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Abstract: In the presence of reinsurance, an insurer may effectively reduce its (aggregated) loss
by partially ceding such a loss to a reinsurer. Stop-loss and quota-share reinsurance contracts are
commonly agreed between these two parties. In this paper, we aim to explore a combination of
these contracts. The survival functions of the ceded loss and the retained loss are firstly investigated.
Optimizing such a reinsurance design is then carried out from the joint perspective of the insurer and
the reinsurer. Specifically, we explicitly derive optimal retentions under a criterion of minimizing
a convex combination of conditional tail expectations of the insurer’s total loss and the reinsurer’s
total loss. In addition, an estimation procedure and more explanations on numerical examples are
also presented to find their estimated values.

Keywords: conditional tail expectation; optimal retention; reinsurance; survival function

1. Introduction

Under a reinsurance contract, a loss faced by an insurer is partially ceded to a reinsurer.
As a consequence, the insurer is liable for the remaining loss, called the retained loss, and a
fixed reinsurance premium, which has to be paid to the reinsurer. Meanwhile, the liability
of the reinsurer is the ceded loss subtracted by the reinsurance premium. However, as noted
by Cai and Tan (2007), there is a classic trade-off between the retained loss and the ceded
loss. When the loss ceded to the reinsurer is too large, the reinsurance premium charged
will also be too high. On the other hand, reducing the reinsurance premium will make the
insurer retain a potentially large loss. Accordingly, the insurer needs a reinsurance with
optimal design.

Optimizing the reinsurance design from the perspective of the insurer has been carried
out by many researchers using various approaches. For instance, Gajek and Zagrodny (2000)
considered an optimization criterion of minimizing the variance of the loss retained by the
insurer. Meanwhile, Kaluszka (2004) obtained optimal reinsurance arrangements through a
mean-variance approach. More recently, Cai and Tan (2007) derived optimal retentions for a
stop-loss reinsurance as the solutions to the minimization of value-at-risk (VaR) and condi-
tional tail expectation (CTE) of the insurer’s total loss. As demonstrated by Cai et al. (2008)
under these two risk measures, the optimal reinsurance can be in the form of stop-loss,
quota-share, or their combination. The optimization on the former two reinsurance contacts
was investigated further by Tan et al. (2009) who also employed the VaR- and CTE-based cri-
teria. Several extensions of the stop-loss reinsurance, such as limited stop-loss and truncated
stop-loss, were derived as the solutions to the optimization problem of Chi and Tan (2011)
under the VaR and conditional VaR (CVaR) risk measures. In particular, optimal param-
eters for the limited stop-loss reinsurance were found by Zhou et al. (2015). Meanwhile,
Zhou et al. (2011) and Putri et al. (2021) investigated the optimality of the combination of
quota-share and stop-loss reinsurance. The other studies on the reinsurance optimization
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from the insurer’s viewpoint under the above risk measures may be found in Lu et al. (2014),
Luetal. (2016), Du et al. (2019), and Hu et al. (2021). In contrast, optimizing the reinsurance
treaty from the perspective of a reinsurer was undertaken by Tan et al. (2020). Specifically,
they minimized the VaR and the CTE of the reinsurer’s total loss.

An optimal form of reinsurance from the insurer’s perspective, however, may not
meet the reinsurer’s goal, and vice versa. In order to derive the optimal reinsurance
accepted by both the insurer and the reinsurer, another approach is required to optimize
an objective function constructed from their joint perspective. For instance, a criterion
of maximizing the joint survival probability and the joint profitable probability from the
perspective of both the insurer and the reinsurer was proposed by Cai et al. (2013). Based
on the results in Cai et al. (2013), Fang and Qu (2014) derived optimal retentions for a
combination of quota-share and stop-loss reinsurance by maximizing the joint survival
probability. In addition to employing the joint survival probability, other criteria were also
taken into consideration by Zhang et al. (2018) to determine an optimal retention level of a
quota-share reinsurance. Such optimization criteria include minimizing the total variance,
the total VaR, and the total tail-VaR (TVaR) of the insurer’s loss and the reinsurer’s loss.

To ensure that reducing the loss from one party can not be carried out without increas-
ing the loss from another party, a convex combination of the risk measures of the losses for
both parties was recently utilized by several authors instead of just summing them. For in-
stance, Cai et al. (2016) suggested an optimization criterion of minimizing a convex combi-
nation of VaRs of the insurer’s total loss and the reinsurer’s total loss. In particular, Liu and
Fang (2018) implemented this approach on their study to obtain optimal parameters for the
quota-share and stop-loss reinsurance designs. More recently, the above optimization crite-
rion was also adopted by Jiang et al. (2017), Fang et al. (2019), and Chen and Hu (2020) by
using the same VaR risk measure. They found that the combined stop-loss and quota-share
reinsurance is one of the optimal solutions to their optimization problems.

In this paper, we aim to explore the combined stop-loss and quota-share reinsurance.
We study, in Section 2, the survival function of the loss ceded to the reinsurer and that of
the loss retained by the insurer in the presence of this reinsurance contract. In Section 3,
we then optimize the combined stop-loss and quota-share reinsurance from the joint
perspective of the insurer and the reinsurer by developing a new optimization criterion
similar to Jiang et al. (2017), Fang et al. (2019), and Chen and Hu (2020). Instead of using
the probability-based risk measure of VaR, an alternative risk measure of CTE is employed
to overcome its weaknesses by taking into account the magnitude of the losses beyond the
VaR (Syuhada et al. 2021). Specifically, we derive explicit expressions of optimal retentions
for the reinsurance we design by minimizing a convex combination of CTEs of the insurer’s
total loss and the reinsurer’s total loss. An estimation for the resulting optimal retentions
is also presented in Section 4 with numerical examples when the initial loss faced by the
insurer is assumed to follow an exponential or Pareto distribution. Section 5 concludes
our study.

2. Combined Stop-Loss and Quota-Share Reinsurance

Let X be loss or risk transferred from an insured to an insurer. This loss may be an
aggregate of individual losses that form an insurance portfolio. In this paper, the loss X is
assumed to be a non-negative random variable with survival function Sx4(x) = P(X > x)
determined by a parameter 6 € (), where () denotes a parameter space. We also assume
that Sx.g is continuous and strictly decreasing on the interval (0, o) with a possible jump
at x = 0. Consequently, the inverse function Si}lg exists on the interval (0, Sx(0)). In addi-
tion, the expectation of X, E(X), is assumed to be finite. Its value may be computed from
the survival function Sx.g through integration, i.e.,

E(X) = [ Sxa(x)dx.
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For illustration purposes throughout this paper, we follow a suggestion of
Burnecki et al. (2021) assuming an exponentially distributed loss X ~ &(6) with

survival function
1, x <0,
SX;G(X) = { (1)

e x>0,

where 0 € (0, 0), which is equal to the reciprocal of its mean. As a comparison, we may
also assume X to follow a Pareto distribution, P(6), with a heavier tail. Its survival function

is defined as follows:
1, x <0,
Sx.g(x) = 2
X,G( ) {(1+x)9, x> 0. 2)

Its parameter, 6, denoting the tail index belongs to (1,00). This consideration is to
make sure that its mean, (6 — 1)1, exists.

Under a reinsurance designed in a fixed time period, the insurer decides to reduce
the loss X by ceding the part of X, say Lr(X) for a function Ly : [0,00) — [0, 00) satisfying
0 < Lg(x) < x, for all x € [0,00), to a reinsurer. Meanwhile, the remaining loss of size
Li(X), where Ly : [0,00) — [0, 00) with Lj(x) = x — Lg(x), for all x € [0, 00), is retained by
the insurer. In other words, in the presence of reinsurance contract, the initial loss X is split
into two parts such that X = Lgr(X) + Lj(X). We then use the notations Xg = Lr(X) and
Xj = Li(X) to denote those parts. We call them ceded loss and retained loss, respectively,
whilst the functions Lg (x) and L;(x) are usually known as ceded loss function and retained
loss function, respectively.

When a quota-share reinsurance is designed, the insurer cedes a level ¢ of the initial
loss X, i.e., cX, to the reinsurer. This means that both the insurer and the reinsurer are in-
volved in facing the loss with unlimited liability (Gray and Pitts 2012). However, the insurer
may need to be protected from the potential large loss by retaining the loss up to a limit 4
only. An excess of size (X — d) is covered by the reinsurer, where a; = a VvV 0 = max{a,0}.
This goal may be achieved by designing a stop-loss reinsurance. See Tan et al. (2009) and
Liu and Fang (2018) for a more detailed study on those reinsurance contracts.

In this paper, we consider combining the above two reinsurance contracts by firstly
setting a retention limit d and, then, affixing a retention level ¢ such that the loss ceded to
the reinsurer is given by

, d,
X = (X —d)s = {S(x —4) i i d. ©®)

The above ceded loss may also be expressed in the form of ¢(X — d) I ) (X), where
I4 is an indicator function of a set A. Consequently, the insurer is liable for the retained

loss of size
X, X <d,
XIIX7C(X*d)+: (4)
X—c¢(X—-d), X>d,
where a A b means min{a, b}. We call this design a combined stop-loss and quota-share
reinsurance. Under this combination, it is obvious that both the ceded loss function
Lr(x) = c(x —d)4+ and the retained loss function Lj(x) = x — c¢(x — d) 4 are increasing
with respect to x on [0, c0). See Figure 1 to investigate their curves.
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d =1.00 but ¢ varies ¢ =0.75 but d varies

Lr L L L

— —— =025 — ——d=1.00
———————— ¢ =050 s == d =200
------------ ¢ =075 ceeee e d = 3,00

Figure 1. The curves of the ceded loss function Lr and the retained loss function Ly in the presence
of the combined stop-loss and quota-share reinsurance when d is fixed but ¢ varies (on the left side)
and when c is fixed but d varies (on the right side).

We see that the pure stop-loss reinsurance is a special case of the above contract for
¢ = 1. Meanwhile, if the retention limit d is set to be zero, we then have the pure quota-share
reinsurance. However, when the value of c is equal to zero, there is no reinsurance and, as a
result, the insurer is liable for all the losses. We, in this paper, assume (d,c) € (0,00) x (0,1]
in order to ensure that the insurer truly shares a portion of loss to the reinsurer, instead
of retaining all the losses. The notation (d, ¢) for a pair of d and c is considered to remind
us that d is the first retention affixed in designing the combined stop-loss and quota-
share reinsurance.

Since the ceded loss Xg = Lr(X) and the retained loss X; = L;(X) are the functions
of X, their distribution may be determined based on the distribution of X. By employing
a simple technique, from Equation (3), the survival function of the ceded loss Xg may be
derived as follows:

Syae) = { e ®)
Xg0\X) = x
: SX;(;(E —i—d), x> 0.
Meanwhile, according to Equation (4), the survival function of Xj is given by
1, x <0,
S 0(x) = Sx.a(x), 0<x<d, ©)

x—cd
) >d.
Sx,e(l_c), x>

It is obvious that the survival function Sy .¢ is always discontinuous at x = 0 whilst
the discontinuity of Sx;.9 at x = 0 occurs when the survival function of the initial loss
X is discontinuous at this point. In Figure 2, we present their curves for the cases of
exponential and Pareto random losses with equal mean, i.e., 1. Their comparison to the
curves of the survival functions under the pure stop-loss and pure quota-share reinsurance
is also illustrated in this figure.



Risks 2021, 9, 125

50f21

d =1.00 but c varies ¢ =0.75 but d varies d=1.000rc=0.75

Exponential

Pareto

Xr X Xk X X X

— ——¢=025 — —d=1.00 —— —— combination
-------- ¢=0.50 -==-----d=2.00 --=- ---- pure stop-loss
------------ ¢=0.75 A Y ------ --=--- pure quota-share

Figure 2. The curves of the survival functions Sx,.¢ and Sy ¢ in the presence of the combined
stop-loss and quota-share reinsurance when d is fixed but c varies (on the left side) and when c is
fixed but d varies (on the middle side). On the right side, they are compared to the curves of the
survival functions under the pure stop-loss and the pure quota-share reinsurance. The yellow curve
represents the survival function of the initial loss X that follows £(1) (on the upper side) or P(2) (on
the lower side).

3. Reinsurance Optimization under CTE Risk Measure

As stated before, in the presence of the (combined stop-loss and quota-share) rein-
surance contract, the insurer cedes the part of the loss to the reinsurer. As a consequence,
the reinsurance premium of size Il ..o(Xgr) has to be paid by the insurer to the reinsurer.
The insurer is thus liable for the total loss T; defined as the sum of the retained loss X; and
the reinsurance premium IT; .4(XR), i.e.,

TI = XI + Hd,c;G(XR)r (7)
whilst the total loss Tr of the reinsurer is given by
Tr = Xg = Ig0(XR)- ®)

In this paper, the reinsurance premium charged by the reinsurer is assumed to be
determined by the expected value principle, that is HS, o0(Xr) = (14 B) E(XR), where
B € (0,00) is a fixed safety loading factor. Note that the expected value of the ceded loss
XR may be represented by E(Xgr) = cKy(d), where

Ko(d) = E[(X—d).] = [~ Sxo(x) dx,
therefore the above reinsurance premium may be expressed as below:

15 _,(Xg) = (1+ B)cKs(d). ©)
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3.1. CTE of Total Losses

When a reinsurance is agreed between the insurer and the reinsurer, the insurer’s
objective is actually to manage its risk. In addition to making a profit, the reinsurer also
aims to control its own risk ceded from the insurer. A so-called value-at-risk (VaR), widely
used in quantitative risk management, may be taken into consideration to measure the
potential magnitude of such risks. Basically, VaR is a single value denoting the maximum
loss that is likely to occur at a specified « level of significance. For the initial loss X, the
VaR is formally defined by

VaRj(X) = inf{x € R: Sxp(x) < a},

for all « € (0,1), which means that the VaR is the (1 — a)-quantile of the distribution of X.
As stated in Section 2, the survival function Sy.g is assumed to be continuous and strictly
decreasing on the interval (0, Sx,(0)). This assumption implies that the inverse function
of Sx.y exists on this interval and, as a result, we obtain

VaR§(X) = Syg(a), (10)

foralla € (0, Sx:0 (0)) Meanwhile, the trivial case, that is VaR§ (X) = 0, occurs for each «
belonging to [Sx,(0),1). Itis easy to verify that VaRj (X) is strictly decreasing with respect
to a on (0, Sx;p(0)), which means that, for all a1, a2 € (0, Sx;9(0)), we have

n <y <= VaRp*(X) < VaRy!(X).

In fact, the VaR depends only on the probability of the occurrence of the losses and
provides no information about the magnitude of the losses that exceed it and may have
severe impact (Syuhada et al. 2021). Alternatively, conditional tail expectation (CTE) may
be required to correct for these weaknesses. At the « level of significance, the CTE of the
loss X is defined as the conditional expectation of X, given all its values exceeding the
corresponding VaR, that is

CTE4(X) = E[X | X > VaR}(X)].

This indicates that the CTE is more appropriate than the VaR since it takes into account
the magnitude of losses beyond the VaR. Furthermore, the more important advantage of
the CTE over the VaR is that the CTE is coherent under suitable conditions whilst the VaR
is not since it fails to satisfy the axiom of subadditivity. Note that the CTE and the VaR are
related as below:

CTEX(X) = VaR&(X) + E[X — VaR&(X) | X > VaR&(X)]

= VaR%(X) + %Ke [VaR(X)]. (11)

Since VaR§ (X)) is strictly decreasing with respect to a on (0, Sx,(0) ), CTEg (X) also does.
We assume that the reinsurer and the insurer use the CTE to measure their own
losses, instead of considering the VaR. Hence, our concern is now to implement the CTE

to the reinsurer’s total loss and the insurer’s total loss. By CTEZIZ g (Tr) and CTE;IC;,%(TI)
we denote the CTEs of the total losses Tr and Tj at possibly different levels of significance
«r and ap, respectively. From Equations (7)—(9), we employ the translational invariance
property to derive preliminary expressions of such CTEs as follows:

CTE{N (Tr) = CTER (Xg) — (1 + B)cKo(d) (12)
and

ag;
CTES (Ty) = CTES,(X1) + (1 + B)cKo(d). (13)
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We have noted, in Section 2, that the survival function Sx, always has a jump,
from the point (0, Sx.(d)) to the point (Sx.(d), 1), whilst the jump of the survival function
Sx,;0 possibly occurs from (0, Sx,(0)) to (0,1). These facts imply that the VaR of the ceded
loss X is equal to zero at the significance level of ag € (Sx(d),1) and VaRZI o(X1) =0
for all a1 € [SX,-Q (0), 1) .

To avoid the above trivial cases, the significance levels used by the reinsurer and the
insurer are assumed to be ag, a1 € (0,Sx,(0)) and the retention limit is then assumed
to satisfy d < VaRp® (X) = S;(}Q(sz). We completely consider the pair of retentions (d, c)
belonging to a set ® = (0, VaRy* (X)] x (0, 1]. By combining Equations (3), (4), (11)-(13),
and by employing the axioms of coherence of risk measures, we derive under the above

assumptions the explicit expressions of both CTE'XR”3 p(Tr) and CTEZIC’Z (Ty) summarized in

the following proposition.
Proposition 1. For given levels of significance ag, ay € (0,Sx(0)), we have

CTEVA(Tr) = c[CTEGH (X) —d — (1+ B)Kg(d)], d < VaR§H(X), (14)
and

CTE" (Ty) = CTEj! (X )—c{d\/VaR‘;I(X)+0%1K9[d\/VaRgI(X)]—d—(l—i—ﬁ)Kg(d)}. (15)

Proof. It is known that Xg = ¢(X —d), for X > d. Hence, when d < VaRgR(X), it is
obvious that
VaR}® o (Xg) = c[VaRg® (X) —d]

and the event { Xg > VaR'R ;(Xg)} occurs if and only if the event { X > VaRg® (X)} occurs.
By using the axioms of coherence, we therefore obtain

CTELR 4(XR) = CTE}R o [c(X — d)] = ¢[CTE§™ (X) —d].

According to Equation (12), the result given in Equation (14) is then derived by
subtracting the above result by the reinsurance premium.

We now see that
X—c¢(X—-d), X>d,
X; =
X, X <d.

At the significance level of &j, its VaR may be expressed as below:

VaR%

T (X1) = {VaRgl(X) —c[VaRg!(X) —d], d < VaRg!(X),

VaR% (X), d > VaR¥ (X).

When d < VaRy'(X), the event {X; > VaR}! ,(X1)} occurs if and only if the event

{X > VaRy'(X)} occurs. We then employ the axioms of coherence to compute the CTE of
Xj as follows:

CTE}!o(X1) = CTE}! o [X — ¢(X — d)]
= CTE;'(X) c[CTE (X) - }

= CTEy(X) — ¢4 VaRy'(X) + Kg [VaRy! (X)] —d}.
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CTE}MA(Tg) = ¢ lsz —1+R g

CTE;IC@(TI) -7

Meanwhile, for d > VaRy!(X), the event { X; > VaR}' (X;)} occurs if and only if the
event {d > X > VaRy!(X)} or {X > d} occurs. Consequently,

1
CTEZICG(XI) = DTI |:XI H(VaR’XI(XI)rOO)(XI)}

=“ll { (Va3 (3,4 ( 1)} +E[X1]1[d,oo)(X1)H

E
{e
— { [ (R XW(X)}+E[(x—c(x—d))ﬂ[dloo)(x)}}
{e
E

1
= il XLt 0,0 (X)| + E[XTjgo) (X)| = B[ (X = ) Ty (X)] |
- lel [X]I(VaRgI(X),oo)(X)} - D%Ke(d)

1
= CTE)'(X) — ¢ {d + “—IKg(d) — d} .
By combining the above results, we may express
1
CTEY,(X;) = CTES (X) — c{d Y VaR§!(X) + Ko [d v VaRy!(X)] - d}.

Based on Equation (13), the CTE of T given in Equation (15) is derived when CTE}!_,(X;)
is added by the reinsurance premium. O

For the initial loss X ~ £(0) with survival function given in Equation (1), it is easy
to obtain VaR% (X) = #(—Ina), Ko(d) = }e~%, and CTE}(X) = §(1 — Ina). Accordingly,
both the CTEs of the reinsurer’s total loss and the insurer’s total loss are given by

0 0 - 0 7

‘ _ _ —[6dV(~Inay)] "y
CTEY (Ty) = - ;n“l—c{dv AL T O € ) }

— —0d —
CTEchg(TR):c[l lnacR_d_(1+ﬁ)e ], g< Inag

< 0 ay 0 0

On the other hand, if X ~ P(6) with survival function provided in Equation (2), we
have VaR} (X) = a=1/% — 1, Ky(d) = 515 (1 +d) %1, and CTE§(X) = 3&;07/% — 1. Asa
result, the reinsurer’s total loss and the insurer’s total loss have the following CTEs:

-1/6 _
R, AR e
— R 7

7

9 1 0—1

1_C{dv(lxl—1/9_1)+;I 1 +dv(01_/i 1)]79+1 e (1+ﬂ)(§1_+1d)—9+1}'

The influence of the retention limit 4 and the retention level ¢ on the values of the
above CTEs is depicted in Figure 3. It may be observed that as the value of d increases,

the value of CTE;ICﬁ(9 (Ty) initially decreases and, then, increases after attaining its minimum.
Meanwhile, the increase of CTE“R; p » (Tr) initially occurs and is then followed by the decrease
after reaching a peak. Furthermore, as the value of c increases, the value of CTE"‘I b o (T1)
decreases linearly whilst the value of CTE“R’ﬁ (Tr) increases linearly. This 111ustrat1on

indicates that CTE“I’ﬁ o(T1) is shown to be inversely proportional to CTE“R/ﬁ o (Tr), which
means that the CTE of the total loss for one party decreases as the CTE of the total loss
for another party increases. This relationship may noticeably be observed from the other
visualizations provided in Figures 4 and 5.
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CTE as function of d CTE as function of ¢

CTES, CTES,

Exponential
N

c
0 1 2 3 4 00 02 04 06 08 1.0

CTESS CTEZ,

Pareto

T Tr T Tr

— — =025 — ——d=1.00
-------- ¢ =050 —me- - d =200
------------ c=075 e Iy

Figure 3. The curves of CTE;;{SO(TI) and CTEZ%’Z(TR) as functions of d only (on the left side) and
as functions of c only (on the right side) in the presence of the combined stop-loss and quota-share
reinsurance. They are determined at a; = 0.05, ag = 0.01, and B = 0.20 when the initial loss X
follows £(1) (on the upper side) or P(2) (on the lower side).

CTEof T CTE of T

Exponential

CTERF 10|

Pareto

Figure 4. The surfaces of CTEsffG (Ty) (on the left side) and CTE;?E (TR) (on the right side) in the
presence of the combined stop-loss and quota-share reinsurance. They are determined at a; = 0.05,
ag = 0.01, and B = 0.20 when the initial loss X follows £(1) (on the upper side) or P(2) (on the
lower side).



Risks 2021, 9, 125

10 of 21

d varies c varies
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Figure 5. The scatter plots of the pairs of CTEZI;/,5 o(T1) and CTE;RC;_!;(TR) at the same retention values
in the presence of the combined stop-loss and quota-share reinsurance when d varies (on the left side)
and when c varies (on the right side). They are determined at a; = 0.05, ag = 0.01, and B = 0.20

when the initial loss X follows £(1) (on the upper side) or P(2) (on the lower side).

3.2. Optimization from Joint Perspective of Insurer and Reinsurer

We have assumed that the CTE is utilized by both the insurer and the reinsurer to
measure their own total losses. From the perspective of the insurer, the insurer desires
to buy the combined stop-loss and quota-share reinsurance whose parameters denoting
retentions are solutions to the optimization problem

min_ CTE} (Ty). (16)

Meanwhile, from the reinsurer’s viewpoint, the reinsurer prefers to offer the com-
bined stop-loss and quota-share reinsurance whose retentions are solutions to the optimiza-
tion problem

min _ CTESY(Tg). 17
(d,C)G@ dlcre( R) ( )

However, the optimal retentions of the combined stop-loss and quota-share reinsur-
ance for one party are different from those for another party and is not optimal from its
perspective. We, therefore, do not consider finding the minimizers of the CTEs of the
insurer’s total loss and the reinsurer’s total loss by solving Problems (16) and (17) sepa-
rately. Since the increase of the total loss faced by one party causes the decrease of the
total loss covered by another party, we, in this paper, aim at carrying out the following
optimization problem:

min_ ¥4 (T TR), 18
(dc)eD d,c;0 ( I R) ( )
where . 5 .
ar,0R;B,w ag; aR;
¥iie ' (T, Tr) = wCTE, 24 (Th) + (1 — w)CTE, g (TR) (19)
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for a specified weighting factor w € [0,1]. Minimizing such a convex combination of

CTEZICﬁ (Ty) and CTE'XR A »(Tr) considered as the objective function is expected to produce
optimal retentions that are acceptable to both parties. Note that when w is set to be one, we
actually do the optimization from the point of view of the insurer. Meanwhile, the optimiza-
tion from the reinsurer’s perspective is for w = 0. This means that Problems (16) and (17)
are special cases of Problem (18).

For simplicity, we introduce the following additional notations:

. w
T 2w-—17
L1
ﬁ - m/
N w*—1
bo=w 1
4 ‘B*
1
GE(d) =d+ 5o Ko@),

HY® () = o {d V VaR§! (X) + %Kg [dV VaR3! (X)] } — (w* — 1)CTER (X).
1

By substituting the CTEs of the total losses for both the insurer and the reinsurer, given
in Equations (14) and (15), to Equation (19), we may formulate the objective function in
terms of the above notations as follows:

FIRBY(Ty, Tr) = wCTER! (X) + (2w — 1)c[Gh (d) — Hy" ¥ (d)].

The pair of optimal retentions (dy, cg) € D is summarized in the following theorems
whose proofs are explained in Appendix A. Since the value of d depends on both VaRy!(X)
and VaRgR (X), and hence on both the significance levels of a1 and ag, the theorems are
provided separately under the condition (1) a; < ag or (2) ag < aj.

Theorem 1. Under the condition xy < aR, the optimal retentions as the solutions to Problem (18)
are derived for w > 1 with the following values:

1. (dg, Cg) (VaRﬁ (X),l) when ag < ﬁ* < Sx;g(O) and Gg(dg) < HgI'QR;w(dg);

2. (dg,co) = (VaRl3 (X),u) for any constant u € (0,1] when ag < B* < Sx(0) and
Gp (dg) = Hy"™*"(do);
(g, cg) = (VaRER(X),1) when B* < ag and Gk (dg) < HI"® (dg);
(dg,Cg) (VaRg®(X), u) for any constant u € (0,1] when p* < ag and Gg(de) =
HER (dy)

Theorem 2. Under the condition ag < wy, the optimal retentions as the solutions to Problem (18)
are derived for w > % with the following values:

1. (dg,co) = (VaRE (X),1) when B}, < ag, a1 < B* < Sx(0), and G (dg) < HI"® (dy);

2. (dg,ce) = (VaRB (X),u) for any constant u € (0,1] when B}, < ag, a; < p* < Sx,»(0),

and GF (dg) = HI™™ (dy);

(dg,cp) = (VaRgR(X), ) when B* < w*B* < ay and Gg(d(;) < Hg""™™(dy);

4. (dg,c) = (VaRR(X),u) for any constant u € (0,1] when p* < w*B* < ay and
Gh (do) = Hg™™(dp).

“

Theorems 1 and 2 above tell us important results of optimizing the combined stop-loss
and quota-share reinsurance as follows. First, when the loading factor 8 is chosen such
that the value of 8* is higher than the significance levels used by both the insurer and the
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reinsurer, the optimal retention limit dy may be found to be equal to the VaR of the initial
loss at the probability level of B*. The value of this optimal retention limit is lower than

both VaRg! (X) and VaRg® (X). Meanwhile, if B* is too small and, as a result, VaRg (X) is
too large, then we may set the VaR of X at the aR level as the optimal retention limit. This
is because the possible value of d is bounded above by this VaR. The optimality of the
retention limit is achieved when the other criteria involving the weighting factor w and the
parameter 6 of the distribution of X are satisfied.

Second, the optimal retention level ¢y is determined based on the condition whether

the values of Gg and Hy""* evaluated at the retention limit dy are equal. If the former is

lower than the latter, we obtain cg = 1, which means that the objective function ‘I’;Iféz; pro

employed in the optimization problem attains its minimum at the unique point (dy, cg).
Meanwhile, the equality Gg (dg) = Hy""*(dg) makes the minimum value of ‘I’ZICD;R P
attained at each point (d,c) € {dg} x (0,1]. This situation allows us to choose any number
in (0,1] as the optimal retention level cy.

In Figures 6 and 7, we illustrate the surfaces of ‘I’ngé{;ﬁ “’ when the initial loss X
is assumed to follow an exponential distribution £(0) and a Pareto distribution P(6),
respectively. Such surfaces are provided according to the results in Parts 3 and 4 of
Theorem 1 and Parts 1 and 2 of Theorem 2. These illustrations are respectively denoted

into four cases as follows.

Case A: a1 < ag where ‘I’Zlfg; P uniquely minimized (see row 1 and column 1).

B,

Case B: a1 < ag where ‘-I’Zlfg; “ is non-uniquely minimized (see row 1 and column 2).

Case C: ag < ay where ‘I’ZICNGR P is uniquely minimized (see row 2 and column 1).

Case D: ag < a1 where ‘Yglfg;ﬁ *“ is non-uniquely minimized (see row 2 and column 2).

When X ~ £(0), the pair of optimal retentions for the combined stop-loss and quota-
share reinsurance are given by

(%(—lnsz),l), for Case A,
(%(_h\“R),M),M € (0,1], for CaseB,
(dg, co) = (20)
(%(—h‘ﬁ*)/l), for Case C,
(%(—ln/ﬁ*),u)u € (0,1], for CaseD.

Meanwhile, below we express the pair of optimal retentions when X follows P (6):

(“ﬁl/e -1, 1) , for Case A,
(“ﬁl/e -1, M), ue(0,1], for Case B,
(do, co) = (21)
*\—1/6
((.B ) -1, 1) , for Case C,
((‘[3*)—1/9 - 1/”)/” € (0,1], for CaseD.
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Q) <ar

W3heR#A non-uniquely minimized

W3heRA“ uniquely minimized

ar < Q)

Figure 6. The surfaces of the objective function ‘I’ZICD;R P4 when the initial loss X follows & (1). They
are determined when «1(=0.05) < ag(=0.07) (on the upper side) and when ag (=0.03) < a1(=0.05) (on
the lower side). On the left side, ¥} " P s uniquely minimized. Meanwhile, ¥}~ P on the right

side non-uniquely attains its minimum.

W3 P uniquely minimized W3 a%h% non-uniquely minimized

Q< ar

8RB\ hen the initial loss X follows P(2). They

Figure 7. The surfaces of the objective function ¥ ;

are determined when a1(=0.05) < ar(=0.07) (on the upper side) and when ar(=0.03) < a5(=0.05)
ap,aR;B,w

on the

(on the lower side). On the left side, ‘I’Zlf;; pro is uniquely minimized. Meanwhile, ¥ e

right side non-uniquely attains its minimum.
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4. Estimation for Optimal Retentions with Numerical Examples

We see that the optimal retentions dg and cy for the combined stop-loss and quota-share
reinsurance, which have been derived in Section 3, depend on an unknown parameter, 6,
of the loss distribution and may be viewed as functions of 0. Their explicit expressions have
been found when, for instance, the loss X is assumed to follow an exponential distribution
£(0), 0 € (0,00), or a Pareto distribution P(6), 6 € (1,00). In this section, we now consider
finding the estimate for 6, 6. When the parameter 6 in the optimal retentions dy and ¢y is
replaced by 6, we then obtain a pair (dAg, ¢j) of the estimated optimal retentions.

Suppose that { X1, X», ..., X } is a sample of size n randomly drawn from X. From this
random sample, the estimate 6 may be found by employing the well-known maximum
likelihood method. If x1, x7, ..., X, denote the realizations of X, X», ..., X;, respectively, such
0 is a solution to the optimization problem

lgéaa(E(e/ X1, X2, ey xn)/

where ¢(0; x1, X2, ..., X is the log-likelihood function evaluated at x1, x, ..., x,;. Such an ob-
jective function is given by £(6; x1, xo, ..., Xu) = Yi_1 In fx,0(x;), where fx g is the probability
function of X.

When the random sample is drawn from the exponential distribution &£ (0), a statistic
0=1/X may be found to be an estimate for 6, where X = Y ; X;/n is the mean of the
random sample. By substituting such 0 to the optimal retentions given in Equation (20),
we derive their estimate as follows:

dy = =(—Iné) = X(—InJ),

Y| =

where § represents ag or ¥, whilst j is a constant in (0, 1]. By taking their expected value,
we find that

E(Eé) =E(X) (~Ind) = %(—m(s) = d

and E(¢;) = cp. This shows that when the initial loss is exponentially distributed, the pair

(dAé, C) is an unbiased estimate for the pair (dg, cg) of the optimal retentions for the com-
bined stop-loss and quota-share reinsurance.

On the other hand, if the random sample from P () is taken into consideration, we
derive the following statistic for estimating 6:

1
Y In(1+X;)/n

é\ prm—
Consequently, based on Equation (21), the estimate for the retention limit is given by

dA@ — 5 V0 1 s T In(1+X)/n

7

where § € {ag, B*}, whilst ¢ is a constant in (0, 1]. Itis easy to verify thatIn(1+ X;) ~ £(0),
for all i € {1,2,..,n}, and, hence, the statistic Y = Y}/ ; In(1 + X;)/n has a gamma
distribution G (1, n6) with probability function fy, ¢(y) = (n6)"y" e "% /(n —1)!,y > 0.
As aresult, E(¢;) = cp whilst

]E(c?@) :E(fy) 1= (1+1;‘9‘5>n—1

that differs from 6= 1/¢ — 1, for all n € N. If its limit is taken as #n — oo, we then obtain

lim B(d;) = e~/ 1= 671/% —1 = 4,

n—oo
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This indicates that the pair (dAé, ¢;) is a biased estimate for the pair (dy, cg) if the initial
loss follows the Pareto distribution. However, such an estimate is expected to be close to
the actual value of the optimal retention when the sample size n is large enough.

To investigate the impact of the sample size 1 on the estimated parameter 6 as well as
on the pair (dAé, Cp) of the estimated optimal retentions and the corresponding value of the

objective function minimized at such (dAé, Cy), we provide numerical examples. Specifically,
we conducted numerical simulations for various values of § and n through a Monte Carlo
approach with m = 10,000 runs. The accuracy of those estimates is assessed by using
root-mean-square error (RMSE) defined by

RMSE(8) =

where @ denotes an actual value of the parameter 6, the optimal retention, or the minimized
objective function whilst 13] is its estimate computed at the jth run, forall j € {1,2,..., m}.
The results of the numerical simulations are provided in Table 1 with four panels
based on four cases (A, B, C, and D) stated at the end of Section 3. Each row at each panel
compares the exponential and Pareto random losses with equal mean. We find that as
the sample size increases, the estimates for the parameter, the optimal retention, and the
minimized objective function tend to be more accurate with small RMSE. When the actual
parameter decreases indicating that the mean of the initial loss increases, the RMSE of
the parameter estimate decreases. However, the accuracy of the estimates for the optimal
retention and the minimized objective function appears to decrease due to the increase
of their RMSE. Furthermore, the Pareto distribution produces less accurate estimates
than the exponential loss. This is in line with the theoretical explanation discussed above.
The accuracy is extremely poor when the actual parameter of the Pareto distribution is close
to 1. This is because its tail is heavier with evidence of having extreme simulated losses.
To illustrate a more complete overview of our theoretical findings, we employ a real data set
consisting of total economic losses or claims (in ten thousand dollars) from n = 1340 claimants.
Such claims arise from automobile bodily injury insurance coverages; see Frees (2010). Statistics,
including four (central) moments of these empirical data, are given in Table 2. An extremely
high empirical kurtosis, that is found to be equal to 794.67, leads us to employ a heavy-tailed
loss model for such data. In addition to the exponential and Pareto distributions, we also
consider the gamma and Weibull distributions in our modeling. Table 2 compares the values of

-~

their maximized log-likelihood function ¢(6) and Akaike information criterion (AIC) defined by
AIC = —2{(8) + 2k, where k is the dimension of their parameter space. From the comparison
of their goodness-of-fit, the Pareto distribution seems to fit well to the empirical data with the
highest log-likelihood function and the lowest AIC value. The value of its estimated parameter
(about 3.65) indicates the existence of its moments up to an order of 3. The goodness of the
Pareto distribution in fitting the empirical distribution of the data may also be observed in
Figure 8.

According to the estimated Pareto distribution for the claim data, we compute the
estimates for the optimal retention limit and the objective function denoting the convex
combination of the CTEs when the combined stop-loss and quota-share reinsurance is
agreed between an insurer and a reinsurer. The estimation is carried out when the loading
factor B varies and when the weighting factor w ranges on (0.5, 1. The results presented
in Figure 9 show that, for a fixed w, the larger the loading factor, the higher the estimated
optimal retention limit. This is because the reinsurance premium paid to the reinsurer
increases. This increase is followed by the increase of the minimized convex combination of
the CTEs of the total losses for both parties. However, the increase of the optimal retention
limit is not affected by the weighting factor. The weight is found to give an impact on its
existence only. On the other hand, the minimized objective function appears to vary as the
weight used varies.
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Table 1. The estimated optimal retentions for the combined stop-loss and quota-share reinsurance and the corresponding
value of the minimized objective function when the initial loss follows an exponential or Pareto distribution. The RMSE of
each estimate is given in parenthesis.

Case Exponential Pareto
6 n 0 dy & TZL‘Z:S“’ 6 n 0 d; & Z;‘:‘f‘”
A 2.00 10 2.23(0.84) 1.33(043) 1 1.17(0.11) 3.00 10 3.27(1.23) 1.61 (0.95) 1 1.70 (0.23)
100 2.02(0.21) 1.33(0.13) 1 1.15 (0.02) 100 3.02(0.32) 1.44(0.23) 1 1.70 (0.03)
1000 2.00 (0.06) 1.33(0.04) 1 1.15 (0.00) 1000 3.00(0.10) 1.43(0.07) 1 1.70 (0.01)
1.00 10 1.10 (0.40) 2.68(0.85) 1 2.34(0.22) 200 10 2.18(0.82) 3.56 (3.42) 1 4.19 (0.99)
100 1.01 (0.10) 2.66(0.26) 1 2.30 (0.03) 100 2.01(0.22) 2.84(0.56) 1 4.30 (0.06)
1000 1.00 (0.03) 2.66(0.08) 1 2.29 (0.01) 1000 2.00(0.07) 2.79(0.17) 1 4.29 (0.02)
0.50 10 0.56 (0.20) 5.32(1.68) 1 4.69 (0.44) 150 10 1.63 (0.63) 7.66 (13.60) 1 10.53 (4.68)
100 0.51(0.05) 5.31(053) 1 4.60 (0.06) 100 1.51(0.17) 5.06 (1.24) 1 11.13 (0.13)
1000 0.50(0.02) 5.32(0.17) 1 4.58 (0.02) 1000 1.50 (0.05) 4.90 (0.36) 1 11.11 (0.03)
B 2.00 10 2.23(0.84) 1.33(043) (0,1] 1.67(0.27) 3.00 10 3.27(1.23) 1.61(0.95) (0,11 2.61(0.38)
100 2.02(0.21) 1.33(0.13) (0,1] 1.57(0.05) 100 3.02(0.32) 1.44(0.23) (0,11 2.49 (0.08)
1000 2.00(0.06) 1.33(0.04) (0,1] 1.56(0.01) 1000 3.00 (0.10) 1.43(0.07) (0,11 2.47(0.02)
1.00 10 1.10 (0.40) 2.68(0.85) (0,11 3.33(0.54) 2.00 10 2.18(0.82) 3.56 (3.42) (0,11 6.76(0.91)
100 1.01 (0.10) 2.66(0.26) (0,1] 3.14(0.09) 100 2.01(0.22) 2.84 (0.56) (0,11 6.56(0.18)
1000 1.00 (0.03) 2.66(0.08) (0,1] 3.11(0.02) 1000 2.00(0.07) 2.79(0.17) (0,11 6.52(0.05)
0.50 10 0.56 (0.20) 5.32(1.68) (0,1] 6.68(1.11) 150 10 1.63 (0.63) 7.66(13.60) (0,11 17.97 (2.52)
100 0.51(0.05) 5.31(0.53) (0,1] 6.28(0.17) 100 1.51(0.17) 5.06 (1.24) 0,11 17.73(0.39)
1000 0.50(0.02) 5.32(0.17) (0,1] 6.23(0.04) 1000 1.50 (0.05) 4.90 (0.36) (0,11 17.64(0.11)
C 2.00 10 223(0.84) 1.39(044) 1 1.85(0.24) 3.00 10 3.27 (1.23) 1.73(1.05) 1 2.75 (0.27)
100 2.02(0.21) 1.39(0.14) 1 1.75 (0.02) 100 3.02(0.32) 1.54(0.25) 1 2.63 (0.04)
1000 2.00(0.06) 1.39(0.04) 1 1.74 (0.00) 1000 3.00 (0.10) 1.52(0.08) 1 2.61 (0.00)
1.00 10 1.10 (0.40) 2.79(0.89) 1 3.68 (0.44) 200 10 2.18(0.82) 3.90 (3.95) 1 6.95 (0.59)
100 1.01 (0.10) 2.77(0.28) 1 3.50 (0.04) 100 2.01(0.22) 3.07 (0.62) 1 6.71 (0.09)
1000 1.00(0.03) 2.77(0.09) 1 3.47 (0.01) 1000 2.00(0.07) 3.01(0.19) 1 6.66 (0.01)
0.50 10 0.56 (0.20) 5.55(1.75) 1 7.37(091) 150 10 1.63 (0.63) 8.67(16.88) 1 17.93 (1.65)
100 0.51(0.05) 5.54(055) 1 6.99 (0.09) 100 1.51 (0.17)  5.55 (1.40) 1 17.57 (0.19)
1000 0.50(0.02) 5.55(0.17) 1 6.94 (0.01) 1000 1.50 (0.05) 5.37(0.41) 1 17.46 (0.03)
D 2.00 10 2.23(0.84) 1.39(0.44) (0,1] 1.60(0.16) 3.00 10 3.27(1.23) 1.73(1.05) (0,1] 2.48(0.21)
100 2.02(0.21) 1.39(0.14) (0,1] 1.54(0.02) 100 3.02(0.32) 1.54(0.25) (0,11 2.42(0.03)
1000 2.00(0.06) 1.39(0.04) (0,1] 1.53(0.00) 1000 3.00 (0.10) 1.52(0.08) (0,11 2.40 (0.00)
1.00 10 1.10(0.40) 2.79(0.89) (0,1] 3.19(0.29) 2.00 10 2.18(0.82) 3.90 (3.95) 0,11 6.39(0.67)
100 1.01 (0.10) 2.77(0.28) (0,1] 3.08 (0.03) 100 2.01(0.22) 3.07 (0.62) (0,11 6.31(0.06)
1000 1.00(0.03) 2.77(0.09) (0,1] 3.07 (0.00) 1000 2.00(0.07) 3.01(0.19) (0,11 6.28(0.01)
0.50 10 0.56 (0.20) 555(1.75) (0,1] 6.39(0.61) 150 10 1.63 (0.63) 8.67(16.88) (0,1] 16.86 (2.95)
100 0.51(0.05) 5.54(0.55) (0,1] 6.16 (0.06) 100 1.51 (0.17)  5.55 (1.40) (0,11 16.91(0.13)
1000 0.50(0.02) 5.55(0.17) (0,1] 6.13(0.01) 1000 1.50 (0.05) 5.37(0.41) (0,11 16.84 (0.02)

Table 2. The parameter estimates for several parametric distributions based on the empirical claim data along with the
comparison of the estimates for their four (central) moments.

Distribution Parameter Log-Likelihood AIC Mean Variance Skewness Kurtosis
Empiric 0.60 10.98 25.69 794.67
Exponential (9) 1.68 —645.06 1292.12 0.60 0.35 2.00 9.00
Pareto (6) 3.65 —94.28 190.55 0.38 0.32 9.62 -
Gamma (61, 67) (0.52,0.87) —383.76 771.52 0.60 0.69 2.79 14.65

Weibull (61, 6,) (0.65,0.36) —208.65 421.30 0.49 0.62 3.98 30.32
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Figure 8. The goodness-of-fit of several parametric distributions to the empirical distribution of the
claim data.
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Figure 9. The estimates for the optimal retention limit (red line) and the minimized objective function
(blue line) for the combined stop-loss and quota-share reinsurance when f varies (on the left side) and
when w varies (on the right side). They are determined according to the estimated Pareto distribution
for the claim data when a1(=0.05) < ag(=0.07) (on the upper side) and when ag(=0.03) < a1(=0.05)
(on the lower side).

5. Conclusions

This paper discusses the combined stop-loss and quota-share reinsurance designed
by firstly setting a retention limit and, then, affixing a retention level. For various values
of these retentions, the survival functions of the loss retained by the insurer and the loss
covered by the reinsurer are investigated. We further apply the risk measure of CTE to
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quantify the total loss of each party after a fixed reinsurance premium formulated by the
expected value principle is included. It is found that the CTE of one party’s total loss
decreases as the CTE of another party’s total loss increases, and vice versa. We, therefore,
develop a convex combination of these CTEs, at possibly different significance levels, as an
objective function in the optimization framework. The retentions that are optimal from
both the insurer’s and the reinsurer’s perspectives are shown to have explicit expressions
under several optimality criteria depending on the loading factor, the significance levels,
the weight, and the parameter of the initial loss distribution. These theoretical findings
are then supported by an estimation with numerical examples which shows that the larger
the mean of the initial loss, the poorer the accuracy of the estimated optimal retentions.
The loading and weighting factors play vital roles in determining the existence of these
optimal retentions. In addition, the loading factor also affects their magnitude.

For further research, the reinsurance optimization may be studied under general
model settings by taking several constraints into account as in the works of Cai et al. (2017)
and Chen (2021). Furthermore, we may also use a more general risk measure, such as a
distortion risk measure, to quantify the total loss covered by each party; see, e.g., Lo (2017),
Jiang et al. (2018), Lo and Tang (2019), and Jiang et al. (2021).
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Appendix A
Proof of Theorem 1. When a1 < ag or, equivalently, VaRp® (X) < VaRg!(X), we find

HyU"% (d) = w*CTES(X) — (w* — 1)CTESR(X)

which is constant with respect to d for all d < VaRp® (X). In order to minimize the objective

function ‘I’ZI:?‘QR; PO we firstly take its derivative with respect to d and obtain

a1,&R;B,w
aTd,c;G

od

1
B
which is increasing with respect to d for all d < VaRgR(X) and w > % This implies that

‘Yzlfg;ﬁ *“’ is convex with respect to d for all d < VaRg®(X).

When ag < B* < Sx,(0) or, equivalently, VaR5 (X) < VaR:X(X), 9¥5 2P /a4 is

negative (positive) for all d below (above) the point dy = VaRg *(X ) and is equal to zero at

this point. If the objective function ‘I’zlc’g{; P4 s evaluated at d = dp, we then have two cases

for which it attains its minimum at dj.

= (2w —1)c [1 — Sx;e(d)]
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e  When Gg (dg) < Hg""™(dy), ‘I’Z;’/’Zgﬁ ““ is decreasing with respect to ¢ for all ¢ € (0,1]

and, consequently, is minimized at ¢y = 1. In other words, ‘I’Zlfé{;ﬁ Y attains its

minimum at a unique point (d, c) = (dg, 1), which means that Part 1 is proven.
¢  When Gﬁ (dg) = gl’“R;w(de) ‘I’Z;‘z% P is constant with respect to ¢ for all ¢ € (0, 1]
which means that ‘I’“I 'XR P4 attains its minimum at (d,c) = (dg, u) for any constant

u € (0,1]. We, therefore, have proven Part 2.

We now take into consideration another condition, that is f* < aR or, equivalently,
VaRg® (X) < VaR? *(X) When this condition is satisfied, B‘I’Zl'ag"ﬁ Y /9d is negative for
all d < VaRp®(X). This means that the objective function 1*I"XI’D(R’ﬁ “ is decreasing with
respect to d for all d < VaRy®(X) and, hence, attains its minimum at dg = VaR*(X).
By considering an additional condition G’3 (dg) < Hg""™“(dg) (respectively, Gg (dg) =
Hg""®* (dy)), we may easily prove Part 3 (respectlvely, Part4). O

Proof of Theorem 2. When ag < aj or, equivalently, VaRg'(X) < VaRp®(X), the term
Hg""® (d) may be expressed as

w*CTEy (X) — (w* — 1)CTER (X), d < VaRg'(X),
H“Ir“R;w d —
0 ( ) - 1 o o o
w*|d+ lx—Kg(d) — (0" = 1)CTERR(X), VaR,(X) <d < VaR,*(X).
I
This implies that the first derivative of the objective function ‘I’“I 0 P with respect to
d is given by
(2w —1)c {1 - *sxe(d)} d < VaRy!(X),
P p 0
ad CL)* 1 * X1 &R
(2w —1)c o B Sxp(d) — (w* —1)|, VaR,(X) <d < VaR,*(X),

which is not defined at d = VaRy!(X).
When w > § and when B}, < ag < a1 < B* < Sx,(0) or, equivalently,

VaRf (X) < VaR¥(X) < VaR¥(X) < VaRb“(X),

a‘PZI;";'ﬂ Y /dd is equal to zero at dg = VaRﬁ (X). In addition, this partial derivative has a
negative (positive) value at each d < VaRg (X) (@ > VaRg *(X)). This makes the objective

uq,sz B.w

function ¥, attain its minimum at dy. We completely obtain the pair of optimal reten-

tions (dg, ce) given in Part 1 (respectively, Part 2) when the condition Gﬁ (dg) < Hg""®(dy)

(respectively, Gg (dg) = Hy""%“(dg)) is added as similarly explained in the proof of
Theorem 1.
If another condition f* < w*pB* < &g or, equivalently,

VaR% (X) < VaRy F'(X) < Varf (X)

is considered, we find that B‘YZI’“GR; P@ rad is negative for all d < VaRp®(X). This indicates

‘I’glé“g’ﬁ is decreasing with respect to d until its minimum is attained at dg = VaR® (X).

The rest of the proof of Parts 3 and 4 is similar to the proof of Theorem 1. []



Risks 2021, 9, 125 20 of 21

References

Burnecki, Krzysztof, Marek Antoni Teuerle, and Aleksandra Wilkowska. 2021. Ruin probability for the insurer-reinsurer model for
exponential claims: A probabilistic approach. Risks 9: 86. [CrossRef]

Cai, Jun, and Ken Seng Tan. 2007. Optimal retention for a stop-loss reinsurance under the VaR and CTE risk measures. ASTIN Bulletin
37: 93-112. [CrossRef]

Cai, Jun, Christiane Lemieux, and Fangda Liu. 2016. Optimal reinsurance from the perspectives of both an insurer and a reinsurer.
ASTIN Bulletin 46: 815-49. [CrossRef]

Cai, Jun, Haiyan Liu, and Ruodu Wang. 2017. Pareto-optimal reinsurance arrangements under general model settings. Insurance:
Mathematics and Economics 77: 24-37. [CrossRef]

Cai, Jun, Ken Seng Tan, Chengguo Weng, and Yi Zhang. 2008. Optimal reinsurance under VaR and CTE risk measures. Insurance:
Mathematics and Economics 43: 185-96. [CrossRef]

Cai, Jun, Ying Fang, Zhi Li, and Gordon Willmot. 2013. Optimal reciprocal reinsurance treaties under the joint survival probability and
the joint profitable probability. The Journal of Risk and Insurance 80: 145-68. [CrossRef]

Chen, Yanhong, and Yijun Hu. 2020. Optimal reinsurance from the perspectives of both insurers and reinsurers under the VaR risk
measure and Vajda condition. Communication in Statistics: Theory and Methods. [CrossRef]

Chen, Yanhong. 2021. Optimal reinsurance from the viewpoints of both an insurer and a reinsurer under the CVaR risk measure and
Vajda condition. ASTIN Bulletin 51: 631-59. [CrossRef]

Chi, Yichun, and Ken Seng Tan. 2011. Optimal reinsurance under VaR and CVaR risk measures: A simplified approach. ASTIN Bulletin
41: 487-509.

Du, Junhong, Zhiming Li, and Lijun Wu. 2019. Optimal stop-loss reinsurance under the VaR and CTE risk measures: Variable
transformation method. Computational Economics 53: 1133-51. [CrossRef]

Fang, Ying, and Zhongfeng Qu. 2014. Optimal combination of quota-share and stop-loss reinsurance treaties under the joint survival
probability. IMA Journal of Management Mathematics 25: 89-103. [CrossRef]

Fang, Ying, Xia Wang, Hongli Liu, and Tong Li. 2019. Pareto-optimal reinsurance for both the insurer and the reinsurer with general
premium principles. Communication in Statistics: Theory and Methods 48: 6134-54. [CrossRef]

Frees, Edward. 2010. Regression Modeling with Actuarial and Financial Applications. New York: Cambridge University Press.

Gajek, Lestaw, and Dariusz Zagrodny. 2000. Insurer’s optimal reinsurance strategies. Insurance: Mathematics and Economics 27: 105-12.
[CrossRef]

Gray, Roger, and Susan Pitts. 2012. Risk Modelling in General Insurance: From Principles to Practice. New York: Cambridge University Press.

Hu, Shaoyong, Xingguo Hu, and Jun Hu. 2021. The optimal reinsurance strategy under Conditional Tail Expectation (CTE) and Wang’s
premium principle. Mathematical Problems in Engineering 2021: 5986045. [CrossRef]

Jiang, Wenjun, Hanping Hong, and Jiandong Ren. 2018. On Pareto-optimal reinsurance with constraints under distortion risk measures.
European Actuarial Journal 8: 215-43. [CrossRef]

Jiang, Wenjun, Hanping Hong, and Jiandong Ren. 2021. Pareto-optimal reinsurance policies with maximal synergy. Insurance:
Mathematics and Economics 96: 185-98.

Jiang, Wenjun, Jiandong Ren, and Ricardas Zitikis. 2017. Optimal reinsurance policies under the VaR risk measure when the interests
of both the cedent and the reinsurer are taken into account. Risks 5: 11. [CrossRef]

Kaluszka, Marek. 2004. Mean-variance optimal reinsurance arrangements. Scandinavian Actuarial Journal 2004: 28—41. [CrossRef]

Liu, Hongli, and Ying Fang. 2018. Optimal quota-share and stop-loss reinsurance from the perspectives of insurer and reinsurer.
Journal of Applied Mathematics and Computing 57: 85-104. [CrossRef]

Lo, Ambrose, and Zhaofeng Tang. 2019. Pareto-optimal reinsurance policies in the presence of individual risk constraints. Annals of
Operations Research 274: 395-423. [CrossRef]

Lo, Ambrose. 2017. A Neyman-Pearson perspective on optimal reinsurance with constraints. ASTIN Bulletin 47: 467-99. [CrossRef]

Lu, Zhi-Yi, Le-Ping Liu, Qing-Jie Shen, and Li-Li Meng. 2014. Optimal reinsurance under VaR and CTE risk measures when ceded loss
function is concave. Communications in Statistics: Theory and Methods 43: 3223-47. [CrossRef]

Lu, Zhi-Yi, Li-Li Meng, Yujin Wang, and Qing-Jie Shen. 2016. Optimal reinsurance under VaR and TVaR risk measures in the presence
of reinsurer’s risk limit. Insurance: Mathematics and Economics 68: 92-100. [CrossRef]

Putri, Ayu Dewi, Siti Nurrohmabh, and Ida Fithriani. 2021. Quota-share and stop-loss reinsurance combination based on Value-at-Risk
(VaR) optimization. Journal of Physics: Conference Series 1725: 012097.

Syuhada, Khreshna, Arief Hakim, and Risti Nur’aini. 2021. The expected-based value-at-risk and expected shortfall using quantile and
expectile with application to electricity market data. Communications in Statistics: Simulation and Computation. [CrossRef]

Tan, Ken Seng, Chengguo Weng, and Yi Zhang. 2009. VaR and CTE criteria for optimal quota-share and stop-loss reinsurance. North
American Actuarial Journal 13: 459-82. [CrossRef]

Tan, Tao, Tao Chen, Lijun Wu, and Yuhong Sheng. 2020. VaR and CTE based optimal reinsurance from a reinsurer’s perspective. Acta
Mathematica Scientia 40: 1915-27. [CrossRef]

Zhang, Nan, Zhuo Jin, Linyi Qian, and Rongming Wang. 2018. Optimal quota-share reinsurance based on the mutual benefit of insurer
and reinsurer. Journal of Computational and Applied Mathematics 342: 337-51. [CrossRef]


http://doi.org/10.3390/risks9050086
http://dx.doi.org/10.1017/S0515036100014756
http://dx.doi.org/10.1017/asb.2015.23
http://dx.doi.org/10.1016/j.insmatheco.2017.08.004
http://dx.doi.org/10.1016/j.insmatheco.2008.05.011
http://dx.doi.org/10.1111/j.1539-6975.2012.01462.x
http://dx.doi.org/10.1080/03610926
http://dx.doi.org/10.1017/asb.2021.9
http://dx.doi.org/10.1007/s10614-017-9778-1
http://dx.doi.org/10.1093/imaman/dps029
http://dx.doi.org/10.1080/03610926.2018.1528364
http://dx.doi.org/10.1016/S0167-6687(99)00063-3
http://dx.doi.org/10.1155/2021/5986045
http://dx.doi.org/10.1007/s13385-017-0163-1
http://dx.doi.org/10.3390/risks5010011
http://dx.doi.org/10.1080/03461230410019222
http://dx.doi.org/10.1007/s12190-017-1096-1
http://dx.doi.org/10.1007/s10479-018-2820-4
http://dx.doi.org/10.1017/asb.2016.42
http://dx.doi.org/10.1080/03610926.2012.716136
http://dx.doi.org/10.1016/j.insmatheco.2016.03.001
http://dx.doi.org/10.1080/03610918
http://dx.doi.org/10.1080/10920277.2009.10597569
http://dx.doi.org/10.1007/s10473-020-0619-2
http://dx.doi.org/10.1016/j.cam.2018.04.030

Risks 2021, 9, 125 21 of 21

Zhou, Ming, Hongbin Dong, and Jingfeng Xu. 2011. Optimal combinational of quota-share and stop-loss reinsurance contracts under
VaR and CTE with a constrained reinsurance premium. Journal of Systems Science and Complexity 24: 156-66. [CrossRef]

Zhou, Xianhua, Huadong Zhang, and Qingquan Fan. 2015. Optimal limited stop-loss reinsurance under VaR, TVaR, and CTE risk
measures. Mathematical Problems in Engineering 2015: 143739. [CrossRef]


http://dx.doi.org/10.1007/s11424-011-7127-3
http://dx.doi.org/10.1155/2015/143739

	Introduction
	Combined Stop-Loss and Quota-Share Reinsurance
	Reinsurance Optimization under CTE Risk Measure
	CTE of Total Losses
	Optimization from Joint Perspective of Insurer and Reinsurer

	Estimation for Optimal Retentions with Numerical Examples
	Conclusions
	
	References

