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Disclaimer

* The views expressed in this presentation are those of the speaker
* They are not necessarily the views of the CAS, KPMG, or any sponsor of this seminar
* Anyone who says otherwise is not only wrong, but is itching for a fight.
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Price Governance: Managing Profitability and Underwriting Risk

Goals for the Session

* Why Address Price Governance

* Industry Backdrop: Past Industry Performance on Price Governance Issues

* Quantifying Price Changes: Overview of Approaches

* The Total Picture: Integrating with Company Risk Management Processes

* Significant Operational Improvements Can Result from Effective Price Governance
* Survey Results: What Is the Industry Doing?
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Why Address Price Governance?

CEO discussion points:

* What new measures are we implementing/have we implemented to improve
the way we monitor the profitability of the business we write?

* Can we demonstrate that our underwriters operate within approved
guidelines? If not, why not?

* Are our reporting models reliable enough to enable us to estimate future
financial results with a high degree of confidence?

* How can we evolve culturally to help instill a more effective governance
framework?

From KPMG Frontiers
in Finance, October 2006
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Why is Sound Price Governance Important?

* Balance sheet and income statement risk for Property/Casualty companies
stems in large part from pricing risk. Effective price governance manages this
risk

* The importance of price monitoring on accurate financial reporting is
underscored by Sarbanes-Oxley compliance, Lloyds market bulletin, and
recent rating agency actions

* Even companies’ established price monitors can be inaccurate. Quality control
Is key, and gaps can prevent monitors from accurately capturing rate
adequacy changes

* |ntegration of price governance with corporate planning is key for setting
appropriate plans and objectives and setting goals to achieve them

* Integration of price governance with underwriting strategy is key for
accomplishment of underwriting objectives

* Realizing the benefits of price monitoring requires effective management
information systems delivering timely, actionable pricing information, enabling
leadership to reach financial goals.
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Industry Backdrop: Past Industry
Performance on Price Governance Issues




Sources of Change in Price Adequacy

* Changes in use of credits

® Changes in quality of risk/underwriting quality

* Changes in distribution of business by class/product/line/coverage
* Changes in policy terms and conditions

* New vs. renewal mix of business

* Changes in reinsurance usage impacting net lines

* Changes in the external environment:
* Judicial, court decisions, legislative, and regulatory

* Changes in economic trends such as inflation.
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Insurers Returns on Equity Compared to S&P All Industry

* CIAB Pricing Survey shows prices are declining in the last few years

* Yet lll shows Industry consolidated ROE at 11% — Marginal even at the height of the cycle;
below all industry average every year for past 18 years
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Why is Price Monitoring Important? Historical Reported Industry Results

at 12 Months Compared to Actual Results
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Chart 1. General and Products Liability in the United States

Actual Charged Premiums Compared to Smooth Growth Premiums

Growth in Premium: Actual vs. Smooth Rise in

HIR Year
Millions of USD L0
50,000 gg;

= L —A
S 40,000 L 1003
é 1994
(3 1995
& 0 M 1996
> 20,000 | " 1997
5 ',_._._,/0—0——0/'/ o
2 1999
= 10,000 2000
= 2001
2002
2003

S DD D> ® O DD L O P>®
SECHCECE A RS ENENENENES 2004

—e—Actual Net Incurred Loss —=— Smoothed Premium
Actual Net Earned Premium

Actual Net
Earned

Premium
18,767
18,315
17,730
17,692
18,611
18,811
19,240
19,861
20,785
19,489
20,535
22,206
28,964
37,018
43,496
44,750

Smoothed

Premium
18,767
19,886
21,072
22,329
23,661
25,072
26,568
28,152
29,831
31,611
33,496
35,494
37,611
39,854
42,231
44,750

Actual Net
Incurred
Loss
13,238
13,285
13,259
13,389
14,851
14,947
15,199
17,359
21,263
21,085
21,741
23,632
24,983
25,448
27,229
30,278

Source: Industry Composite Schedule P from Highline Data Services, or from AM BEST for years prior to 1996.
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Chart 2: General and Products Liability in the United States

Loss Ratio to Smoothed Premium and Actual Premium, and Losses to

GDP

Comparison of Actual Loss Ratio to Loss Ratio to
Smoothed Premium and to GDP
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Quantifying Price Changes: Overview of
Approaches




Climbing the Continuum: Various Stages of Rate Adequacy Capabilities

Measuring and Acting in Real Time

Reconciling Price Monitoring Data to Financial
Systems

Capturing Changes in Classifications

Automating Data Feeds from Policy Systems

Capturing Other Changes in Terms and Conditions

Capturing Changes in Limits, Deductibles, Term

Establishing a Standard Benchmark to Measure New Business

Basic Monitoring of Renewal Price Changes

Climbing the Price Monitoring Pyramid!
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Quality of Risk Within Class

* Standard underwriting execution is key:
Reasonable authorities and delegations
Data and risk validation
Field audit schedules
Self-audit and management reviews

« Strong field and home office referral processes.
* Underwriting audits should include data quality:

» Exposure information, coverage additions if not considered in the price
monitor.

* Rating plan refinements may be needed:

* Any recognition of variation of loss cost within a rating segment is
candidate for new rating variable

* If no manual rating differential, needs to be segmented and tracked.
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Capture of Complete Information Aids Accuracy of Measurement

Line of Business and Coverage — Basic Property Example

* Perform calculations at the coverage level so you can include or exclude
coverages depending on renewal status:

Instead of one Treat each coverage at each location as separate calculation.
coverage:
“Property Coverage” R “Basic Group [-Building”
“Basic Group II-Building”
v | “Basic Group I-Contents” “AOP-Building”
“Off Premises Power” “Basic Group II-Contents” “Earth Movement”
“Adjacent Structures” “AOP-Contents” “Money and Securities”
“Fire Dept Charges” “Brands and Labels” “Packaged Extension”
“Sprinkler Leakage” “Ordinance and Law” “Accounts Receivable”
“Off Premises Contents” “Debris Removal” And so forth.......
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Normalize Policies to Correct for Changes in Terms and Conditions

Expiring Coverages Renewing Coverages

Wind
Deductible
AOP Extension
Ordinance
and Law
Sprinkler Sprinkler
Leakage Leakage
Package Package
Extension Extension
Groups | and II Groups | and II
Coverage 100K Coverage 100K
Deductible Buy-
down to $250 No Buydown
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Normalize Policies to Correct for Changes in Terms and Conditions

(continued)

Expiring Coverages Renewing Coverages

Wind
Deductible
AOP Extension —— Red coverages are
: rerated or “normalized.”
Ordinance
and Law
Sprinkler Sprinkler R Option I: Rerate to
Leakage L eakage eXpIring coverages
Package Package Benefit: Not “making
Extension Extension up” expiring premium
Groups | and II Groups | and II > and then measuring
Coverage 100K Coverage 100K change from fictional
Deductible Buv- : Premium.
eductible Buy Deductible Buy-
down to $250 down to $250 Py
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Normalize Policies to Correct for Changes in Terms and Conditions

(continued)

Expiring Coverages Renewing Coverages

Wind
Deductible

Wind
Deductible

AOP Extension

AOP Extension

Ordinance
and Law

Ordinance
and Law

Sprinkler
Leakage

Package
Extension

Groups | and Il

Sprinkler
Leakage

Package
Extension

Coverage 100K

Groups | and Il
Coverage 100K

Option Il: Rerate to
renewal coverages

all renewal
coverages, but at
the cost of adding
fictional coverages
to the expiring

> Benefit: Capturing

J

No Buydown

Bl Purple coverages are deleted

[ 1 Red coverages are rerated or
“normalized”
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Price Monitoring and the Quote/lssuance Renewal Cycle

Step in the Process Prices Practical Opportunity to Act
Measured When? on Price Monitoring
Can influence underwriters

to change quotes before
iIssuance

Real-time
Option >
Batch

Option

Business is
guoted by
underwriter
(not issued)

A

Can react to influence
Monthly quotes

are issued to
agents/insureds

A

next month’s quotes

Can react a quarter in
arrears to influence prices
or just use to set ELRs

Quarterly
reviews of
business

performed

A
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The Total Picture: Integrating with Company
Risk Management Processes




Reserving Risk is Highly Related to Other P&C Insurance Operational

Risks

N | Primarily
Pricing Risk Addressed by
. Price Governance

A

Underwriting
Risk

Reserving
Risk

Cycle
Management
Risk

Catastrophe

Risk

Reinsurance
Risk
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Survey Results: What Is the Industry Doing?




Are Pricing Controls Important Under S-O — The Survey Says...

Which of the following control areas do you consider important to ensure correct reporting?

90% Controls ensuring case reserving philosophy is being followed

75% Controls ensuring claims processing changes that affect
reporting are tracked and effects quantified

95% Controls ensuring correct coding and reporting of data used in reserving
70% Controls around the Reserve Committee and sign-off process for final selections
100% Controls ensuring the selected reserves are those recorded in financial statements

65% Controls ensuring the company has information quantifying the
pricing levels resulting from current underwriting activities

75% Controls ensuring underwritng guidelines are in place and being followed

90% Controls ensuring actuarial methods used are appropriate and
selections are reasonable

90% Controls ensuring the data used in reserving is balanced and sufficiently detailed

35% Controls validating company ratemaking processes produce an
adquate indicated manual premium level
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Price Monitoring and Lines of Business — The Survey Says...

If you write the line of business, do you perform price monitoring?

Yes No
100% 0% Standard Commercial
100% 0% Middle Market Commercial
82% 18% Large or Complex Commercial
80% 20% Excess Reinsurance

94% 6% Personal Lines

What is the frequency of price monitoring at your company?

4% Real Time

4% Weekly Reporting
58% Monthly Reporting
31% Quarterly Reporting

4% Annual Reporting
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How Do Companies Approach Price Monitoring — The Survey Says...

What is the scope of your price monitoring activities?

2% Monitor change in renewal premiums matching specific
renewals to the expiring policy
48% Monitor adequacy of new business by measuring against a
benchmark. If so, what is that benchmark?
24% - Manual rate
3% - Average expiring rate
10% - Bureau loss cost
14% - Other (specify)
48% Adjust for change in terms and conditions. If so, which
changes? (Check all that apply)
38% - Deductibles
38% - Limits
21% - Other endorsed coverage changes
21% - Some other endorsed coverage changes
0% - Essentially all endorsed coverage changes
24% - Changes in classification
41% - Changes in exposure
3% - Other (specify)
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How do Companies Approach Price Monitoring — The Survey Says...

(continued)

Do companies perform a reconciliation of your price monitoring data to financial data reported in the
general ledger? (% of those that monitor)

4% Yes

56% No
40% No, but we reconcile to a source that is reconciled to the general ledger

What is the source of price monitoring data? (% of those that monitor, allows repeat answers)

28% Financial data systems
64% Policy processing systems
20% Manual logs
8% A mixture of the above, please explain

8% Other, please explain
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