Automobile Ratemaking in the US and the UK

PA-39


Panelists: Mike Brockman and Kevin Kelso

Moderator: Karen Schmitt

CAS Ratemaking Seminar 2000

San Diego, California

DIFFERENCES IN NATURE OF COVERAGE:

Liability vs. Physical Damage loss mix

Liability is a much higher percentage of total losses in US, causing a relatively greater emphasis on rating factors that relate to liability.  However, is it that in the UK pricing is more likely to vary by vehicle for liability than in the US? What are other resulting differences?

The liability component in the UK depends on the coverage bought. The most common coverage is Comprehensive cover which covers own damage to the insured’s vehicle, windscreen, fire, theft, third party property damage and third party personal injury. This coverage is bought by about 80% of the personal lines market. Most of the remainder of the market is for Third Party Fire and Theft cover (TPFT) which by definition excludes own damage and windscreen. It is also possible to buy third party only cover, which is near to the statutory minimum coverage. This is only bought (and sold) by the minority.



Note that personal accident cover is not normally part of standard coverage, although in some cases can be bought as an add-on. It is usual, however, for comprehensive cover to have fixed limit coverage for personal effects included.



It is also common to attempt to sell related products of the back of the motor product. These are usually products such as uninsured loss recovery (ULR), legal expenses and motor assistance.



Typically, for a comprehensive account, the proportion of total claim costs accounted for by personal injury would be between 25% and 35% depending on risk profile. For TPFT coverage, this proportion would be between 50% and 65%. It should be recognised that there are strong profile differences between the two coverages. People who buy TPFT cover will tend to be younger, with older cars and in lower socio-economic groups.



The personal injury claim frequency for comprehensive cover is around 1% whilst for TPFT cover it is 1.3%. Again this will vary by company depending on customer profile. The average severity is around £8,000 ($13,000). Personal injury inflation, as measured by the increase in cost per vehicle year, has been running at about 12% per year for the last ten years. Interestingly, over the last five years, frequency has been increasing at about 5% per annum, reflecting the culture of increased litigiousness within society. (yes we catch everything from the US!)



It is normally the case that there will be less risk factors that are predictive of the personal injury experience in comparison to the non injury component. In fact, only a few risk factors will be predictive of personal injury severity since it is mainly influenced by the claimant details not the insured’s details. It should be remembered, however, that the same legal environment prevails within each of England and Wales, Scotland and Northern Ireland. Having said this, however, it is important to recognise that the propensity for large claims is not even across all customer profiles and this needs to be built into this analysis.


 Clearly, certain customers have a higher incidence of personal injury claims than others (e.g young drivers compared to old). However, it is not so clear whether the propensity for large claims varies also. We have found generally, not surprisingly, that certain customer segments do have a higher propensity for large claims. Segments such as males as compared to females, high performance cars compared to low performance cars, inexperienced drivers in comparison to experienced drivers, manual occupations compared to white collar occupations, rural territories compared to urban territories tend to produce a higher proportion of large claims. Many of these segments are likely to be where customers tend to drive at higher speed.

Unlimited vs. Limited Liability

The UK policy offers unlimited liability.  This could cause differences in pricing and underwriting.  For example, liability limits purchased can be predictive of loss experience but also creates complications in pricing technique.

The largest motor claim in the UK so far is about £12 million ($19.3 million) including legal expenses, although this is subject to appeal. There are several other claims within the market that are still yet to be settled of size between £5 million and £7.5 million.

It is therefore important to recognise those segments which are likely to produce large claims and build this into the rating process. This can be achieved either through the underwriting rules or by pricing accordingly.

Since we have no limits of liability, that would undoubtedly be predictive of loss experience, we have to develop other techniques to achieve the same goal. A method that I use is to model the relationship between the number of large claims as a percentage of all personal injury claims and find the segments where there will be high or low propensity to produce large claims. Large claims can be defined by constructing artificial liability limits and counting those claims that exceed these limits.

For smaller accounts, it may not be possible to carry out this type of analysis, however, it would be usually the case that low excess of loss reinsurance limits would be purchased to protect the net account. 

 Coverage attached to vehicle versus the driver

The UK policy is driver-based rather than vehicle-based as in the US.  Vehicle-oriented coverage in US leads to consequences such as driver assignment logic, driver exclusion endorsements, and unnamed driver penalty endorsements.  What are UK consequences?

In theory, there is no real difference in this respect between the UK and The US. The market, however, has evolved over time, away from the concept of insuring the vehicle to insuring the individual.

About 20 years ago, it was standard to have any driver cover (essentially the vehicle) as the base risk. Discounts were the offered if the cover was restricted to named drivers. Over time, the variety of driver restrictions became wider. For example, insured only driver, insured and spouse, insured and 1 named, insured and 2 named etc. The any driver category then started to be restricted itself. For example any driver except those under age 25. By far the most common coverages are only driver and insured and spouse (now this tends to be expanded to insured and partner with separate marital status risk factors).

The are still some insurers who have as the base risk the any driver rate to which they apply discounts for less restricted driving. Most, however, have moved to defining their base risk as only driver cover, to which loads (or possible discounts in same cases) are applied for wider driver coverage. Different deductibles could be applied depending on the driver at the point of accident.

This makes the pricing of the risk conceptually easier. The only driver cover is well defined by the customer’s characteristics to which additional risk factors are applied for the wider driver coverage. It is interesting to note that usually, insured and spouse coverage is cheaper than only driver coverage.

 Uninsured Motorist coverage

Although coverage is mandated here, in some states as much as 30% of driving public does not comply.  How does this issue compare with UK?

Third party motor insurance cover in the UK is also mandatory, however, the uninsured losses are not a big problem, although it is becoming more of a problem. Each insurer must subscribe to the Motor Insurers’ Bureau (MIB) on authorisation write motor business. The MIB’s main role is to compensate uninsured loss victims arising from death or injury. The cost of compensation is financed by levies on the insurers’ which is set in proportion to their premium income. The levies have now reached about 2% of premiums per annum.

 Age of access to driving privileges

It is the exception for a 16-year-old in the US to not have a driver’s license and at least occasional access to a car.  British drivers start later and get more training.  Due to their experience, young drivers cost more than a mature driver to insure.  This becomes an issue in writing entire households in the US.

The legal minimum age for driving on the public highways is 17 in the UK. A large proportion of people will begin to learn to drive at 17. Twenty years ago, females tended to drive later in comparison to males although this is not generally the case now. This has affected the driving patterns of females over time. A person can only drive a vehicle as a learner until they have passed a driving proficiency test which also includes a theory paper on the highway code. This means that a qualified driver must be in the front passenger seat while the learner is driving. Consequently, there are very few 17 year old insured drivers, since most people fail the test at the first attempt. They will normally learn on driving school vehicles unless a parent wishes to pay the higher premium for a named young driver on their vehicle. There will be a large number of 18 year old drivers however.

As far as affordability is concerned, most young new drivers will start with an older car, non comprehensively insured in order to minimise premiums. There is still a relatively large supply of insurers, including Lloyd’s syndicates, who offer cover. Premiums do not seem to have become so high that they are unreasonably unaffordable, although this point may be beginning to be reached in some cases. The no claims discount earned over the next few years can be switched if necessary to comprehensive cover.

Alternative, young drivers can be named on their parents cover although again the premium costs will be high. The social argument for not subsidising these risks is that the high premiums induce safer more responsible driving behaviour and that this is in the public interest.

IMPACT OF REGULATORY DIFFERENCES

Frequency of rate changes

There is a restriction on frequency of change due to the filing process. How does UK compare?

New vs. Renewal pricing

Regulation requires new and renewal customers to be priced similarly except as shown otherwise by experience.  Demand modeling would suggest discounting new business although loss experience and analysis would probably arrive at the opposite result.  What is the UK practice?

There is no concept of rate filing in the UK or indeed in Europe. Rates can be changed with any degree of frequency. In the current environment, most insurers would be changing rates monthly and in some cases more frequently depending on demand. There is also relative relaxed attitudes to the risk factors that can be used, providing these do not contravene race and disability discrimination laws.

Demand modelling in becoming more common, although there is some discomfort in some quarters with the concept of loading renewal business on the basis of their price insensitiveness. Insurers have been doing this for years however, guised in a different form by having different product plans for different customers. In the broker market, the brokers will normally actively re-broke each year and switch to another insurer if this is better value, or perhaps, switch to the same insurers new business product if it is cheaper!

In my view, there is no real reason or rationale for pricing new business the same as renewal business. Firstly, on renewal you know more about your customer, for good or bad, and can price on this additional information. On new business, you may be constrained by the new business quote engine and means of distribution channel on the range of questions that can be asked. You also know less about the history of the customer at new business. 

Consequently, a different pricing approach between new business and renewals can be justified. The expense argument is another reason for differential pricing but will be only one aspect of the final pricing decision. It could also be argued that new business is needed to cover the fixed costs of an insurer, which in some cases could justify a discount for the longer term interests of all policyholders. 

Secondly, with renewals, you may wish to manage the degree of price change over a longer time horizon than a year. This can improve renewal retention as well as protecting your client from the big swings in the pricing cycle. The pricing policy can also be geared to customer relationship management programs where mutual benefit can be formed from long lasting relationships. 

The demand side of the pricing equation is very important for understanding how customers behave and react to price change and these factors can and should, in my view, be built into the pricing process.

 Consideration of expense impact on rates

It would be difficult for carriers here to adjust their rates for prospects who respond to marketing at a higher rate or who are more likely to purchase when quoted.  Mike, I know you have outlined such an approach to ratemaking --

is anyone doing this type of thing in the UK?

We have built pricing models which allow insurers and indeed brokers to optimise their expected return for any given customer group. This could be optimising expected profit or commission. The optimisation depends on the demand for a given price and the expected profit for the given premium. 

This can be built real time. All this is doing is saying, we the insurer believe that premium x will produce profit y and that premium a will produce profit b. We will offer the premium which provides the insurer the largest expected profit which in turn depends on the propensity to buy at a given price. The customer, in theory, will not buy unless he is happy with the price, which in most cases means that he has already shopped around to assess this.

The key to this approach to pricing is that it allows the insurer to rigorously control their margins and allow them to pitch premiums at any level consistent with their corporate strategy. The demand aspect acts as a safety net against charging premiums too out of line with the market just in case your actuarial assessment of the profit for that risk had gone wrong. The method allows you to exploit market anomolies where you believe profit margins are not even across customer groups without pitching premiums too far from the norm. 

Construction of territories

Regulators like them to have understandable shapes.  Does greater freedom to determine boundaries in UK lead to odder shapes? The US market may also have a lot more territories merely due to the state structure.

This is a difficult area and there is quite a wide range of different approaches adopted. Some insurers would have only about 8 territory groupings, which in practice probably amount to about five since very little exposure would perhaps be in three of these. Other insurers might have up to 50 territories and others a mixture of territorial groups with other demographic risk factors layered on top, triggered by the post code (zip code). These for instance may be derived from census information such as population density, traffic density, crime statistics etc. There are also a number of suppliers such as credit referencing agencies, of socio-economic databases which can be mapped on to the post code (zip code). 

As a guide the relativity from the low risk territories to the high risk territories could the 3 to 1. However, within these there could be greater segmentation using the socio demographic databases. For example, a detached house might get a 20% discount on top of this, while a high rise council flat would get a 30 % load. This means the effective differential from a detached house in a rural areas to a council flat in East London might be nearly 5 to 1. This level of segmentation begins to attract more attention in terms of affordability.

Multi- vs. single-variable methodology

US actuaries tend to focus on single-variable ratemaking methods due to the perception of regulatory acceptability. How is the UK practice different?

There seems to be a simple solution to this. Actuaries must get better at explaining things. In fact, I believe it is easier to explain multi-variate concepts than univariate concepts since it is easy to show how univariate trends can be wrong.

Rating tiers

Most companies in the US have 2-6 tiers to which they assign separate rate levels or use an underwriting company system. The UK does not seem to use this approach. Why not? Is there no standard/ prefered/ non-standard market difference in the UK?

Rate tiers are not a concept we have in the UK. All underwriting factors would be considered risk factors and these would all be in a single rating plan. We would however have separate products for different specialist parts of the market.

Underwriting/Marketing and Pricing Interaction

Relative importance of Underwriting vs. Pricing vs. Marketing as risk management strategies Exclusion of risks rather than pricing for the exposure is still widely practice in the US market.  Is that the case in the UK?  A few carriers, such as Geico, AAA in California, and USAA have narrowly defined marketing focuses which have the effect of directing favorable risks their way.  Is this strategy employed much in the UK?

The practice is very wide, however, not all insurers follow the same approach. The perception of what is a good risk and bad in not consistent. This also ties into the insurer’s strategy in terms of risk and return. Clearly there may be more profitable segments of the market which will have higher risk attached in terms of expected variability of claims experience. This may put some companies off from operating in these segments while other will attempt to extract the high profit and minimise the risk through tight underwriting rules.

There are other examples where a lack of understanding of the importance of the interaction between underwriting, pricing and marketing can lead to dire financial results. For example, in the UK we had a big move to direct response companies in the late and early 1990’s following the success of Direct Line.

TV and national newspaper advertising become the fashion without any real understanding of the profiles of customer that would respond to that kind of marketing media. The cost of advertising spiralled, which for new direct companies increased their set up costs significantly. These new companies would also have a vision of the type of customers that they would be happy to write and set their underwriting criterion accordingly. This would typically be a controlled account of mature drivers. Unfortunately, the type of customer responding to this marketing media tended to be younger. This meant that they were only quoting to a low proportion of the enquiries. The economics of direct response then began to work against them. The apparent solution was to widen the underwriting criteria to accept younger customers thereby increasing the quotation rate to justify the advertising spend. Rates were also set to get adequate conversion from quotes to create volume. The losses then followed. 

It is very difficult to change, through marketing, the natural response profile form these marketing media and this was a costly learning curve for many insurers but emphasises the importance of understanding the dynamics of underwriting, pricing and marketing.

Competitive analysis

The one big advantage to an insurer in the US system is the publicly available competitor filings. How do UK insurers gauge competitiveness?

In the intermediary market, the brokers’ access the insurers rates through quotation engines supplied by software houses. These systems can be purchased by insurers to carry out competitive analysis. Some software houses have built specific front ends to this to make it easier for batch competitive analysis. These systems will not be perfect because brokers do deals with the insurer which may not conform to the screen rate. They will also not include the rates of direct response insurers or divisions of insurers.

I tend to recommend to insurers that the best competitive measure is the demand for their own products. For a direct response company and for broker companies on renewal, a conversion rate and renewal rate analysis is much more effective than conventional competitive analysis.

For example if you use yellow pages as your distribution channel and you are not a strong brand, the customers’ inquiring will probably already have shopped around several times. If you are a strong brand, you may be one of the first that the customer approaches. The buying behavior of customers for each of these two insurers will differ greatly. This can only be measured from the insurer’s demand statistics and conventional competitive analysis may not give the complete picture.

DATA AVAILABILITY

Motor Vehicle Records

These are easily obtained electronically in the US, making them universal underwriting and pricing tools. What is the practice in the UK? 

Loss History Reports

Insurers in the US voluntarily report losses to 3rd party databases, which then sell the information back to insurers who are investigating a prospect.  Is there an analogue in the UK?

The availability of collective and external databases is improving all the time. Vehicle details can be obtained from a vehicle registration database as can addresses from the zip code. This can be useful for reducing the number of questions that can be asked, particularly on the phone or internet. There are also industry initiatives such as CUE, I now know where the name came from, which stands for claims underwriting exchange. This keeps the claims history of all insureds on a central database which is shared by all insurers. This is to help identify non disclosure and fraud on new business quotes.

 Credit Data

This is easily and electronically available in the US.  In the UK, only lenders have access to these databases.

Credit records can be accessed by insurers if they subscribe to one of the major credit referencing agencies databases. This will cost the insurer a certain amount every time a credit search is initiated. The cost puts some insurers off from using this although clearly the credit score has proved to be both predictive for pricing purposes and also useful for screening customers to minimise fraud potential.

My only comment on this, is that in my experience, the credit scores could be even more predictive if they where constructed differently, and these will of course be correlated with many of the more traditional rating factors. Another arguments for multivariate rather than univariate analysis!

DISTRIBUTION

Agency systems

Agents dominate in the US market -- still 85-90% of business!  This imposes additional "explain-ability" constraints on our rating processes.  What is the mix in the UK?

Agents are a relatively small proportion of the UK market for motor insurance. The main distribution channel is still independent brokers and then direct response. The splits are approximately 41% independent brokers, 15% other intermediaries such as banks and building societies, 35% direct response, 7% company agents and 2% other.

Source Of Business

Source of business is extremely predictive of loss experience.  Any examples of successful multi-distribution strategies in the UK?  If so, how do such companies take account of distribution in ratemaking?

I 100% agree with you although this appears to be a widely mis-understood phenomenon. We must remember that a large number of classification factors are simply proxies for the unmeasurable risk facts such as skill of driving, the psychological behaviour of a customer etc. 

It is hoped that the more refined the classification factors, the closer one can get to the unmeasurable factors. Hence the debate on the merits of credit risk and other life style factors that are now used. The method of distribution can be used itself as a lifestyle factor. I have already mentioned yellow pages and TV marketing. Not only will these customer differ in their attitudes to buying, but the loss experience will also likely to differ from those customers obtained under other distribution channels, all other things being the same. The channel also gives the insurer an opportunity to ask different questions which allow further insight into this unmeasurable risk.

The net result of all this is usually confusion. This is because a customer may obtain different quotes through different distribution means and they cannot understand why. Sometimes Chief Executives cannot understand why also as indeed consumer bodies. This is another good test for actuaries and their communication skills!

-- 
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Comprehensive
An auto policy covers all claim types (the coverage is comprehensive)



Third Party Fire & Theft 
An auto policy covering only these types of losses



Third Party Only or TPO
An auto policy for liability only



Motor
Auto



Tariff
Rate or price



Excess
Deductible



ABI
Association of British Insurers



ABI Group
Car grouping assignment published by ABI



Scheme
A specific rating plan  
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