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» Use of technology - how it is changing distribution

* Trends in distribution in other industries

* Personal Insurance — developments in the Australian market, trends from overseas

« Commercial Insurance — the current landscape, changes coming & trends from overseas
*Winner’s Curse — what is it, implications for the insurance industry

* Strategies for insurance industry stakeholders

Variation in Premium Rates in NSW motor—4 insurers (Max — Min)
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Technology has changed distribution and business models in many industries

How is technologies changingdistribution Industries we observed
business models?

* Potentialto reduce costs

* Retail

* Some manufacturers are going direct. « Airlines

* Price transparency and comparability has
increased

e Financial Services
e Lifelnsurance
e Health Insurance
« Banking

* Travel agencies

* Betting agencies

 Media
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Personal Insurance — changes in distribution, the emergence of the internet

Internet channel expected to grow
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New insurance players utlisiing the internet Growth in the affinity channel
«Pay as You Drive Insurance / Real Insurance ¢ Auto & General partnering with Australia Post
*Youi ¢ Auto & General partnering with Virgin Money
*Budget Direct (Auto & General) * QBE with Myer
*Progressive «QBE with some industry superannuation funds
*The Buzz (IAG’s online offering) * Wesfarrmers with Coles
*Bingle (SUN’s online offering) * Wesfarrmers with Kmart Tyre and Auto
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e Large ‘incumbent’insurers notsigningup  MOLii{egeles
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b SO m e ‘ C h al I e n g er ' I n S u re rs h ave S I g n ed @Car Insurance Savings Accounts Credit Cards Home Loans Personal Loans Lifg Insurance Investments More
up,namely, Auto & General and Real o
Compare Car Insurance Quotes & Premiums Online
Insurance
. . . . . Shop around without the ring around
e Limited brands = limit comparisons made 2 Buy online or over the phone

* Directonlineappearsto be the dominant
internet distribution method

Review online car insurance quotes from these competitive providers
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Source: infochoice.com.au
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Personal insurance distribution trends overseas

UK motor market has ‘embraced’ aggregators 40% of UK motor business is written through aggregators

* Aggregators are the dominate channel with most
underwriters participating

_ ) _ Insurers
» Customers cite price as the most important reason for

switching — loyalty is low

Consumers Aggregators

* The customer relationship is with the aggregator rather
than the insurer

Distributors

* Flow through to market profitability

Source: “Pricing perspectives on an aggregated future” - EMB

Combined ratios have been poor in the UK Internet distribution relatively low elsewhere

120 Country Primary Distribution Online Distribution

Internet sales growing off a
e Call centres and low base. No aggregators,
110 United States_____ branches dominate __only referral portals | ___ _

Agency based
= 105 distribution model
Continental Europe  dominates Internet sales are still low
100 © T 77777777 "lndependentbrokers T 7
os Canada dominate Aggregator use is low

Source: Authors
20
2006 2007 o008 2009 (est.)

O perating ratio before prior yvear releases
O perating ratio after prior year releases

SQi%QﬁQQ?CJR@S@fﬁ@@@ﬁ%%ﬁ%’g?%ﬁormance ratios: 2006-2009

(estimated)



17+ General Insurance Seminar

A Risk and Reward
Sheraton Mirage, Gold Coast = ' ‘L <5

$12bn - Commercial Insurance — broker dominant — the current landscape

Brokers is the dominant distribution channel Commercial market is fragmented
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A few broker groups dominate the market
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Commercial Insurance - the market is segmented

Commercialinsurance marketsegments

Corporate - Self Insurance - Brokers - Self Experience Rated - Highly Unlikely

& Global Market -Lloyds Syndicates - Self Insurance - Significant Price

-Global Commercial Negotiation

Players - Relationships key

SME Market -CGU -QBE - Brokers - Algorithm Based -A number of broker
-Vero - Tied Agents -Underwriters have EMES EUE ALEng
see alieslees) contestable platforms
- Zurich - Direct .
authority
- Allianz

Source: Authors
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What are contestable platforms? Proposed SME Commercial Contestable Platforms

*Instant price comparability Platform Steadfast Virtual EMBS -iClose
. . . Underwrite
*May have consistent policy wording IS

* Claims service guaranteed

«Products offered: Commercial SME packages, some brokers
will also offer intermediated personal lines, D&O, standalone
liability and commercial motor (non-fleet)

*Result — possible commodisation of insurance products?

Underwriting Standardised Standardised - Determined

Questions by Insurers

Underwriters on Unlimited ? Majors only
Platform

Source: Authors
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How have the insurers reacted?

Reasons for joining Concerns raised by insurers

*Brokers ‘own’ the customer relationship *IT connectivity is not an immaterial cost
e Commercial insurance is fragmented e Fear of commoditisation of insurance products
* Reduce the need for manual underwriting « Greater price transparency

» Potential cost savings
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Unique challenges in insurance

Insurance has some unique traits Premium variation in NSW comprehensive motor

18%

 Costofproductionisuncertain 16% 4
&)14%*
. - . - (L) |
 Pricevariation exists x 12%
L 10%
. . £ 8% -
e Priceisthe mostvisible = 6% -
. . R 4% -
differentiating factor % |

0%7 T T T T T T 1

N X X X X N X X X X X X X X X

< (o] N O o <t [0] N [Te) o < [e) N © o

o o — — N N N o o <t <t <t Ln L0 [{e)

= o e i=] i=] i=] i=] i=] i=] i=] i=] i) i=] i=] i=]

S T £ 2 2 =2 =2 =2 =2 52 52 £ 52 = =

[ce) N © o <t [ee) N [Te) o <t [ce) N o

— — N N N o o < < < n n

—
=
@
=3
o
=]

edian - Minimum) / M

Source: J.P. Morgan Study



17+ General Insurance Seminar

Risk and Reward
Sheraton Mirage, Gold Coast e ! ‘L o=

What is the winner’s curse?

Winner’s Curse: “Atendencyforthe winning bid in an auction to exceed the
intrinsic value of the item purchased.Becauseofincomplete information...
bidders can have adifficulttime determining theitem's intrinsic value.As a
result,the largestoverestimation ofan item's value ends up winning the auction”

-Investopedia

Key pre-requisites forthe winner’s cursein insurance

* Uncertaintyin cost of claims

* A competitive marketplace wherethe cheapest premium offered wins the business
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Winner’s Curse in Insurance — a simple example

Considerthis example
* Simple example
» 3insurers eachwith 333risks

 10%claims frequencywith a Poisson
distribution

» Fixed claims size of $10
* True costof the policyis 10% x $10=$1
 Stylised competitive marketplace
* Distribution of the winning bid shown below —
 Calculatedas1-[1-F(x)] "3
e Winningrisk premiumis $0.83
e Butthetruerisk premiumis $1!

e Thewinner'scurseis here!
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Insurance — impacted by the Winner’s Curse

Implication forinsurers?

* Yourabsolute priceis important

» Profitability requirements
» Coveringtheexpectedclaims cost

 Butwinner’s curse makes therelative price importantas well!
 Aggregators

 Eachinsurerwould be atthe mercy of the cheapest market price

o Strategies to deal with the winner’s curse? Discussed later
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Why do premiums vary so much?

Lots of reasons...

Strategic Otherissues

Portfolio Differences Premium Corporate
differences

cost inthe algorithm cost
relativerisk differences differences

assessment
of sub-
segments

Sub-Issue

Source: Authors
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Simulation of Insurance Marketplace

Model Structure
Comparison of actual versus modelled premium variability

*Market is for 1 product and consists of 3 insurers

. . . . 18%
*Size and risk mix of the total industry does not 16%

. 14%
changeover time 12%
10%
8%
6%
4%

*Thereare5 rating factors which influence both

% of Unique Risks

frequency (poisson) and size of claims (lognormal) 2%
0%
*Premiums are calculated annually using the $ 8§ § 8 8§ T 838 8¢ § 83 8 g
. . . 2 2 2 2 2 2 2 2 2 2 2 2 2 2 =2
previous 3years claims experience. g8 F £ 8 2 8 8 8 8 8 8 8 8 8 8
® § 8 R 3 R 88 % F %8 8 8
*We can manipulate the risk mix and the number of Range of Premium / Median Matket Premium
rating factor each insurer uses. (“Hidden rating
factors”) Premium variability by rating factor
60
*All insurers estimate premiums the same way using § s0 A\
alog-linear model. £ %
g 30 \
w 20
Customers propensity to shop is controlled by the 5 £ 10 B
: . s o NS~
rating factors plus price change = e o
NN XN NN
SRSLEERSERRIILERRIASIRRS
Customers score each insurer based on the price Variability around median market price
difference with their current and insurer reputation 2 Factor Prem 3 Factor Prem 4 Factor Prem S Factor Prem

(Market share) and choose the insurer with the best
score.
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Base Case: What would happened if there was an increased propensity to shop

Scenario description

*All insurers price use 5 rating factors and have the same mix of business at the beginning of the projection

* Brand and Product completely commoditised. Customer preference for an insurer is purely a function of price

*We increase the propensity to shop

Summary of results

*There is a sharp deterioration in industry profitability as customers pick off the cheapest insurer in each segment.

*There is a permanent increase in the lapse rates as customers continue to pick the cheapest insurer at renewal

80%
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40%
30%
20%
10%

Industry Lapse Rate

Industry Lapse Rate

by varying customer shopping rates
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Underlying Industry Insurance Margin
after 10 years

Target Insurance Margin

E

Customer propensity to shop
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Pricing granularity: A single insurer increases the granularity of pricing

Scenario description

eInsurer with superior rating uses 5 rating factors

*Theremaining two insurers use 2 rating factors

Summary of results

eInsurer with superiorrating structure achieves alowerloss ratio, increases their market share and has a more
accurate understanding of their risk mix

Underlying Loss Ratio Market Share PortfolioRisk Mix
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Year Year Year
Superior rating insurer 1 ~M=Inferior rating insurer 1 Superiorratinginsurer 1 ~l=Inferior rating insurer 1 Superior rating insurer 1 - True Rel —8— Inferior rating insurer 1- True Rel
—k—Inferior ratinginsurer 2~ ——Industry —k—Inferior rating insurer 2 —i— Inferior rating insurer 2- True Rel Superior rating insurer 1 - Insurer Rel
= = Inferior rating insurer 1- Insurer Rel = = Inferiorratinginsurer 2- Insurer Rel
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Pricing granularity: An industry arms-race in pricing granularity

Scenario description

« All insures increase the granularity of their pricing by moving from 2 rating factors to 5 rating factors

Summary of results

Introduction of new rating factor could result in two outcomes:

eIt reduced winners curse when factor added removed some of the biases in insurers rates. The explicit recognition of the hidden
rating factor led more consistency of pricing between insurers.

«Caused a deterioration in winners curse when the factor added was not significantly responsible for price variation in a cell, and
its introduction further increased the variance of prices between insurers due to increase in estimation error.
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Impact of discounting

Scenario description

 Profit margin for aggressive insurer is 0% whileincumbents use 5% for three years

* Aggressive insurer reverts back to 5% profit margins at the end of the three years

Summary of results

*Aggressive insurer rapidly builds market share, however, losses this share when the profit margin is increased.

Market Share Underlying Insurance Margin
60% 6%
50% 4% 7\
40% 2% \\
0%
AN

30%
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6% — .

20%
-8%

10%
0%

Underlying Insurance Margin

Year Year
Incumbent1 ——Incumbent2 —i—Aggressor 1 Market with Aggressor Insurer  —li—Market without Aggressor Insurer
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Strategies

Distribution based strategies

* Optout of the aggregator platform

«Combine aggregator platform with traditional distribution channels

«Acquire or start your own aggregator
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Strategies

Pricing based strategies

*The consequences of naive or inaccurate pricing relative to peers is greater than ever. Therefore,
matching the pricing sophistication of peersis a minimum.

*Thereis a first mover advantage to pricing granularity
*However anindustry wide arms race could exacerbate existing price differences.

*All players benefitfrom having a sophisticated understanding of the pricing differences between
themselves and theircompetitors

eLargeinsurers have anincentive to protecttheir rating structures
Smaller players have an incentiveto deconstruct
eSmallerinsurers can even the playing field by introducing new powerful rating factors

*Furtherresearch needsto be carried out to examine the contribution of various types of
statistical errors to the observed differencesininsurerprices?
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Strategies (Continued)

Monitoring based strategies

 Understand how your premiums compare relative to the market

« Bewary ofthe new businessthatyou attract and have appropriate monitoring

 Ensurethatyour pricing analytics,business decisionand rate implementation can respond
quickly

 Understandhowthe propensityto shop/elasticityis changing
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Strategies (Continued)

Product Design//Customer propositionbased strategies

* Insurers need to differentiate on non-price factors.
 Oncecustomers areeducated in pricecomparisonitmay become apermanentfeature
of customer psyche

* Marketing needs to emphasize non-price factors such as:
e Service
e Claims handling
* Financial stability
* Productfeatures

« Companiesneedtoencourage and reward loyalty
e Multi-policydiscounts,
 Tenurebased discounts,
* Discounts based onrenewals
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Strategies (Continued)

Industry Led Strategies

» Chargeincrease profitmargins

* Industrywide acknowledgementofwinners curserisk

» Standardisations of classification systems and underwriting questions
* Particularlyin commercialinsurance

» Sharing ofdatafor high risk segments

e ThroughbodiessuchasthelSA or APRA

Costbased strategies

* Insurers with alower costbase have asignificantadvantage
« Economiesofscale
« Betterclaims management
« Lowermanagementexpense
« Lowercostofcapital (including reinsurance)
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* Changes arecoming in distribution increasing contestability

*Currently substantial variation in premium rates exists: - for various reasons

*Winner’s curseis a major risk for the insurance industry in this situation
sLapseratescould besetto rise:
*this could impactthe claims,lapse and profitability experience thatthe actuary sees
e standard internalbased pricing approaches —maynot be enough to offset impact

* Implications:

* Increasing explanatory power ofrating structure importantfor an individual insurer —
butincreased marketsophistication can increasevariation in rates.

* Actuaries need to considerintheir pricing, loadings etc to offset winner’s curse
* Need to monitor competitors—be morethan justinward looking on rates
*Be wary of changes in marketstructure and approaches of competitors

*Considerbusinessoptions —restrictchannels; consider productdesigndifferences.
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