a sufficient condition, on the Lévy measure v, is given
for a barrier strategy to be optimal. This condition was further relaxed by Loeffen and Renaud (2010);
in this other paper, it is shown that if the tail of the Lévy measure is log-convex then a barrier strategy
is optimal for de Finetti’s optimal dividends problem with an affine penalty function at ruin (if we
set S = K = 0 in that paper, we recover the classical problem). To the best of our knowledge, this still
stands as the mildest condition for the optimality of a barrier strategy in a spectrally negative Lévy
model. Finally, note that Czarna and Palmowski (2014) have considered de Finetti’s control problem
with deterministic Parisian delays.

The rest of the paper is organized as follows. First, we provide an alternative interpretation of
the value function and we fill the gap between the models with classical ruin and no ruin. Then, we
compute the value function of an arbitrary horizontal barrier strategy and find the optimal barrier
level b;‘, (see the definition in (9)). Finally, we derive the appropriate verification lemma for this control
problem and prove that, under our assumption on the Lévy measure, the barrier strategy at level b},
is optimal.

2. More on the Value Function

Please note that for 7 € II, and x < 0, using the strong Markov property and the spectral
negativity of X, we can easily verify that

or(¥) = Ex (€710 11 g 1| 02(0) = 2950, (0), (1)

where 7" = inf {t > 0: X; > 0} and where e, is an independent exponentially distributed random
variable with mean 1/p, thanks to the well-known fluctuation identity (see e.g., (Kyprianou 2014))

E, [e—”ﬁ 1 {T;@o}} — M=)y <p, @)

where 7,7 = inf {t > 0: X; > b}.
Interestingly, we can show that (see the proof of Lemma 1 below), for any 7t € Hp, we have

'Ur((JC) = Ex |:/0 equfpfos 1(,w,0)(uf)drdL;T . (3)



Risks 2019, 7,73 40f11

Using this last identity, we can argue that using Parisian ruin with rate p fills the gap between
the model with classical ruin (no delay, p — o) and the model with no ruin (infinite delays, p — 0).
Indeed, using (3), we see directly that

vp(x) = By [/0 o B—P o 1<oo,o>(uf)drdL;T] m Ey {/0 e_WSdL;T} .

On the other hand, as
C gs—p [S1 o) (UF)dr 47 7 s 7'( ® —gs—p [$1( o) (UF)dr n
/0 e PP w0 ET AL :/O et Tfs<ozydLs +/O e PPN S0 Ls>ozydLs,
where 0 :=inf {t > 0: U]" < 0}, we obtain

.00 s - ol
vr(x) = By [/0 e 957P Jo L—eo0) (U )drde} — E, [/0 e_qdef} .

p—o0

Remark 2. Note also that the expression of the value function given in (3) tells us that the current control
problem amounts to a control problem with no ruin and in which the dividend payments are penalized by the
occupation time of the surplus process. Indeed, from this point of view, the discount factor increases with the
time spent below zero by the surplus process.

3. Horizontal Barrier Strategies

Before computing the value function of an arbitrary barrier strategy at level b, we have to define
another family of scale functions, also called second g-scale functions of X.

3.1. Second Family of Scale Functions

The so-called second scale functions are defined by: for each 4,6 > 0 and for x € R, let

Zy(x,0) = ™ (1 — (p(6) —q) /0 Ce W (y)dy> : 4)

Please note that for x < 0 or for § = ®(q), we have Z;(x,0) = e%*. The second scale functions have
appeared in the literature in various forms; see e.g., (Albrecher et al. 2016; Avram et al. 2015; Ivanovs
and Palmowski 2012).

In what follows, Z;(x,é)) will represent the derivative with respect to the first argument.
Consequently, for x > 0, we have Z;(x,0) = 0Z,(x,0) — (¢(6) — )W (x) and, for x < 0, we
have Z{ (x,0) = 6e®*.

In this paper, we will encounter the function Z; when § = ®(p + q), that is the function

Zy(x, @(p+9q)) = T (1 —p / Sy (y)dy> ,
0
from which we deduce that, for x > 0,
Zy(x, @(p+q)) = D(p + 9) Zy(x, 2(p + ) — pWD (x). ®)

Consequently, set Z (0, ®(p +q)) = ®(p +q) — pW (@ (0). Since we assume that p > 0, we have
that ®(p +¢q) > ®(g) and we can write

Zy(x, ®(p+q)) = p/o e_q)(p"’q)yw(q)(x +y)dy, xeR. (6)



Risks 2019, 7, 73 50f11

Then, for x > 0, we have
Zix@(pra)=p [ e T EIWD (x4 y)dy, %

which is well defined since W% is differentiable almost everywhere (see e.g., Lemma 2.3 in (Kuznetsov
et al. 2012)). Clearly, x — Z;(x,®(p + q)) is a non-decreasing continuous function. In fact, it will
be proved in Appendix B that if the tail of the Lévy measure is log-convex, then Z;(~, d(p+gq))isa
log-convex function on (0, c0).

3.2. Value Function of a Barrier Strategy

Here is the value of an arbitrary admissible barrier strategy:

Proposition 1. For q,b > 0, the value function associated with 7ty is given by

Zy(x,@(p+9q)) .
op(x) = { Za0R(pHD) forx € (oo, b, ®)
x—b+u,(b) forx e (b o).

Proof. This result has appeared before in the literature. See for example Equation (15) in (Albrecher
and Ivanovs 2014) or Equation (46) in (Avram and Zhou 2016). Nevertheless, we provide an alternative
proof in Appendix A. [

3.3. Optimal Barrier Level

As defined in (Loeffen 2008; Loeffen and Renaud 2010), the optimal barrier level in de Finetti’s
classical control problem is given by

bl, = sup {b >0: W' (b) < W' (x), forall x > 0} .

Similarly, let us define the candidate for the optimal barrier level for the current version of this
control problem by

by, = sup {b > 0: Z, (b, ®(p + ) < Zj(x,D(p+9)), forallx >0} )

Proposition 2. Fix q > 0and p > 0. Suppose the tail of the Lévy measure is log-convex. Then, 0 < b, < b,
and by, > 0 if and only if

O(p+q) — pWD(0) < ﬁw@’(ow (10)

Equivalently, by, > 0 if and only if one of the following three cases hold:
@ o>0and (D(p+9q))*/p<2/0%

(b) o =0andv(0,00) = co;
(c) 0=0,v(0,00) < c0and

) oy - 7) < 20

4

where ¢ = v + f01 xv(dx).

Proof. See the proof in Appendix B. O

First of all, note from Proposition 2 that the optimal barrier level by, when Parisian ruin with rate
p is implemented, is always lower than the optimal barrier level b}, when classical ruin is used.
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In cases (a) and (c), the value of b}, can be either positive or zero, depending on the parameters of
the model. It is clear from the condition in (10) that, when g > 0, if the Parisian rate p is small enough
(large delays), then b;‘, = 0; in words, if Parisian delays are infinite (no ruin), then it is better to start
paying out dividends right away. However, when g = 0 (no discounting), if Parisian delays are infinite
(no ruin), then by, > 0 if and only if E[X;] > 0.

Also, in case (a), if X; = ct + 0By is a Brownian motion with drift, then

P(p+9q) = % (\/C2+2‘72(P+f1) —C>

and we can verify that b, = 0 as soon as the Brownian coefficient ¢ is large enough.

Remark 3. In Section 4 of (Avram and Minca 2017), economic principles for evaluating the efficiency of a
surplus process are discussed. One of them is that the optimal barrier level be equal to zero.

Interestingly, the condition in (c) can be re-written as follows:

ad 0
/ e 1dL}
0

0

<@p+4) g / v eqtdL?] = v9(0).
0

p

<E

Indeed, when o = 0 and v(0, ) < oo, it is known (see Equation (3.14) in (Avram et al. 2007)) that

0

(4
E / e 9tdLY
0

c
] = 7 v(0,)
and, from Proposition 1, we have

o 1
E e MdLY | = .
[/o ] D(p +q) — W@ (0+)

4. Verification Lemma and Proof of the Main Result

Define the operator I' associated with X by

To(x) = 90/ (x) + %zv”(x) + /Ooo (v(x —2z) —v(x) +0'(x)z1g (z)) v(dz), (11)

where v is a function defined on R such that I'v(x) is well defined. We say that a function v is
sufficiently smooth if it is continuously differentiable on (0, ) when X is of bounded variation and
twice continuously differentiable on (0, o) when X is of unbounded variation.

Next is the verification lemma of our stochastic control problem. As the controlled process is
now allowed to spend time below the critical level, it is different from the classical verification lemma
(see (Loeffen 2008)).

Lemma 1. Let T be the operator defined in (11). Suppose that 7t € 11, is such that vy is sufficiently smooth
and that, for all x € R,

(1‘ —q- Pl(w@)) 07(x) <0

and, for all x > 0, v/, (x) > 1. In this case, 7 is an optimal strategy for the control problem.
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Proof. Set w := vz and let m € II, be an arbitrary admissible strategy. As w is sufficiently
smooth, applying an appropriate change-of-variable/version of Ito’s formula to the joint process
( fo —00) (U)dr, U”) yields

e 1P fotl - ,0)(u;[)drw (utﬂ) _w (UéT)
= Jy e PP o O [T — g (UF) = p(_aup) (UF) w (UZ) | ds
ft —q5— Pfos 1(7ooi0)(urn)drw/ (usrc_) dL;‘( + M;‘(
t Tocsere P Mo MO [ (UT — ALT) —w (UZ )+ (UF) ALZ],

(12)

where M™ = {M[',t > 0} is a (local) martingale.
Consider an independent (of F) Poisson process with intensity measure p dt and jump times
{Tip,z’ >1 } Therefore, we can write

e P I o URAr _p_ (T}’ ¢ {re(0,s]: UF <0}, foralli > 1|]-"oo) =E, [1{Ug>s}|fw}

and consequently

‘75?] ( F)dr g7 7 t—S T 0;(/\1‘_5 T
o /Oe 0 dL7| = Ex /Oe P (1) | oo L :]Ex/o e~ #dL7 |,

where we used the definition of a Riemann-Stieltjes integral and the monotone convergence theorem
for conditional expectations.
Now, as for all x € R,

(F —q- Pl(fm,0)> w(x) <0

and, for all x > 0, w’(x) > 1, using standard arguments (see e.g., (Loeffen 2008)) and our definition of
an admissible strategy, e.g., that L™ is identically zero when U™ is below zero, we get

00 s - o
w(x) > Ey [/0 o T57P Jo L—cop) (U7 )d’dLs”} —E, {/0 ’ eqde;T] = v (x).

This concludes the proof. [

The rest of this section is devoted to proving Theorem 1, i.e., proving that an optimal strategy for
the control problem is formed by the barrier strategy at level b* := by,
By the definition of b* given in (9), for 0 < x < b*, we have

o () = Zy(x, ®(p+q))
P ZEb, @(p+9) T

By the definition of vy, for x > b*, we have v}, (x) = 1. This means v}, (x) > 1, for all x > 0.
Please note that for any x € R, we have

(T—q—p) el = 20 (10(p+q) + S (p+9))

e [ [ (=02 1+ d(p+ )21 0 (2) ) v(d2) — (94 p)]

= PV [ (B(p+4)) — (9+p)) =0
(13)
Consequently, for x < 0, we have

(T—qg—p)Zs(x, 2(p+9q)) =
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and, for x > 0, using (6), we have
(T =) Zy(x,@(p+ ) = p [~ W0 (T =) WO (x+y)dy = 0,

since (' — q) W@ (x) = 0 forall x > 0 (see e.g., (Biffis and Kyprianou 2010)). Please note that under our
assumption, W9 is sufficiently smooth. Indeed, by Theorem 1.2 in (Loeffen and Renaud 2010), if the
tail of the Lévy measure is log-convex, then W@’ is log-convex. Therefore, W(?" (x) exists and is
continuous for almost all x € (0, ); see e.g., (Roberts and Varberg 1973).

As a consequence, and since v+ is smooth in x = b*, we have

(F —q— Pl(—oo,o)) vy (x) =0, forx < b

All that is now left to verify is that (I' — ) vy (x) < 0, for all x > b*. It can be done following the
same steps as in the proof of Theorem 2 in (Loeffen 2008), thanks to the fact that, under our assumption
on the Lévy measure, the function Z‘; (-, ®(p +9q)) is sufficiently smooth (see the details in Appendix B).
The details are left to the reader.
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Appendix A. Proof of Proposition 1

To prove this result, we can adapt the methodology used in the proof of Proposition 1 of (Renaud
and Zhou 2007) (for the case k = 1 in that paper). Let us define «” as the time of Parisian ruin with
rate p for X or, said differently, the time of Parisian ruin when the pay-no-dividend strategy, i.e., the
strategy 7w with L] = 0, is implemented. More precisely, define

xP :inf{t>0: t—gr > e%t and X; <0},
where gy = sup {0 <'s < t: X; > 0}. Let us also define, for a € R, the stopping time
7 =inf{t >0: X; >a}.

It is known that (see e.g., Equation (16) in (Lkabous and Renaud 2019)), for x < a,

- Zy(x, 2(p+9))
" N AtV L Vs
Ey [e 1{T;<K7’}:| Zq(ll,@(p-i-q)) (Al)
As in Renaud and Zhou (2007), we can show that
P
<”’J(b) - %) Bo-1/n [e " 1{TJ<K*’}] (A2)

_ +
<op(b) < (op(b) + 3 ) By [e qrbﬂ/nl{%/ﬂ,,}] +o(1/n).
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The result for x = b follows by taking a limit and then the result for 0 < x < b follows by using
again the identity in (A1). Finally, if x < 0, then using (1) we have

2 200 2(p+q)) _ Zy(x, P(p+4)
Zi(b,®(p+9q))  Zj(b,P(p+9)

~—

vp(x) =

Appendix B. Proof of Proposition 2

Recall from (7) that, for x € (0, ), we have
Z’(x P(p+q)=p / (ptalyyy () (x +y)dy. (A3)

By Theorem 1.2 in (Loeffen and Renaud 2010), if the tail of the Lévy measure is log-convex,
then W9 is log-convex. Using the properties of log-convex functions, as presented in (Roberts and
Varberg 1973), we can deduce that x > pe~®(P+OYW(0)’ (x + ) is log-convex on (0, o), for any fixed
y € (0,00). Then, as Riemann integrals are limits of partial sums, we have that x — Z; (x, ®(p +¢q)) is
also a log-convex function on (0, c0). In particular, Z; (-, ®(p + q)) is convex on (0, %), so we can write,
for some fixed ¢ > 0,

Zy(x,(p +0) = Z4(e, ®(p+ ) + [ Zi (1, ®(p+ ),

where Z/~ (-, ®(p + q)) is the left-hand derivative of Z(-,®(p +¢)). Since Z{~ (-, ®(p +9q)) is
increasing and limy—,co Z (x, @(p + q)) = oo, we have that the function Z; (-, ®(p + q)) is ultimately
strictly increasing. This proves that b, is well-defined.

It is known that W@ is strictly increasing on (b, 00); see (Loeffen and Renaud 2010). Then,
using together the representations of Z; (x, ®(p + ¢)) given in (5) and (7), we obtain

Z/(x,®(p+q) = @(p+4q) pf e~ PPy W@ (x + y)dy — pW @ (x)

A4
> pW ‘7)/ fO p + q ¢)(p+‘7)ydy — pW(qy(x) =0, ( )

for all x > b,. In other words, x — Z(x, ®(p + q)) is strictly increasing on (b, o). Consequently,
by < b

The rest of the proof is similar to Lemma 3 in (Kyprianou et al. 2012), where a function closely related
to one of the representations of Z;(x, ®(p +q)) appears. For simplicity, set g(x) = Z;(x, ®(p +q)).
Using (5), we can write, for x > 0,

g = @(p+0) (80— gl W ).

It follows that g'(x) > 0 (resp. ¢'(x) < 0) if and only if g(x) > Lw@’(x)

) e ®(p+4)
resp. g(x) < ————W@'(x)).  This means g(b W@ (b) for b < b% and
(P 510 < g ) $0) > LW () ;
g(b) < wwW)’(b) for b > by If b, > 0 then g(b3) = (p/®@(p + q)) W' (bj;).

We deduce that by, > 0 if and only if g(0+) < (p/®(p +q))W (@) (0+), where g(0+) = ®(p +

q) — pW@(0). Written differently, we have b, > 0if and only if

O(p+q) — pWD(0) < L)WW)’(OJF).
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If ¢ > 0, then W (0) = 0 and W@’ (0+) = 2/02, which implies that by > 0if and only if

(@(p+0)” _ 2
5
p o
If o = 0 and v(0,0) = oo, then W9’ (0+) = oo, which implies that b, > 0. Finally, if ¢ = 0 and
v(0,00) < oo, then W@ (0) = 1/c, where ¢ > 0 is the drift, and W@’ (0+) = (g + v(0,))/c?, which
implies that b, > 0 if and only if

p q+v(0,0)
D(p+q)

¢(P+q)—§<
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