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Schadenerfahrungs-Tarifierung von (Riick)Versicherungsvertragen

bei Unsicherheit tiber die vergangene Inflation

Zusammenfassung

Bei der Kalkulation von (Riick)Versicherungsprdmien werden dltere Schadendaten héufig vor
der statistischen Auswertung mittels eines Inflationsindex adjustiert, der exogen (nicht aus
den Daten selbst) berechnet wurde. Dabei nimmt man implizit an, dass der verwendete Index
die Inflation der versicherten Schidden exakt abbildet. In der Praxis diirfte es aber zumeist eine

kleine Abweichung zwischen der ,,wahren* Inflation und dem Index geben.

In dieser Arbeit wird ein stochastischer Ansatz fiir dieses ,,Basisrisiko vorgeschlagen und
gezeigt, wie sich damit die statistischen Eigenschaften der Pradmienkalkulation grundlegend,
aber im Einklang mit der Intuition verdndern. Insbesondere werden dadurch éltere Daten
sukzessive weniger aussagekréftig als neuere.

Weiter wird ein umfassendes Modell fiir die Unsicherheit vergangener und zukiinftiger
Inflation entwickelt, dessen Kern eine Systematik aller die Tarifierung betreffenden
Inflationsarten ist. SchlieBlich wird gezeigt, wie man die Prognosegenauigkeit der

Pramienkalkulation durch geeignete Gewichtung der Daten nach Alter verbessern kann.

Hierfiir wird ein Schadenzahlmodell fiir Risiken/Portefeuilles variabler Grof3e vorgeschlagen,
das die Volumenabhingigkeit der Varianz sehr flexibel beschreibt und die Liicke zwischen
zwei klassischen Modellen fiillt: Unabhédngigkeit der Einzelobjekte bzw. starke Abhédngigkeit
durch eine marktweite Frequenzschwankung.

Die bei nichtproportionalem Risikotransfer (Selbstbehalte, Deckungslimits, Layer)
nichtlineare, gehebelte Wirkung der Inflation auf die Risikoprdmie wird analytisch
beschrieben. Es wird gezeigt, wie der Hebel von der Geometrie der Verteilungsfunktion der
Schadenhohe abhiéngt und durch einen neuen Verteilungsparameter quantifiziert werden

kann: das regionale Pareto-alpha.

Diese mathematische Arbeit liefert auch qualitative Erkenntnisse fiir die Praxis: Sie zeigt auf,

welche Inflationskomponenten am sensitivsten fiir die Tarifierung sind.



Experience rating of (re)insurance premiums under uncertainty about

past inflation

Abstract

In (re)insurance premium rating, older loss data are often adjusted before the statistical
evaluation by means of an “external” inflation index (calculated not from the data itself). By
doing so, it is implicitly assumed that this index exactly reflects the inflation of the insured
losses. However, in practice there should mostly be a slight deviation between the “true” loss

inflation and the index.

In this thesis, we propose a stochastic approach for this “basis risk” and show how it changes
the statistical properties of premium rating: fundamentally, but in accordance with intuition.
In particular, older data becomes gradually less representative than recent data.

Then, a comprehensive model for the uncertainty of past and future inflation is developed,
having at its heart a system of all types of inflation that matter for the rating. Finally, we show
how to improve the forecast accuracy of premium rating by appropriately weighting the data

by age.

For this purpose, we propose a loss count model for risks/portfolios of variable size that
describes the dependence of variance on volume very flexibly, filling the gap between two
classical models: independence of the single insured objects versus strong dependency via a
market-wide loss frequency fluctuation.

To embrace non-proportional risk transfer (deductibles, limits, layers), we develop an
analytical theory for the generally non-linear, leveraged impact of inflation on the risk
premium. We show how the leverage depends on the geometry of the loss severity cdf,

quantifying it by a novel distribution parameter: the regional Pareto alpha.

This mathematical thesis yields also qualitative insight for practitioners, revealing which

inflation components are most sensitive for premium rating.
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Foreword

The research on the topic presented here started more than 15 years ago from a seemingly simple question,
emerging from my practical work as an actuary in charge of the pricing of non-proportional reinsurance
treaties, a field where loss statistics are always scarce:

If we are in the (fortunate and rare) situation that we have a complete loss record of the past 40 years

available, why don’t we dare to use all that data?

At that time it was not clear that the quest for a mathematical, not just judgmental, answer to
this question would lead from thoughts about the reliability of old data over inflation models to a com-
prehensive model for shifts affecting claim size and/or frequency over time, being apt to give finally a
mathematical reason for the hesitation described above, and to address various other interesting issues.

It was not clear then, either, that I would carry on for so many years with this quest, while continuing
to work as an actuary, nor that slow but steady progress would yield enough material to write a book

about it.

I thank David Clark, Prof. Franz Merkl, Glenn Meyers, Prof. Peter Ruckdeschel, Prof. Peter Schuster,
Dr. Bjoérn Sundt, Prof. David Wilkie, and, in particular, Dr. Ulrich Riegel for having inspired this work
with their work and very helpful suggestions.

I thank my parents for having always supported me, even when I did unusual things, or normal things
in an unusual order.

Finally, I thank Prof. Dietmar Pfeifer for having initiated and supervised the latest of these unusual
things: a doctorate in Mathematics after having spent 20 years in practitioners’ world, far away from

university.



Chapter 1

Introduction

1.1 Motivation

Although inflation at present (2017) is rather low in most developed countries, the insurance industry is
increasingly concerned about it, in particular in the Non-Life lines of business. Periods of high inflation
might occur in the future, as they have in the past. What is more, today’s solvency rules and more
generally a modern risk management attitude require much attention for systemic risk, and even without
sophisticated mathematical modeling it is clear that insurance claims rising sharply due to inflation may
adversely impact various insurance products at the same time. When affecting various lines of business
and/or countries, even low inflation could create considerable correlation across seemingly well-diversified
insurance portfolios.

The aim of this book is to contribute to the thinking about inflation, with special focus on the
experience rating of premiums of insurance and reinsurance covers.

In particular, we want to draw the attention to past inflation. If we estimate the expected loss of
an insurance cover from past loss experience, we have to project past events into the future world. It is
clear that future inflation is unknown (thus a random variable), but do we really know past inflation?
In fortunate cases the inflation that occurred across the years being reported in the loss record can be
estimated from the loss data, however, this requires a large amount of consistent data covering many
years, which is rare. It is much more common to use an inflation index that is not derived from the
loss data itself. Fortunately, for many situations there are appropriate inflation indices available, being
carefully developed from public or industry data sources. But can we really be sure that such an “external”
index exactly describes the past inflation of the business being rated? Whatever large the data base of
the external index, whatever sophisticated the statistical procedures applied to derive it, it might not
exactly reflect “our” business. There could be a gap between the “true” inflation and the index, and we
propose to model this gap as a random variable (past inflation gap). We will see that this adds a lot of
complexity, but yields very intuitive results. All in all we shall come up with a loss model combining the
randomness of both future and past inflation with the randomness of the losses stemming from sources
other than inflation.

Further we provide a thorough study of the impact of inflation on insurance products involving non-
proportional risk transfer, i.e. (re)insurance covers having either a retention or a limit being lower than
the maximum possible loss, or both (“layers” of insurance). It is well known that the impact of inflation
on such products is generally non-proportionate, however, the exact relationship seems technical. We
develop elegant and intuitive formulae relating the ground-up inflation to that of the insurance cover, by

looking at the geometry of the severity distribution function in a particular way.
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The combination of non-proportional coverages and past inflation affects most sectors of Non-Life
insurance premium rating, creating a huge challenge. Only personal lines insurance, the maybe most
visible part of the industry, does not have to struggle with this. Here deductibles are very low or absent,
while past inflation is secondary as one typically has tons of data available without any need to look
back farther than a few years, such that whatever one does about past inflation, it cannot be a source
of large errors/uncertainties. Instead, in commercial insurance (which in this book shall always embrace
industrial insurance) and even more in reinsurance the data are such scarce that in order to have a
sufficient data base for a sound experience rating one needs to assemble all losses occurred in the past 5
or 10, sometimes 30 years. What is more, coverages here usually have considerable retentions, ranging
from say 10000 EUR to several millions in the case of industrial insurance layers or non-proportional
reinsurance treaties. We will see that in this situation the inflation to the insurance cover can be very
different from the ground-up inflation, and much more difficult to detect.

The aim of this work is to give insight into such rating situations relying on scarce data stretching
over several years. As the introduction of the random past inflation gap, albeit a rather simple ingredient,
leads to very complex stochastic properties, we have to restrict the analysis to the so-called short-tail
lines of business having a rather quick and stable run-off like Property, Marine, Personal Accident, etc.
However, the results should also give some orientation for the long-tail lines (which are essentially the
various Liability lines).

The path towards the answer of the question raised in the foreword (how many years of data to use)
will lead us to a more interesting question, which we will be able to tackle as well: Taking account of the
stochastic properties of the proposed model, can we improve experience rating by altering the classical
sample mean? The answer is yes: by assigning different weights to data of different age. Formulae for
these weights vary a lot according to the rating situation: from simple and close to traditional approaches
to surprisingly complex (think of Fibonacci numbers). On the way to all this we will get a lot of insight
into what drives the volatility of insurance portfolios, so some results will be of value in themselves,

independently of the rating problem studied here.

1.2 Scientific context

There is not too much literature paving the way. Actuarial research explores very advanced models and
quite some papers address inflation in Non-Life insurance, see e.g. [Bohnert et al., 2016] and references
therein. However, when it comes to applications, it is typically assumed that the data are correctly
adjusted for inflation — a great oversimplification. If uncertainty is accounted for at all, this usually
applies only to future inflation. Practitioners are well aware that we might not always exactly know past
inflation, see [Brickmann et al., 2005], however, this concern apparently has not (yet) found its way into
a lot of formal modeling. Nevertheless, this book is inspired from some very valuable sources, although
most of them focus on somewhat different issues:

The basic structure of the indices used stems from the famous Wilkie model for retail prices, wages,
etc., see [Wilkie, 1995], who uses discrete indices (typically one value per year) being (at least in the
earlier generations of the model) basically chain products of lognormal random variables (RV’s), albeit
with possibly complex dependencies across subsequent years and indices. [Clark, 2006] applies such a
model, an AR(1) process, to quantify dependencies in the future run-off of Liability losses. The emerging
dependence structure reappears in our work, however, we have it across past years.

The stochastic past inflation gap, as we define it, works as if we had originally had the data correctly
adjusted for inflation, but then got it somewhat distorted by the inflation gap. The same approach can
be found in geophysics, where experts are concerned that the observed magnitudes of earthquakes that

occurred decades ago might be somewhat inexact due to the less precise measuring devices available at
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that time. To account for this uncertainty a (normally distributed) random variable slightly distorting
the “true” magnitude is introduced, see [Rhoades, 1996].

[Sundt, 1987] claimed as early as 1987 that, albeit being common practice, it is unnatural to regard
the data of the past n years as wholly representative, while earlier years are not seen as representative at
all — an ideal model should rather produce smoothly increasing weights than a jump from 0 to full weight
at a certain point. His paper thereafter focuses on other issues, however, Sundt could have been first to
clearly point this issue out.

[Gerber and Jones, 1975] introduced a recursive Credibility approach (heterogenous Credibility, i.e.
with a grand mean) that can lead to geometric weights for the data: Say each year gets 90% of the weight
of the subsequent year. Such weights seem indeed popular in finance and economy, bearing the name
exponentially weighted moving average. However, the weights are apparently often set judgmentally,
without there being a strict model assumption underneath. We will see that in our model geometric
weights can be close to, but also far from, being optimal.

The research being probably closest to ours is that of Howard Mahler, who in the 1990ies published a
series of papers on Credibility rating of Workers’ Compensation insurance with “shifting parameters over
time”, see [Mahler, 1998| and references therein to the author’s earlier papers. His approach is very gen-
eral, combining the uncertainty stemming from non-constant risk parameters (this includes inflationary
effects) with that of the long run-off inherent in this line of business. The model for the change of the risk
parameters is different from ours, involving a Markov chain. So Mahler’s results are not directly compa-
rable, however, it shall be noted that the main goal of his research is the same: setting optimal weights
to data from different years, according to a least square criterion (he uses homogeneous Credibility).

Finally, a recent paper by [Riegel, 2015] treats the rating of Motor quota shares (proportional rein-
surance). Here the past inflation of the losses is assumed known, but the past inflation of the original
premium income (which is a multiplier in the calculation of the expected loss) has a stochastic gap —
we will include such a gap later in our analysis, too. Optimal weights for the years of the data set are
calculated, according to a mean squared error criterion. Riegel’s model is complex in that it is partly
parametric, partly not, in order to get as much output as possible using as few assumptions as possible.

We shall adopt an analogous semi-parametric setting, albeit deviating in many details.

1.3 Organization of this book

Chapter 2 gives a brief illustration of how experience rating of commercial insurance policies and reinsur-
ance treaties is done in practice, involving in principle very simple statistics, namely the sample mean,
albeit with considerable sophistication in the details.

Chapter 3 introduces our stochastic model for the uncertainty inherent in past inflation.

Chapter 4 explores a simplified rating example that provides a great deal of intuition for more complex
real-world situations. By looking at the mean squared error of the straightforward estimate for the risk
premium of a risk of constant size, we give a first answer to the initial question: which years of the
data set should be used if many are available. Then the rating is further improved by assigning different
weights to different years of the loss history. It turns out that in this simple example the optimal weights
are related to the Fibonacci sequence.

Chapter 5 deals with a practical problem that adds a lot of complexity: the variable size of the insured
risks. We propose a sophisticated model for the variance of the number of losses per year, embracing
well-established models in one. This enables us to work with the collective model of risk theory, which is
essential as non-proportional risk transfer lets frequency and severity effects intermingle.

Chapter 6 calculates the leveraged effect of ground-up inflation on non-proportional (re)insurance

covers, coming up with very general and intuitive formulae relating said leverage to the geometry of
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the severity distribution function. The decisive geometric measure in this context turns out to be a
generalized local Pareto alpha (regional Pareto alpha).

Chapter 7 designs a comprehensive model for random shifts over time in both frequency and severity,
in both the past and the future, which lets us embrace all results developed so far.

Chapter 8 decomposes the effects of inflation and variable risk size into a system of 9 index series,
making transparent their potential interactions.

Chapter 9 applies this system to derive all quantities needed to assess the stochastic properties of
experience rating.

Chapter 10 calculates the mean squared error of the sample mean, optimizing it by assigning different
weights to the loss records according to their age.

Chapter 11 concludes with suggestions about how the theoretical results of this book could inspire

practitioners’ work.



Chapter 2

Experience Rating

2.1 Insurance beyond personal lines

2.1.1 Cover structure

Commercial insurance and reinsurance are not entirely different from the more common personal lines
insurance, however, there are some particular features.

Firstly, the insured risk is typically not a single object, but rather a number of things or people, think
of all buildings belonging to a large firm (Fire insurance), a fleet of cars (Motor Third Party Liability,
Motor Hull) or vessels (Marine Hull), or the employees of a company (Personal Accident group policy).
Reinsurance treaties cover entire portfolios, say all Property Fire business held by an insurer, however, in
principle this is the same kind of risk — a (very large) number of things. Obviously the size of such risks
changes if the number of insured objects increases or decreases. To cater for this, the agreed premium is
typically not flat, but a premium rate per volume, where the volume or exposure is a previously agreed
measure for the size of the insured risk. To keep things simple for now, think of the number of insured
objects/people. Exposure measures can be very sophisticated; we shall give some examples in the next
section and discuss volumes in detail various times across the book.

Secondly, large risks produce far more losses than single objects. To avoid money swapping it is
common to reduce the loss frequency via introduction of a deductible d. Of any loss Z, the insured bears
the part up to d (first risk, mathematically min (Z,d)), while the insurer only pays the exceeding part
(second risk, mathematically (Z — d)+). The deductible is typically chosen such high that the frequency
of the losses exceeding d is rather low, possibly much less than one per year.

Further the cover or liability of the insurer is limited by a maximum per loss ¢ (a feature common in
personal lines insurance, too). Formally, the insurer pays min ((Z — d)Jr , c), thus the part of each loss
exceeding u := d+ ¢ is again to be beard by the insured. This kind of coverage is shortly labelled cxs d (¢
in excess of d). In practice c is chosen such high that exhaustion of the cover is an extremely rare event.

A peculiar case is industrial insurance and reinsurance. Here it is not uncommon to split a cover in
various adjacent so-called layers or tranches (term of French origin) ¢; xsd;, where d; 11 = u; = ¢; + d;,
which may be ceded to different (re)insurers specializing on coverages having high or low loss frequency.
In lower layers total losses may occur more frequently, however, the top layer is chosen such high that it
is exhausted very rarely.

As we will deal with layers throughout this book, we introduce the following compact notation:
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Definition 2.1. If Z is a loss from the ground up, i.e. before application of the layer, the corresponding

loss to the layer or layer loss is for 0 < d < u < o0
UZ=(Z—-d)" —(Z—u)" = min ((Z—d)+,u—d>

Terms used vary according to country and kind of insurance. Instead of deductible one also says retention
or attachment point, in reinsurance sometimes priority (French origin). The maximum c is also called
limit, however, this term occurs to be used for u as well, in particular in direct insurance when deductibles
are small. Unequivocal words for u would be the French plafond (ceiling) and detachment point, which

is used in finance. For a layer one also says excess of loss cover or shortly XL.

This simple structure of deductibles and limits is applied in a number of different ways. They may
work per loss or per year (i.e. applying to the aggregate loss), however, the latter case is not treated in
this book, as its mathematics is hard to treat analytically, at least in the case of risks with variable size.
An important variant of the former case are catastrophe reinsurance treaties (CatXL), which apply the
layer structure to accumulation losses (all losses stemming from e.g. a windstorm or earthquake event
are aggregated). Thus, according to how the coverage is defined, Z models single losses or accumulation
losses, respectively.

It shall be noted that reinsurance is not always non-proportional. Covers without deductible and
limit do indeed exist, being called proportional reinsurance or pro-rata reinsurance. For example, if the
portfolio of a Non-Life insurer is dominated by their Motor business, such that fluctuating Motor results
largely affect the overall result, it could be an option to balance the portfolio by ceding say 60% of the
aggregate Motor losses to a reinsurer (and paying them a reinsurance premium of about 60% of the
aggregate pure Motor premiums). Such a treaty is called quota share, and when it effectively balances a
portfolio, it is not considered money swapping.

We will treat pro-rata coverages and layers together wherever possible. Formally the former is a layer
oo zs 0, so we have the loss variable {°Z = Z. Another special case are the so-called first-loss covers with
deductible 0 and limited liability. Normally the limit is chosen such high that its numerical impact is close
to nil, however, there might be exceptions. Anyway, these variants are special layers and by providing
the general mathematics for layers we embrace them as well.

Notice that we focus on the mathematical core structure of insurance covers here, neglecting certain
occurring additional features that have much less impact on the risk premium than the basic layer
structure, e.g. the common aggregate limit per year complementing the limit per loss. We thus treat
slightly stylized layers here, however, their outcomes are numerically extremely close to real ones. More
on the large variety of features used in reinsurance treaties and commercial insurance covers can be found

in Section 1.3 of [Parodi, 2014], a comprehensive book on Non-Life insurance pricing.

2.1.2 Data given

The data typically required for experience rating are the following, for a number of years, which may

range from less than 10 to more than 30:

e Exposure measure (= volume): one aggregate figure per year; typically this is the official exposure

the premium rate is based on.

e Losses:
in case of proportional covers (and some coverages with very low deductibles and very high limits):
the aggregate loss, i.e. one value per year;

in case of typical layers: a list of all losses exceeding the reporting threshold, equaling e.g. 70% of
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the retention. The number of data points can be anything from less than one loss per year (typical

for CatXLs) up to dozens of losses per year for certain very low layers.

To learn more about exposures let us start with a commercial Property policy: Fire plus the typical allied
perils like Water-pipe, Theft, and Natural Perils, which may be rated together with Fire or grouped into a
few sections for the rating. The premium of a coverage for say several pubs of similar size could be based
simply on the number of objects. If the pubs vary considerably in size, square meters could be a better
option. The most common measure, however, is the aggregate sum insured (usually the replacement
value, being periodically updated) of the pubs. Note that the latter is a fundamentally different kind of
volume, as it includes the change of the cost level, i.e. inflation (or more precisely a certain inflation,
namely that of the replacement values of pubs).

Both kinds of volume, those embracing inflation and those not, are common and can be useful,
however, it is essential to not mix them up. It can be an advantage to have inflation included, notably if
one wants to have all increases affecting the aggregate loss embraced in one figure. In fact insurers like
to base their premium rates on such exposures, in order to get premium raises automatically whenever
inflation occurs. However, for the exact modeling, as we will see, it is essential to keep frequency and
severity effects separately and combine them just at the end. That means that if an available volume
contains inflation, this latter has to be factored out to obtain an inflation-free volume.

In short, we have to distinguish the official volume (multiplier for the premium rate) from the volume
used internally for the rating. This point shall be thoroughly explored in Chapter 8, for now we just
illustrate the diversity of exposure measures by some further examples.

For a Personal Accident group policy protecting employees, the number of staff is a fair exposure
in case the sum insured per employee is uniform and does not change over the years; if instead the
employees have sums insured tied to their (yearly rising) salary, then aggregate payroll (wage roll) should
be a better option. The latter is also common for Workers’ Compensation and other Liability coverages
protecting staff, although here the cost level can be affected by medical expenses (and their often very
high inflation) as well. Other Liability policies use figures like turnover. Payroll and turnover include
a certain inflation, however, it is questionable whether this exactly matches the inflation of the losses —
such volume measures rather seem “sophisticated workarounds™ simply the best available proxies. So
one has to deal with two kinds of inflation, being possibly different, possibly correlated, and possibly not
exactly known. This complex situation will be dealt with in the second half of this book.

Premiums for Motor fleets may be based on aggregate mileage. Another common option is wvehicle
years, which is a refinement of the car count assigning e.g. a weight of one third to a car that was part
of the fleet for only 4 months. If it is deemed worth the effort, similar pro-rata-temporis refinements are
applied in other business lines, too, say to the number of employees or objects. E.g., in group Health
insurance one speaks of the exposed population or population at risk.

An interesting exposure in Marine Hull (covering ocean vessels) is the tonnage of the vessels, reflecting
both variable number and size of vessels, but not embracing inflation.

In Aviation insurance many different exposures appear, according to what is seen as reflecting best
the changes of the risk over time: number of flights, number of passengers, passenger miles, number of
aircraft, aggregate fleet value.

Sometimes the insured individuals/objects are very heterogeneous within, so different weights may be
introduced to distinguish exposures, e.g. young vs old drivers, motorcycles vs passenger cars vs trucks,
or blue collar vs white collar workers. According to the situation, maybe a blue collar worker is counted
as four white collar workers.

A particular case is reinsurance. The already stated vehicle years and tonnage are used in the respec-
tive business lines in some countries, however, the by far most common exposure is the original premium

income that the ceding insurer collects for the reinsured portfolio. It is felt that the premium rating of the
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insurer should reflect best which parts of the portfolio bear a risk above average or below; this knowledge
shall not be waisted. However, there is a significant problem: Even when the rating of the insurer is very
sound, their final premiums will be affected by market pressure, which is very difficult to quantify but
nevertheless has to be factored out. Here it is obvious that the inflation of the exposure measure and
that of the losses often deviate, albeit they should in the (very) long run be similar, as market cycles
balance out. In order to make the original premium inflation-free both the inflation contained in the
rated premiums and distortions due to the market cycle have to be factored out. The result is called
on-level premium; we will have a closer look at it later on.

Most of the mentioned examples, plus some more and further details, can be found across the book by
[Parodi, 2014]. The essential take-away message from the possibly confusing variety of exposure measures
is: They are not straightforward, not even those not containing inflation. Many are just approximations of
the unknown “true” volume, however, mostly clever ones. It thus makes sense to model (some) uncertainty
both on the scale (inflation) and the frequency (volume) side, and that is exactly what we are going to
do.

2.2 The sample mean

2.2.1 Motivation

Large risks as described in the previous section are not only larger than personal lines risks, they are
also far more heterogeneous. Thus, for (re)insurers it is not easy to create pools of similar large risks
that can be rated together, as is routinely done in personal lines. Although methods like Credibility
cater for heterogeneity within portfolios, there are many cases, in particular in industrial insurance and
reinsurance, where pooling is impossible or embraces only a few risks. We assume in the following for
simplicity that the rating is based on the data of a single large risk, bearing in mind that the same
methods can be applied to pools.

Fortunately, large risks produce many more losses than small ones, so in many cases it is possible and
reasonable to do classical experience rating: by just using the loss record of the risk itself. However, one
has to use a longer loss history than the typical 1 to 3 years used in personal lines rating.

Notice that we treat only the case of sufficient loss data in this book, bearing in mind that very
scarce loss records occur, where experience rating is inadequate. However, from practical experience
it results that the commercial insurance and reinsurance risks having a loss record being sufficient for
experience rating are a considerable share of all risks to be rated, and if we weigh them by premium,
they become even more considerable. In short, sound experience rating, albeit not being applicable to
all rating situations, is a major ingredient to the pricing process.

Experience rating can be done in various ways, parametric (with distributional models) or parameter
free. The sample mean or empirical mean, i.e. the empirical first moment, is the basis for distribution free
rating, but it also enters parametric methods: indirectly as benchmark or directly as input if parameters
are estimated via the method of moments. In reinsurance rating and a lot of commercial rating the

sample mean is arguably the most frequently applied rating method.

2.2.2 Structure

Let g be the year for which we do the rating (quotation year) — quotation is the traditional name for

reinsurance pricing. We would typically have the data available from several years k:

kmin S k S kmaa: <q
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We assume throughout the book that all available data are in principle representative, apart from un-
certainties in scale and volume. Thus, if e.g. 15 years ago a fundamental change in law or in insurance
conditions drastically altered the characteristics of the covered losses, we would ignore the data from the
period prior to that change.

Typically the rating is done at some time in the year ¢g—1 and k4. = q¢— 2, the year before. However,
it could be that the data of that year is incomplete and/or data of very recent years is left out due to
still large uncertainty about the run-off of the losses. Then we could have more years between the end of
the data set and the quotation year, e.g. ko = ¢ —4. Recall that we do not include run-off uncertainty
in the models described in this book, so we assume that the loss data used is essentially ultimate. This
is a substantial simplification, but we will see in the next subsection that more general models are far
more intricate, too much so to embrace them in this analysis. Our restriction on rather short and/or
predictable run-off shuts out a lot of Liability insurance, in particular many reinsurance layers, but for
most Non-Life lines we can say that after a few years the losses are largely paid and the remaining claims
reserves are quite precise predictions of the final payments due. This holds not only for Property and
Hull insurance of most kinds, but also e.g. for Personal Accident and even for some Liability business.

Let X be the time series describing the (aggregated) loss affecting the (re)insurance cover we are
rating. Then we want to predict X, from the observed Xj. The sample mean in its most simple form
would be the average of these observations. In case the volume of the risk varies over time things become
more complex. The expected loss changes according to the volume, thus the X; have to be rebased to
the volume in the year q. Further, the average over the years is typically a weighted one, as it is well
known that the linear combination of independent unbiased estimators is optimal (in terms of variance
minimization) if the weights are inversely proportionate to the variances.

We now convert this reasoning in formulae, then sophistication begins. All the following is a procedure
to transform X, the empirical loss, into a so-called as-if loss, taking into account how the situation
changes from year k to year q.

Let us start with proportional coverages. Here X}, is the aggregate ground-up loss in the year k. We
assume variable volume Vj, the case of constant volume follows as straightforward special case. If the
volume measure is adequate, it is a standard assumption that the expected loss is proportionate to the
volume. (Recall that the time series V' must be, or be made, inflation-free.) Thus, in order to get an
unbiased predictor, we have to replace Xj by %{Xk. If in addition we have inflation and call the time
series reflecting the cost level B, then we have to factor in the increase of the losses between the years k

and ¢ due to inflation. Altogether we get the (ideal) as-if loss

VB
Vi B

Xy

Note that inflation here is intended to be specific for the risk in question; it may be very different
from consumer price inflation. According to line of business and other risk characteristics, inflation could
be influenced by things like wages (Liability; having often slightly larger increases than consumer prices),
construction cost (Property), or steel prices (Marine; extremely volatile). We could even have that there is
no monetary nor wages inflation at all, but that houses, cars, or vessels tend to be built using increasingly
valuable components. This would create an inflationary effect on Property and Hull coverages and we
would regard that as inflation, too — mathematically it is the same as “classical” inflation, as the loss sizes
increase over the years.

A statistical (regression) approach to relate claims inflation, e.g. for a large Motor Liability portfolio,
to some economic indices, is described in the recent paper by [Bohnert et al., 2016|, which also provides
a great deal of references to papers, from practice and academia, tackling various aspects of inflation in

Non-Life insurance.
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Whichever inflation we have, it will normally be somewhat uncertain, so we do not have B and must
put up with a predictor B. From the above examples we have seen that the volume measure can be
somewhat uncertain as well, so analogously we work with a predictor V. Combining the predictors for
inflation and volumes we get the slightly different as-if loss

YoPa y,
Remark 2.2. Prediction may sound weird here — we in fact “predict” some past index values: If we see
statistics as dealing with uncertainties in general, it is rather about known vs unknown than past vs
future. So, if a past event is not (exactly) known, be it an index value or the magnitude of an earthquake

occurred long ago, a reasonable approximation for the event is essentially a prediction, bearing some

(stochastic) uncertainty just as predictions of future events.

In practice common predictors for inflation are certain indices, being often provided by external sources
like public bureaus of statistics or insurance industry associations, which in several countries calculate
e.g. construction cost indices to be used for Property insurance. Sometimes actuaries carefully adapt
such indices, sometimes they must construct new indices on purpose from various data sources.

The volume (think of the number of insured objects) is specific per insurance cover, however, it can be
seen as an index, too: essentially a time series whose changes between the years k and ¢ describe shifts of
the risk over time. This interpretation of the volume measure as an index will turn out to be very handy,
emphasizing the mathematical analogy with inflation effects. However, for volumes there will usually be
no official index available to predict them, instead one has to select/construct an appropriate “index” on
a case by case basis. We will treat that in detail in Chapter 8.

To reflect the index interpretation in the as-if loss formula, we define:

Definition 2.3. We write IB for an index predicting B, and analogously IV predicting V. We will
speak of B as the true inflation index vs the picked inflation index IB, and analogously for the volume.

In this notation the classical real-world as-if loss, projecting the data of the year k to the year ¢, reads

o _ TLiE,
S AT T

The rewriting with indices makes transparent that the values in the denominator are known, being
past values of observable indices, hence here we could drop the hats. For the year ¢ instead we know
neither future inflation and volume, nor the index values predicting them. All these distinctions may
seem fussy at the moment, but will pay out along the way to go.

Here’s an overview of the evolution of the as-if loss:

V,B V,B, 1V,IB,
Xp — 20X, s 920X,y Ty g
FWB T TR i, F Tt

Recall that the second term is the unbiased predictor we would like to use but do not have available.
The third and forth term are approximations thereof, which, if we manage to find adequate indices, are
not too biased. This is often the best we can do when we are uncertain about inflation and/or volume.

Notice that only the product of inflation and volume is needed here, so one could combine both to
get a unified time series reflecting shifts in both loss size and frequency, just as certain official volumes
do. However, we will see later that the separation is needed for the calculation of the variance, further it

is crucial in the non-proportional case following now.
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For layers we use the collective model of risk theory. The aggregate layer loss equals

Ny,
X, = E 0Zk.i
i=1

where Ny, is the (stochastic) number of ground-up losses, while Z, ; is the i-th loss in the year k. (The
losses are defined according to how the layer applies, single or accumulation losses.) Notice that we do not
need all losses to calculate this sum, only the few ones exceeding as-if the retention d are required — this
is matched by the typically provided list of all losses exceeding the somewhat lower reporting threshold.

We give the scheme analogously to the proportional case:

Ny —~ N — —
V. B I \%
A A — =2 vl =22y, e 1B, Zk i
53— z (Bir) — Ly (Bk )T zd o,
=1 1=1 7
The reasoning is as above, save that now only the volume acts proportionately, while inflation affects

the losses before application of the layer, thus has a non-linear effect, which we will explore thoroughly
in Chapter 6.

Definition 2.4. We call - -
g _ Vaxty (1Bs,
TV &\ 1B

the (aggregate) as-if loss of the year k to the layer u—dxsd.

d may equal 0, u may be infinite, such that the definition, in particular, embraces proportional coverages.

It must be noted that for accumulation losses the formula requires volume and inflation to be defined
in a different manner than usually. Such losses, think of windstorms or earthquakes, behave in a particular
way if the size of the risk changes: If the risk grows (more insured objects, or larger insured objects, or
a mixture of both), it is not hit by more windstorms, but the impact of each windstorm will be higher
(hitting more and/or larger objects than before). That means that any kind of change in risk size is
an inflationary effect for accumulation losses and has accordingly to be incorporated in the index B and
predictors thereof: As stated earlier, for the purpose of as-if adjustments, inflation is anything making
losses larger, be it a monetary effect or not. See [Pfeifer, 1997] for an approach to estimate such inflation
for accumulation losses from natural perils, being applicable in case one has a very long complete loss
record available.

The volume instead must reflect changes in the frequency of accumulation events. While such changes
are thinkable, due to say shifting storm or seismic activity, in practice it is arguably most common to
assume constant activity, which means that the volume is constant over time.

It goes without saying that if e.g. a Property risk has a so-called per risk and per event XL cover,
insuring it against both fire (mainly losses affecting single objects) and natural (accumulation) events,
the experience rating has to be done separately for these two very different kinds of losses, employing, in
particular, different indices: If IB and IV are the adequate indices for the fire losses, the inflation index
for the NatCat losses would typically be IB IV and the corresponding volume the trivial constant index.
We shall treat accumulation losses in more depth in Chapter 8.

A hidden data issue shall be mentioned: If inflation is high and the reporting threshold not low
enough, it could be that we miss some smaller losses that as-if would exceed the retention (albeit only
by a small amount). We ignore this potential distortion in this book, as its numerical impact is typically
very low. However, it shall be emphasized that if we are not certain about inflation, there is always the
possibility that the reporting threshold, however low it is, cannot grasp every potential as-if loss with

certainty. To keep the impact of this problem as low as possible, in practice one tries to keep a margin:
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Say we think that a threshold of 80% of the retention is sufficient, but nevertheless we strive to get
the loss data starting from 70%, at least for the oldest years where the aggregate impact of inflation is
typically highest.

Having defined the aggregate as-if loss Sj for both cases, pro-rata and layer, we finally state the

classical formula for the sample mean:

k=kmin

where IV, = Z”;Z’ IVy. Notice that if we plug in S = %Z Efikls (fgz Zkyi), the I'Vy drop out of

the formula, only their sum remains.

Mathematically, the classical sample mean is an average of the Sk, which are weighted according to
their (predicted) volume. We motivate this weighting in detail for the pro-rata case, the non-proportional
ngz X}, is an unbiased predictor for X,.
As for the variance, the most common assumption is that Var (X}) be proportionate to Vj. It emerges

case is analogous. If the time series B and V are known, each

from two plausible models, see [Mack, 1997], Sections 1.3.2 and 1.4.2: either from the individual model
with X} being an iid sum of RV’s whose number is proportionate to Vi, or from the collective model with
iid loss sizes and a Poisson distributed loss count. From this variance rule it follows that the variance of
%X & is proportionate to Vik As is well-known, the variance-minimizing average of unbiased estimators
weighs them inversely proportionally to their variances, so to optimally combine the ngz X we would

kmaax

have to use the weights ‘%, where Vy =) ;7" V. If we finally take into account that we do not know
B and V and replace them by the respective picked indices, we get the above formula for T (X,).

It shall be noted that in practice the weights according to volume are often used even in case the
Poisson model is not thoroughly believed in, in particular in case the data are not abundant and a
two-parameter model for the loss count is hard to assess. As an alternative, equal weighting of the years
occurs to be used, however, this is certainly the much less popular option. (Calculations with the Negative
Binomial model show that equal weights would result as approximately optimal if the loss frequency were
very high and the NegBin shape parameter very far away from the limiting Poisson case, see again Section
1.4.2 of [Mack, 1997].)

As for terminology, experience rating with the sample mean is also called burning cost (BC) calcu-
lation. From the name it is clear that it comes originally from Fire insurance, however, it is commonly
used in other lines and, in particular, for the experience rating of non-proportional reinsurance treaties
across all lines of business. S; would be called the as-if burning cost of the year k.

As mentioned, we will from now on mainly work with the collective model introduced for non-

proportional coverages, which embraces pro-rata covers as the special case of a layer coxs0.

2.2.3 Simplifications and refinements

The basic assumptions underlying the calculation of the as-if losses are a simplification of reality, as
always. However, they seem to trade off well between theoretical aspiration and what can be done with
the data available in practice:

Firstly, we have one inflation index value per year. Of course, inflation is rather gradual, not stepwise
increasing every New Year, thus a continuous inflation model would be theoretically more appealing.
However, sometimes inflationary effects come stepwise due to (minor) changes in law or in insurance
conditions, so to cater for both phenomenons one would need a very complex model combining smooth
periods with jumps. More importantly, it is not clear how one could exploit the benefits of a daily
cost level when faced with far less precise loss data: For proportional covers one typically gets the data

aggregated per year, thus any allocation to single days would rather be an illusion of exactness. Very



CHAPTER 2. EXPERIENCE RATING 17

rarely the complete loss database with the loss dates is available for the rating, but practical experience
tells that these dates are not always reliable: There could e.g. be a sharp peak at New Year, which is
most probably not due to losses caused by fireworks, but to a default date set in case the loss record was
entered incompletely into the data base. For layers instead, the (few) large losses reported come mostly
with exact dates, but it seems questionable that using them would be worth the effort — data scarcity, as
is common in layer pricing, does generally not admit a lot of model complexity.

Quarterly or monthly index values could be a frugal refinement; some indices used in practice disclose
such values. However, for the exposures it will in practice be hard to get anything finer than one figure
per year, and if say quarterly data are provided, they could happen to be a bit unreliable, coming from a
quick and rough allocation, as they occur in practice when approximate figures fulfill the internal needs
of the company. In short, yearly figures, albeit being a bit imprecise, are mostly the best option.

Secondly, if we account for inflation via the rule of three, i.e. by multiplying the historical losses
by factors g—z or predictors thereof, we assume that inflation affects all losses uniformly by the same
factor. This is indeed a restrictive assumption, but weakening it would inevitably add a lot of complexity,
and there is hardly any handy alternative in sight. (Power laws are studied occasionally, but are they
really more plausible?) However, in practice a frugal workaround has emerged: segmentation of losses
into classes of homogeneous loss types, data permitting. This can improve the quality of the rating
considerably, certainly more than many thinkable mathematical refinements. The result are subsets
(e.g. separating different loss causes in Property, material damage vs personal injury in Liability) having
uniform inflation within but different inflation rates in between. It is straightforward how to adapt the
above formulae for this procedure, however, for the sake of clarity we stay with the non-segmented case
— formulae will get complex enough.

Thirdly, as mentioned, we do not model run-off uncertainty in this book. Avoiding over-complexity
is a fair reason for this, however, there is a much more valid one. The common calculation of as-if losses
via multiplication with g—z (or its predictor) assumes that the size of losses in the year k corresponds to
the cost level in that year, while losses in the year ¢ have a size corresponding to the cost level in the
quotation year. This assumption is indeed very plausible for the losses in many Non-Life lines. Even when
the payment of say a complex Fire or Personal Accident loss extends across some years, it is basically
the cost level of the accident year that defines the paid amounts. However, an important exception are
large personal injury losses in the Liability lines, including MTPL and Workers’ Compensation. In many
countries a significant part of such losses are annuities, being paid to the victim (and/or his family) for
many consecutive years, increasing with inflation: So if a loss occurred in the year k£ and an annuity is
paid 7 years later, this payment will correspond to the cost level of the year k+ 7. Such payments should
thus be as-if adjusted according to calendar year, not according to accident year. All in all, the total
loss contains payments stretching over decades, corresponding each to one of the various cost levels of
these years. A precise as-if calculation would require having the complete cash flow of the loss available,
ideally segmented per head of damage in order to identify indexed annuities. Such detailed info occurs to
be reported for reinsurance layers, however, it is far more common to have just the cash flow available,
no finer segmentation. Nevertheless reinsurers aim to adjust losses per calendar year where deemed
adequate, see [Lippe et al., 1991], bearing in mind that quite some imprecision remains. For proportional
business instead, the loss info comes far more aggregated, without any chance to separate payments that
should be adjusted per calendar year from those to be adjusted per accident year, a problem that cannot
be compensated by the finest mathematical model.

In short, the risks with the longest and most volatile run-off in Non-Life insurance (those significantly
paying annuities) cannot be included in this analysis for two reasons: large uncertainty about how to
calculate as-if losses, and huge additional complexity due to the run-off. (These challenges might be

worth another book, provided adequate models and adequate loss data are found.)
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2.2.4 Number of years typically used

How many years are traditionally used in the sample mean (supposed that the loss history is long and
deemed fairly representative)?

In practice it is tried to keep the standard error low, while the possibly fading representativity of older
data is usually taken into account only qualitatively, in the following way: If a restriction on the more
recent years leads to a tolerable standard error, the older years are left apart.

To illustrate this common reasoning, we look at a risk that does not vary (much) in size, such that
(approximately) we could regard the loss record of the single years as iid, represented by Y, after having

(supposedly correctly) adjusted for inflation. Then the variance of the (supposedly unbiased) sample
Var(Y)

——, where n is the number of years used. Therefore, if we have in mind a maximum

mean equals

tolerable level maxSFE of the relative standard error, measured in percent of the true parameter F (),

2
cV(Y
we must use at least n = (mm(sg) years.

E.g., if we do experience rating for a particularly stable risk having a coefficient of variation (CV) of
10%, then 4 years are sufficient to get the (relative) standard error of the sample mean down to 5%.

Many practitioners would see 5% as a desirable level: In insurance sectors with abundant data it is not
uncommon to add a safety loading of about twice the (estimated) standard error to the point estimate
for the risk premium, which in case of a normal distribution would yield an upper confidence bound
at the 97.5% level. (To be exact, this level requires 1.96 standard deviations, see the discussion about
(approximate) confidence intervals in Section 12.3 of [Klugman et al., 2008].) With a relative standard
error of 5% this procedure yields a surcharge of 10% to the net premium — a figure largely seen as not
excessive.

Of course, in case of very good data one would strive to get lower standard errors and surcharges,
however, scarce-data situations requiring substantial safety loadings occur.

For a rather volatile risk having a CV of 50%, to get the relative standard error down to 5% we
would need 100 (representative!) years, which in practice are hardly available. In fact in commercial and
reinsurance rating, given the heterogeneity of the risks and the limited loss data, the maximum tolerated
relative standard errors are rather high, so instead of a reassuring level of 5% pricing actuaries might
content themselves with 20% or even a bit more. This extends the range of risks where experience rating
is possible, bearing in mind that the single ratings will be much more uncertain than ratings of large
personal lines portfolios.

The following table displays the required number of years, according to the CV of the risk and the

tolerated relative standard error. Only values greater than 1 and up to 100 are listed.

OV loss Tolerated relative standard error
5% | 10% | 20% | 30% | 50%

10% 4
20% 16
30% 36
50% 100 | 25 6 3
100% 100 25 11 4
200% 100 44 16
300% 100 36
500% 100

For what situations is our initial question (how many years are optimal) relevant anyway? Of course

not if there is sufficient data to do a precise rating based on 3 years or less — here the impact of past
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inflation will be low anyway, whether we are somewhat uncertain about it or not. The trade-off between
amount and up-to-dateness of the data probably starts to become interesting when more than say 5
years are available. At the long end, a pricing actuary will never see loss statistics stretching over 200
years, and if so, some sharp changes in environment or in insurance conditions will make very old years
non-representative. Having 100 years would already be a very fortunate case, however, statistics over
30-50 years are used indeed, in particular for accumulation losses from natural catastrophes.

From the table we can see that the number of years relevant for our rating problem (5 - 50) corresponds
to CV’s ranging from about 20% to about 200%. For lower CV’s extremely few years suffice, for higher

CV’s we anyway cannot get enough data to get the standard error down to a tolerable level.



Chapter 3

Past inflation gap

Now that we start the formal modeling, let us emphasize that throughout this book we assume that all
relevant random variables are defined on an appropriate probability space (£, .4, P), being large enough

to describe the phenomenons we are dealing with.

3.1 Definitions

To ease presentation we introduce some technical normalizations, which will pay out soon.

The picked indices for IB and IV are not known for the future, even for the present year the values
are usually still unknown or provisional. We shift the time axis by defining that the last year with known
picked index values be the year zero: Typically, from the perspective of the moment of the rating, this
would be the year before, rarely the present year. We then have k4. < 0 < ¢, so the k are negative,
while ¢ is positive. When we, from now on, speak of negative vs positive years, or from past vs future,
we mean according to this definition of the year 0.

Further, we set the base of both the true and the picked inflation index such that By = 1 = IBj.
This means technically that we replace the original index IB, where the underscore shall designate the

index before normalization, by
IB,

1By =
" 1B,

etc. In the moment of the rating the value 1B, is known, so it is possible to normalize the index history.

As for the future, it is notably sufficient to predict normalized index values: Experience rating requires
IB

B,
In case the inflation rate is always positive, the normalized inflation index values of the past (negative

only ratios like which are invariant to base change.
years) are smaller than 1, while the future ones are greater than 1.
For the volume we normalize analogously such that Vp =1 = I'V.

Finally, we define the normalized losses

Zji

ZO i =
k, Bk

We could think of the losses being first produced in an inflation-free world (corresponding to the world of
the year 0), then the cost level comes in: Zj; = BkZ;m. With inflation acting uniformly as we assume,
the Z;“ are iid and independent of the By; let their common distribution be represented by the RV VA ,
which we call normalized severity. Notice that the exact as-if loss %Z’” simplifies to BqZ;O“-.

This framework looks technical, but can be interpreted easily. We shall give a thorough mathematical

formulation of the interaction of indices and losses at the beginning of Chapter 7; for now an intuitive

20
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sketch suffices. It shall be emphasized that all quantities assembled here are regarded as RV’s as follows:
All indices are random time series, in particular B, V', and their picked counterparts IB, I'V. The Zk,
are iid random losses and independent of all indices. The loss count NN is a discrete random time series,
being tied to V. If we had to simulate the interaction of their outcomes, it would work like this:

For each year k, simulate at first V. The result vy defines the parameters of the distribution of Ny,
which is simulated next. Then simulate nj losses Z;om», t =1,...,ng. These are the losses of the year k,
however, having sizes corresponding to the state of the world in the year 0. Finally, simulate By and
calculate the losses Zj ; = BkZ;m- of the year k in the money terms (cost level) of that year.

Let us now relate true and picked indices.

Definition 3.1. For any year k (positive ore negative) we define the inflation gap and analogously the
volume gap:

B v
Mk::ﬁ’ Alkizj;vzvk

For any kind of index the gap or basis risk shall be the true index divided by the corresponding picked
index. For k < 0 we speak of the past inflation gap, etc.

Note that for the normalized indices the analogous formulae hold. In particular, all normalized gaps
in the year 0 equal 1.

We emphasize that, like the true indices, we regard the picked indices as random. The essential
difference is that the picked indices are observable for £ < 0, while the true indices are not — they can
only be approximately observed through the picked indices, “distorted” by the gap. Overall, for each kind

of index we have a triple of RV’s:
e true index: unobservable,
e picked index: past values observable,
e gap: unobservable, but after normalization taking on values (hopefully) rather close to 1.

The gaps “distort” true indices in the same way as the aforementioned imprecise devices distorted
earthquake-magnitude measurements long ago. Gaps are also analogous to the basis risk in finance,
which arises if a certain outcome cannot be hedged exactly and must be approximated by “picking” a
mix of actually available investments. Finally, there is an analogy to structural models and state-space
models, see [Brockwell and Davis, 2006]: If we take the logarithms in the formula By = IB,ABy, we
can write the true (logarithmized) time series as the sum of an observable time series and a random ele-
ment, which is essentially the structure of the observation equation in the (one-dimensional) state-space
representation.

With the gaps we can represent the as-if loss in another way, which will turn out useful soon:

o Ni — — N
IV, AV, IB,ABy, IV, AV, — .

:75“ — 7 :7E“IBABZ1- 1

St Vi = ¢ < By, " Vi = d ( IEIREE, ) (3.1)

One could alternatively define the gaps as the inverses of the above values, however, formulae turn out
simpler with the chosen variant, which has the following intuitive interpretation: The inflation gap is the
piece that has to be “added” to the picked inflation to become the true inflation, etc.

To get more insight let us look at two examples:

e If inflation is totally ignored in the rating, i.e. 1B, = 1, then the inflation gap equals the inflation
itself. This is undesirable but in practice as an extreme case could occur. Normally, however,
practitioners feel that they make considerable effort to find/create good indices being close to the

true values, such that one can expect the normalized gaps to take on values pretty close to 1.
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e If the year-to-year inflation is always underestimated by the picked index, then AB is an increasing
index, such that the values for negative k are smaller than 1. In practice it is often tried to be on the
safe side with inflation, e.g. by adapting an available index via adding say 1% of extra inflation per
year. This can, however, lead to systematic overestimation of inflation. Then AB is a decreasing

index, such that the values for negative k are greater than 1.

In the following we will often work with the assumption that for certain indices there is no systematic
error in the choice of the corresponding picked index, in other words, nothing systematic about the
gap between true and picked index, meaning technically that gap and corresponding picked index are
independent. This is somewhat restrictive an assumption, however, not too much, whenever we feel that
the index choice is done pretty well.

For comparison we mention some other possible scenarios for the gaps. If e.g. the inflation rate
is systematically underestimated by a tenth, this would in multiplicative terms mean 1By = B} and
ABy, = BY!, yielding a total dependence of picked index and gap. Alternatively, one could think of the

picked index being always behind the true one by one year. This means I By, = %’:1 (with the normalizing

constant B_1) and ABy, = Bfﬁ - B_1, which typically also leads to a strong dependence between IB and

AB, according to the specific structure of the time series B. One could think of combinations of such

dependencies, or approximate variants thereof, and some of these scenarios can possibly be studied on a

case by case basis. However, we shall not treat such strong dependencies in this book.

3.2 Models

To explore the mathematical properties of the sample mean, we need a plausible model for the defined
gaps (bearing in mind that we are only totally free in the model choice in case of no dependence between
gap and corresponding picked index). As indicated above, we mainly focus on the benign case that picked
indices are chosen/constructed carefully, such that we can expect the normalized gaps to be quite close
to 1, with large deviations from 1 being impossible or very rare. The hope is that if the gaps are time
series fluctuating few, the specific choice of model and parameters is not too sensitive.

We want to be frank here: Initially we select a model for each gap and guess its parameters. This
seems arbitrary, but as a first step it is an accepted practice: In insurance and many other fields Bayesian
statistics is popular, where so-called prior distributions are “selected” in such a way that the chosen
parameters have not too sensitive an impact on the final outcome (“vague priors”). This is very different
in the details from what we do, however, it is analogous in the selection of some model and its parameters
a priori. Much closer to our approach is the earthquake model mentioned in the introduction, where
potential errors of older measurement devices are catered for by introduction of a normally distributed
error term with an estimated (where possible) or carefully selected (some call this procedure educated
guess), plausible, rather small variance, see [Rhoades, 1996]. It could be that we get a chance to estimate
some parameters later on (we are not optimistic), however, even if not, theoretical analysis of the model
involving a number of scenarios for the chosen parameters will anyway give a lot of insight into how the
various ingredients of the overall model interact and which parameters have the most sensitive impact on
the properties of the model.

As the gaps are ratios of two indices, the true and the picked one, it is plausible that adequate models
are similar to those used for the indices themselves, certainly not more complex, but rather less. We let
us inspire from the well-established models introduced by Wilkie (see [Wilkie, 1995] and his earlier papers
referenced therein) for a lot of yearly time series in the UK and other countries. His classical model for

e.g. retail prices and wages is the AR(1) process with lognormal error. To be exact, if we call the time

Ry
Rp_1

series reflecting the cost level Ry, the quantity In ), which approximately equals the inflation rate
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Ry

Ri—1
random element. The basic recursive formula is

Ry, Rkl)
In =aln +(1—a)u+7e
(Rk—l) (Rk-—Z ( Jn *

where a is the autoregression coefficient, 0 < a < 1, p is the long-term mean, 7 is the standard deviation,

— 1 between subsequent years, is an autoregressive process of first order with a normally distributed

and ey, is a standard normal error.

If we reduce complexity by dropping the autoregressive element (a = 0), the In ( RIEL) become iid
normal. Then In (Ry) is a discrete random walk with normal error. Ry would be called a geometric
random walk, being the product of iid lognormal variables. This is the model that we will preferably use
in this book for inflation and volume gaps, however, many results can be stated much more generally.

Note that time series analysis also studies stochastic errors other than lognormal (or equivalently nor-
mal for the logarithmized series). We will see some examples, however, errors with infinite first/second

moment are beyond the scope of this book.

Let us introduce some handy notation for geometric random walks with lognormal error. Let W be

the one-year inflation gap, i.e. the lognormal variable generating AB. Then for arbitrary k > [ the ratio

AB,  AB,

ABI B Mz

is the product of £ — [ independent copies of W.
Let v and o be expectation and standard deviation of In (W) and v := exp (v), w = exp (¢°/2). Then

one can easily see that
E(W) = vw, E (W?) = v*w, Var (W) = v? (w* —w?), CVE(W)=w?-1

More generally for real powers of W we have E (W®) = v*w® . So for the inverse of W we have
EW™)=2=y EW?) = “:)’—24 = y%w?, etc.

ABy is a product of ¢ independent copies of W, E (AB,) = viw?.

For negative k, ABjy is a product of —k independent copies of W~ E (ABy) = 71‘)’:: = y~*. This
representation may seem odd, however, for the sake of clarity we preferably use positive exponents.

AB, and ABj, are independent for any k£ < 0. However, if | < k < 0, AB; and ABj, are products

containing —k common copies of W~!. One calculates easily that

w3kl _ k-1

Cov (ABy, AB)) = — = y T (w—1) >0

Notice that all these covariances are strictly positive, as long as W is not a constant (w > 1).
[Clark, 2006] gets such a covariance structure for the future run-off of Liability losses occurred in the past
say 10 years, but not yet settled. His model is more complex, though, as he models inflation as a whole,
using an AR(1) process.

This was the basic math for the inflation gap; for the volume it is analogous with the respective
parameters. When dealing with various gaps at the same time, we will distinguish them by writing Wp,
wg, UB, ... for the quantities belonging to AB; instead we write Wy etc. for those belonging to AV, and

analogously for other gaps we possibly introduce later on.
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3.3 Parameters

We have to “select” the parameters v and o of the inflation gap. To get an idea we at first look at various
inflation indices being modeled by AR(1) processes in the way described above. The richest source
is [Wilkie, 1995|, providing parameters fitting the CPI (consumer price index) for over 20 developed
countries in periods stretching from about 1970 into the 1990ies. While the long-term means vary a lot
across those countries, the other parameters do not. The autoregression coefficients mainly range between
0.4 and 0.8, being often close to 0.6. The standard deviations mainly vary between 0.01 and 0.04, being
often close to 0.02, tending to be larger if the mean is large. Only a few countries (including the UK) go
beyond 0.04, up to 0.063.

[Clark, 2006] fits the US CPI, extending the period beyond the year 2000; he obtains figures in the
same range. Wilkie further gives fits for UK wages, finding parameters quite close to retail prices and
again in the above range. [Stephan, 2011] treats an interesting example, fitting three different kinds of
Germany’s (rather low) inflation across 50 years: consumer prices, producer prices, and labour costs. All
of these could be relevant for Non-Life insurance products, notably their means deviate a great deal. The
autoregression coefficients lie in the above range, the standard deviations between 0.01 and 0.026. For
the variances this yields a range from 0.0001 to 0.0007, while Wilkie’s (international) range would go up
to 0.0016, or up to 0.004 if we include the very highest figures.

If the picked index IB is AR(1) as described with parameters a, u, 72 and AB is a geometric random
walk with parameters v, o2, then one calculates quickly that B = IBAB is again AR(1) with parameters
a, p+v, 7+ (14 a?) o%. We feel that the true inflation is just another kind of inflation, deviating from
the picked one, but belonging to the same country. Thus, we would expect it to have parameters more
or less within the range of the common inflation measures in that country. In particular, the difference
(1 + a2) 0?2 of the variance terms cannot be too large, it should hardly exceed 0.0016, could indeed be
much lower, and should only in extreme cases be as high as 0.004. To ensure this, given the above range
for a, we need o to be typically equal to or lower than 0.03, to reach 0.05 only in extreme cases. Even
then we have ¢”/2 < 0.0013, such that w is anyway extremely close to 1. With CV (W) ~ o < 0.05 the
inflation gap cannot be a very volatile random walk.

As for v, if we assume that the index “pick” is done with care and is reviewed regularly, it would
be implausible that an under- or overestimation of loss inflation by more than 1% per year would stay
undetected over the years. (If the data are not too volatile, one would see that indirectly as an upward
or downward trend in the as-if loss per year.) So we would expect v to be mostly in the per mil range,
say somewhere between -0.01 and 0.01. This is a magnitude greater than o°/2, such that the question
whether E (W) is greater or smaller than 1, depends essentially on v, or equivalently v, only.

Whatever the parameter constellation, in realistic situations v and o should generally be small, such

that the normalized gap is typically a RV being pretty much concentrated about 1.
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Basic example

4.1 Structure

To understand the impact of the stochastic past inflation gap, we study a simplified example, which,
however, will turn out to be very instructive, paving the way towards more general results. We call it the

basic example:
e Proportional coverage.

Constant volume. Think of the Fire insurance of an industrial plant that does not add new buildings,

while the existing ones just grow in replacement value.

g = 0. This is a bit optimistic, however, we could imagine that we are at the very end of the year

q — 1, doing a last-minute rating, and already know the cost level of the following year.

The inflation gap is independent of the picked inflation index

e ... and is a geometric random walk with lognormal error, which is nontrivial (w > 1).

For this risk the normalized volumes disappear (all equal 1) and the future inflation is not uncertain, as

both B, and I B, equal 1. Equation 3.1 simplifies to

Ny
Sy, = Z AByZy; = ABp X,
i=1
where X, = g—: is the normalized aggregate loss analogous to the normalized severity. With constant

volume the X . are iid.
We set e .= E (Xk) >0, n:=CV? (Xk) > 0 (nontrivial RV), so Var (Xk) = .
For ease of presentation we count backwards, so let now be | > k£ > 0. As the normalized losses are

independent of each other and of the gaps, we quickly get

o wk
E(S_4) = E(AB_;)E (X,k) = pe=ye (4.1)
Cov (S, S-1) = Cov (AB_, ABL)E (X4 ) B (X)) =™+ (w? — 1) (4.2)
Var (S_j) = Var (AB_;) E? (X:k> +E (AB?,) Var (X,k> = y?k (w% (1+n)—1)€ (4.3)

25
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4.2 Optimal number of years

With constant volume the sample mean weighs all years equally. We set m := —k,,,4, > 0 and define the

sample mean of the n most recent available years of the data set:

m+n—1

1
T, (X,) = Z S_k
k=m

Which of these sample means is best? This is the question posed in the foreword. In the classical
theory without uncertainty about inflation and volume the answer is clear: take as many years as available.
Without the random ABj the S_j; would be iid and unbiased, hence the variance of T, (X,;) would
decrease proportionally to % With the inflation gap we might get a bias and the distributions of the
S_j, will be different and not independent. To see this in detail we need to do some algebra.

Beforehand recall the distinction of the two common variants of the mean squared error (MSE):
according to whether process risk, i.e. the stochastic deviation of the RV to be predicted from its
expectation, is included (mean squared error of prediction MSEP) or not, quantifying only the precision
of the parameter estimation (squared parameter estimation error SPEE). Both quantities are interesting,
and we treat them in parallel. In the situations we investigate they turn out to have very similar
properties, such that we can often speak of MSE without having to specify.

We want to predict X, = Xg = )50, which has expectation e and is independent of the S_; and thus,

in particular, uncorrelated to linear combinations thereof like T;, (X,). We have

MSEP (T (X,)) = E ((T (X,) - Xq)2) = Var (X,) + Var (T (X,)) + Bias? (T (X,)) — 2Cov (X,, T (X))

SPEE (T (X,)) =E ((T (X,)—E (Xq))2) = Var (T (X,)) + Bias® (T (X,))

These well-known formulae hold generally for predictors of X,. However, in our setting the covariance

term vanishes, hence
MSEP (T;, (X,)) = Var (X,) + Var (T, (X)) + Bias® (T, (Xg) (4.4)

and by dropping the first summand, which is unrelated to T}, (X,), one gets the corresponding SPEE.

Notice that all the expectations and variances here and in the following formulae require strictly
speaking that the parameters e and 7 of the normalized loss be fixed (which is standard practice in such
MSE calculations), as well as the parameters w, v (or equivalently y) of the inflation gap. Note further
that said moments are conditional on the past picked index values I By. All this seems natural, however,
other choices are thinkable. We will generally discuss conditioning in MSE calculations in Section 7.4,
treating (much) more complex models.

For the components of Formula 4.4 we get with Formulae 4.1, 4.2, 4.3

n

1 m+n—1 1 m4+n—1
Bias (T, (X)) = E(T, (X)) —E(X)) =~ Y yle—e= (n PR 1)) e

k=m

2 m+n—1

Var(Tn(Xq)):% 3" Cov(S_k,5-1)

k,l=m

2 m+n—1

~-% |9 Z Yo (W — 1) + Z g2 (w* (14 n) 1)

m<k<l<m+4n—1 k=m
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Let us interpret these terms as sequences in n. For y > 1 the bias tends to infinity, thus for large n
the MSE must increase. Thus, there must be a finite ng yielding the optimal (smallest) MSE.
Notice that the variance tends to infinity even under the (slightly) weaker condition yw > 1. It has

m+n—1_ 9ok 2k

the lower bound %% kem  Y="w<"n, which is an arithmetic mean and thus greater than the geometric

mean
1/n
627’] m+n—1 6277
2k, 2k 2m+n—1
— | I v*w =— (yw)
n n
k=m

For y < 1 the bias is bounded. It can be shown that if y is small enough the variance is bounded, too.
We omit the details. (To see that the variance can get as low as you want, replace the sums by infinite
ones and let y and yw be much smaller than 1; this yields arbitrarily small upper bounds.) This case is
problematic anyway: It means negative bias, possibly a considerable one.

Small MSE’s are obviously not desirable at any cost. For many quantities one can easily define
predictors with very small MSE: Just select a fair predictor and use 95%, 90%, 85% ... of it. The bias
will increase but the variance will decrease, and often the latter effect is initially stronger, such that one
finds a predictor having a much lower MSE than the original one. But this comes at the expense of
negative bias. The classical aim is in fact to optimize MSE among unbiased estimators. In our complex
situation with the inflation gap we might not be able to ensure nonnegative bias, but we must trust that
the picked inflation index is chosen in such a careful manner that strong negative bias is avoided.

In short, if premiums are rated far too cheap, one has indeed more serious problems than MSE
optimization. There is no point in investigating this case further. If actuaries in practice suspect a
potential picked index to underestimate inflation considerably, they will adjust or replace it. This does
not mean that such errors do not occur, they do, however, MSE optimization for such situations is
spurious. We can cater for this undesirable case only by qualitatively saying that if one has heavy doubts
about being able to approximate (at least vaguely) the true inflation by a picked index, to avoid high
negative bias it is best to use only very recent years, where the impact of a wrong index is lower. (This
workaround will, however, lead to high random errors in the rating due to a small data base.)

Back to the main case of a bit more trust in the index choice. Extending the examples given after the

definition of the inflation gap, we can state the following for the geometric-random-walk model:

e If the year-to-year inflation is on average overestimated by the picked index, then the AB; decrease

in expectation, i.e. wv = E (W) < 1. Then y = % > w? > 1.

e On the contrary, if inflation is on average underestimated, we have wv > 1. However, if v is not
too large, namely % < v < w, then we still have y > 1 and an ultimately increasing bias. Even
a bit beyond, if v < w?, we still have yw > 1 and an ultimately increasing variance. Thus, slight
underestimation still leads to similar mathematical MSE properties as in the case of overestimation

of the inflation.

In the following we assume at worst slight underestimation (on average) of the inflation. We want to look
at the shape of the MSE sequence. If y = 1+ ¢ and w = 1 + § are not too far from 1, each MSE can
be well approximated by its Taylor series around (1,1) up to elements of first order. Let us look at the

MSEP in Formula 4.4 element-wise.
e Var (X,) = Var (Xo) = €.
e The bias in first order equals (m + "7_1) et, so the squared bias equals 0 in first order terms.

e As for the variance, in first order the term in the double sum equals 2ké, while the term in the
second sum equals 2ké + 1 (1 + 2k (¢ +6)). Note that for y > 1 these are not only first-order

approximations, but also lower bounds.
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Summing up the variance terms is lengthy but straightforward. The double sum turns out to equal
n? 2
— —1)n?— - = 1)
(e (n5))

(n2+n(2m—1))(5—|—77(L+5))+m7

while the second sum equals

Collecting and rearranging all ingredients yields the MSEP, interpreted as a sequence or function in n:

MSEP (T, (X,)) = ¢ (%erJrcn) (4.5)
a:n[1+(2m—1)(L+5)]+%6
b=(2m—1)6+n(1+c+0)

2
==
‘T3
For the SPEE one simply has to replace b by
b*=02m—-1)d+n(+9)

In case of no gap (v = 0 = 4), the MSEP would simplify to e?n (£ + 1), which is the classical formula,
decreasing in n. If the variance of the future year (process risk) is left out, we get the (much more
common) SPEE formula 627"

Formula 4.5 instead yields a completely different behavior. The function is dominated for small n by
the % term, while for large n the term in n dominates. As long as ¢ + ¢ is nonnegative (which is in first
order equivalent to yw > 1) or negative but close to 0, the three coefficients a, b, ¢ are positive. Then the
MSEP decreases at first sharply to a minimum, rising then slowly towards infinity. The ng yielding the
minimal MSEP is the optimal number of years for the rating, provided for this year (according to our
parametrization it would be the year ky,q.. — no + 1) the data are still available. Otherwise all available
years should be used.

We calculate the minimum of the MSEP as a function in real n; ng must be the adjacent integer below
or above. Recall that for a function £ + b+ cz in > 0 with positive a, ¢, the global minimum is taken
on at \/g and equals b+ 2+/ac. We could plug in the terms derived above, however, to get some intuition
we simplify a bit. Unless the volatility of the losses from sources other than inflation, reflected by 7, is
not very low (an outcome which we do not expect too often in commercial insurance and reinsurance),
we would expect 17 to dominate the coefficient a in Formula 4.5. Mathematically speaking, we assume

that + and § be very small compared to 1 and § be also much smaller than 7. Then we get

3 2
a=m, no ~ 2—2, MSEP, ., & €2 (b + 24/ 357])

How can we interpret ng? If as assumed the inflation gaps are not too volatile, we have
CVZ(W) =w? -1~ 2§~ c?

It follows that
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The SPEE has the same properties, being just lower by the constant e27). Let us sum up.

Proposition 4.1. In the basic example with realistic parameters, the optimal number of years for the
sample mean (in terms of MSE minimization) approzimately equals the ratio of the CV’s of normalized

yearly loss and one-year inflation gap, respectively, times \/3.

Notice that ¢, the decisive parameter for the bias, does not enter this approximative formula. It only
appears in the more precise variant working with the coefficients from Formula 4.5. This variant should
be used if 7 is not large compared to §.

The results found are even an indication for the case that the Taylor approximation of first order is
not very good. Recall that it is, at least for y > 0, also a lower bound, notably a U-shaped one. Thus,
we can expect the minimum of the exact MSE function to be not too far from the minimum of its lower
bound.

The simple v/3 formula 4.6 has charm, but at the same time reveals parameter sensitivity. If we
misestimate the numerator or the denominator by say a factor of 2, we will have the same error in the
estimate of the optimal number of years. Recall that we do not know CV (X k); we could estimate it from
the Sk, but these include the inflation gap, which will somewhat distort the estimate, albeit arguably not
too much. Much worse, CV (W) was just guessed (albeit in a thoughtful manner), we could indeed get it
wrong by a factor of 2, so we would come up with a ng equaling half or twice the true value. This is a bit
unsatisfactory, however, the shape of the MSEP function in n (Formula 4.5) gives us a qualitative result,
no matter whether we get the parameters right: The function first decreases sharply to the minimum,
then increases much more slowly. Thus, a bit too many years will increase the MSE much less than a bit
too few.

This is the first piece of a strategy: If you are uncertain about inflation gap parameters (but quite
certain about having avoided strong negative bias in the picked inflation index), choose a scenario yielding
a rather high ng. If you somewhat overestimate the optimal number of years, this will not do too much

harm.

Example 4.2. Say a large and rather stable Property risk, which does not change its volume over
time, has a coefficient of variation of the normalized loss equaling 20%. If the inflation gap is volatile,
say CV (W) = 3%, Formula 4.6 gives ng &~ 11.5, hence an optimum number of 11 or 12 years. For a
moderate inflation gap, say CV (W) = 1%, we get about 35 years. An extremely volatile inflation gap,
say CV (W) = 5%, would lead to 7 years.

It the risk were much more volatile, say CV (X k) = 50%, we would get 2.5 times longer optimal periods:
about 29 / 87 / 17 years.

If ng is very large, the optimal number of years is only of theoretical interest, as in practice the loss
data set will rarely go back that far, such that one has to put up with using all available data. However, in
this simplified example the only gap is about inflation. Once we introduce the volume gap, we might see
higher overall uncertainties, which should lead to shorter optimal periods and to more situations where

the oldest years are better dropped. We will illustrate this in Chapter 10.

4.3 Optimal weights

The question how many years to use, is exciting, but in the light of the findings leading to its answer a
much more interesting question emerges: Is the classical sample mean the best available nonparametric
statistics, or can we reduce the MSE further by assigning weights to the years according to age? Formulae
4.2 and 4.3 show that at least for y > 0 the variances and covariances increase with age of year, such

that assigning lower weights to older years should reduce the overall variance. The situation is, of course,
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more complex than in the classical variance minimization case, as we have dependencies across the years.

However, such problems were tackled successfully. We briefly sketch two examples.

e [Gerber and Jones, 1975] introduce a recursive formula in a heterogeneous Credibility setting, i.e.
with a grand mean available. Their model yields weights that in a special case decrease geometrically

(when counting years backwards as we are doing).

e [Mahler, 1998]| treats a homogeneous Credibility model for Workers’ Compensation insurance, i.e.
without grand mean, thus similar to our situation. In the details his model is very complex, such
that no analytical formulae for the weights are available. However, from his examples one can
see that more recent years get higher weights, just as we would expect. (Subsequently, as Mahler
introduces run-off volatility, which is very high in Workers’ Compensation, the situation somewhat
changes: Now the most recent years are just as uncertain as much older ones and the highest weight

goes say to the third youngest year. This is again an intuitive result.)

Before optimizing weights in our example let us compare its covariance structure to that of the two re-

ferred models. In a compact representation the (co)variances read as follows.

| Mode | k<l | k=1l |
Gerber/Jones ay ag + by
Mahler ag(l-k) a+b
Inflation Gap | ax g (I—k) | ar + bi

In our model we have

g—k) =y~ ap =y (w2k _ 1) 2, by, = y2wen
Its basic structure is analogous to that of [Gerber and Jones, 1975] for the variances, where [Mahler, 1998]
has a simpler one. As for the covariances, our structure is somewhat more complex than in both referred
models.
Nevertheless, as our formulae for the variances and covariances are in a way highly symmetric, we are
able to come up with analytical results. It is, however, a serpentine way to go, which starts with some

linear algebra. Let n > 2 from now on be fixed.

4.3.1 Linear algebra

First we calculate the optimal weights for a number of unbiased estimators, which do not need to be

independent. We generalize a well-known result.

Lemma 4.3. Let T, ..., T,, be unbiased estimators of a parameter t, having a positive definite covari-
ance matriz X = (Cov(TyT1)). Out of all unbiased linear combinations T (g1, ..., gn) = Y gxTx with
S-1 gk =1, the one having minimal variance (SPEE) has the weights

(g17 "'7g’n)t =s——= =1

where 1 is a column vector of 1’s. The same result comes about if the covariance matriz is replaced by
its sum with a matrixz of 1’s

L = (1 + Cov (T, T0))
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Proof. For the first matrix this is a well-known result from portfolio theory, see e.g. Theorem 17.1 in
[Hardle and Hlavka, 2007]. For an elementary proof by the method of Lagrange multipliers see Appendix
D of [Riegel, 2015]. The second matrix is positive definite as a sum of a positive definite and a positive
semidefinite matrix of 1’s. One can see quickly that this “shifted” covariance matrix yields the same
outcome:

Notice that the denominators 1?2 1T and 1*I"~'1 are just calibrations ensuring that the sums of the
weights yield 1. If (g1, ..., gn)t fulfills the equation with X, then X (g1, ..., gn)t is a multiple of I. One
sees at a glance that then the same holds for I' (g1, ..., gn)t. Multiplying by the inverse of I" from the
left and calibrating yields the desired result. O

Note that instead of 1 we could have added any constant ¢ > 0 to the covariance matrix. The matrix
I" has some advantages over X~ when we now calculate the minimal SPEE without the restriction to
unbiased estimators. We will get a predictor with negative bias, which is not intended to be used, but

provides some surprising insights.

Proposition 4.4. Let Ty, ..., T}, be unbiased predictors of a RV X with expectation 1, having a positive
definite covariance matriz X = (Cov(Ty,T;)). Set Iy == (1+ Cov(T}T;)). Then out of all (not nec-
essarily unbiased) linear combinations T (g1, .., gn) = D1 9xTk, the one minimizing the SPEE has the
coefficients

(g1, gn) =7 = &

Let s be the sum of the components of Ty (which must not exceed 1). We have
s=1'1"'1

i.e., s 1s the sum of the components of the inverse of I.
The vectors Ty (biased minimum) and &1 (unbiased minimum from the preceding lemma) are parallel
and we have
fo 1 1—s

fi="0,  SPEE(T (i) =1-s  SPEE(T (7)) = —1=—

If X is uncorrelated to the Ty, the two vectors minimize the MSEP as well.

Proof. We have

SPEE (Z ngk> = Var (Z ngk> + Bias? <Z ngk>
1 1 1

which after some algebra yields
— 2 —
SPEE (T (%)) = §' 5+ (gﬁ . 1) _ GG — 25T +1

This is a quadratic form in g, having a unique and positive global minimum, which is taken on at the
root of the derivative (gradient): I'g = 1. This proves the first equation.

Now we apply the preceding lemma with ¢t = E'(X) = 1 and get the unbiased minimum Z;. As &y is
the minimum without the additional unbiasedness condition, the sum of its components must not exceed
1, which is the sum of the components of ;. Comparing the formulae for Zy and 7, we see at a glance
that they are parallel vectors and that s = rtr-11.

By plugging Zp in the above quadratic form, one quickly sees that the corresponding SPEE equals
1 — s. As this must be strictly positive, we must have that s is strictly smaller than 1. Plugging finally

Z1 in the quadratic form we get the last formula.
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If X is uncorrelated to the T}, we have

MSEP <Z ngk> = Var (X) + Var (Z ngk> + Bias? <Z ngk>
1 1 1

where the first term is unrelated to the gi, such that minimizing MSEP and SPEE are equivalent. O

To apply this proposition, we first transform the predictors S; by dividing each by its expectation.

More generally we introduce:

Definition 4.5. The standardization of a RV having positive expectation is the RV divided by the latter,
e.g.

. Sk
S, =
YT E(Sk)
From Formulae 4.1, 4.2, 4.3 we get for I > k > 0:
. S_k S_k
57 = = —
"TE(S)  yhe

Cov (S_k,S’_l) =w -1
Var (S_k> =w*(14+7n) -1

If we set r == w? > 1, we get a very concise representation for any I, k > 0:

1+ Cov (S_k, S_l> = pmin(k.D) (14 drm)

With m = —k,,,. we have
r™(14n) P rm
rm Terl (1 + n) Terl
I = rm rmtl rmt2 (1 +1n)

In order to get the global MSE minimum for linear combinations of the S_, we must solve the equation

g1 1
92 1

r = (4.7)
gn 1

We prove first that I” is positive definite. Recall r = w? > 1 and 1 > 0. However, it is instructive to
include here the limiting cases of either no inflation uncertainty (w = r = 1) or losses being deterministic

apart from inflation (n = 0).

Lemma 4.6. The matrix I' is positive definite if r > 1, n > 0, and at least one of these inequalities is

strict. For n = 0 we have
(n=1)(n=2) -
det l—v 7,,ﬂ”wl«k 12 2 (7" 1)n 1
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Proof. Starting with the case n = 0, we have for n > 1

1 1 1 1 1 1 1

1 r r r r—1 r—1 r—1
detI'=7r""det| 1 »r 72 r2 =r™det| 0 0 r2—1p ri—r

1 r 7 pr—l1 0 0 0 =l _pn=2

where in the last step we have subtracted from each row the preceding one. Counting the factors r and
r—1 on the main diagonal, we get the claimed result, which holds for arbitrary real r. For r > 1 the
determinant is positive, and so are the determinants of all leading principal minors — these matrices have
exactly the same structure. Thus, I is positive definite. In the limiting case » = 0, I" is a matrix of 1’s
and positive semidefinite.

If n > 0, I' is positive definite as the sum of the matrix of the case n = 0 with a positive definite

diagonal matrix. O

Now it is clear that we can apply the earlier results of this section and, in particular, that Equation

4.7 can be solved, yielding a unique root.

Proposition 4.7. In the two limiting cases, the root (g1, ..., gn)t = @y = s¥1 of Fquation 4.7 and the
resulting (normalized) SPEE (T (Z})) = 1 — 1 of the unbiased optimum, written in the terminology of

Proposition 4.4, are as follows:

(1 1 1 o
n>0r=1: mlt:(n""’n)’ S=1+%7 SPEE(T(xf)):E
n=0,7r>1: #=(1,0,..,0), s=r""  SPEE(T (&) =r"—-1

Proof. In each of the two cases one checks immediately that the vector &, fulfills Equation 4.7 up to a

m

factor, namely 1 + I or 7™, respectively. This factor must be the inverse of s. So we get s and the

SPEE. O
The interpretation of this result is straightforward and well in line with intuition:

e Without inflation basis risk, old years are as representative as recent ones, such that the years get
equal weights. (For w = 1 = y this still holds after going back to the non-standardized quantities,

which we will do in Section 4.3.3.)

e With inflation gap, but no further randomness, it is sufficient to look at the most recent year, which

has the lowest uncertainty about inflation.

4.3.2 Fibonacci algebra

Now we investigate the general case n > 0, » > 1. Intuitively one would say that it must yield weights
somehow in between the above two limiting cases. This intuition will turn out to be true, however, we
need some further detours.

At first we introduce the partial sums s; = Z?:k g;, including s,4+1 = 0. Notice that s; = s and
gk = Sk — Sk+1. Now we transform the LHS of Formula 4.7 in the following way (which is inspired by the

row transform used in the last lemma):
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1 1 -1 S1
-1 1 1 -1 S

-1 1 1 Sp

To the right of I' we have expressed the vector of the g; by the s; with the help of an invertible
transformation matrix. Further we have multiplied an invertible matrix from the left. If we multiply the
RHS of Formula 4.7 with the same matrix, we get the vector (1, 0, ..., O)t.

The product of the above three matrices equals

™ (141) =
—rmy ™ (1) +rm(n—1) —r™mtlp
—rmtly P2 (14n)+r™(n—1) —rmt2y

_Tm+n72n
I (L) ™ (n—1)

m-+k—2

Now we divide the row k, for k=2, 3, ..., n, by r and finally get the matrix equation

r™(14n) —r™y $1 1
-n r(l+n)+n—1 - 89 0
-7 r(1+n)+n—1 —ry =
—n r(l4+n)+n—1 Sn 0
Observe that now almost all rows look the same: Row k, for k = 2, 3, ..., n — 1, yields the equation

—nsp—1+ [r(14+n) +n—1]sp —rnsgr1 =0

The same equation holds for £ = n, as the missing coefficient —rn would be applied to s,+1 = 0, thus

its missing does not make any difference. All in all we get a recursive formula for the s;. If we divide by

r—1
n

formula of second degree for the s;. We define fi := s,+1-1 and finally get

. This is a backward recursive

—n and rearrange a bit, we get sp_1 = bs — rsg4+1, where b :==1+r +

fe =bfk—1 —7rfr_2

If we had b = 1 = —r, this would be the formula defining the Fibonacci sequence. Our formula is different,
but can be solved analogously to the derivation of the closed-form formula for the Fibonacci sequence: It
is obvious that the solutions of such recursive formulae constitute a two-dimensional vector space. Hence,
if the quadratic equation

22 =br—r

has two distinct roots p and ¢, then the sequences p* and ¢* are a basis for this vector space and all
other solutions are linear combinations thereof. In our case with D := b? — 4r we get p = % (b + vV D)7

q= % <b — \/5) One sees easily that D > 0, such that we have two distinct real roots, which are both
positive. As their product pg equals r > 1, p must be greater than 1. A quick calculation shows that
q <1

We have to find out which linear combination f;, = ap® 4+ a’¢* of the two roots solves our problem.
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Typically this is inferred from the first two elements of the sequence. Recall that for the starting value
we have fy = s,41 = 0. Thus, f must equal a (p* — ¢*) with a constant a. To determine the latter we
cannot use fi, which we do not have, so we have to find another way. First we go back to the partial

sums and observe that

Sk = fag1-k = a (p"TF —g"tTR)

Now we plug this into the first row of the last matrix equation, which we have not used yet. We get
L=7"(L4+n)s1 —r"nsy = ar™ [(L+0) (0" — ") —n (" —q"7)]
which yields
_ _ -1
a={r"[(1+n)@"=¢") =0 ("' =" "]}
As 0 < ¢ <1< p, wehave p® > p"~ 1, ¢" < ¢!, thus a must be positive. For the sum of the coefficients

n—1 _ . n—1 -1
8=81=a(p"—qn)=<7"m<1+77—77pn y >)
pr—

qn

we get

Finally, the coefficients of the global minimum equal

gr=sk—ser1=all(p—1p" "+ (1-q)q" "]

This last formula can be interpreted easily. The sequence g1, gs, ..., which yields the weights of the
years kmaz, kmaz — 1, ..., is a weighted sum of two strictly positive geometric sequences, having strictly
positive weights (recall 0 < ¢ < 1 < p). The term with the powers of ¢ in a way dampens the one with
the powers of p. For small k the latter dominates, such that for the most recent years the sequence is
similar to a geometric one. Easy algebra shows that the ratio of the weights g of subsequent years,
which for very large n starts at a bit less than p, decreases at a decreasing rate. However, the weights

do not get arbitrarily close — one sees quickly that g, = a(p — q), gn—1 = a (p2 —p—q¢>+ q), such that
In—1 __

9n
years get older.

p+qgq—1=7r+ % > r > 1. We emphasize that, as expected, the weights g, decrease as the

This structure notably holds both for the global minimum Zj of the MSE, which we only introduced

as a reference point, and the unbiased minimum &z, whose coefficients

are proportionate to the gi. For the weight of the most recent year there is a simple representation. The
first row of the last matrix equation reads 1 = r™ ((1 + 1) s —n (s — g1)), hence g1 = % (r~™ — s) and for

the unbiased optimum we have

1 1 n—1 __ n—1
PR S NP il
7 rmg P — g™

Let us collect the main results:

Proposition 4.8. Ifn > 0 and r > 1, the root (g1, ..., gn)t = Xy = s&1 of Fquation 4.7 and the resulting

(normalized) SPEFE of the unbiased optimum are as follows:

" p—1 ,_ l—q ,_
" —9q P —q (k=1,..,n)

<b+\/5), q=

r—1

(b-VD), D=¥—tr, b=1+r+ -

p:

DO =
| =
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n—1_ n—1 -1
pn_qn

o 1 m pn—l _ qn—l
Proof. Tt remains to prove the first and the last formula. The latter is obvious from the preceding formula,
the former follows by dividing the above formula for the gi by s, noting that ¢ = (p™ — q”)fl. O

We did the whole analysis for fixed n. It is remarkable that for different n the formulae look so similar.
In particular, the recursive formula does not depend on n.

For completeness we give some limits for large n:

Corollary 4.9. For n tending to infinity we have

1 * 1 -t
giNl-=, A9y, s/(rm<1+n<1>)>
p g2 9o p

1
SPEE (T (&1)) \ 1™ (1 n (1 - )) 1
p
Proof. One sees easily that all sequences are monotonic; the limits are obvious. O

Remark 4.10. If w =1+ 6 is close to 1, we have r = 1 + 24 in first order terms and can see quickly that

2
1454 2a 2
U U

Here the ratio of the CV’s of the normalized yearly loss and of the one-year inflation gap, which approx-

p and g approximately equal

imately equals /3%, comes again into play, just as in the calculation of the optimal number of years in

the traditional sample mean.

4.3.3 Final results

To conclude, we go back to the original, non-standardized predictors. Assorting terms we see that gi, ;.

is the coefficient belonging to S_j in the formula for the unbiased MSE minimum.

The Sy’,c’“ = eS_}, are multiples of the standardized as-if losses, estimating the desired figure e, such

that the same weights yield an optimal unbiased estimation of e. However,

m+n—1 m+n—1 «
Jk+1-m yk - yk —k
k=m k=m

can also be seen as a linear combination of the original predictors S_j with coefficients gz*y%, which
again minimizes the MSE under the condition of unbiasedness. The fundamental difference is that here
the coefficients do not add up to 1: They are chosen such that the predictor is unbiased, which involves
dividing each S_; by %*. (If y > 1, this implies that the sum of the weights is less than 1.) For the
largest weight, which is applied to S_,,, we get

* 1 n—1 _  n—1 1 1
m_(l_H) _><1_>
ym ym pr—q" ym p

Summing up: If we know w, y, and n (more modestly: if we regard our estimates / educated guesses
thereof as correct), we can, for fixed n, amend the sample mean by replacing the traditional equal weights
by the ones derived here. Notice that the whole optimization is independent of y, which comes in only

at the very end to calculate the final coefficients.
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If we let n vary, coming back to the question “which years to use”, it is clear that each optimization
for a certain number of years n must yield a lower MSE than if we left the oldest year out: Recall that
in the optimal case all coefficients are strictly positive, so any linear combination of n years that assigns
weight 0 to some year is not optimal. All in all, the lowest MSE is obtained if we use all available years.
(In practice, however, it could be that the oldest years have such low weights that it does hardly matter
whether they are included or not.)

For numerical illustration we carry on Example 4.2.

Example 4.11. Risk having ...
cv (Xk) — 20%, thus 7 = 0.04;
volatile inflation gap CV (W) = 3%,
thus 7 = 1 + CV? (W) = 1.0009, w = 1.00045, ¢ = 0.03;
m = 1, i.e. very recent data available;
bias of W equaling 0.09%, thus y = 1.

The very benign choice of y (no bias in the classical sample mean) reveals the effect of decreasing
vs equal weights best: Here we have “pure” variance, not overlaid by any bias. We calculate p = 1.16,
q = 0.86. Notice that albeit w is very close to 1, such that one might have expected the impact of the
inflation gap to be almost negligible, p is considerably greater than 1, such that the weights of the most
recent years must be far from equal, as they would be without inflation gap.

The /3 formula and its more precise variant yield an optimum number of about 12 years for the
classical sample mean, leading to a SPEE of 0.0074 (to be multiplied with e?). The weighted sample
mean over 12 years yields a SPEE of 0.0069, which is considerably less. The weight of the most recent
year here is 14.8%, almost twice the average weight of 8.3%.

Using 16 years, which would ensure a relative standard error of 5% in the classical model, yields a
SPEE of 0.0066 for the weighted sample mean. Thus, the standard error here equals 8.1% — the volatility
of the inflation gap makes it considerably higher than in the classical model.

Using more years does not give any further substantial improvement: 50 years would yield a SPEE of
0.0065, the weight of the most recent year would be 14.0%.

Variants with a moderate bias, say 0.5%, yield higher differences between the optimal classical sample
mean and the corresponding weighted one, being due to the fact that the latter is unbiased, the former
not.

Appendix A displays detailed outputs for a number of variants. In particular, it is interesting to see
how quickly the weights in the optimal sample mean decrease with age and how large the weight of the

most recent year is.

4.4 Outlook

The basic example, albeit somewhat stylized, gives a lot of insight into what effects the inflation basis
risk can have, according to the parameter constellation. The stochastic properties of the sample mean
change fundamentally, no matter how closely about 1 the normalized gap fluctuates, as long as it does not
equal 1 almost surely. Further the question whether the picked index over- or underestimates inflation,
becomes crucial. The optimal number of years for the classical sample mean and the optimal weights for
the weighted sample mean depend mainly on how the volatility of the inflation gap relates to that of the
losses from sources other than inflation. Finally, we see that the optimal weights decrease with age of
data, however, in a more complex way than just geometrically.

Towards more realistic models we have to climb three significant steps:
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e Variable volume: This is not just about a new uncertainty, namely the volume gap, but at first
about the question how in principle the variance grows with volume. We propose a very general

model, to which we devote the following chapter.

e Non-proportional coverages: Inflation is leveraged to layers, but the details are only well under-
stood for some special cases. We dedicate the chapter after next to this issue, coming up with a

comprehensive generalization of known results.

e Future inflation/volume: The modeling of the future requires clarity about the interaction of picked

indices and gaps, which will be treated in Chapters 7 to 9, constituting the core part of this book.



Chapter 5

Volume and variance

5.1 Contagion

Definition 5.1. Let N be a counting distribution (loss count) having finite first and second moment.
We define:
Dispersion: D (N) = Yar(¥)

E(N)
Overdispersion: OD (N) =D (N)—-1= VSE%\)’) _1
Contagion: Ct(N) = OE%VJ\? =CV2%(N) - E(lN)

While the first two concepts are common, the contagion so far has arguably only been introduced for
the distributions of the Panjer (a,b,0) class (i.e. Poisson, Binomial, and Negative Binomial model; see
[Klugman et al., 2008], Section 6.5), in order to indicate whether concentrations of many losses per year
are more or less likely than in the Poisson case, see [Heckman and Meyers, 1983|, as well as for mixed
Poisson distributions, see [Meyers, 2007]. The contagion indicates overdispersion, having the same sign,
and leads to some very handy and intuitive representations.

It is clear that we can express the first two moments of N in terms of mean and variance or equivalently
in terms of mean and contagion — this is just a kind of parameter change. If we call the mean X\ and the

contagion ¢, we have

Var (N) = A 4 c\?

This representation is well-known for the Panjer (a,b,0) class, see [Fackler, 2011] for a unified treatment
of all three distributions. However, having defined the contagion as general as above, the representation
applies to any counting distribution with finite variance.

If we replace the variance by the contagion in Wald’s equation
Var (X) = Var (N) E? (Z) + E(N) Var (2)
for the aggregate loss X = Zf;l Z; in the collective model of risk theory, we get after some algebra

1+ CV2(2) 1+ CV2(2)
CV3(X)=Ct(N) + ———? = _ 5.1
(X) = CLN) + — o =ty (5.1)
which shows at a glance that if the contagion is positive, the volatility of X cannot be arbitrarily low,
whatever high the loss frequency.
Finally, if we choose a subset N of losses according to a criterion on the Z; (“thinning”), say by a

condition Z; > d, then the resulting counting distribution, e.g. that of certain excess losses, is generated

39
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via iid Bernoulli variables O; with some probability p: N = Zfil O;. One calculates easily

and with Formula 5.1

1 1+CV2(O)_i_C 11 1
E(N)_ - -

Hence, the contagion is invariant to thinning. In particular, it is equal for the distributions of the loss

Ct(N) =cv? (§) -

counts of the various layers of a (re)insurance program.

5.2 Rate on line

We insert a short digression about the rate on line, a concept very common in layer pricing. It can,
however, be defined a bit more generally and be applied in a very intuitive way, with the help of the

contagion introduced above.

Definition 5.2. Assume that the loss severity in the collective model representing a risk X = Ziil Z;

is limited by a maximum Maxz. We call RoL = %—ft) the rate on line of the risk X.

The classical example are the losses to a limited layer u—d zs d, where we would have Max = u — d.
Another example are ground-up losses that cannot exceed a certain amount, say the maximum sum
insured in a portfolio of Property risks. RoL means expected loss per maximum loss, in the layer context
it means expected loss per line (a word being used for liability).

If we use as above A and c for expectation and contagion of the number of losses, we get from Equation
5.1 that
E (Z?%) < E(Z) Max Max 1

=c+ =c+

OVE(X) = et 1 2) =T A% (z) ~ T AE(2) RoL

Here we have used the obvious inequality Z? < Z Max, which is anything but sharp, but in expectation

it can be surprisingly so, namely if Z has a heavy-tailed distribution, as is often the case for layer losses.
2

B(2?)
E(Z)Max> o
for CV?(X) depends, for a layer with Pareto distributed losses, i.e. Fyz (z) = (g)a, d <z <wu. Said
factor turns out to be a function of the Pareto alpha and the so-called relative layer length rll == 5 > 1
only, see [Schmutz and Doerr, 1998]. In fact one calculates quickly that E (Z) = ﬂ (1 — Tlll_“) and

E (Z2) = 242 (1_T”27Q — 1_”“7&), such that with Maxr =u —d

a—2 a—1

To illustrate this, we calculate the factor on which the sharpness of the above inequality

E (2?) 2 (a — 11— 1>

E(Z)Maz rll—1\a—21—rll'-@

(To get the values for « = 1 and o = 2 take the limits according to L’Hopital’s rule, which are well
defined and finite.) This term cannot exceed 1 and is quite close to its supremum, as long as the layer is

not too long and « is not too large. See the following table:

H\a |05 1 |15 2 3

1.5 97| .93 | .90 | .87 | .80
94 | .89 | .83 | .77 | .67
91 | .82 | .73 | .65 | .50
87| .74 62| 51 | .33
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In reinsurance layer pricing this fact has made the approximative formula

1
RoL

CV (X) ~ (5.2)

:

very popular, in particular as the loss count is often assumed to be Poisson distributed (¢ = 0) or similar
with slight overdispersion (¢ positive but small), which lets the approximation be much better than if the
contagion were very large or negative.

The arguably most frequent application of Formula 5.2 is an approximative standard deviation loading.
The classical standard deviation premium principle is indeed quite popular in reinsurance as a loading
for profit (return on capital). Traditionally one would add to the net premium something in the range of
k = 10% of the standard deviation, see [Gerathewohl, 1979]. This seems a low percentage, but given the
high volatility of reinsurance layers it can still yield a heavy loading.

Notice that, differently from the confidence bounds explained in Section 2.2.4, here usually not the
standard error of the sample mean, but the (usually much larger) standard deviation of the future year
is used. It thus reflects process risk, not estimation error, and is not tied to any specific rating method.

Generally, adding xSta (X) means in relative terms, i.e. in percent of E (X), adding kCV (X), which

K

is often replaced by the approximation NI This latter is notably a function of the expected loss

only, not requiring any information about the distribution of the losses, so it is available whatever rating

method was used. The resulting loading has been given the name (square) root rate on line loading.

Apart from loadings we can use Formula 5.2 to get a quick, but not too inexact, estimate of typical
coeflicients of variation of the yearly outcome of reinsurance layers. In practice the RoL’s of such layers
vary a great deal, from some hundred percent (which means several losses per year) for very low layers in
some lines of business down to less than 1% in case of top layers. The corresponding approximate CV’s
for the RoL’s 300%, 100%, 30%, 10%, 3%, 1% would be: 58%, 100%, 183%, 316%, 577%, 1000%. Recall
from Section 2.2.4 that even if one is very tolerant about the relative standard error of a Burning Cost
quotation, one should better not apply this method to risks with a CV of much more than 100%. In our
approximative metric this means that Burning Cost rating is only suitable for layers with a RoL greater
than say 30% — maybe in case of much tolerance and decades of good data one could go down to 10%.

From practical experience it can be said that the people doing layer pricing are aware of these limi-
tations (partly intuitively, partly from mathematical analysis) — and that they exhaust the stated range

of suitable RoLs: There is often no promising alternative to experience rating.

5.3 Diversification

Back to the main theme. If a portfolio grows, how does the variance of the loss count (presumed it is
finite) increase?

Imagine a portfolio of v units, think of them as insured objects. The volume v shall for the moment
be an integer and known. Let the loss count be N, and let v vary over the years. If 8 is the expected

number of losses per unit, we have E (IV,) = vf. Let the variance of a single unit be €. Then the units

e—0 e—0
2

5, overdispersion <5~ and contagion <5".

0
What is Var (IV,)? The two classical cases in the literature are the following:

have dispersion

e The single units are independent. Then the variance is additive and we get Var (N,) = ve, D (N,) =

£, 0D (N,) = 52, Ct(N,) = 552, CV2(N,) = 45. Dispersion and overdispersion are invariant,

while the contagion decreases with volume, just like the coefficient of variation. In a way we could

say that the contagion “diversifies away”, shrinking like the CV.
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e The units are independent only conditionally on a common market factor @ (think of social or
weather conditions) having expectation 1 and variance 3, i.e. we let N, be a RV that condition-
ally, given @, has expectation vQ, see [Mack, 1997], Section 1.4.2. Typically the Poisson model

(conditionally) is assumed, such that the variance equals the mean (e = ). Then we have
E(Ny) =E(E(N, | Q) = E(v0Q) = vf

Var (N,) = E (Var (N, | Q)) + Var (E(N, | Q)) = E (v0Q) + Var (v0Q) = v + v*0*p

Therefore, D (N,) = 1+ v83, OD(N,) = v88, Ct(N,) = B, CV2(N,) = B+ 5. Here the
contagion of N, equals the variance of the market factor. It is thus invariant, while dispersion and
overdispersion grow linear with v. The fact that the contagion here does not shrink with increasing
volume is due to the common market factor, which creates a strong dependence among the single
units.

If @ is Gamma distributed, the resulting distribution is Negative Binomial. In fact this mixed

Poisson-Gamma model is the classical intuitive interpretation for NegBin.

Notice that although the volume v was originally intended to be integer-valued, these models work more
generally for positive real v.

In practice it is felt that independence of units is often too optimistic an assumption, while the high
correlation due to a dominant common market factor seems too pessimistic — it would be plausible to
have something in between. We now design such a model, which embraces both examples and goes far

beyond the Poisson case for the units.

5.4 A loss count model

The basic idea is analogous to [Meyers, 2007]|, who calculates the correlation of the loss count of two risks
being affected by a market factor, which he calls common shock. We model a risk consisting of several

units, which are conditionally iid, given the common market factor.

Proposition 5.3. Let (N,), be a family of discrete loss distributions for risks having volume v, where
the volumes may vary across a certain range of admissible values. Let Q@ be a nonnegative RV with mean
1 and (finite) variance B, such that for a certain 8 > 0 and a real v, for all possible values of v and
conditionally on Q, the distribution N, has the following (finite) moments:

E(N, | Q) = 000,

Var (N, | Q) = v0Q + vv02Q?, such that, in particular,

Ct(Ny | Q) = L does not depend on Q.

Then we have E(N,) = v8 and
Var(N,) = v (0 4 6>y (1 + B)) +v*6*8

D(Ny,)=1+06y(1+8)+v08

OD(N,) =0 (y(1+j) +vp)
v(1+8)

v

Ct(Ny) = B+
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Proof. For the variance we have

Var (N,) = E (Var (N, | Q)) + Var (E (N, | Q)) = E (v0Q + v7y6°Q?) + Var (v0Q)
= vl + vy0% (1 + B) + v20%B

The rest follows immediately. O

Notice that Var (N, | @) grows linear with v, which corresponds to the idea that, given @, N,, behaves
like a sum of v iid units. After averaging over @, the variance has instead a component in v and one in
v2. Notice how the model embraces the two classical ones: For 3 = 0 we get the independent example,
while v = 0 yields the conditional Poisson model with common market factor.

The resulting formula for the contagion has a component decreasing in v and a volume-invariant one.

Reflecting this “mixed” structure, we define:

Definition 5.4. The discrete loss distribution specified in Proposition 5.3 shall be called mized contagion

model.

The two components of the contagion together with the mean yield a model in three parameters.
(Notice that strictly speaking this is not a model, but rather a class of models, as only the first two
moments are specified.) The essential question is: Do such distributions exist at all, beyond the two

mentioned classical models? They do.

e The easiest example can be constructed from the Negative Binomial distribution. We use the

at+k—1

common parametrization pr = ( P )( —

« k

m) (%H) with mean A\ and shape parameter a.
From the well-known formula Var (N,) = A+ ’\;2 we see at a glance that the contagion is the inverse
of the shape parameter. Now let N, be conditionally, given the market factor (), NegBin distributed
with parameters v0Q and va. This distribution is well defined for any positive real v, while for
integer v it has the intuitive interpretation as a sum of v iid NegBin variables having parameters
0Q and «. The conditions of the proposition are fulfilled with v = é

The limiting case Poisson (infinite «) works analogously, we already mentioned it — here we have

v =0.

e Much more generally than NegBin, we can construct a mixed Poisson example, at least for integer v:
Let M; be a single unit, being conditionally Poisson distributed with parameter 6 R;Q, given R; and
@, where R; is a mixing positive RV having mean 1 and variance ~, while @ is the market factor.
Let the R; be iid and independent of (). The interpretation is that each unit has its individual
parameter fluctuation, which is superimposed by a market-wide fluctuation — such a combination of
local and global effects is very plausible in practice. Then the M; are conditionally, given @), mixed
Poisson distributed with mean 6Q and variance 0Q + 6?Q?~, such that the sum N, = >.7_, M;,
conditionally on @, is an iid sum. Therefore E (N, | Q) = v0Q and Var (N, | Q) = v0Q + vv6?Q?

exactly as in the proposition.

e Analogously to NegBin above, we can construct a Binomial example: Let be m, v integers, 0 < p <
1, and let the market factor @ be restricted to the open interval (0, ]%) Now let N, be conditionally,
given ), Binomial with parameters mv and pQ. The interpretation is a sum of v copies of a RV that
conditionally are independent and Bin (m, pQ) distributed each, thus have expectation mpQ and
contagion = (underdispersion!). Then we have E (N, | Q) = mvpQ and Ct (N, | Q) = =%, where
the latter is independent of ). With § = mp and v = :Tzl we have the situation of the proposition.

Here the range of @) matters: it was chosen such that all values p@ lie in the interval (0, 1), ensuring

well defined Binomial random variables. Notice that Ct(N,) = 8 — 17:1? can be negative like in
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the original Binomial model, however, for large v it is positive. We could say that NV, turns from

underdispersion to overdispersion as the volume grows.

The analogy between Binomial and Negative Binomial is deep; many formulae can just be “translated”
from one side to the other, see [Fackler, 2011] for details.

Special cases of the above NegBin and Binomial models were treated recently in [Li and Ferrara, 2015],
based on the common shock approach, with invariable volume. The essential innovation of the mixed
contagion model is indeed that the volume may vary over time.

How could the parameters of this model be estimated in practice? Looking at empirical mean and
variance of the historical loss count is insufficient to infer three parameters. Bearing in mind that time
series in practice are often such short that even the variance is hard to estimate, it is not a good idea to
look at the empirical third moment, the more so as this would need further specification of the model with
e.g. different outcomes for different variants of mixed Poisson. A way out could be portfolio segmentation:
If we get the loss counts of several sub-portfolios separately (e.g. from a pool of various portfolios) and
assume that they have the same characteristics as the overall portfolio, just a much smaller volume, we
have in principle enough time series to estimate three parameters. Bear in mind that all this only works
in a straightforward way if we have all volumes of all years available.

We will use this general loss count model from now, incorporating uncertainty about the volume
soon. Real-world volumes (like the number of insured objects/people) are usually rather large, such that
discrete volumes can mostly be approximated well by continuous ones. We will thus treat continuous
volumes only, bearing in mind that at least for the well-established Negative Binomial distribution such
volumes are exactly possible, not only approximately.

Notice further that in case of continuous volumes the units do not need to be small and indivisible —
they could be large risks, having just the reference size with volume 1, on which the frequency per volume
0 is based. In this case smaller objects with a volume of say % or %ﬁ could exist. Such constellations
would still be covered by the above proposition, although the initial idea was about very small units.
Note finally that, like €, v is a parameter related to the volume unit, thus must be adapted if the scale

of the volume measure is changed. To be precise, the product of § and + is dimensionless, as is 3.

5.5 Collective model

Now we apply the mixed contagion model in the collective model of risk theory. Let Z be the RV
describing the loss severity, which, as explained in Chapter 2, could refer to losses affecting single objects or
accumulation losses caused by events like windstorms, earthquakes, etc. The aggregate loss X, = Zi\i’l Z;
carries the subscript v indicating that the volume of the risk varies over time.
Recall that E (N,) = fv, Var (N,)) = 6% [(§ +~ (1 + 8)) v+ Bv?], and Ct (N,) = 5+ w With
p=E(2), )
c=1+0vi(2)= 520
e = 0u, we get

and

E(X,)=0uv=-ev

and from Equation 5.1

Var (X,) = e%0? |:<ﬁ+ W) + 981;} =¢? [(% +7(1+5)) v+ﬁv2}

Notice how similar the respective variance formulae for N, and X, are: Simply replace the squared 6

(frequency per volume) by the squared e (expected loss per volume) and the term % by 5.
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These formulae hold for any loss severity Z with its respective parameters u, €, and e. Let now be Z
a ground-up loss and ;7 the resulting excess loss to a layer u—dxsd. We could apply the formulae to

d) = E(§2),

Edu) = 1+ CV?(4Z), and

€(du) = Op(d,u
yielding correct results for the aggregate layer loss.

However, as most ground-up losses will not hit the layer, such that 57 = 0, we get something much
more intuitive if we reparametrize with quantities describing the proper excess losses, by leaving aside
the losses that do not hit the layer. Technically this means that, instead of the severity Z, we use a RV Z
whose (unconditional) distribution equals the conditional distribution of Z, given Z > d or equivalently
4Z > 0. It is indeed possible (albeit rarely found in the literature) to define Z or equivalently Z—d in a
formally thorough manner, see Section 6.3.2 in [Heilmann and Schréter, 2013].

The proper excess losses are counted by the RV N,, := Zf\i’l X(z;>d), While the sums

>

v v

5Zi7 Xv = Z’Zij
1

X, =
—1

N
<.
Il

(where i; runs only over the losses exceeding d) have the same distribution: The first one has many more
summands, but all these equal 0.

We have underlying parameters

B(dyu) ::E(gZ) =E(Z|4%Z>0)=E(4Z|Z > d)
Eauwy =1+CV?(42)=14+CV?(4Z |52 >0)=1+CV?(4Z | Z > d)

and frequency 04 = F (NU).

These quantities can be easily related to the original ones.

Lemma 5.5. Withp:=P(Z > d) = E(X(z>d)) > 0 we have
0(1 = pg}
- _ 1
H(du) = 5“(d,u)7
E(du) = PE(du), aNd E(qgu) = %,
while the contagion of the number of proper excess losses is the same as for the ground-up loss number.

Proof. The first formula is clear. If we look at the two possible cases Z > d and Z < d, we see that ;Z has
the same distribution as the aggregate loss in the collective model with the severity ZZ and the Bernoulli
distributed loss count X (z~q). For a formally strict presentation see again [Heilmann and Schroter, 2013].

So we have
) =E(GZ) =E (X(zsa) EGZ | Z > d) = pliga,u)

As the contagion in this collective model equals —1, Equation 5.1 yields

1+CV2(UZ | Z>d)  Edwu
€(d,u):1+CV2(§’(Z)):1—1+ + E(;d ) ): ((;,)
(Z>d)

The subsequent inequality follows immediately from £,y > 1. The invariance of the contagion to

thinning was proven right after its definition. O

Wrapping up we get
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Proposition 5.6. If the ground-up loss number is distributed according to the mized contagion model,

then for the aggregate excess loss we get the following formulae

E(Xy) = 0pa,uv = Qafid,u)? = €(d,u)v

Var(%,) =y [(242 49 (4 9) 04 02) = iy | (2400049 vr 2| 53

According to convenience we will work alternately with the parameters of the original and that of
the proper excess loss. Original losses are technically much easier to deal with. Most calculations in the
following chapter will use them, while the proper excess losses will later help interpret results.

The latter are indeed more intuitive and furthermore correspond to what is empirically observed:
namely the frequency and severity of the losses actually hitting the layer, without considering the smaller
ones, which in large part do not even come to the (re)insurer’s knowledge.

If we look at the last formula and let X, subsequently be the aggregate loss to various layers u—d xs d

belonging to the same ground-up risk, we see that the coefficients defining how variance depends on

E(d,u)
0q ° -

large, as the numerator is not smaller than 1, while the denominator is proportionate to F' (d). Hence, for

volume are the same for all these layers, except for the term This latter must be very high if d is
very high layers E_(g—d) dominates the variance formula, such that the variance grows almost linear with
volume.

In short, high layers behave very much like the classical Poisson case, where v and 8 equal 0. Con-
versely, the lower the layer, the larger the impact of the loss count parameters v and 5. They are
particularly important if d = 0, i.e. for first risks and pro-rata (re)insurance. In order to have a chance
to assess such coverages and, in particular, the underlying loss count model, one needs explicit loss count

data, not just the aggregate losses traditionally provided for the rating of such business.



Chapter 6

Inflation leverage for layers

Some qualitative facts about inflation are well-known, see e.g. [Mack, 1997], Section 4.3.2. Let Z be a

loss from the ground up and let the inflation rate be positive:
o Inflation is lower than proportionate for first risks §Z.
o Inflation is higher than proportionate for second risks 3°Z.

Both kinds of coverages exist in practice, so these effects can be observed. When practitioners speak of
leveraged inflation, they mostly mean overproportional, however, we will see that less than proportionate
occurs as well.

For proper layers with both nontrivial retention and liability there is no easy rule for the impact
of the ground-up inflation on the layer inflation, as we shall call them. However, one example is well
understood: the Simple Pareto distribution, being also called Type I, Single-parameter or Furopean
Pareto distribution. (We will simply say Pareto unless it could be mistaken for another Pareto variant.)

Here the inflation to the layer can be easily quantified.

6.1 Special case Pareto

The Pareto distribution starts at a known positive threshold s, which we call Pareto threshold. Lower
losses either do not exist or have a different distribution. The survival function in its most general form
reads

FZ(:E|Z>$):(§)“

or equivalently
s

Fz(x)=Fyz(s) (;)a, x> s

where o« > 0 is the only parameter, the Pareto alpha, while s is known. That means we do not spec-
ify whether there are losses below the threshold, nor how they are distributed. We do not need this
information if the layer is high enough, i.e. d > s.

For thresholds ¢; to > s the ratio of the loss frequencies equals

=)

This is the famous Pareto extrapolation formula.

47
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If d > s, the tail starting at d is distributed as follows:

a0~ 53 ()

This is again Pareto: one simply has to replace the original threshold by the new, higher one. One
could call this a memoryless property of the Pareto distribution — the original threshold is “forgotten”.
This has implications on the impact of inflation:

Let Z* be the same kind of loss a number of years later, after uniform ground-up inflation via a factor
g > 0. Then Z* is distributed like gZ and we have

Fye(z)=Fy (;) =Fz(s) (g;s)a = Fy- (gs) (@)a

or equivalently
Fgz (x| 2" >gs) = (E)
x
which is again Pareto with the same alpha — only the threshold has changed due to inflation. However,
if d > gs, we get for the higher tail again

Fortel 70 (4

That means, if the retention d of the layer is such high that it exceeds the Pareto threshold both before
and after inflation, the distribution of the upper tail starting at d is ‘nvariant to inflation. This is a
consequence of the stated memoryless property, and while easing calculations it implies that in practice,
if we only observe left-censored data, i.e. only see the losses being higher than a certain threshold
(e.g. a deductible or a reporting threshold), we cannot detect inflation from the shape of the empirical
distribution. In other words, if the losses in the tail are Pareto distributed, all variations of the empirical
tail we might observe over time must be random fluctuations from sources other than inflation.
Inflation nevertheless affects the expected loss to the layer, however, only via the frequency, such that
the changes in frequency and in expected loss must be the same. Assume at first that the volume of the
risk producing the loss Z is constant. Then the change of the frequency between the situations before

and after inflation, respectively, equals

Fz-(d) (2)"
Fz(d) (2

Hence, if ¢ is the ground-up inflation, the layer inflation equals g®. If g > 1 (positive inflation rate), then
according to whether « is greater, equal, or smaller than 1, the layer inflation is greater, equal, or smaller
than the ground-up inflation. This applies to all layers with sufficiently large retention (d > s, gs) having
finite expectation. For o > 1 this includes layers with unlimited liability.

If the inflation rate is small, i.e. ¢ = 1 4+ h with small h, we have ¢* ~ 1 + «h, such that the layer
inflation rate is about « times the ground-up inflation rate. According to this approximation one could
call o the leverage of the ground-up inflation to the layer. Notice that the exact leverage is often even
higher, as for g > 1 and a > 1 we have g® > 1 + ah.

If the volume is variable but known, the stated effects hold for the frequency and the expected loss
per volume unit, respectively. To get the overall outcome one has to combine the effects from inflation
and from volume change.

However, in case the volume is not exactly known, problems arise. Say the losses have a Pareto tail

with @ = 2 and g = 1.1 (inflation rate 10%). Then the loss frequency at each sufficiently high threshold,
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everything else unchanged, will increase by the factor 1.12 = 1.21. But, the same increase could come from
an undetected volume rise of 21% without any inflation at all, or (more realistically) from a combination
of some inflation with some volume change, say an inflation rate of 6% plus a volume increase of 7.7%.

In short, in the Pareto case left-censored loss data, as it is typically reported for layer business,
cannot distinguish between volume changes and ground-up inflation, unless the volume change over time
is known. This is essentially why inflation, as was already stated in the introduction, is difficult and
sometimes impossible to detect for (re)insurance covers with high retentions, where Pareto or similar
distribution tails often occur. The problem is that nearly-Pareto is no easier to deal with than Pareto
itself: If a tail is not exactly Pareto, but quite similar, one could in theory observe slight changes in tail
shape due to inflation. In practice, however, these will mostly be hidden behind the random fluctuations
in the empirical tail shape caused by the scarcity of the loss data.

While the impossibility to detect inflation from tail shape is a disadvantage of the Pareto distribution,
it ironically incorporates an advantage: Potential misspecification of the inflation does not distort the
estimation of the Pareto alpha. This is, in particular, relevant if, to assess the expected loss to a layer,
instead of a Burning Cost calculation the Pareto model is used (together with a loss frequency estimate
at a reference point).

To see this, let Z be the Pareto distributed losses in a certain year of the loss history and let Z* be
the same losses as-if, adjusted by the presumed inflation factor g. Then no matter whether g is correct
an estimate or not, as long as d is high enough, the tail distribution beyond d will always be the same,
preserving the « of the historical losses. So if all years in the loss history are Pareto distributed with
the same «, which is what typically is assumed when the Pareto model is applied, the pool of these
losses will again be Pareto distributed (beyond a certain threshold) with the same «, no matter whether
the losses are as-if adjusted correctly, distorted by wrong inflation adjustments, or not adjusted at all.
Hence, the classical estimate of the Pareto alpha from the pool of (possibly somewhat incorrectly) as-if
adjusted observed losses is as good an estimate as if there were no inflation at all. The two problems,
quantification of the inflation and estimation of the Pareto alpha (from possibly scarce data), are both
hard to solve — but at least they are not intertwined.

The Pareto distribution is an important model; empirical distributions which the model fits fairly
well are frequently observed, yielding, however, a wide range of different values for the parameter a.
Reinsurers notice that certain layers in certain lines of business often yield similar alphas across many
insurers in a country or even internationally, see [Schmutz and Doerr, 1998]. So it is well known that
CatXL’s covering accumulation losses from natural hazards like Windstorm, Flood, and/or Earthquake
mostly yield very small values in the range of 1 or even less, such that here inflation to the layer is similar
to or even lower than from the ground up. Layers protecting e.g. Fire losses often show alphas close
to say 1.5 or 2, leading to quite some inflation leverage. The highest leverages are observed in certain
medium/high Motor Liability layers in some countries, where alphas in the range of 3 are no exception.
If in addition the ground-up inflation is high, which is non uncommon in MTPL (see [SwissRe, 2007],
[Brickmann et al., 2005]), the leveraged effect can be dramatic. E.g., an inflation rate of 7% per year
together with a Pareto alpha of 3 would lead to a layer inflation rate of 22.5%, notably per year.

It shall be noted that practitioners observe indeed that real-life distributions do not always look like
Pareto, but often do so for a certain range of loss sizes. It could e.g. be that between 1 and 10 million
USD a Pareto fit with @ = 1.8 works well, while above we see a Pareto curve having o = 2.6. This
would yield a piecewise Pareto distribution. For a layer 3 xs2 we could, however, calculate as if the whole
distribution were Pareto with parameter 1.8, while for the layer 13 zs12 we could do the same with the
parameter 2.6. This makes clear that different layers may experience different inflation rates despite the
same underlying ground-up inflation: For the two layers mentioned here a ground-up inflation rate of 2%

would result in layer inflation rates of 3.6% and 5.5%, respectively.
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6.2 Local and regional Pareto alpha

Possibly even more likely than piecewise Pareto, practitioners observe empirical severities with rather
smooth transitions from a loss size range similar to a certain Pareto curve to another area similar to a
different Pareto curve, predominantly with the parameter alpha rising as the loss size increases. To cater
for this, a smooth variant of piecewise Pareto has been introduced, informally by practitioners long ago,

formally possibly only recently, see [Riegel, 2008].

Definition 6.1. Let F' be a loss distribution function having a derivative (pdf) f (z) > 0 at = > 0. Let

F =1 — F be the survival function. Then we call

d _
Qg = — 77| =@ In (F (et)) ==

the local Pareto alpha at x.

Mathematically this is the (negative) slope of F at x on log-log scale. In fact on this scale the Pareto
survival function becomes a straight line; a piecewise Pareto function looks piecewise linear. A function
with a smooth transition from one Pareto curve to another one would look like a smooth curve connecting
two linear pieces.

This definition can be generalized a bit. If F is only right-differentiable at x, one can replace the
derivative by the right derivative. This could extend the range to x = 0, as long as the density is finite
at 0. Conversely, one could define a local Pareto alpha from the left by replacing F' by its left-continuous
counterpart (by changing the values at the jumps of F accordingly) and working with left derivatives.
However, the concept of the local Pareto alpha is most appealing for continuously differentiable cdf’s.
Discontinuities of the density do not distort it too much, but jumps of F' do.

Now we define an extension of the local Pareto alpha that works for arbitrary cdf’s. At first sight it
looks totally unrelated, further it is not defined pointwise, but on intervals. Nevertheless it will turn out

to be the one adequate measure for the impact of inflation on layers.

Definition 6.2. Let F be the cdf of a loss severity Z with survival function F' and let (d,u) be an
interval, 0 < d < u. Then we call

dF (d) — uF (u)
JiF(x)de E(42)

the regional Pareto alpha of the interval (d, ) and of the layer u—dxsd.
The left-sided regional Pareto alpha ag,,)— is defined analogously by replacing d and u by d_ and
u_, respectively.

The case u = oo can be included if F' has finite expectation, which implies lim, o uF (u) = 0.

This definition notably includes (in case of finite expectation) the layer coxs0, i.e. proportional
covers, where we always have (g o) = 1.

Notice further that both the local and the regional alpha are tail properties: In both definitions we
could replace F (z) by F (x| Z > d), as in the layer area these functions are equal up to a factor. This

yields the following alternative formula for the regional alpha:

d—uF (u|Z > d)
E(Z | Z > d)

Qdu) = 1+

We now show how the regional alpha emerges as a natural extension of the local alpha.
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Proposition 6.3. If for a loss distribution function F the local Pareto alpha exists in the (open) interval

(d,u), we have
u

Qdu) = /ocxr (z) dx

d

with the weighting function -

F
) = e
[, F(2)dz

Thus, the regional Pareto alpha is a frequency-weighted mean of the local Pareto alpha over the interval.
Proof. From the definition of the local alpha we get via partial integration

u u u u

/%F(:c) dz = /xf (z)dz = / (F(x) - (xf(ac))/) dz = /F(x) dz + dF (d) — uF (u)
d d d d
If we divide by f;? (z) dz, we get the desired result. For infinite u take the limits. O

A few remarks:

e The result holds a bit more generally, namely if F' is locally absolutely continuous on (d,w). Then
its derivative exists almost everywhere and the fundamental theorem of calculus holds (for both the
right and the left derivative, either can be used), see e.g. [Leoni, 2009]. In particular, we can do

partial integration.

e If the density is continuous, the regional alpha must lie within the range of the values of the local
alphas. Its exact value depends more on the local alphas in the lower part of the interval, due to
the frequency weighting. If the local alpha varies few, which is what in practice is often (but not

always) observed, the regional alpha must be located within a small range.

e From the definition of the regional alpha we see that it depends mainly on the values of the survival
function at the endpoints of the interval, while the geometry of the distribution function inside the

interval comes in in a less sensitive manner, only via the average layer severity.

6.3 Leverage on expectation

The regional Pareto alpha allows us to express the inflation leverage for layers in a surprisingly concise

formula, which generalizes the well-known

E(i(92)) _ 4o
E@G2)

for the Pareto case. Notice that here we always work with the original excess loss, not the proper one.

Theorem 6.4. For any loss distribution function F = Fz and any layer u—d xsd, including unlimited

layers in case of finite expectation, a ground-up inflation factor g > 0 leads to the layer inflation factor

E@92) _ =
w7 oy

where @ is a weighted mean of regional Pareto alphas across scaled intervals

1
a= / Q(zd,zu)W (2) dz
-1

g
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with the weighting function
1

zlng

w(z) =
The formula holds as well if the regional Pareto alphas are replaced by their left-sided counterparts.

Proof. The RHS of Equation 6.1 can be simplified to exp (fgl_l a(zd,zu)%dz), where, however, the in-
terpretation as a weighted mean does not work, while in the original version we see quickly that w (2)
integrates to 1 on the interval (g_l, 1). Notice that in case g < 1, to preserve the weight interpretation,
one has to interchange the interval limits and work with —w (z). Anyway, we can proof the theorem for
any g > 0 without having to look at positive and negative inflation rates separately.

At first we show that for any fixed 0 < d < co the function in g

O/ Ty (2)dz

is Lipschitz continuous on all closed subintervals of (0,00). We leave the trivial cases of d equaling 0
or infinite aside. Let be g1 > g2 > min > 0, i.e., we relate two arbitrary points in an arbitrary closed

interval with minimum mién. Then we have

/ da?—/ dx—/F (d_d)zwg(gl_%) 42
d g2 g1 9291 min

with the Lipschitz constant

m2n2

Thus, said function is also absolutely continuous on closed subintervals of (0, 00), which means it is

locally absolutely continuous, see e.g. [Leoni, 2009]. The latter property is inherited by

o u d

wg):=E<3<gz>>=]Fz<g)dx—g/g Flo)do =g /F<x>dx—]F<w>dx
d d 0 0

g9

such that we can apply the fundamental theorem of calculus to this function, and also to its logarithm:

’

E(5(67)) _ oy e
ln<E(ZZ)> ¥ {g) ~ i (1 ‘1/ )

Here we can use the right or left derivative. Selecting the latter and applying product rule and chain rule

for derivatives, we get for finite u

@ () = ziF(aa)dm = [F@aes | ()P () - (-2)7 (2)]
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If we recall the definition of the regional Pareto alpha we get with ¥} (2) =z [ f F (x) dz that

g 1
EGW2)\_ [1 B 1
1

g

where the last step follows by substitution.
The case u = oo is analogous, just the terms with F' (%) are missing here. We are done, noting finally
that, had we used the right derivative, this would have led via the left-sided limits of values of F to the

analogous average of the left-sided regional alphas. O
A few remarks:
e The theorem includes pro-rata coverages, where all regional alphas equal 1.

e From the weights ﬁ assigned to the a/(.q,.,) in the formula for @ we see that the lower intervals

get somewhat more weight than the higher intervals.

e If the local alphas exist in the interval ranging from min (d, 5) to max (u, %), at least to the extent
that the fundamental theorem of calculus can be applied, then @ can be written as a (somewhat

intricate) average of the local alphas in said interval:

a= / /ag;rz (2)w(2) dxdz
g1 zd
where _
r,(z) = &
Jod Fy)dy

e In case of a continuous pdf, we can say as above that if the local alphas vary few, @ must be
located within their small range of values. However, here we have a much stronger result. The local
alphas may vary a lot across the interval from min (d, g) to max (u, %), however, we can expect
the regional alphas to vary much less as they already are averages, each over its interval (zd, zu).
As long as g is not very far from 1, these intervals intersect a lot, so we can expect that the regional
alphas entering the formula are often within a rather narrow range. Thus, although @ depends on
g, this dependence should be very weak unless F has a very rough geometry. Even if the cdf is not
differentiable, such that (some) local alphas do not exist, we would typically expect the regional
alphas to vary not so much across the scaled intervals — the way they depend on attachment point,
detachment point, and average severity of the layer prevents regional alphas from changing sharply

unless there are high jumps in the cdf.

e If g is close to 1, we can well approximate @ by the regional Pareto alpha oy, of the layer. We
do not need to do further calculus to see this, just look at (.4 .,) as a function of z. However,
this function is only continuous at z = 1 if F is continuous at d and u. Otherwise we have different
limits from the left and from the right. In this case we have to distinguish between positive (g > 1)
and negative (¢ < 1) inflation rates. In case g > 1 the correct approximation for @ is notably

a(d,u)— » while for g < 1 it is a(q,y)-
Corollary 6.5. If g is close to 1 and F is continuous at d and u, we have

B (92)

» SR G (6.2)
E(4Z)
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All in all we have found an elegant and intuitive formula for the leverage of inflation to layers, working
for arbitrary loss distributions, together with an approximation for small inflation rates that holds under
a mild regularity condition, namely if the cdf is continuous at both the attachment and the detachment
point of the layer. The above remarks make furthermore clear that Formula 6.2 is much more than just
a convenient first order approximation — it can usually be expected to be fair even for values g being
somewhat farther from 1.

Recall we did not need the cdf to have a density. However, in case the cdf is (somewhat) smooth,
we can quantify the effects of inflation on frequency and severity of the layer separately, in an equally

elegant way as done with the expected layer loss:

Definition 6.6. We will speak of frequency inflation and of severity inflation to quantify how a ground-up

inflation factor g (multiplicatively) affects frequency and severity.

The effect of inflation on frequency can be seen easily if we replace the excess loss 2 by the function

counting the losses that hit the layer, i.e. the indicator function x(z-q)-

Proposition 6.7. For any locally absolutely continuous loss distribution function Fy and any threshold

d > 0 we have that a ground-up inflation factor g > 0 leads to the following frequency inflation factor

E(X(92>d)) _ @Z (d) _4f
E(X(z>a)) Fz(d)

where a is a weighted mean of local Pareto alphas

with the weighting function

zlng
The formula holds as well if the local Pareto alphas are replaced by their left-sided counterparts.

Proof. The proof is analogous to that of the preceding theorem. The RHS of the first equation can be
simplified to exp (fgl,l azd%dz).
As @4(9) = Fyz(d) = Fz (g) is locally absolutely continuous, we can apply the fundamental

theorem of calculus:

— 1

g g g
Fuz(d 7 2fz (4)1 1 1
n (gZ()) =Indy(9) —InPy(1) = /Mdz = / Zfzi(Z)fdz = /agfdz = / 0q—dz
Fz(d) Dy (2) P z e z

1 1 1 g1t
where the last step follows by substitution. According to whether we use the left or the right derivative

of the cdf, we involve the local Pareto alphas or their left-sided counterparts. O

From the proof we see that if the inflation rate is small (i.e. g close to 1) and if the pdf has limits

from the left and the right at d, then a approximately equals oy for ¢ < 1 and ag4_ for g > 1.

Corollary 6.8. If g is close to 1 and F 7 is differentiable at d > 0, we have

E(X(gz>d))  Fyz(d) .,
E(xzsa) Fzd) "’ (6:3)

This does notably not require that F ; be locally absolutely continuous, apart from the stated regularity at
d.
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Proof. If the survival function is locally absolutely continuous, the formula follows immediately from
the proposition, analogously to the preceding results for layer loss inflation. If more generally Fj is
differentiable (possibly only) at d, then fz (d) and ag4 are well defined and the function F(Hh) z(d) =
Fy (%) is differentiable at h = 0. This means that + (FZ (1_%) ~Fy (d)) tends to d fz (d) as h
approaches 0. Thus, for small A we have

Pz (vir) d/7 () s

O

Corollary 6.9. For any locally absolutely continuous loss distribution function F' and any layer u—d xs d,
d > 0, including unlimited layers in case of finite expectation, we have that a ground-up inflation factor
g > 0 leads to the severity inflation factor go <.

Proof. Severity is expected loss divided by frequency, which leads to the quotient of the two powers of g

that appear in the preceding theorem and proposition, respectively. O

This implies that if the local alphas vary few in the neighborhood of a layer (tail shape similar to
Pareto), the severity inflation factor must be very close to 1, i.e. inflation hardly affects the layer severity.

Now recall that in the Pareto case with g > 1 (positive inflation rate), whether the layer inflation is
greater / equal / smaller than the ground-up inflation, depends on whether the global alpha is greater /
equal / smaller than 1. In the general case this transforms into a local or merely regional property:

e For the local alpha the connection to Pareto curves is obvious, as it is by definition the parameter
of a local first-order approximation of the cdf with a Pareto curve. If e.g. a distribution has local
alphas greater than 1 for a certain range of loss sizes, the leverage of a ground-up inflation g > 1
will be greater than 1 for frequencies and expected layer losses in that area, no matter whether the

distribution function looks very similar to a Pareto curve or not.

e More generally, even where local alphas do not exist, there is an analogous rule for the regional
alpha. If e.g. a distribution function has regional alphas greater than 1 for a certain range of loss
sizes, the leverage of a ground-up inflation g > 1 will be greater than 1 for layers in that area, no
matter whether the distribution function looks very similar to a Pareto curve or not. As for the
connection with Pareto curves, if we look at the definition of the regional alpha, we see that whether
it is greater, equal, or smaller than 1, depends on the sign of the term dF (d) — uF (u), which is
positive / zero / negative iff the cdf between d and u decays faster than / exactly as / more slowly

than a Pareto distribution with o« = 1.

Like the global Pareto alpha, the regional and local alphas can be seen as measures for heavy-tailedness,
with small alphas meaning heavy and large alphas light. At the same time these alphas emerge here as
the crucial measure for the impact of ground-up inflation on layer inflation.

Ironically these two perspectives yield opposite perceptions of riskiness: In the traditional view heavy
tails are the “dangerous” ones, involving high fluctuations and uncertainty. From this perspective the low
alphas are the “bad” ones. If we focus on inflation leverage instead, the high alphas become the dangerous
ones, creating the highest leverage, which may involve high fluctuations and uncertainty. Summing up,
the perception of “bad” distribution tails becomes ambiguous here, such that the final judgment of what
is dangerous, depends on how much weight is given to randomness due to inflation vs randomness from

other sources.
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6.4 Leverage on second moment
MSE calculations require variances, so we look at the squared layer loss.
Lemma 6.10. For any loss Z and any layer u—dxsd applied to it we have
(12)° = (2°) — 237
Proof. Simply check the three cases of Z being below, within, or beyond the layer area. O

Proposition 6.11. For any loss distribution function F and any layer u—dxsd, including unlimited

layers in case of finite expectation of Z and Z?, we have that a ground-up inflation factor g > 0 leads to
B((592))°) = B((42)°) ¢* + 2B (52) (4°° — ¢")

L OV 02) = {0+ OV (12)) o + s (6% = ) o

where & is the weighted mean of regional Pareto alphas analogous to @, but for Z? and the layer between

d? and u?.

Proof. Applying the preceding lemma twice we get with the help of Formula 6.1

E((4(92))) =E (& (6°2%)) = 248 (3 (92)) = E (% (22)) (¢*)" ~ 24B (32) g™

= [E((12)) +24B(;2)| ¢** — 2dE (;2) 5" = E ((42)*) ¢** +24E (42) (4" — g

The CV formula follows immediately if we divide by E? (4 (9Z)) and use again Formula 6.1. O

Notice that this proposition includes proportional covers, where all regional alphas equal one.
Again, for g being close to 1, we can approximate the average regional alphas by exact regional alphas
being independent of g. For ¢ this would be the regional alpha of Z2 on the interval (d2,u2), which

equals

d*Fz> (d?) —u’F g2 (u?) 1+ d*Fz (d) — u?F 7 (u)

Yo =TT R () B (i (22)

Here we have used F 2 (v) = Fz (/7). If Fz or equivalently F 2 is locally absolutely continuous, this
leads over fz: (z) = fz (/) ﬁ to

ey = T @) ) LW 1
Fralw) 2/aFz(Va) 2 Fz(ya) 2

such that we can rewrite oz’(* du) 8BS follows:

o S Fop (1) ag (@)de 1 [ Fr (V3) oz (VE)do 1 [ 5F (2)az (2)dz
() f;; F e (z)dx 2 ;j Fyz (V) dx 2 fdu 2Fz(2) dz

The last term follows by substitution and shows that 2az‘ d,u) CAN be written as a weighted average of the
local alphas of Z (not of Z?2), however, with a different weighting function than that of Q(d,u), Namely
2F 7 (z) instead of Fz (2), such that local alphas corresponding to larger loss sizes get higher weight.

This motivates the following definition for arbitrary cdf’s:
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Definition 6.12. For a loss severity Z we call

o . d2FZ (d) — ’LL2FZ (u) %
am =2 {1+ G ) <

the second-moment regional Pareto alpha of interval and layer between d and wu.

The factor 2 ensures that for the Pareto distribution both regional alphas coincide. Recall they
generally are different weighted averages of the local alphas (provided the latter exist) over the same
interval. If the local alphas increase / decrease with loss size, then the second-moment regional alpha is
greater / smaller than the regional alpha.

Now we can state the approximation for g being close to 1 in a compact manner.

Corollary 6.13. If g is close to 1 and F is continuous at d and u, we have

E((4(92)7°) ~ E((12)") g7 + 2B (32) [g%aw — gt

L+ OV (4 (92)) ~ {(1 + CV2 (42)) g™ + [g7ia - gocn] } g (64)

2
E(G2)
For d > 0 the RHS of the two formulae may become negative, making them bad approximations
for the strictly positive term on the respective LHS. We can, however, improve these approximations,

sometimes even greatly, by appending a strictly positive lower bound. Let us detail this for the CV

formula, being the one we will need in the following.

Proposition 6.14. If g is close to 1 and F is continuous at d and u, we have, (slightly) improving the

approximation provided by Formula 6.4:

L+ CV2 (4 (92)) ~ max ( § (14 CV2(42)) g™ + |97 — g | gm0 1
E(32)

If additionally F is differentiable at d > 0, we have, (mostly much) improving the approzimation further:

. 2d . 1
1+ CV?(4(92)) ~ max ({ 14 CV?%(42)) g*@w + [ Xdu) — a(d«u)]} Rl CRD J— ad)
(i (92)) ( (i2)) g 5(57) |9 g g @’

Proof. The first formula is simply a combination of Formula 6.4 with the (trivial, but general and exact)
inequality 1+ CV? (4% (gZ)) > 1, which is usually far from sharp: For large d the excess loss % (¢Z) equals
0 with high probability, which makes it a highly volatile RV.

However, we can take advantage of this point, by using the inequality shown in Lemma 5.5. We get

1 g

2 (u o
1+0Vi{i(e2)) 2 E (x(9z>a)) Fz(d)

where the last step follows from Formula 6.3. This approximative inequality may not be sharp either,
but for high d (and thus low Fz (d)) it is by far better than the first one. If we combine it with Formula

6.4, we get the second claimed formula. O

We have examined in detail the squared expected loss (3 (92 ))2, which involved new quantities and
notation, in addition to what was needed to analyze 4 (¢9Z). Luckily, for the squared loss count there is
nothing analogous to do, as X%g Z>d) = X(gZ>d)- In particular, there is no need to look for a lower bound

for the approximative variance/CV formulae of the loss count.
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Remark 6.15. To make clearer how closely aggregate loss and loss count of a layer are connected, let us

again go back to Formula 6.4

1+CV2 (4 (92)) ~ {(1 +CV2(42)) g + 97w — g ] } g2

2
E(G2)
Assume now that the layer is extremely thin, i.e. u is only a bit larger than d > 0. Assume further that
F is differentiable at d, such that the regularity conditions for the approximations of both layer losses

and respective counts are fulfilled. Then one sees immediately that
iZ~ (u—d)x(z>a),  E(iZ) = (u—d)Fz(d)

and infers quickly from their definitions that both regional alphas a(q,,), ozz o) for such thin layers are
close to ag. Via lengthy but straightforward analysis it can be shown more strongly, at least for sufficiently
smooth F, that if u tends to d, on the RHS of Formula 6.4 the summand about the difference in square

brackets vanishes, yielding

[+ CV2 (=) xiz>0)) 9] 975 = (14 OV (xizo0)) 0™ = 55

which is exactly the lower bound in the second (and better) approximation in Proposition 6.14, such that

now both components of the maximum coincide. As the LHS of Formula 6.4 analogously tends to

1+CV2 (U_d)x Z>d = —

( (92> )) FgZ (d)
we altogether get Fyz (d) ~ Fz (d) g*¢, which is Formula 6.3. We could say that, by “squeezing” the layer
to the deductible, both Formula 6.4 and its second amendment “converge” to the same approximative

formula for the excess loss count.

This remark emphasizes that the mathematics we are developing for aggregate loss and loss count of
a layer, respectively, are deeply analogous. We will come back to this analogy various times throughout
this book.

6.5 Examples: GPD variants

To illustrate the theory developed here, we explore local and regional alphas for the tail model classic:
the Generalized Pareto Distribution (GPD). On the way we introduce less common parameterizations,
which turn out to be very intuitive for the understanding of tail-behavior and the impact of inflation.
By proceeding exactly as done with the Pareto model at the beginning of this chapter, we reveal a lot of
analogies.

The GPD distribution function starts at a known threshold s, which is usually positive, but we will
see that in some cases it can be 0, leading to ground-up models. The survival function in its common

form, see e.g. [Embrechts et al., 2013], reads

a

Fy(x|Z>s)= (1+§x_8>_5

where the shape parameter £ may be any real number, while the scale parameter o is positive. (For £ =0

take the limit, easily found via L’Hopital’s rule.) For negative £ the distribution is limited by the loss

supremum S + — 3



CHAPTER 6. INFLATION LEVERAGE FOR LAYERS 59

Now replace o by the so-called modified scale w := 0—€s > —Es, see e.g. [Scarrott and MacDonald, 2012].

This complicates the parameter space a bit, but greatly simplifies the survival function:

w—i—{“s)é

FZ(le>s):(w+§x

or equivalently

Fz<x>=Fz<s>(“+fs)é, v >

w+&x
This representation enables very quick calculations. For thresholds ¢; t2 > s we see at once that the ratio

of the loss frequencies equals

FZ (tl) _ (w—‘r&fg)é
Fy(ts) \w+ét

which we could call the GPD eztrapolation formula.

If d > s, we see immediately that the tail starting at d is distributed as follows:

w+gd)§

Fz(x|Z>d):EZ(x) - <w+§x

Fz(d)

This is again GPD with the same parameters £ and w: One simply has to replace the original threshold

by the new, higher one. One could call this a memoryless property of the GPD distribution — the original

threshold is “forgotten”. Note that the traditional scale parameter o is far from invariant when calculating
a higher tail, transforming in an intricate manner.

Let Z* be the same kind of loss as Z, say a number of years later, after uniform ground-up inflation

via a factor g > 0. Then Z* is distributed like gZ and we have

Fze(2)=Fz (j) =Fz(s) (:jj g ) — Ty (gs) (ﬂ)

or equivalently

1
= . gw +&gs\ ¢
Fz. Z5 > =|=—

- (552)
which is again GPD with the same exponent, while w and the threshold are “inflated” by g. However, if

d > gs, we get for the higher tail as before

gw+§d>é

Fg. Z* > d) =

where the only change from pre to post inflation is the replacement of w by gw.
Everything else invariant, the change of the frequency between the situations before and after inflation,

respectively, equals

=

Fo(a) (25%)

1
B ( gw + Egd ) €
FZ (d) w+Es % gw + £d
w—+&d
Now we go through the three types of the GPD, being each an asymptotic tail model for the distribu-
tions belonging to the maximum domain of attraction of the respective extreme value distributions (see

e.g. [Embrechts et al., 2013]).
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6.5.1 Exponential (Gumbel)

If ¢ =0, we have w = ¢ and get

FZ($|Z>S)=6XP<—x;S>=exp<—x_8>

w

which means that we have a distribution with Exponential tail or, as s = 0 is possible, an Exponential
distribution from the ground up. The memoryless property, which for this case (but interestingly not for
the other GPD cases) is omnipresent in the literature, reads

Fy(w|Z>d) = exp (_H)

w
After inflation we have Fz« (z | Z* > gs) = exp (—%) and Fz- (x| Z* > d) = exp <—%)~ Inflation
impacts linear on the only parameter of this model, which equals w before inflation and gw after, as

well as on the average loss of the unlimited layer coxsd, which is well known to equal the Exponential

parameter.
: Fz(t) _ ta—t Fape(d) _ d 1
As for the frequencies, we get #(t;) =exp (2=11) and sz(dL = exp (5 (1 — 5)).
Now we calculate the alphas. Up to a constant, we have In F' (z) = —Z for any point x > s in the
tail, hence
x
Oy = —
w

The local alpha grows linear in z, thus changes rapidly and tends to infinity. That means that although
Exponential is a (moderately) heavy-tail model, approximations with Pareto curves will only work well
on rather small intervals.

For layers with d > s we have E(4Z | Z > d) = w (1 — exp (—%=%)), hence
d — uexp (—“;d)

u

w (1= exp (=459))

| &

Qdu) = 1+

For unlimited layers this equals 1 + %, such that a(g o) — @a, the relevant exponent for the approximate
severity inflation, equals 1, which means linear impact. Thus, for the severity the approximate impact of
inflation equals the exact one.

Let us compare, for unlimited layers only, the approximate layer loss inflation to the exact one.

Formula 6.2 becomes

o () -t )T (2, 1)

Here the precision of the approximative layer loss inflation depends on the precision of the approximation

1
Ing~1- -
g

Both functions coincide at ¢ = 1, having there the same slope; elsewhere Ing, the approximation, is
larger. Overall the approximation due to Formula 6.2 looks fair for the Exponential distribution, but is
not excellent if g deviates considerably from 1 and the quotient of d and w is large.

For the layer frequency the quality of the approximation is the same — recall that for the severity
approximation and exact formula coincide.

The following table displays the deviation of the approximate from the exact layer loss inflation in

percent. h = g — 1 is entered in percent, too.
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d/w\h| -20[-10] 20 10 | 20
0,2 05 | 0.1 0 01] 03

1 2.7 106 0 04| 16
10 |30859[02|002]45]169

The second-order calculation comparing the approximate to the exact formula for E (30 ((gZ )2)) is

analogous and yields similar results.

6.5.2 Proper GPD (Fréchet)

We call the case £ > 0, allowing for arbitrarily large losses, proper GPD. It is closest to Pareto, which
can be seen even better by another, closely related, parameter variant.
Define a := % and A := ¢ = a0 — s > —s, see [Scollnik, 2007]. Now the GPD formulae look almost

like Pareto, just A comes in:

— A+s\"
Fz(x|Z>s):<)\+x)

or equivalently

Fy(z)=Fy(s) (ii;)a ©>s

The two parameters can be interpreted in the following way: Start with a Simple Pareto distribution
having parameter « and threshold A+ s > 0, then shift the x-axis by A to the left (by subtracting A from
all losses), and you obtain the proper GPD. Via this perspective a lot of results, e.g. the moments of
layer losses, can be deduced easily from the Pareto case without any calculations.

Note that if A is positive, s may be 0, such that we have a ground-up model. This special case has
various names, including Pareto (creating confusion with Simple Pareto). Unequivocal names are Type
II, Two-parameter, American, or Ballasted Pareto, as well as Lomaz.

A = 0 is the Pareto case, which only works for proper tails starting at an s > 0. The same holds for

negative A\, where we more strongly must have s > |A|.

Fz(t1) _ (Atto
Fz(tg) A+t1

and the invariance of the parameters a and A to upward conditioning (higher tails):

ez a= T (120

(07
The GPD extrapolation formula reads ) . If d > s, we have the memoryless property

As for inflation, if Z* is distributed like gZ, we have Fz« (z) = Fz« (gs) (M) or equivalently

Fz (x| Z* > gs) = (%) with the same exponent as before, while A and the threshold are inflated.

However, if d > gs, we get for the higher tail

gA+x

That means, if the retention d of the layer is such high that it exceeds the Pareto threshold both before
and after inflation, the distribution of the upper tail starting at d is only slightly changed due to inflation:
As a consequence of the stated memoryless property only A changes, and if d is large compared to ||,
the impact of this change on the tail shape is such low that in practice it will be hard to detect among
the random fluctuations of the empirical tail. In other words, for high layers inflation is very hard to

infer from tail data only, as long as the distribution is proper-GPD-like.
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Inflation affects the expected loss to the layer much more via the frequency, such that the respective
changes in frequency and in expected loss are similar.
Assume at first that the volume of the risk producing the loss Z is constant. Then the change of the

frequency between the situations before and after inflation, respectively, equals

Fz(d) (g)\+gd>a_ a()\—&-d)a
Fz(d) g\ +d gA+d

which for large d is very close to g©.
If the volume is variable but known, the stated effects hold for the frequency per volume unit. To get
the overall outcome one has to combine the effects from inflation and from volume change.

Now we calculate the alphas, which will turn out to behave much differently from the Exponential

case. Up to a constant, we have In F (x) = —a/In (A + z) for any point z > s in the tail, hence
x
0y =
¢ Atz

The local alphas converge to the parameter «, thus for large x change only slowly, making the distri-
bution more and more similar to Pareto in the higher area of the tail. For positive A the local alphas
rise with x, which is what reinsurance practitioners often observe. This experience is also reflected in
the recommendations for the Swiss Solvency Test provided by FINMA, the Swiss insurance supervisor,
see [FINMA, 2006]. They give standard values for Pareto alphas by line of business, to be applied to
distribution tails starting at 1 or 5 million CHF, respectively. The suggested alphas vary for some lines
of business, being somewhat higher for the upper threshold. For such situations piecewise Pareto can be
a good model, however, if the local alpha rises gradually, proper GPD may be a better one.

For negative A the local alphas decrease, slowly out in the tail, fast for very small x.

In any case the local alphas are bounded between «; and the parameter «, which can be interpreted
as (oo, the local Pareto alpha at infinity. Further the local alphas tend to change slowly (apart maybe for
low losses in case of negative A), such that we can hope that the approximations for layer loss/frequency
inflation derived in this chapter be very close to the exact values.

For layers with d > s we get immediately, by recalling the analogous Pareto formula and the shift

a—1
explained above, that E (42 | Z > d) = 24 <1 - (%) ), hence

a—1 d—u(%)
)‘+d1,(M)a_l

Qdu) = 14
Atu

(For v = 1 use L’Hopital’s rule.) For unlimited layers (with o > 1) this can be written in various useful

ways:

d d A A d 1 1
a(d,m):1+)\+d(a—l):/\+da+/\+d=a—>\+d(a—l):a(l—a> +a—
The last expression is a weighted average of the respective local alphas at d and at infinite, reminding us
that the regional alpha, being an average of the local alphas across the layer, must lie between these two
values.

Let us compare, for unlimited layers only, the approximate layer loss inflation to the exact one. Recall
E(FZ | Z > d)= 2% Formula 6.2 becomes with g =1+ h
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(a-1) o, E(&(9%)) _ Fyz(d) E(F9Z|Z>d)
E(T7) Fz(d) E(FZ|Z>d)

o AHANY A +d [ AFd\T L e
P\ pard) ard 9 \pra =9 Atd

Thus, for proper GPD the precision of the approximative layer inflation formula depends on the precision

Az l-a A 11—«
((1+h)k+d) ~ <1+h)\+d)

e’

A
— ga— xtd

g ((1+n)=)

of the approximation

As in the Exponential case, both sides are equal in first order; the precision of the approximation for
not very small i depends on how d relates to A and how far « is from 1. It turns out that for positive
A the approximation is excellent and always greater than the exact formula, while for negative \ it is
always smaller and also quite precise, unless d is very small (close to —\). The following table displays
the deviation of the approximate from the exact layer loss inflation in percent. h is entered in percent,

o = 3.

2z \h| 20 | -10 | 2 |0] 2 10 | 20
-2 -19.7 | -55 [ -0.2 | 0| -0.2 | -6.3 | -25.4
-1 -7.8 | -20|-01]0]-01]-20| -7.8
-0.25 -14 |03 0 |0| O |-03] -1.1
0.25 09 | 02| 0 |0 0 | 02| 06
0.5 1.3 /03| 0 [0] 0O |02] 08
0.8 08 | 02| 0 |0 0 | 01| 05

Let us now, in the same way, compare for d > 0 the approximate frequency inflation to the exact one.

Formula 6.3 becomes with g =1+ h

2@ _a Fyz (d) (x\—!-d)a ( A )_a
o ((1 4 p)~Fa = ¢ XFaY ny Y =g© =¢*(1+h—
o (em) =g o) \gpra) T9UTNT

The precision of this approximation depends on the same circumstances as the preceding one, save that
very small values for a are benign now, not those close to 1.
The second-order calculation comparing the approximate to the exact formula for E (g‘; ((gZ )2)) is

analogous to the first-order calculation and yields similar results.

6.5.3 Power curve (Weibull)

We treat the case of negative £ only shortly, as it is arguably the least important one for the insurance

practice. The parametrization introduced for positive ¢ formally works here as well, however, the negative

parameters give much more intuitive formulae. With f:= —a >0and v := -\ = s+ %E > 0 we have
B
— v—u
Fyz(z|Z>s)= < >
v—s

which illustrates immediately that this GPD variant is a power curve and that the parameter v equals

the loss supremum. For the local alphas we get

X

O‘w:B

V—x

which is an increasing function, tending to infinity as x approaches the supremum.



Chapter 7

General setting

7.1 Model

Now we have all ingredients to write down the general setting of the sample mean with variability both
in past and future index values. We have hinted at the underlying stochastic model in Chapter 3; now we
give the formal definition. Albeit appearing intricate, it essentially just reflects the commonly assumed
uniform multiplicative impact of inflation on ground-up losses, as we have already used it in Chapters 2

to 4. However, we combine this with a very general loss count model.

Definition 7.1. For a (re)insurance risk, let Ny be the number of (ground-up) losses it produces in the
year k, let Zj, ; be the respective loss sizes.

Let W be the o-algebra generated by all indices (time series of positive real numbers) describing
changes of the world over time, having one value per year, and being potentially relevant for the risk
in question. This shall, in particular, include indices relating to various kinds of inflation and indices
reflecting volume measures of risks.

We say the risk is in the inflationary world structure if the following assumptions hold:
Conditionally, given W, the loss productions of different years are independent and the losses of each
year constitute a collective model.

There are two W-measurable indices B and V having normalizations By := %ﬁ, Vi, = %—ﬁ rebasing them

to a certain year 0;

there is further a positive RV Z being independent of W, such that, given W, all ZB’fk are distributed

as Z°; so given W, each Zj ; is distributed as BkZ;m, where the Z;“ constitute a set of iid RV’s being
independent of W and distributed as Z ;
there are further parameters 8 > 0, 8 > 0, v constituting a mixed contagion model, such that, given W,

each Ny is distributed according to this model with volume Vy, i.e.,

v(1+8)

E(Nk‘W)ZVkG, Ct(Nk|W)=ﬁ+ v ,
k

Var (N | W) = Vi (0 + 6%y (1 + B)) + V20°8
We call B the true inflation (or cost level) index and V the true volume index of the risk in question.

Z is named normalized severity.

Remark 7.2. The normalization of the indices defines a reference level, but the year 0 has no particular
properties. In fact, rebasing to another year would mean multiplication of the normalized index values
with a respective positive factor, one for the inflation and one for the volume index. By rescaling VA , 0,
and ~ accordingly, one would get identical rules based on the new year of reference.

Note that B and V might not be unique, but their normalizations obviously are.

64
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Although we do not know all indices, and for observable indices only the values of the (more or less
recent) past, we can exploit the properties of the inflationary world structure: For calculations it is not

necessary to know all index values — it suffices to know the essential ones:

Proposition 7.3. In the inflationary world structure we have for any smaller o-algebra U C W:
If 0 (Br) CU, then Zy; has the same distribution conditionally on U as conditionally on W.
If o (Vi) CU, then Ny has the same first two moments conditionally on U as conditionally on W.

Proof. By (for the second assertion V) is U-measurable and W-measurable, such that one can easily

factor it in and out. Thus,

P(; |u) <P(%:>x|w>|u)=E(P(Z°>x)|u)=P(Z°>x)

where in the last step follows from the independence of Z and U.

For the loss count we have

E (N |U) = E(E(N, | W) | U) = E (Vi | U) = Vib

Var (N;, |U) = E (Var (Ni. | W) | U) + Var (E (N, | W) | U)
:E(Vk (9+92’Y(1+6))+Vk292ﬁ|u)+Var(Vk9\L{):Vk (9+027(1+5))+Vk292ﬂ

O

If we e.g. know B,,, By, V., and V,, we can calculate the normalized index values By and V). Thus,
the o-algebra generated by the four former RV’s is sufficient to exploit the inflationary world structure.

We will in the following repeatedly use o-algebras that are just as large as we need.

7.2 As-if loss

7.2.1 Moments

Let us apply the inflationary world structure to experience rating. In order to calculate expectation and

variance of the as-if loss, let us start from Formula 3.1:

— _ N - .
5= 7t Zd ( Zr, ) = DS S (1B,AB ) = TR B, S (AB )
i=1 i=1
d * u

where d* = = Ut = In the last step we have scaled the layer down (or possibly up, in case
q q

of negative inflation rates) by the predicted future picked cost level I/B\q. The resulting rescaled layer

is applied to the normalized loss severity being “distorted” by the past inflation gap. If the latter is, as
we would typically expect, close to 1, we have a chance to apply the approximations for layer inflation
derived in the last chapter.

Before calculating expectations we should have a clear idea about what information we need to know,
i.e. what to condition on. The two preceding chapters worked with known volumes and known inflation,
respectively, thus to apply them we must — for the moment — assume that all index values we use are
known, namely for both the picked indices and the gaps (which together give us the true indices). To
evaluate S we need

1V,,1B,,1Vy, 1By, AVy, ABy
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The information on these six index values (i.e. the o-algebra generated by them) is contained in W, which
embraces all potentially relevant indices for the risk we are rating. This clearly includes true and picked
inflation, true and picked volume, thus also the corresponding gaps. But I/X7q and I/B\q7 the predictors
of future picked volume and cost level, are (measurable) functions of the past values of the indices IV
and I B, thus are embraced by W as well. Thus, conditioning on W lets us work with the required index
values as known quantities.

A technical detail: As for the normalized severity, we fix (as is usual in MSE calculations, but not
always explicitly mentioned) its distribution — or at least all we need about it (it will not be that much).
Analogously we fix the parameters of the ground-up loss count distribution. The relevant info about the
cdf of Z and about the loss count shall be assembled in the set 7.

Now we calculate the (conditional) expectation in the collective model

IV AV —
Ex (S, | W) = *IB,

a2 kTR E (N, | W)E ( : (ABkZ) | W) = IV,IB, AV}, 6F (gi (ABkZ°> | W)
The subscript 7 of the expectation shall emphasize that the parameters of loss count and normalized
loss severity are fixed. (We will, however, mostly drop such subscripts, as they are rarely needed for
clarity.)
If the cdf of the normalized severity is continuous at d* and v*, Formula 6.2 yields, at least for inflation

gaps being rather close to 1,
B(y (4B2) |W) ~E (52 |W) AB} " =B (12| IB,) AB{"" "

where in the last step, due to the independence of Z and W, we could drop all conditions in the expectation
but that on I/B\q, which defines the rescaled layer. This can be seen via the weak union rule for conditional
independence, which states that if a RV is independent of a pair of RV’s, one of the latter can be shifted
into the condition: Z is independent of W = o (I/B\q,W), thus is independent of W conditionally on

[/B\q, such that
d + +
g: / = ZQ —— - Z0 - L
1B, 1B,

which is notably a measurable function applied to (Z , I/B\q), is independent of W given I/B\q. In order to

have d* and u* not random, we need I/B\q given, but nothing more.
Notice that formally o4+ ,,+) is a conditional figure too, as a (measurable) function of the non-random

d* and u*:

@Fy(d) —uwFy() | d'Fy(d)—uwFyu)

2@ ) (7))

The same holds for the other regional and local alphas relating to the rescaled layer, which we will use

a(d*,u*) =1 -+

in the following.

Now we can finally work with the distribution of the normalized losses. With
W= (e ) =B (3*2 | I/B\q) , e =0u*
we get the following approximation:
E(Sk | W) ~ IV,IByAVLABy ™ g = TV, I B, AV, ABp @ ") ¢*

Interpreting the outcome, we see that the two volume terms have linear impact on this approximate



CHAPTER 7. GENERAL SETTING 67

expectation, while the effect of the past inflation gap is leveraged by the regional alpha of the rescaled
layer. The impact of the (predicted) future picked cost level is non-linear, too, as it, in addition to
appearing as a linear factor, rescales the layer: from the interval (d,u) to (d*,u*). However, apart from
this rescaling, all effects from indices in this approximation are multiplicative. This specific structure may
not seem a big thing, but is a great step forward, which will turn out to be decisive for the calculation of
unconditional moments later on.

Now we derive analogous formulae for the variance. Formula 5.3 applied to 3* (ABkZQ ) yields

Var (S | W)
) (méVkﬁ"E (i (aB:2) W)>2 el (aABkZ) ) e | e vz
=1V, IB, 0°F* (i (ABZ) | W) { AV + %‘Z . 1 ov? (i <9ABkZQ) W)

If the cdf of the normalized severity is continuous at d* and «*, Formula 6.4 yields, at least for inflation

gaps being rather close to 1,

1+CV? (gi (ABkZ°> |W)

2d*

~{(Lrove (2 w)) B 4 D)

[ABZEd*’u*) _ ABS(J*’“*>:| ABk_za(d*’u*)
With
e = ey = 1+ CV2 (512 | W) =14 CV2 (2| TB,)

where the final equality follows as above via the weak union rule, and the first-moment approximation

we get the following approximative formula:

Tl a2 Qg% u*
Var (S, | W) ~ IV, IB, e*Q{BAV;EABi (@* ut)

A Qg% u* * Oéa * gk 2 * Oéa * gk Qg% u*
4+ 2% [y(l—s—ﬁ)ABi @) +%ABk‘d w4 2 (ABk‘d D ABp >)]}

IVk e*

The structure of this variance formula is much more complex than for the expectation, however,
essentially it is “just” a linear combination of powers of index values. The (predicted) future picked
volume has quadratic impact, while the past inflation gap is leveraged in three different ways: The first
two components have the double regional alpha of the rescaled layer, the remaining ones the regional alpha
or its second-moment counterpart. The impact of the (predicted) future picked cost level is complex, as
it, in addition to appearing as a squared factor, rescales the layer. The past volume gap appears squared
in one summand and linear in the remaining ones, here in combination with a fifth element: the inverse
of the past picked volume.

Applying analogously Proposition 6.14 instead of Formula 6.4, we can improve the approximation and
ensure a strictly positive result: The first lower bound to 1+ CV?2 ('j (ABkZO ) | W) is 1, such that the

sum in the square brackets in the above variance formula is greater or equal than

(i1 2) aime]
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The second lower bound requires a derivative at d* > 0 and equals F (d* | W)™ AB, “" such that
said sum is greater than or approximately equal to

20 (g% u*) 1 1

QUi g% o * — Qg* o * 1 QUg* %) —Og*
v (14 B) AB*") L AB; QFZ(de)ABk%}:{7(1+5)A32 g AT

d*

where we have used the frequency of the proper layer losses
04 == 0F , (d" | W) = 0F, (d* | ﬁsi,)

The last equality follows again from the fact that Zis independent of W given I/B\q.

We want to reparametrize with the moments of the proper excess losses. Here and occasionally later
(in particular in Appendix B) we need a particular case of iterated conditioning, combining a o-algebra
possibly generated by a RV, like o (I/B\q), with another one generated by a binary RV like {Z > d*}.
The latter can be treated in terms of elementary conditional expectation. In this context, for clarity we

occasionally write conditioning as subscript. So
Erg (g*z | Z > d*) = E,(r5,) (g*z | Z > d*)

means a conditional expectation belonging to the (abstract) regular conditional probability measure

P ()= PU(I/B\q) (.), which for events would read

PI/B\Q (A/ N A)

— 4 =
P, W10 = 5

With this notation we set
ﬂ* = ,a(d*,u*) = El’é\q (Z*Z | Z > d*)

& = Eur ) = 1+ CVE (jj:ZD | Z > d*)

_x
__ £
Ogx °

Let us wrap up, interpreting the derived approximations essentially as functions of the two gaps. For

which with Lemma 5.5 applied to the above probability measure yield e* = 0u* = 04«n* and %

a more compact notation we set e := e*ﬂz_f/li = .TT?,II/B\(]GM(d*’u*).

Proposition 7.4. For a risk in the inflationary world structure, if the survival function F of the nor-
malized loss is continuous at d* and u*, and the normalized past inflation gap is not too far from 1, then

the following approximations for the first two (conditional) moments of the as-if loss hold:

Er (S | W) & e TV, I ByAVLABL ") = 6 AV, AB @ )

4 J . (7
Var (S | W) = & {BAV,EAB,?“**‘“ + % max (Z wAVRABYS o AV ABL: ) }
k i=1 i=1

COU(Sk,Sl ‘W)ZO, ]4175[

where * g* 2d* 2d* 2d*
9 £
a1 = 1+ 6 , o = — = , e = —Qy = — = = —
1=71+8) A 3 YT e T Opm
o] = QCV(d*’u*), Qg = (kg = O[(Dd*’u*), Qg = a(d*7u*)

while for the second sum in the maximum, which improves the variance approzimation as a lower bound,

there are two options:
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s /o 1 /o
]*1;a1*a1+§7a1*041;

1
Qg%

The first option holds generally, the second one only if F is differentiable at d* > 0.

j=2,dl =a1, o =aq, df = ay = 200(g+ ) — Qdx

The formulae include unlimited layers and pro-rata coverages, as long as expectation and variance of
the normalized loss Z are finite.

In the following special cases the last two summands in the first sum in the variance formula vanish
or cancel out, such that the sum only goes from 1 to 2 and the second sum is obsolete:
First risks, i.e. d=0.
Proportional coverages. Here both approximations are exact and we have oy = ag = 2.
F has a Pareto tail with parameter o starting below min (d*, Ad—];k) Here both approrimations are exact

and we have ay = 2a, as = «.

Proof. Assumed all indices as known, the years are independent, hence the covariance formula. It remains
only to check the three special cases.

In the first and second one the last two summands in the first sum of the variance formula equal 0.
As for the alphas, recall that for proportional covers regional alphas equal one, thus a;; must equal 2, as
must as: By definition the second-order regional alpha is twice a regional alpha.

Finally, in the Pareto case all local and regional alphas equal the global Pareto parameter, such that
said last two summands cancel out. The assumption about the low-enough start of the Pareto tail makes
sure that the regional alphas used in Theorem 6.4 refer completely to the Pareto tail.

In both the Pareto and the proportional case Approximations 6.2 and 6.4 are exact. This implies,
in particular, that the lower bound in the variance formula never applies, such that it can be dropped.
For first risks it could in theory occur that the first lower bound applies, but going through the calcu-
lations makes clear that this would require a remote coincidence of a strange severity geometry and an

unrealistically low coverage limit, such that in practice nothing is lost by dropping the second sum. [

Notice how few details about the severity of Z enter these approximative formulae for conditional
expectation and (co)variance of the as-if loss: just the first two moments of the loss to the (rescaled)
layer, plus two regional alphas (and a local alpha for the second lower bound).

The proposition makes clearer in what way the Pareto case is analogous to proportional covers:
While for the latter the impact of the ground-up inflation is linear, for Pareto it is leveraged by the
alpha. However, there is an important detail making a difference: The third variance component (having

coefficient as) in the Pareto case has exponent «, not 2a.

7.2.2 Parameter discussion

To get some intuition for the parameters introduced here, in particular those of the variance, let us first
look at Sy, the as-if loss of the last year of the observed picked index history. In practice the loss history
often ends a bit earlier earlier (kpnq. < 0), such that we do not have Sy available for the rating, but to
understand the theory it is a useful reference point. The year 0 has no index basis risk, while normalized
picked indices equal 1 as well, such that the formulae greatly simplify. Going through the calculations of
the past section for £k = 0 we see that no approximation is involved and for the variance the first sum

shrinks to two summands, making the second sum obsolete. We have
E(So | W) =¢, Var (Sg | W) = &% [B + a1 + aq]

So the (conditional) squared CV of Sy is the sum of 3, a1, and as.
For earlier years (k < 0) the summands four and five come in, apart from Pareto tails and coverages

without deductible. Which exponents (leverages) of indices in the variance formula dominate, depends
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on how its time-invariant coefficients relate to each other. We call them wvariance coefficients and now
have a closer look at those of the first sum, including ay := . The coefficients of the second sum are
closely related, such that we can infer subsequently their impact from the constellation in the first sum.

Although normalized picked indices and gaps may somewhat deviate from 1, it is clear that, apart
from extreme inflation or drastic volume changes, the size of the variance components depends mainly

on the five a;.
e ay = [ can be zero, namely if there is no varying common market factor.

e a; = v(1+ ) can be zero, namely if, given the market factor, the loss count has no dispersion

(Poisson).

e Both coefficients can be zero at the same time, namely in the Poisson case without fluctuating

market factor, very popular a model, but not too realistic.

In practice some dispersion, mostly overdispersion, is often observed and frequently catered for by apply-
ing the Negative Binomial model, however, usually without employing complex models for the dependence
of variance on volume, like the mixed contagion model presented in this book. Thus, the effects stemming
from the parameters 8 and - are typically not separated, only the combined effect of both is observed via
the empirical variance. If the volume does not vary extremely over time, the resulting empirical contagion
approximately equals S+~ (1 + ), which would be the contagion of the year 0 having normalized volume
1. For very large portfolios (see e.g. Section 1.4.2 of [Mack, 1997] for an analysis of German Fire market
data using the Poisson-Gamma model) one can observe values in the range of 0.01. This figure seems
small, however, if it approximates the variance of a market factor, the latter must have a CV of about

10%, which is a considerable fluctuation for a whole market.

e a5 and a3 = —ay depend heavily on the retention d, more precisely on the rescaled d*, which is,

however, mostly in the same range.

For very large risks without, or with a very small, retention, and in particular for proportional reinsurance,
at least as long as it covers mainly personal lines or light commercial business (this is the typical quota

share reinsurance product), we can expect

g(d*,u*)
ag = )
d*

to be tiny: Such risks typically produce tens of thousands of losses per year (64+), while the CV of the
proper layer losses (E(d*,u*)) in case of no, or just a small, retention is typically in the range of say 1 to

10. In such a situation ag would be (possibly much) smaller than 0.01. Instead,

2d*

az = —————
ed* M(d* Ju*)

can be expected to be smaller still: Typical average losses (fi(4- ,+)) in many Non-Life personal lines /
light commercial portfolios are in the range of some thousand or ten thousand EUR, which is much more
than the common retentions (d*). Thus, for such risks % should mostly be smaller than g(g« o),
such that equivalently a3 is less than ao. Further, if for such risks the impact of the terms belonging to as
and ay is low, the lower bound (second sum) does not apply, such that the first sum and its coefficients
describe the whole picture.

On the converse, if d* is very large (such that the layer frequency is very low), ag > # is large, too.

Notice that as is the only coefficient in the first sum that can never equal 0.
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as for high layers tends again to be smaller than as or of similar size. Look at

N2 o
o B~ (“L‘Z) 7> d*
az _ E@ )Py " ( ! | )

as 2d* 2B, (1212 > )

and recall from Section 5.2 that for heavy-tailed severities, as we often have them in high layers, the RHS

of this formula is typically in the same range as (precisely: not much smaller than) “;;*d* = UT_dd’ as long

as the layer is not too long. However, for very long layers we get a similar result, at least for proper

GPD, the most common tail model. Recalling that such tails are shifted Pareto we get analogously to

the formulae in Section 5.2 that

wt S . oL —srlit—e
N2 s w2 (1—srll>=>  1—srli'=@
E@((d*z) |Z>d>:2(/\+d) T -
with the shifted relative layer length
I A+u*
rll =
T NF
For unlimited layers (with o > 2) this leads to
az _A+d 1
as  d* a—2

(The result for long limited layers is numerically close, albeit the formula looks much more complex.)
Again we see that the two coefficients are in the same range. gWhile as can be the larger one, in the
variance formula this coefficient is applied to the difference ABZW*'“*) - AB,‘:(‘”’“*). If the two exponents
are close, this difference is small, such that overall for very high layers as should mostly be the dominant
coefficient in the variance formula.

How close the two regional alphas actually are, is very easy to see for proper GPD. Here the local

alphas are monotonic, such that their weighted averages az & ) and (g« ,+) must both lie between

Qgs = ﬁa and as = «. Hence, their difference cannot be greater than ﬁAd*a and for large d* the
Qg Qa* u*y) -
term ABk(d Y AB, %" s of order di*'

Generally, the more similar to Pareto the geometry in the upper tail area is, the more the term be-
longing to as dominates over all other terms of the first sum, and the less likely it is that the lower bound

applies and distorts the picture described by the first sum alone.

Altogether there are three clear cases: Very large risks with no or a very low retention can be dominated
either by g (variance grows approximately with squared volume) or by ~ (variance depends about linear
on volume). For such risks the three parameters of the loss count model have decisive impact on the
variance. While retentions in industrial insurance and reinsurance are typically rather large, a real-world
example for a very low but non-zero retention would be a quota share reinsurance treaty for a large
personal lines portfolio where the single insured objects have a uniform deductible of say some hundred
EUR. Motor Hull in some countries is an example, as is Householder Content.

The third clear case are high layers with heavy, Pareto-like tails, dominated by as, which depends
on the geometry of the severity of the normalized losses, while from the loss count only the frequency is
relevant. Here the variance is almost proportional to the volume, as in the second case, however, inflation
is leveraged by a different alpha: The place of 2c/(g- ) is taken over by az &ty which in many cases is

about half of the former.
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It goes without saying that there are a lot of intermediate situations mixing the described relations,
plus certainly some where the second sum comes into play. In particular, there seems to be no easy rule
for large portfolios with a retention of intermediate size, where all components of the variance formula
could play a significant role.

Considering in what combinations the indices for volume and inflation occur in the formulae for
the moments of Sy, it becomes clear that only for proportional coverages, where all regional alphas
equal 1, the separation of frequency and severity effects is secondary. A main ingredient is the product
AVkAB;:W ™" where inflation is leveraged, but the volume is not, such that the two gaps must be known
separately. Even if the regional alpha equals about 1, the split is important, as in the variance formula
other exponents occur. Only in the particular case that the first summand in the variance formula by far
dominates the four other ones, an incorrect split of frequency and severity effects would only have a low

numerical impact on the results.

7.2.3 As-if loss count

What we have developed for the expected layer loss, we can do analogously for the loss count: One simply
has to replace the loss to the layer by the (measurable) indicator function, which counts 1 if the loss hits

the layer, else 0. The as-if adjustments for volume and inflation are the same.

Definition 7.5. We call =
G = IVk ZX(’Bq =
the as-if loss count of the year k of the layer with deductible d.
For this quantity, which predicts the loss count of the year ¢, we have
1V, Vq AVk I Vq AVk
Cr = ZX IB,AB Zi,i>d) ZX ABy. Zp,,i>d*)
=1

Let now be d > 0. This case is very similar to the as-if loss calculation, save that, when rescaling the
retention, the factor I/B\q drops out (apart from defining d*). It remains to factor out the past inflation
gap. If the cdf of Z is differentiable at d* > 0, we can apply Formula 6.3, at least for inflation gaps being

rather close to 1:

E (X(ABk2>d*) | W) = FABkZ“ (@ |W)~E (X(2°>d*) | W) ABp" = FZD (@ | W) ABy*™
If we plug this into

1V, AV, —
E(Ck | W) = Z5 BN | W)E (X(ap, 75a) | W) = TVGAVAOE (X (ap, 75a) | W)

we get
E(Cy | W) & IV,AVz AB24 0F ,, (d* | W) = IV, AV, ABS* 0

For the variance we apply Formula 5.3 to the indicator function X(AByZ>d-) which equals its square,

such that .

E(X(a,25a) | W)

14+ CV2 (X(apyzoa) | W) =
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We get
Var (Cy, | W)
- (Tt sy 1) [( =)
= ﬁ7q292E2 (X(ABkZ>d*) | W) BAVZ + % v(1+8)+ _

0L (X(ABkZ>d*) | W)_

which together with the first-moment approximation leads to

AVy,
1V

1

[ PN

AB

)

Var (Cy, | W) =~ I/XZZQQF} (d* | W) {BAVkQAB,fad* +

}

AVy
1V,

_ T 202 2 A B20g 2ags
— IV, 62 {mvk ABZew 4 [7(1 +B) AB2w

Altogether we have with 6 := 9(1*1{@:

Proposition 7.6. For a risk in the inflationary world structure, if the survival function F of the nor-
malized loss is differentiable at d* > 0 and the normalized past inflation gap is not too far from 1, the

following approzimations for the first two (conditional) moments of the as-if loss count hold:

Er (C | W) = 04-TV, AV, ABX" = GAV, ABZ"

Var (Cy | W) = 6? { BAVZABR* " v (14 B) AV, AB** +

i
COU(Ck,Cl | W) =0, k #l

anpe))

The analogy to the as-if-loss formulae is evident. The variance formula is simpler — it looks almost
like the as-if loss variance for the Pareto case, save that instead of the global alpha there is the local one
at d*, and €(g- .+ is replaced by 1.

What we found out about the sizes of the components of the as-if loss variance, applies to the loss
count too, with 57— taking the place of az and the last two summands vanishing. And again we see that
the split of frequency and severity effects matters, the only difference being that the frequency inflation
gap is leveraged by the local alpha instead of the regional alphas.

It remains to treat the case d = 0 or equivalently d* = 0. Here the as-if loss count simplifies to

IVAVk IVAVk
ZX Zk1>0 ZX Zk1>d*

where inflation has dropped out altogether. (In fact the ground-up loss count is unaffected by loss
inflation.) However, we can formally treat this as the special (degenerate) case AB =1 and repeat step
by step the calculations made for d > 0, noting that now the approximation via Formula 6.3 is obsolete,
such that we have exact formulae and need no additional assumptions. We get the above final formulae,

but without ABj, or formally equivalently, with the factor 1 = ABY.

Corollary 7.7. For d =0 the formulae of the proposition hold with 0 taking the place of ag~. They are

exact and do not require the assumptions on survival function and past inflation gap.
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7.3 Future loss

The moments of the future loss X, can be calculated very much like those of the as-if loss, differing only

in a few details. We have

N, N, N,
Xg=> 4(Zei)=) 4 (BqZ;,i) =>4 (IBq —1AB,Z, ) = 1B, Zd* (IB"AB Zy, )
i=1 i=1 i=1 i=1 1B,
where we have again rescaled the layer with the predicted picked future cost level. This formula is simpler
than that for the as-if loss, having no volume adjustment. At the same time it is more complex, as the
normalized loss is distorted by two factors: the future inflation gap and the relative deviation of the
future picked cost level from its predictor. The idea is that as long as the latter is rather precise (i.e.
close to the value it predicts), both factors, AB, and 2 A , are rather close to 1, such that we can again
apply the approximations for layer inflation.
In the following the factor /\q AB, will take the place that ABj, had in the calculations for the as-if

loss, namely in the application of Formulae 6.1 and 6.4. Apart from this all steps are essentially the same.

Again we condition — for the moment — on W, which embraces all index values we need, namely
1V,,IB,, IV,,1B,, AV,, AB,

For the expectation we get

E(X,|W)=1IB,E(N,|W)E IB"ABZ W | = IB,IV,AV, 0E | % IBq pp, 7 |wW
B q q q d IB q

q q

which, after plugging in

Qar u*)
IB IB .

Elw (Z22aB,2) | W] ~ | 22248, E(g*Z\W)
1B, 1B,

—Q(d*,u

leads to

E(X, | W) ~ IV,AV,IB, VABS O IBy ) e

For the variance one has

Var (X, | W) = 1732211/;]292# (gi (%A3q2> |W>

y(1+8)+ ; (1+cv2 (gi <%A3qz°> w))“

which, after plugging in the above approximation and

1reve (v (Bapp 7) 1w ~ (1+cv2(5iz°)|w) By o R
B, B, !

q q

o; * gk Q(d* u* —2« d* u*)
2d* IB @B (@ IB (
+ + —9AB, — | =£aB, IAB,
E (512 | W) IB, IB, IB,

AV,
2
{6AV + v,

leads to
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2(1((1*7”*) AV IB 204((1*,”*)
d 1 —AB
) v, y(1+8) ( 77, )

——2 IB
Var (X, | W) ~ 1B, 1{@26*2{ BAV? <IB‘1 AB

q

IB Qd* u*) 9 IB Qg* u*) B Qg u)
+ 5 [ =LaB, +— | | =248, —1AB,
0 \IB, e IB, 1B,

2—2« * ok P . %
{BIB D AV2ABN D [V B

= 2—200(g% u*) 2—agx,

v(1+8) B

20(gx,

+ AV, 1V, AB e Bt g B A e

Qd* (IB a;d*‘u*) AB;;Zd* ’u*)IB;X;d* u*) @2—&(,1* Ju*) AB:;(d* 'u*>IB:;(d* Ju*) >‘| }
e*
Analogously we can carry the lower variance bounds from Proposition 6.14 through the calculations.

Summing up we get

Proposition 7.8. For a risk in the inflationary world structure, suppose the survival function F of the
normalized loss is continuous at d* and u*, the normalized future inflation gap is not too far from 1, and
the predictor of the normalized future picked inflation is quite precise. Then the following approximations
for the first two (conditional) moments of the future loss hold:
QUg*
aggr ey TVgIBg ")

*Al—a( * a*) o *
Er(Xq |W)=e*IB, " (AV,AB;“ V) (IV, 1By 7) = eAV, AB, AT

Va/'f'(Xq | W) {B IB T2 2a(d* u*) (A‘/(fABga(d*‘u*)) (IVqQIBga(d*’u*))

}

4 J ) ; ;

2y 20 NE) 0@

+ max P a,IB, ' (AV,ABY) (IVIBe), S aP' 1B, (AVqABq ) <JVqIBq )
i=1 =1

TV2IB ™)

/\2/\204(,1* w*)

= 52{ BAVZAB; ™"

1V, 1B,
1 IV B o IV,IBg"
—— max ZazAVABf; AAa ,Za(] AVAB ’ Vim }
1vq i=1 IVeIBy  i=i IV,IB,"

Cov(Xy, Sk | W) =0

The coefficients and exponents in the variance formula are the same as for the as-if loss, and we have
the same special cases: condition for second lower variance bound; first risks, pro-rata, and Pareto, the

latter holding for tails starting below

min | d* @ @ = min i L
"AB,IB, | 1B, AB,IB,

The formulae include unlimited layers and pro-rata coverages, as long as expectation and variance of the

normalized loss Z are finite.

Proof. Assuming indices as known, all years are independent, past and future ones, thus the covariance

formula. The threshold for the Pareto tail is somewhat different from the as-if case,

-1
taking the place of ABj. The rest is just rearranging of terms, using e*IBq = eIVq . O
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The proposition expresses expectation and variance in two ways, emphasizing firstly where and with
what leverage the various indices appear, secondly the analogy to the as-if loss formulae, revealing that
the main difference are the additional factors quantifying the relative precision of the predictors for IV
and IB,.

For the future layer loss count
N’I
Ny=3 Xz,
i=1

we can apply the same procedure as for the as-if loss count, which results in formulae very similar to

those for the future layer loss, again with the separate case d = 0:

Corollary 7.9. For a risk in the inflationary world structure, assume the survival function F of the
normalized loss is differentiable at d* > 0, the normalized future inflation gap is not too far from 1, and
the predictor of the normalized future picked inflation is quite precise. Then the following approximations

for the first two (conditional) moments of the future loss count hold:

_ oy . 1V, I B
Er (Ng | W) ~ 04-1B, (AV,ABY*) (IV,IBg*) = 0AV,ABg v ——% —
IV,IB,

Qg*

VG/T(NQ | W) ~ 93*{ﬁ]ﬁ_2 (A‘/:fABgad*) (I‘/;IQIBgad*)

g * Qg *

+~(148) I/B\q_2 (AV,AB2ea") (IV,IB2*4*) 4 iﬁi_ (AV,ABZ4) (IV,IBS " )}

2 Pl
VB2

- IV B2 IV, 1B
= 6? {qu?ABg%* — L+ = — —

_* 9 N Qg 1 4
et g AVAB T
q Bq q q

7 (1+ 8) AV, AB2w

2 —2ag*

1V, 1B, 1Vq

Cov (Nq,Ck | W) =0

For d = 0 the formulae hold with 0 taking the place of ag~. They are exact and do not require the

assumptions on survival function and indices.

What we have stated about the sizes of the components of the variances of as-if loss and respective
count, applies to the corresponding future figures as well. The latter are more complex, however, es-
sentially we again have linear combinations of powers of index values — involving different indices and
exponents, but the same coefficients.

For comparison we assemble the involved indices, first for the as-if figures:
e predictors of future picked inflation and volume (typically calculated from observed past values)
e past picked inflation and volume (observable)
e past gaps for inflation and volume (arguably unobservable)
For the future figures:
e predictors of future picked inflation and volume (typically calculated from observed past values)
e future picked indices for inflation and volume (unobservable, corresponding past values observable)
e future gaps for inflation and volume (unobservable)

The latter two categories together yield the future true indices, however, keeping them separate is more

transparent.

}
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7.4 Conditions

We now have in principle assembled all ingredients to calculate MSEP and SPEE of the sample mean,
however, only conditionally on all index values. We need unconditional figures, or more precisely partly
unconditional ones, according to what we know when doing the pricing, and what not. The question what
to condition on, in a complex environment like ours is not straightforward, as we have various sources of

information. Directly observable are:
e the loss record, from year k,,;, to year k.. < 0, affected by changes in scale and volume.

e the picked inflation index up to year 0. (Recall that by definition this is the last year for which
we have the picked indices available.) This index starts at the latest in the year k., often much
earlier. If a publicly available index (or an amended version thereof) is used, it is usually known for
decades — and such a long observation period is indeed necessary for sophisticated modeling: As a
practical rule of thumb, AR(1) processes, or other well-established time series for inflation modeling

having similar complexity, require at least 30 data points for a reliable parameter estimation.

e the picked volume index up to year 0. As volumes are typically provided together with losses, this
“index” usually starts in the year k,,;,, sometimes a few years earlier. So it is rarely long enough a
time series for very sophisticated models. To the worse, the volume may depend on business strategy
and competition (the original premium income always does), which might change frequently, such
that even in case of a long time series, in order to predict the future volume, it could be neither

reasonable to use the whole history nor to apply complex time series models.

The gaps for inflation and volume are arguably not observable, at least not easily and in case d > 0 not di-
rectly. We will not discuss the (interesting) question whether there could be a chance to observe/estimate
something about these indices, justifying our pessimism by recalling what was pointed out in the last
chapter: If we have only tail data available and the tail is Pareto distributed, such that the tail shape
is not affected by inflation, it is a priori impossible to discern changes in the layer loss frequency due
to inflation from changes due to volume shifts. If the tail is similar to Pareto, but not equal, inflation
inference is a priori possible from the varying tail shape, however, a posteriori rather not, as the (slow
and slight) change in tail shape due to inflation will mostly be overwhelmed by other random fluctuations
in the empirical tail.

In order to emphasize the diversity of existing approaches for MSE optimization, we recall two standard

situations in insurance, which have led to quite different approaches:

e Parameter fit or expected-loss estimate, based on an iid loss record (no changes in scale and volume):
The SPEE is defined as expected squared difference between the quantity to be estimated and its
estimator, given the parameter, see e.g. [Klugman et al., 2008], Section 12.2. This means in a way
averaging over all possible loss records coming from the same parameter constellation, although in

each single inference situation the loss record is available.

e Reserve predictor in Chain Ladder models: Here the MSEP is defined as expected squared difference
between the aggregate ultimate loss and the actual prediction for it, given the run-off triangle of the
losses, see e.g. [Mack, 1993] or [Riegel, 2015]. Here one conditions on the loss record itself, without

averaging.

The fundamental difference between these two situations is not SPEE vs MSEP. (Albeit less common,
the first approach works analogously for MSEP.) Instead, it is averaging over empirical results belonging

to a fixed parameter constellation vs conditioning on the specific empirical result.
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Remark 7.10. It is interesting to note that in the time series analysis literature, namely in the context of
forecast uncertainty, both MSE variants appear — and both are considered reasonable, see the introduc-
tion in [Ansley and Kohn, 1986] and the discussion in [Phillips, 1979] about conditional vs unconditional
distributions of forecasts. In time series language, the prediction of an index value for the year ¢ from
observed values from several years k < 0 would be called g-step(s)-ahead forecast, while the MSE of the
predictor (= forecast) takes various names, e.g. PMSE in [Kunitomo and Yamamoto, 1985], MSFE in
the comprehensive survey paper by [Gongalves Mazzeu et al., 2015]. Whatever the names, the distinction
of conditional vs unconditional MSE is exactly as described above: The past index values are given in

the first case, while in the second case they are random, but underlying model and parameters are fixed.

What is adequate in our situation?

As for the losses, it seems reasonable to fix as usual the underlying parameters, which are in our case
the three parameters of the loss count model, plus the needed distributional properties of the normalized
severity (moments, alphas).

As for the gaps, not having observations available, selecting in advance reasonable distributions and
parameters seems to be the only viable approach. This is exactly what we have done with ABj in the
basic example of Section 4. It can be seen as a Bayesian approach and is indeed a common way to combine
expert judgment and empirical data, in insurance and elsewhere — recall the example from geophysics in
[Rhoades, 1996].

Now the picked indices come in. One could indeed think about applying distributional time series
models and averaging over all index history outcomes (with fixed models and parameters), however, many
different models are thinkable: for inflation possibly sophisticated ones being apt for long time series, for
the volume rather simple ones to be assessed from a sometimes very short history. To embrace as many
cases as possible we will, analogously to typical Chain Ladder calculations, condition on the observed
past values of the picked indices.

This means that our approach is in way a hybrid, half parameter-fit-like (unconditional), half Chain-
Ladder-like (conditional). This may appear odd, however, an analogous model has been successfully
applied recently: [Riegel, 2015] optimizes the Burning Cost rating of proportional Motor reinsurance for
a Chain Ladder variant with known loss inflation, but some uncertainty on the volume side (on-level
premium). His MSEP is conditional on the observed loss triangle (as usual, no averaging) and keeps the
parameters of the volume uncertainty fixed.

If we look at our preliminary results for S, X4, and the corresponding loss counts, how is the setting

going to change?
e We will keep fixed the information about loss count model and normalized severity.

e The conditions on the gaps will ultimately have to be dropped, but their models and parameters
will be fixed; we collect the latter in the sets IIg, Il and for the moment do not specify them
further.

e We will keep the condition on the past picked indices, however, to be precise, this condition relates
to the picked indices as they are observed, i.e. before normalization (rebasing to the year 0). We
collect all observed values in o (@(J‘go)y 1V (jgo)) C W. This is slightly imprecise a notation, not
specifying where observations start, which might be different from index to index, but in any case

will be in or before the year kip.

e Conditioning on the past picked indices for all available past years implies conditioning also on I/B\q
and 1/17(1, the predictors for the future picked index values, which are functions of the past index

values. (Whatever functions this may be, it will in practice be measurable ones.)
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e We will ultimately have to drop the condition on the future picked indices, which are not (yet)

observed in the moment the rating is done.

7.5 Averaging

We want to calculate the partly unconditional moments of as-if loss and future loss, given the past

observations (@(jso)’ A% (jSO))' More generally we select a possibly larger o-algebra I such that

o (@(J‘SO)’M(JSO)) SICW

As its name indicates, it can be imagined as information on certain picked indices including the history
of IB and IV. This gives us the flexibility to integrate further information we may have observed. We
will do so in the next chapter, for now we do not specify I further.

For the sake of concise notation we introduce a combination of indices that we will use in various

variants.

Definition 7.11. For any real exponent a we set, for any year 7,
D(a)j =V,B}

and analogously for gaps and picked indices. We name the straightforward predictors of the (normalized)

future values of the latter accordingly

—

ID(a), =1V, IB,"

We call the index D(a) =V B (defined element-wise) the combined leveraged scale-frequency impact.

This name reflects the following idea: Shifts in frequency or scale have multiplicative impact on the
expected loss, the former linear, the latter leveraged by an exponent that depends on the geometry of
the cdf of the normalized severity. If we take both kinds of shifts together, the overall effect is modeled
by D(«) and the corresponding picked index and gap.

Now we can restate the conditional moments of the as-if loss even more compactly:

E (St | W) = e IV IB,AVAB, " = EAD (g 1)),

4 J )
2 e 1 | - @)
Var (S), | W) ~ (e*zquBq) {Mv,fAB,ﬁ W gy max <§ 4 AVRABYY o AV ABLY: )}
=1 =1

1 ! i .
= 62 { BAD (g v’ + —— S 4, AD(a1),, 3P AD (o
€ {5 (a(d ) ))k Vi max <i_1 @ (a )k 2 a; (Ozl )k

COV(Sk,Sl|W)=O, k#l

Recall that only the last formula is exact, while the first two formulae (apart from proportional and
Pareto case) are approximative and require that ABy be rather small. By combining these formulae we

get

4 J
. 1 . .
E(S7 | W) ~é {(1 +B) AD(age ) + Ty, max (Z a; AD(ai)y ZGEJ)AD(QE”)k> }
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while the third formula is equivalent to
E(SkSi | W) =E(Sk [IW)E(Si |W),  k#I

Calculation of (partly) unconditional moments intuitively means averaging over W with I given. For

this we will need that the first approximation above hold in expectation (conditionally, given I):
U s
E(E(Sk | W) | I) = E (AD(ar u), | 1)

and analogously for S7 and SS;. This is only trivial if ABy, as well as ABy, is almost surely (with
probability 1) close to 1, such that the approximation holds pointwise. If the AB;, j < 0, can deviate
considerably from 1, whatever small the probability for such events is, the approximations in expectation
could become imprecise (in extreme cases some terms could even be infinite). It is plausible that in
real world constellations this will hardly occur, however, it deserves some thought. We defer this (very
technical) point to the appendix, where we will show that for many constellations with realistic settings,
having e.g. lognormal normalized gaps being close to 1 with high probability, the required approximations
hold in expectation as desired — notably with all appearing moments of the gaps being finite.

In the following, when we speak (a bit loosely) of RV’s fluctuating closely about 1, this shall mean:
closely enough to make the required approximations hold in expectation. To ease intuition one may for
the moment think of fluctuations being close to 1 almost surely, bearing in mind that results can be
extended to far more situations.

Notice that € = TXZI/I;IQE (3*2 | ﬁz) is I-measurable, thus can be factored out of the expectation
on the RHS of the last formula, as well as out of the formulae for the second moments. The variance
coefficients are I-measurable, too.

When now averaging over W, we keep the parameters of gaps, loss count model and normalized

severity fixed. We will occasionally emphasize this by a subscript, e.g. in the next formula.

Proposition 7.12. For a risk in the inflationary world structure, suppose the survival function F of the
normalized loss is continuous at d* and u*, and the normalized past inflation gap is a RV fluctuating
closely about 1. Then with & = a (g~ =) the following approximations for the first two moments of the
as-if loss hold:

Emy g7 (Sk | I) = eE(AD(a),, | I)

Var(Sk | I)

J

~ e { Var(AD(), | 1)+ 9 (AD(@)2 1) + - mas [Z B(AD(); | 1.3 E(AD(af"), |1)
i=1

1V,

=1

_ éQ{(l +8) E(AD(a)i | 1) — E2(AD(a), | ) +

117kmax liaiE(AD(ai)k | I) ,iagj)E(AD(agj))k |I>1 }

=1 i=1

B(S2|I) ~ & {(1 ) E(AD(a)i | 1) n % max [24: a; E(AD(ay), | 1), zjj ) (AD (agf’))k | 1)] }

i=1 i=1

Cov(Sk, Sy | I) = é*Cov(AD(a), ,AD(a), | I), k#1

E(SkS; | 1) ~ E2E(AD(a), AD(a), | I), k#1

I
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Variant j = 2 of the variance formula requires in addition that F be differentiable at d* > 0.
Proof. Using the tower property of conditional expectations, we get immediately

E(Sk[I) =E(E (S | W) |I) = E(eAD(a), | I)

where the second step is the “approximation in expectation” discussed above. The covariance formula,

given the first formula, is equivalent to the formula for S5, so proving the latter is sufficient.
E(SkSi [ I) = E(E(SkS: | W) | 1) = E(E(Sk | W)E (S | W) | I) = E(eAD(a), éAD(), | I)

The variance formula, given the first formula, is equivalent to the formula for SZ, so proving the latter is

sufficient. We first calculate the weaker approximation without the lower bound
&
B(S7|L) =E(E(S|W)|L)~E ( {(1 +B) AD(@)} + 71~ Zammai)k} | I>
k=1

=& {(1 +8)E (AD()} | 1) + % [Z a,E (AD(ay),, | 1)] }

which yields the claimed formula without the second sum. The (approximate) inequality with the latter

is calculated analogously:

E(SEIL) =E(E(SEIW) 1) ZE ( {(1 +8) AD(); + Ilvk;aﬁ”w(ai”)k} I)

J

iz [Z e (a0 (), 1)

=1

:62{(1+6)E(AD(a)i Il) +

We can recombine both formulae, just as in the conditional case. O

Remark 7.13. Instead of treating first and second sum in the variance formula separately, we could have

carried the maximum of the two sums through the expectation, which would have led to the approximation

4 J
E (S’,% | D ~E <é2 {(1 +5) AD(a(d*yu*))i + %max lz a; AD(a;), ,Zal(-j)AD(al(-j))k] } | I)
i=1 i=1
This approximation is larger and arguably more precise in quite some situations, but has the disadvantage
that here we cannot split the expectation into separate terms of the kind E(AD(w;), | I). As such
decompositions will be very useful in the following, we prefer to work with the former approximation
variant. It is anyway plausible that in real-world cases the first sum will be mostly positive and even
larger than the second sum, such that the latter is obsolete. For the rare cases where the second sum
matters, it is essential that it be a handy formula that in the first place prevent the variance approximation

from being negative. However, it does not have to be the best available lower bound.

In order to evaluate terms like E(AD(a), | I) and respective second moments, it is tempting to
assume that gaps are independent of picked indices, as in this case one could possibly drop the condition
on I. Whether and when this assumption is reasonable or too restrictive, will be explored in the next
chapter.

Notice in particular that, after averaging, the covariances possibly differ from 0 — this depends on

Cov (AD(a(d*7u*))k ,AD(a(d*7u*))l | l), i.e. on the interaction of the past gaps.
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Let us now look at the other quantities of interest. For the loss count we get analogously, involving

notably slightly different alphas,

Corollary 7.14. For a risk in the inflationary world structure, suppose the survival function F of the
normalized loss is differentiable at d* > 0 and the normalized past inflation gap is a RV fluctuating closely
about 1. Then with o = ag~ the following approximations for the first two moments of the as-if loss count
hold:

Enmy 15, (Ci | I) = 0E (AD(«),, | I)

Var (Cy | I)
1

d*

~ 2 {VGT(AD(Q)IC | 1)+ BE (AD(a)i \1) + [7(1 +B) E(AD(2a), | ) + 5—E(AD(a), II)H

IV

e {<1 +6) E(AD(@) | 1) ~ B (AD(a), | D+ ;- [v(l +8) B(AD(20), | D) + - E(AD(a), | I>]}

Cov(Cy,Cy | I) = 62 Cov(AD(a),, , AD(a), | I), Kk #1

For d = 0 the formulae hold with o = 0. They are exact and do not require the assumptions on survival

function and past inflation gap.

Now we proceed in the same way for the future loss, leaving again at first the lower bound for the

variance aside. In abbreviated notation with o = a4« ) the conditional moments read

——1-a R ID(a),
E(Xy|W)~e'IB; D(a),=eéAD(a), ——
ID(«)

q

Var (X, | W)

4 2 4
_—2-9q 2 ID(a 1 ID(q;
~ 6*2 ﬂIBqQ 2 D(a)z —+ E aiIBq2 D(Oél')q = é2 ﬂAD(O[)z /(\)g + = E az-D(ai)q 4/(_\)q
i=1 D(a), Ve i= j

Cov (X4, Sk | W) =0

and lead to representations for the (partially) unconditional moments similar to those for the as-if figures.

Note that here, with AD(a), j%(_a\;q taking the place that AD(a), had above, in addition to AD(«),
«

q
. I . .
having to fluctuate closely about 1, we need % to behave similarly, such that their product fluctuates
[0
q
closely about 1. However, we must emphasize a technical detail here:

For ﬂa\)“ it is in our context most natural to formulate this behavior conditionally, given the picked
«
q
index history — recall that we do not want to average over the latter. This means that the numerator

—

ID(a), shall be a RV fluctuating closely about the (conditionally known) denominator ID(«),, which
requires that the latter be a very good predictor of the former.

This desired property can notably be formulated equivalently for the respective indices before nor-
malization: We have

ID(a)q = ID(a)OID(a)q, ID(a) = ID(a)OID(a)

with the same (conditionally known) normalizing factor T D(a)o.
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Proposition 7.15. For a risk in the inflationary world structure, suppose the survival function F of the
normalized loss is continuous at d* and u*, the normalized future inflation gap is a RV fluctuating closely
about 1, and the future picked inflation fluctuates, conditionally given I, closely about its predictor. Then

with o = a(g= o+ the following approzimations for the first two moments of the future loss hold:

Entytps (Xq | 1)~ ' TB, "B (D(a), | L) = = <AD%<IEI>) @ 11)

q

q

Var(X, | 1) ~ {ff? [Var (D(), | ) + 8B (D(e); | 1) ]

@)

24: aiI/B\q%‘“E (D(ai)q | 1) , éapﬁz_% 5 (D(ai)q | I)] }

i=1

-+ max

- E(AD(oz)zID(a)z | 1) B2 (AD(a)qID(a)q | 1)

=é {(1+/3) [/D\(f - IE(E);

1 4 E<AD(ai)q ID(a;), Il) J } E(AD(Q§J>>q1D(al(j))q |[>
Ao 1D(a), 2 1D(a), }

. Cov (AD(a), ID(a),, AD(a), | I)
Cov(X,, ¢ | 1) ~ 2TV, T8, Cov (D(a)q,AD(a)k |1) =& —
ID(a),

Variant j = 2 of the variance formula requires in addition that F be differentiable at d* > 0.

Proof. As for the approximate equalities, the steps are the same as in Proposition 7.12, including the
amendment with the second sum. In the subsequent equalities the constants are resorted, further D(«) q
and variants thereof are written as products of the respective picked index and gap.

As for the as-if loss, “fluctuating closely about 1 / about its predictor” can be extended well beyond
the easy case “almost surely”: to a number of realistic models for indices having (rare) larger deviations

from 1. This is deferred to Appendix B. O
For the future loss count we can apply the same procedure.

Corollary 7.16. For a risk in the inflationary world structure, suppose the survival function F of the
normalized loss is differentiable at d* > 0, the normalized future inflation gap is a RV fluctuating closely
about 1, and the future picked inflation fluctuates, conditionally given I, closely about its predictor. Then

with o = ag~ the following approximations for the first two moments of the future loss count hold:

Eny s (Ng | I) = ed*I/B\qQE(D(a)q | l) _ éE(AD(j%éi))(a)q | l)

q
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q

Var (Ng | I) = 03*{@% {Var (D(a)q |1) +BE (D(a)2 \l)}

+1B, "y (1+6)E(D(a), | 1) +qu’“iE(D<a>q | I)}

. E(AD(a)ilD(a)z |1) B2 (AD(a)qID(a)q |1)
=0 (1 + 5) o - —_—— >
ID(a), ID(a),
E(AD(2a) ID(2a I E|(AD(a) ID(a I
g e )y s )
1V, ID(2q), d- ID(a),
Cov|AD(«) ID(ar),,AD(c), | I
Cov(Ng, Ci | I) = 92*1/‘7,1[/3\(1_&001} (D(a)q,AD(a)k |l) =62 ( () /(\)q (| )
ID(a),

For d =0 the formulae hold with « = 0. They are exact and do not require the assumptions on survival

function and indices.

We have introduced a lot of notation in this chapter, which, however, makes clear that all (partly)
unconditional moments are functions of the moments of the family of indices denoted with D(«), being
each a product of a volume index with a power (leverage) of the corresponding inflation index.

We see that, just as before averaging, the formulae for the future loss (count), besides the gap AD(«),
involve the precision of the prediction of ID(«) o For better insight it is desirable to know whether and
how we can decompose the resulting terms into moments of gaps and moments containing only picked
indices. This question requires some thought.

Overall we need clarity about the interaction of picked indices and gaps, both in past and future, and
generally about the connection between scale and volume effects. For ease of calculations it is tempting
(and at first sight plausible) to assume a lot of independence: between past and future uncertainty,
between picked indices and gaps, and, in particular, between (ground-up) frequency and severity shifts.
However, the devil is in the details. In order to state consistent and plausible assumptions, without
inadvertently assuming to much real-world complexity away, we need a thorough analysis of the indices

being relevant for experience rating. This deserves a separate chapter.



Chapter 8

World of indices

8.1 Primordial indices

In this chapter we make assertions for the whole index series, i.e. k runs across all years, positive and
negative ones (past and future), and equations hold for any k. Further we look at indices in general,
before normalization (rebasing) to the year 0. For ease of notation we will temporarily (in the first half
of this chapter) drop the underscore (B, etc.) indicating original indices before normalization.

In order to understand how the indices we need could interact, we try to decompose them into ultimate,
or say primordial indices, which require no further decomposition. As we will see, both inflation and
volume can embrace various effects, which are worth being considered separately. The same is true for a
third index: the official volume, which we will denote M.

The official volume is needed if we want to model the loss or the loss frequency per volume unit.
As explained in detail in Chapter 2, it is common to contractually define the premium of risks having
variable size not flat, but per volume unit, and the volume used here is a publicly available one, which
only rarely coincides with the volume Vj the loss frequency in the collective model is tied to — for the
sake of clarity we shall from now on call the latter kind of volume frequency volume.

It is essential to be able to convert these two different types of volumes into each other, even when
we do not need to rate the premium per official volume unit: In practice the official volume is mostly
the only available volume, which means that the frequency volume has to be inferred somehow from the
official one.

We at first look at true indices, bearing in mind that each such index might have to be approximated
by a picked index, such that for each type of index we could finally come up with three indices: the true
one, the picked one, and the gap in between.

For the moment we leave accumulation losses aside — we will be able to include them soon. For now

think of a model for single losses affecting single insured units, say fire losses or minor accidents.

8.1.1 Inflation-free official volume

If the official volume does not contain any inflation (e.g. number of insured objects, vehicle years),
things are rather easy. However, we should not oversimplify by assuming that the official volume in this
case always equal the frequency volume. There could be (at least slight) changes in the frequency per
volume unit, which could be due to trends or to the fact that the official volume is fair, but not perfect
as an exposure measure — recall discussion and examples in Section 2.1.2. In general it makes sense to
decompose

Vi = My Ay,
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where Ay is the index quantifying the frequency per (official) volume unit. Although one generally does
not expect this index to fluctuate a lot, a real-world example illustrates how it can vary:

In Motor Liability vehicle years is a popular official volume, as it is readily available and certainly a
fair exposure measure. However, the good data situation of this line of business enables insurers in many
countries to monitor the frequency per vehicle year over time. So German market statistics revealed a
slow but steady downward trend over decades (see [Cramer et al., 2005]), which was taken into account in
the rating — then the trend abruptly reversed in 2011, which somewhat shook the industry. Such market-
wide effects are not the only challenge. For a single insurer changes in the composition of the portfolio,
e.g. an unexpectedly fast growing share of (risk-seeking) young drivers, can be even more influential.

All these issues do not rule out vehicle years as official volume — this might still be the best option:
publicly available, easy to explain and monitor, reflecting market growth, etc. However, for the internal
calculation, vehicle years, as well as other official exposures of similar kind, should be amended, and this
is what the index Ay is introduced for. It has characteristics somewhat similar to inflation: While it
might be hard to observe or very volatile for a single risk, in many cases one should be able to predict
it via a picked index, say a market-wide frequency per volume unit, coming from whole-market statistics
and ideally providing some segmentation, e.g. per driver age group.

Summing up, if the official volume is inflation-free, the frequency volume is the product of two pri-
mordial indices: the official volume and the frequency per volume unit. It is mostly plausible to assume

that these two indices are independent.

8.1.2 Inflation-sensitive official volume

This case is much more complex. If the official volume is affected by inflation, this does not imply that
here we have exactly the inflation affecting the losses — in general we would expect the two inflations to
be similar (or say: far from independent), however, not necessarily identical. Recall some examples from
Section 2.1.2: In the case of aggregate sum insured (Property business) practitioners feel indeed that the
inherent inflation mostly reflects pretty well loss inflation, in particular in the common case that the
yearly updating of sums insured is tied to the empirical market-wide loss inflation. Instead, in the case
of payroll (Workers’ Compensation, Employers’ Liability), which embraces wages inflation, practitioners
would expect loss inflation to be somewhat different, at least for personal injury losses, which largely
depend on both wages and medical inflation. These two types of inflation are often different, but closely
related, containing at least monetary inflation as a common factor.

Let us generally denote the two indices for inflation (or more exactly for the corresponding cost level)

as follows:
e By: loss inflation — inflation contained in the ground-up losses
e By: (official) volume inflation — inflation contained in the official volume

Now we can decompose the official volume into the part reflecting inflation (scale) and the remaining
part, which shall be denoted Mj,, the deflated (official) volume. This yields the decomposition

My, = My By
The deflated volume is inflation-free, so we have analogously to the first case
Vi, = My, Ay

where Ay, is now the frequency per deflated (official) volume unit.



CHAPTER 8. WORLD OF INDICES 87

This decomposition procedure may appear theoretical and cumbersome, but is common practice in
quite a number of insurance rating situations, e.g. in reinsurance. Recall from Chapter 2 that here the
most common official volume is original premium income. The inflation contained in this figure is a
complex one: it largely reflects loss inflation, which (at least in case of sound pricing) is incorporated
in the premiums. However, this inflationary effect is strongly superimposed by the forces of the market
cycle, which may cause the yearly premium adjustments to be smaller or larger than loss inflation. So
market pressure is an inflationary effect, too, which together with loss inflation constitutes the “inflation”
gk contained in the original premium. If this combined volume inflation is factored out, one gets what
reinsurers call the on-level premium or restated premium, see e.g. [Riegel, 2015].

Exposures like aggregate sum insured and payroll are usually simpler to decompose. The inflation
contained in the former is typically assessed by a construction cost index, in the latter case one would
choose an appropriate wages index. Such indices are available in many countries, coming from public
statistics or from the insurance industry itself. They are natural candidates for picked indices, which,
however, might have to be amended, e.g. in case of risks whose underlying property values or wages,
respectively, rise faster than the national average being measured by the index.

As for the connection between loss inflation and official-volume inflation, one could think of very
intricate interrelations. To avoid overcomplexity we propose a special structure that should not be too

restrictive. It requires, however, a third kind of inflation:
e By: basic inflation — common part of the above two inflations

The basic idea is that in many cases the bulk of inflationary effects should affect both inflations in
(about) the same way, while the remaining effects should (approximately) be neatly different. This can

be described in a rather flexible way by the decompositions
By = HyBf,  By=GyB}

Both formulae have the same structure: Inflation is a product of basic inflation, which is possibly leveraged
by a positive exponent, with a second component, which one can in many cases interpret as superimposed
inflation. The natural assumption would be that basic inflation and the superimposed inflations are
independent. In practice often at least one of the exponents equals 1 and at least one of the superimposed
inflations is a trivial index of 1’s, yielding a much simpler model.

Notice that this inflation decomposition depends essentially on what the official volume is. For illus-

tration we revisit the examples mentioned above.

e Aggregate sum insured (Property insurance): This case is benign. One would typically expect all
three inflations to equal construction cost inflation, such that ( =1 =7, G =1 = H. In the case
of layer business practitioners in some situations suspect large losses to have a somewhat higher
inflation than average. This can be catered for either by leveraging basic inflation via say 7 = 1.1, or
by say 0.4% extra inflation per year (which would be reflected by Hy = 1.004%), or by a combination
of both kinds of adjustments.

e Payroll: Typically basic and volume inflation coincide, reflecting the wages in the insured industry.
Loss inflation could be the same, however, in case of layer business we already mentioned the
considerable impact of medical inflation on personal injury losses, which are the main source of
layer losses, at least for higher layers. One could come to the conclusion that here say 80% of the
large-loss inflation is driven by wages, while 20% come from health cost increases that have nothing
to do with wages. (A part of medical inflation comes directly or indirectly from wage increases, but
there are many other sources.) Then we would set 7 = 0.8 and Hj would model the health cost

component being unrelated to wages.
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e Original premium. Think of Property reinsurance, a rather simple case, but complex enough. Here
basic inflation will mostly equal construction cost inflation, while volume inflation splits in a natural
way into basic inflation and the effects of the market cycle, so { = 1 and Gy, is an index reflecting
premium adequacy. Such indices could be available on a countrywide basis (e.g. market loss ratios,
being heavily smoothed to eliminate random effects), however, the challenge is the assessment of
the premium adequacy for individual portfolios, which can deviate a lot from the market. Loss

inflation would be modeled as described in the preceding example of direct Property insurance.

The last example motivates a slight correction, or rather generalization, of the model. A perfect rating

of the original premium takes into account three kinds of changes over time:
e number of insured “units” (objects, people, etc.), reflected by M},
e loss frequency per unit, reflected by Ag
e loss inflation, reflected by By

Consequently we should ideally have
M, = M }cAkBk

such that Bk equals By, and the indices G and H are trivial (equaling 1), as well as the exponents ¢ and
7. However, in practice, even if the rating is perfect, adequate premiums often cannot be enforced, such
that G is non-trivial. And even if the overall inflation is assessed correctly, inflation could be higher for

the very large losses affecting layers, such that we may have a nontrivial H and/or 7. Overall we have
My, = My Ay.By,

which compared to the initial formula for M} contains the additional factor Ay.

To embrace all cases, whatever the official volume, in one formula, we set
M; = M}eAiék

where § typically equals 0, unless Mj, is the original premium, in which case ¢ typically equals 1.

All in all we have a model with five () primordial indices M, A, G, H, B and four derived quantities
M,V, B , B. It does not seem too restrictive to assume the primordial indices as independent. This is no
oversimplification. Albeit seeming a very easy case, it has a complex dependence among the quantities
of interest, namely B, V', and M.

What complicates things is that one of the five primordial indices cannot be observed at all: M, is
“hidden” in M}, and has to be factored out:

_ M, M,
My=—==——"—=¢
A)B,  ALGrB;
which leads to s
_ My A~
Vi = My Ay = ——k—
GyBy

This makes clear that although it is very plausible to assume the independence of the indices V = M A
(frequency effects) and B = HB™ (scale effects), they are tied together by B, which is needed to calculate
the M. What this means mathematically will be explained in Section 8.3.
Note that if, as done here, we write equations about indices, they are generally intended element-wise.
Our intertwined set of nine indices, which shall be called comprehensive index system, may appear

over-complex, however, it is just a language for effects that appear in real-world situations and are far
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from remote. Further, as already stated, usually not all these effects appear together. E.g., if H = 1, we
have one index less, if further 7 = 1, loss inflation and basic inflation coincide, i.e. two indices less. The
same simplification may occur for the volume inflation, albeit rarely in reinsurance with its both common
and intricate volume, the premium income.

The following chart illustrates how the components of the comprehensive index system interact.

This structure consists of two W's, being tied at B. Each W describes the interrelation of two
quantities: The upper left one relates loss vs official-volume inflation via B, the lower right one relates
official vs frequency volume via M.

The comprehensive index system can elegantly embrace the previous case of an inflation-free official
volume. We do so via the following parametrization: Set ( =0, 7 =1, and G =1 = H. Then B = 1,
which means exactly that the official volume does not contain any inflationary effects, and further we
have M = M and B = B.

We shall treat both kinds of official volumes together, in the language of the second one, bearing in
mind that the formulae include the first case, despite his totally different characteristics — here scale and

volume effects are neatly separated, with no intricate connection via the basic inflation.

8.1.3 Including Cat events

Now we derive an analogous model for accumulation losses. Such losses are aggregates over all losses
stemming from the same event, say an earthquake or windstorm. As already explained in Section 2.2.2,
scale and volume are fundamentally different for such losses: Not the single losses are counted, but the
accumulation events. If a risk/portfolio grows due to an increasing number of insured units, this does
not increase the number of catastrophes, but their size (affecting more units). Growth of the number of
units is an inflationary effect here, just as growth of the unit size or pure monetary inflation.

Summing up, the loss frequency varies only if the frequency of catastrophic events varies, indepen-
dently of portfolio size changes. As for frequency modeling, the portfolio is a single unit! On the other
hand, all portfolio changes (in size and/or number of units) relate to the size of losses, i.e. to inflation,
as does inflation in the classical sense.

If we express this in the terminology of the comprehensive index system, with B describing the inflation

of the single losses constituting a Cat loss and A being the index of the Cat-loss frequency, we get
cat Ny — Af
cat if =1, caty, _ g
“‘B = MB

This leads us to a common representation of the models for single losses and accumulation losses, decom-

posing official volume, frequency volume, and loss inflation into primordial indices: If x is an indicator
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variable equaling 0 for single-loss models and 1 for Cat-loss models, we have
M=DMAB, B=GB‘, V=M'"%XA, B=DMXHB"

The only difference between the two kinds of loss models in this representation is the position of the
deflated volume, which in the Cat case is a factor of the loss inflation index, not of the frequency volume.

In both cases, however, it is clear that if the five primordial indices are independent, so are B and V.

8.2 Observable indices

Now we adapt to the comprehensive index system what we have developed for inflation and frequency
volume: the decomposition into picked index and gap.

The official volume M stands out in this context: It is always directly observable — otherwise it could
not be used to contractually define the premium of (re)insurance covers.

Instead, for the four primordial indices A, G, H, and B we would typically expect the same situation
as explained for the overall loss inflation B at the beginning of this book, before decomposing the indices:
They will be impossible or at least very hard to observe directly, such that usually the best (or the only)
option is the approximation by a picked index. This is exactly how they would be treated in practice:
One carefully selects (or constructs) a picked index for each of them, and if this is done appropriately,
it is reasonable to assume that the resulting gaps are time series that fluctuate rather few (thus after
normalization are close to 1).

Having introduced the four picked indices IA, IG, IH, and IB, which we call primordial picked

indices, and the corresponding gaps, which we call primordial gaps, via

A G H _ B

AA:ﬁ, AG:ﬁ, AH:E’ AB:E
the system is already complete: Recall that the official volume can be observed explicitly, without the
help of a picked index. Technically this means that we use M as its own picked index I M, such that for
the resulting gap we have AM = 1. Now five triples of true index, picked index, and gap, are specified

and yield the remaining quantities.

We explain this in detail. The four equations at the end of the preceding section are the basic model
assumptions connecting the five primordial true indices M, A, G, H, and B with the four other true

indices. The analogous equations
IM = IMIA°IB, IB=IGIBS, IV =IM"XIA, IB=IMXIHIB"
connect the five observable picked indices IM =M, IA, IG, IH, and IB with the four remaining picked

indices, which means that the observable picked indices define the other ones, in particular

M

IM = —
TASIB

Remark 8.1. One could think of a variant where IB and IB are observed instead of IH and I G, such
that the latter are calculated out of the former. This alternative model can be treated analogously, as

long as the same independence structure holds.

Finally, from the definition of the gaps we get immediately

AM = AMAA’AB, AB = AGABS, AV = AM'"XAA, AB= AMXAHAB"
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These equations make clear that if the primordial gaps are time series fluctuating few over time, this
holds for all other gaps, too.

Let us wrap up what we have introduced step by step.

Definition 8.2. The comprehensive index system consists of three kinds of indices, firstly nine true

indices being connected by the four generating equations
M =MA’B, B=GBS, V=M"X4A, B=MXHB"

having nonnegative exponents, with 7 > 0 and x € {0,1}. The five indices M, A, G, H, B are called
primordial true indices; the other ones result as products of powers thereof.

Further there are nine corresponding picked indices I A, IG, etc., approximating the true ones, for
which the analogous generating equations hold. IM and M coincide. The four indices IA, IG, IH, IB
are called primordial picked indices. Together with IM = M they are observable. The remaining picked
indices result as products of powers of these five.

Finally, there are nine corresponding gaps or basis risks, defined by AA = %, AG = %, etc., such
that the analogous generating equations hold. The gaps corresponding to the primordial picked indices

are called primordial gaps. AM = 1, thus all gaps can be calculated out of the four primordial ones.

For an overview look at the following table, displaying the essential index properties.

’ Index ‘ primordial | approximable by picked index characteristic

scale

frequency

directly observable possibly both

scale

scale

scale

scale

frequency or scale

wlElQ T W w2 <

ST T B T I
o]

X frequency

For further illustration we sketch how the experience rating procedure in practice typically works: As
mentioned in Section 2.1.2, according to the kind of coverage, the per-year aggregates or the large losses,
respectively, are provided for a number of years k, kpin < k < ko < 0, together with the corresponding
official volumes M, (usually provided at least until the year 0, ki, < k < 0) and mostly also a prediction
]\/4\(1 of the future volume. If the latter is questionable, or not provided at all, it has to be (re)assessed by

the pricing actuary, which can be done in two ways.

e A common option is to calculate ]\/4:1 directly from the (often short and erratic) time series M ;<o)
(possibly taking additional information about growth perspectives etc. into account).
Then the M}, are used a second time to get the frequency volume, firstly for the past, which involves
the picked indices: IB), = IG;CIBE (proxy for Ek) deflates I M}, = My, yielding (possibly together

with IAk)
_ M M
IM k k

"TIAIB,  IAVIGLIBS

which is then adjusted by I Ay (proxy for Ag) to get IV = IM;_XIAk. (In the Cat case x = 1 we
do not need IMj, here, but later for the loss inflation.)
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To predict future index values, it is straightforward to stay with the developed multiplicative ap-
proach and construct all predictors according to the comprehensive index system. The future
frequency volume would accordingly be predicted by first predicting IB,, IG,, I A, from the (often

long and not too volatile) time series IB(k§0)7 IG (1<0), I A(k<0), then calculating

—

— M _— — 1 _—
IMQZTQ/}C, I‘/q:IMq IAq
1A, 1G,IB,

Now all volumes needed to describe the frequency effects are available.

e A somewhat more sophisticated option is to calculate at first the time series I M(kmmgkfo)v which
is as short as M(y,.. <k<o), but does not contain inflationary effects and the like (as long as the
picked indices are well chosen), thus should be less erratic and easier to use for prediction. From
this one directly calculates I/]\?q.

Subsequently one calculates, with the help of the predictions of the other picked indices, according

to the multiplicative structure:

P - —

— ~ ~ § — —¢(¢
1V, =1M, IAq, Mq:IMq]Aq IGq[Bq

The advantage of this variant is that it should be easier to analyze and predict separately the picked
indices whose product yields M, maybe each with a different time series model and prediction

method, than to model directly the M}y, which constitute the product of various time series.

As for scale effects, the historical losses have to be adjusted by inflation. To do this, the time series I Hy,
— —— X —— ——T7
is used to predict IHy and we get 1By = IMy IH,IB, . Then the losses of the year k are as-if adjusted

by the factor fgz

Up to this point this is a standard procedure of real-world experience rating — albeit written in
uncommon notation. In practice the indices are usually based on the year ¢, not normalized to the year
we have defined as 0, but the outcome is the same, as for the final outcome only ratios of index values
matter. As mentioned, our year 0 has the (mathematical) advantage to split the earlier years, where
index uncertainty is just a gap, from the later years, where the whole index is unknown.

The essential ingredient of the comprehensive index system is notably the explicit decomposition of
the two kinds of inflation (losses / official volume) into their common part B and the superimposed

inflations. This is essential to understand the intricate dependence structure, as we will see now.

8.3 Dependence

Let us look at the gap of the deflated volume. In the equation AM = AMAASAB the LHS is a constant

index of 1’s, hence
1 1

T AMAB  AAAGABC

This makes clear how frequency volume and loss inflation interact: The corresponding true indices may

be assumed independent, but if we predict them in the outlined way via picked indices, involving the

official volume, the resulting gaps
AV = AM'™XAA = AAT 09 AGXTABXS

AB = AMXAHAB™ = A A X AG"XAHAB™X¢
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can be independent, but in general are not. Here it makes sense to look at the two fundamental loss

model types separately. For single losses (x = 0) we have
AV = AAY P AGTAB™C, AB = AHAB™

Inflation and frequency volume gap are independent if the official volume is inflation-free (¢ = 0), other-
wise both gaps are functions of AB.

The accumulation-loss formulae look quite different:
AV = AA, AB = AAPAG'AHAB™¢

Here the two gaps are independent if § = 0. While this holds for most official volumes, Cat losses are
most relevant in reinsurance, where the official volume is often the original premium, such that § = 1. So
we have dependence in most Cat reinsurance situations. Notice that in the (not uncommon) case 7 = ¢

the basic inflation gap AB drops out.

Coming back to plausible (and desirable) independence properties, recall that the natural setting was
to assume the primordial true indices B, A, G, H, and M as independent. Further we need to specify the
interaction between true indices, picked indices, and gaps, notably only for primordial indices — this will
specify the properties of all other indices. We aim to make only plausible and not too many assumptions.
However, we would like to have that each primordial gap be independent of the corresponding picked
index — this is a natural way to express mathematically that there is no systematic error in the way the
primordial picked indices are chosen as approximations of the respective true indices.

If we want to reconcile the two desired independence structures, that for true indices and that between

primordial gap and respective picked index, the straightforward way is as follows:

Definition 8.3. We say the comprehensive index system is independent if the nine indices IB, AB; I A,
AA; IG, AG; IH, AH; and M are independent. These indices are called the primordial components of

the independent comprehensive index system.

Remark 8.4. Tt is natural to assume this property for the original indices, before rebasing them to the
year 0. However, if the original index system is independent, the normalized index system inherits this

property, as each normalized index is just a measurable function of the underlying original index.

Assorting the primordial components, we have: the four primordial picked indices, the four primordial
gaps, and the true deflated volume. All true/picked indices and gaps can be written as products of (powers
of) primordial indices. We call this primordial decomposition and will use it a myriad of times.

The following chart illustrates the structure of the independent index system for the non-Cat case

and reveals most primordial decompositions at a glance.

IH AH IB AB I1G AG TA AA
Y Y Y M Y
H B G A
N\ N
\ / B A v Y
N\
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In the independent comprehensive index system the five primordial true indices B, A, G, H, and
M are independent, as they can be written as disjoint products of the primordial indices: A = JA AA,
H=IHAH, ..., M. The five corresponding picked indices IB, IA, IG, IH, and IM — we call them the
basic picked indices — are independent, too, as

_ M _ _
IM = —— = MAA’ AGABS
AM ¢

The last formula makes clear that, while in the independent comprehensive index system the (unobserv-
able) true deflated volume M is independent of the primordial gaps (and thus of all gaps), the picked
deflated volume IM is not. This is maybe not intuitive, but follows directly from the construction of 1M
and is essentially a (unwelcome) consequence of the unobservability of M and the need to approximate it
indirectly via a number of picked indices. For the same reason (and as counterintuitive and unwelcome)
we may have dependence between the (non-primordial) frequency volume gap and the corresponding
picked index, and the same may occur for the (non-primordial) loss inflation.

To see this in detail, we again look at single-loss and accumulation-loss models separately, starting

with the former. Here we have
IV = IMIA = MIAAA’ AGABS, AV = AAYOAGTABC

IB=1IHIB", AB = AHAB"

0 usually equals 0 or 1, such that AA appears only in one of the volume equations. However, AG and
(if ¢ # 0) also AB appear on both sides, creating dependence. Loss inflation gap and respective picked
index are instead independent.
In Cat-loss models we have
1V = 1A, AV = AA

IB=IMIHIB™ = MIHIBT AA’ AGABS, AB = AAPAG ' AHAB™¢

Here it is the other way round: independence on the volume side and dependence via AG and (possibly)
AB between loss inflation gap and respective picked index. In both cases we have a somewhat complex
dependence structure, however, the primordial decomposition makes this transparent and will help us
carry on.

To prepare the evaluation of the formulae developed in the preceding chapter, recall that these depend
essentially on a number of variants of the index D(a). We rewrite the latter in the language of the
comprehensive index system, by using, for the sake of concise notation, the exponent w =1+ (o — 1)y,

which equals 1 for single-loss models and « for Cat models.

D(a) = VB® = MY AH*B™ = M* A “G~“H*B™*~ = M“TATH*IB™ AAAH® AB™

ID(O{) = JVIB® = IM“TATH“IB™ = MWIAl—&uIG—wIHozIBTa—gw
= M“TATH®IB ™ AA% AG® ABS“
AD(a) = AVAB® = AA' ™ AG™“ AHYAB™*~¢%

For each index more than one representation is useful, according to whether one is focused on observability
or on independence. The respective last representations are the primordial decompositions.

Notice that for a = 1 the formulae for single-loss and Cat models coincide.
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To get more intuition we quickly look at the special case that basic inflation and loss inflation coincide
and the volume inflation is not leveraged: H =1, 7 =1, ( = 1. We see at a glance that now basic inflation
enters the formula for AD(«) with the leverage o — w (which can equal 0 for single losses and always
equals 0 in the Cat case), while in case of an inflation-free official volume ({ = 0) the leverage is o > 0.
This makes clear that the impact of inflation basis risk is fundamentally different for the two types of
official volumes, those containing inflation and those not.

Note finally that even the setting of the indices in the basic example is a special case of the compre-
hensive index system, however, a very particular one. Here the only shift over time is inflation, so the size
of the risk does not vary, nor does the frequency per volume unit. Thus, M and A are trivial constant
indices. Notably these invariances are known, such that IM and I A are the same trivial constant indices.
Thus, AM =1 = AA. This seems to contradict the above formula AM~! = AA° AGABS, but does
not: The official volume is constant here and as such a special case of an inflation-free official volume.
As mentioned earlier, this case enters the index system via ¢ =0, 7 = 1, and G = 1 = H, which implies
AG =1= AH. The only non-trivial index basis risk here is thus AB = AB.

Definition 8.5. We call trivial volume case the special case of the comprehensive index system where
official and frequency volume are both knowingly constant. Here the only random index category (with
picked index and gap) is B = B, while the remaining 7 true indices, as well as their picked indices and

gaps, are trivial constant indices.

So far in this chapter, we have looked at indices in general, not at the particular ones rebased to the
year 0. From now we again differentiate original and normalized indices, using the underscore for the
original indices before normalization. For the latter we introduce a special case. Recall the normalized
gaps in the basic example, which constituted a geometric random walk, such that, with the basis being the
year 0, future and past values were independent. This property can (a bit more generally) be formulated

for the comprehensive index system.

Definition 8.6. An independent comprehensive index system is called strongly independent if for each
primordial gap the normalized future value is independent of the corresponding past time series. The
normalized indices here split into a total of 13 independent RV’s:

IB, AB(j§0)7 ABy; IA, AAj<o), AAg; ..., AHy; and M.

8.4 Conditions

Having sorted out the complex interaction of indices, we want to specify the formulae developed in the
last chapter, by applying the comprehensive index system instead of using B and V.. We will get pretty
complex formulae, but this is unavoidable. It cannot be emphasized enough what the bottleneck in the
observations is: the hidden deflated official volume, which we need to assess either the frequency volume
(non-Cat case) or the overall loss inflation (Cat case). We typically only get (approximate) knowledge
about M if we can calculate the past values IM; from the IM; = My, and this means knowing how
to decompose the official volume. Further we cannot calculate any moments without specifying the
interactions of the various inflationary effects, which means knowing how to decompose volume and loss
inflation — ideally into independent components.

Formally, the fixed models/parameters and the conditions that we choose now are a special case of

the model developed in the last chapter, as outlined at the end of Section 7.4.
e The exponents d, ¢, and 7 come in as new fixed values; they shall be assembled in: «¢.

e The fixed gap parameter set Iy, U Il 5 is replaced by the corresponding one for the primordial gaps:
I, =1oUIllgU g UIlg. Each constellation of models and parameters for the primordial gaps
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yields, together with the above three exponents, models and parameters for inflation and volume

gap-

e As og-algebra I we choose o (TpmM(jgo))7 where

Tpr = (Mosow&(jsow@(a‘sm’@(a‘sm)

is the vector of the observed primordial picked indices and M (j<o) 1s the observed official volume.
As the past values of IB and IV can be calculated out of the respective observed values of the

primordial picked indices and of M, we have indeed o (ﬂ (J'So);m(jgo)) C I. Intuitively, I is
more detailed a knowledge of the index history than o <ﬂ(j§0),@(jgo)).

Again j < 0 is a slightly imprecise notation — each index history in practice has its (finite) starting

point. In the case of M this usually i ki, for the other indices (fortunately) often much earlier.

Now we are able to rewrite/specify the results of Section 7.5, starting with the abbreviations introduced

earlier:

d u
T

4" = —=—x—==+ Il e
IN, TH,IB, INM, TH,IB,

IS

~ —— l-x_— —_  — — —T
0=04-1M, IA,, éE=e"IMIAIHIB,
In the following summarizing theorem the terms .ﬂz and IV appear. However, now they should
not any more be seen as fundamental quantities, but instead as a compact notation for the products
— 1

X —— _
IM, IA,; and IM,i_XIAk. Again for compactness, we write the future products AD(a), ID (), as
D(a) o keeping in mind that ultimately we are interested in splitting picked indices and gaps.

Theorem 8.7. Suppose a): A risk is in the inflationary world structure, the survival function F of the
normalized loss is continuous at d* and u*, and the normalized primordial gaps referring to loss inflation
are time series fluctuating closely about 1. Then the following approzimations for the first two moments
of the as-if loss hold (k,1 <0):

En,, x. (Sk | M(jSO)VTPT’) ~el (AD(O‘(d*M*))/@ | M ;<) TPT)

Var (Sk | M(jgo)vrpr) ~ 52{(1 +5) E(AD(O%d*,u*))i | M(J’SO)’TPT> —B? (AD(a(d*v“*))k | M(jﬁ@)vTPr>
+1T/kmax lzaz ( (a;) k|MJ<0)>Tpr)ai Ej (AD< ) |M(J<o)»Tpr) }v J=1
=1

Cov (St 1 | My, Tyr ) = & Cov (AD (@ ur)) s AD (0 ), | Mjoy Ty ) s k£

Suppose a) and b): F is differentiable at d* > 0. Then in the preceding variance formula variant j = 2

holds as well. Further the following approximations for the first two moments of the as-if loss count hold:

EHW,W,L (Ck | M(jgo)»Tpr) ~ éE (AD(ad*)k | M(jgo)vrpr)
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Var (Ck |MUSO),TW) ~ gz{(l +ﬂ)E<AD(ad*)i |M(j§0)’TPT> _ B (AD(ad*)k |M(jgo),TpT)
+ 117k [7(1 +8) E(ADQag-), | Moy, Tor) + iE(AD(ad*)k | M(jgo),TpT)] }

Cov (ck, Cr | M <), rpr) ~ 62 Cov (AD(ad*)k , AD(0g-), | M(jgo),rm) k£l

Suppose a) and c): The predictors of the future picked indices are constructed according to the multiplica-
tive structure of the comprehensive index system and the future index values referring to loss inflation
fluctuate, conditionally given (M(jSO)vTPT’)’ closely about their predictors. Then the following approxi-

mations for the first two moments of the future loss hold:

B(D(0ar)) , | Mgy Tor)

™

Bty (Xq | M(jsown"’) ~

ID(a(d*,u*)>q
E D(oz(d*,u*))2 |M(‘S0)’Tpr E2 D(a(d*,u*)) |M(‘§0)>Tpr
Var (Xq | M(jgo)ay\pr) ~ é2{(1 +8) ( /q\ j2 ) - ( /q\ jg )
ID(oarumy), ID (s ),
) (4)
1 1 E(D(ai)q | M(jgo)7Tpr) J B <D (O‘i] )q | M(jgo),Tpr> '
+ —— max Zai — ,Zai — , j=1
Iv, i=1 ID(a), i1 D (agj))

q

CO’U ()(q7 Sk | M(]SO)’ Tp’l’

) N Cov (D (a(d*’u*))q , AD (g ), | M <oy Tpr)
~é —
ID (s ),

Suppose a), b), and ¢). Then in the preceding variance formula variant j = 2 holds as well. Further the

following approximations for the first two moments of the future loss count hold:

E (D(Oéd*)q | M <o) TW)

EHpr,v,ﬂ',L (Nq | M(jgoyy‘pr) ~ é ———
ID(Old*)q
. ~ B D(CYd*)2 |M(‘<o))Tpr E? (D(aa-) |M(‘<o)anr
VM(NQ |M(js0)7Tpr) %92{(1+6) ( - ) - ( - )
ID(ad*)q ID(Ozd*)q
1 B(D(2au), | My<opTr) 1 B(Dlea), | M<o) Tor)
+ =17 (1 + 6) — + 9 —
v, ID(2aq4-), d ID(aq+),
_ ~ Cov (D(Oéd*)q s AD(O{d*)k | M(]SO)’ Tp'r‘)
Cov (Nq, S | M(jgo),rpr) ~ 0 -

ID(Ozd* )q
For d =0 the loss count formulae hold with 0 taking the place of ag«. They are exact and do not require

the assumptions on survival function and indices.

Proof. The theorem essentially assembles the results of Section 7.5 for I = o (Tpr, M, jgo))~
Recall that the proofs are only complete if “fuctuating closely about” means almost surely. Appendix

B explores how the results can be extended to indices having (rare) larger deviations from 1. O
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8.5 Rates on volume

Now that we have explored the ramifications of the comprehensive index system and, in particular, of
the official volume, it is a good moment for the formal introduction of the (aggregated) loss per (official)

volume (unit), being also shortly called loss rate (provided the meaning is clear from the context):

As mentioned earlier, for risks with variable size it is natural to look at this figure, which, when doing
experience rating, is typically assumed to be constant over time (apart from the corrections for inflation
etc. we are exploring in this book). The respective predictions of X, and Y, are closely related problems,
but cannot be expected to be equivalent, as the uncertainty about M, plays a different role. Both
quantities are of interest — which one more, depends on the situation and is a rather practical than
theoretical question. If in particular, as is common in both reinsurance and commercial insurance, the
contractual (re)insurance premium is defined as a multiple (percentage, per mil, etc.) of the official
volume, the loss per volume is typically more in the focus. It should generally be easier to handle than
the future loss amount, as the uncertainty about the future volume can be expected to drop out, at least

partly. Let us have a closer look.

8.5.1 Burning cost rate

For fixed k, Si predicts X, and is called the as-if burning cost of the year k. The straightforward

corresponding predictor for the loss per volume Y, = J)\(Tq is
q

This quantity is called as-if burning cost, too, in particular in reinsurance. However, a more precise term
is also in use: as-if burning cost rate. The above representation looks unfamiliar, however, some algebra

transforms it into the common representation of burning cost rating. Recall that

—_— N,‘ —_—
A = 1B *

1

— —__— <~ — — 1—x _— _ ~
If we plug in My, = IMJIA, IB,, 1V, = IM, XIAq, and subsequently My, = IMyIAIBy, IV), =

IM;*XIA,C we get

—

_1-s N o (IB, _ N 1-6 ~ N o (IB,
A, i=1d (IBZ Zlm') B <IMk>X (IAq> 1B, 2iz1d (IBZ Z/m')
1B,

Ry = — = = —

—— X ~ —

1M, 1B, IV 1,) \ 14 My,
Both representations are intuitive, albeit not at first glance:

e The RHS shows the aggregate excess loss of the year k (with loss inflation taken into account)
divided by the official volume of that year. Three preceding correction factors take account for
changes from year k to year ¢: in the deflated volume, in the frequency per volume unit, and in the
cost level contained in the official volume, respectively. The first two of these factors can drop out,

namely if x =0 and/or 6 = 1.

e The preceding representation, instead of the official volume, uses I'Vj, the picked frequency volume.

This volume will be relevant in a moment when we consider the classical weighting of the observed
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years in the sample mean. Notice that in this representation the preceding correction factor does

not depend on k.

If we write the respective correction factors in the denominator, we finally get the classical structure of
the burning-cost-rate formula: the sum of excess losses divided by a certain volume, which we can write

in four different ways:

_ — X~ — X 1-6 —=~
— — IM!XIA
g e _gp DM A IMy 1By g, (IMy ) (TAGY - IBy (8.1)
v, 'mn T 1A INM, 1A IB
[Mq IAq IAq k q k

The last variant can be interpreted as the as-if volume according to the situation of the year ¢ (instead
of the year 0): Via correction factors My is transformed such that it can work as a frequency volume
for experience rating. If in the case of reinsurance Mj, is (as usual) the original premium, then the
so-transformed premium is exactly what practitioners (in particular for non-Cat covers) call the on-level
premium.

Now it becomes transparent when, and in what sense, R}, is easier to handle than S;, — such that Yj

should be easier to predict than X,:
Ni IB
2121 d (IBZ Zy, Z)
— X -85 =
1M, (Lfik) 1By pr
IM;, TA, 1By

depends essentially on observable quantities, namely the past (large) losses and official volumes. As for

Ry =

future values, we “only” need the relative change of four picked indices between the years k and ¢: IM,
IA, IB = IGIBS, and IB = IMXIHIB".

In single-loss models the intricate A drops out, such that one just needs the relative change of the
four primordial picked indices. These inputs might not be easy to gather, however, in many real-world
situations there is a chance to rely on long, established, maybe market-wide index series, which should
make the prediction of future values quite reliable.

Notice that in case of proportional business the two inflation indices B and B cancel nearly out, only
their ratio needs to be assessed, which should be easier still. Inflation can even drop out altogether. E.g.,
in case of direct Fire insurance, if the official volume is the aggregate sum insured and if the sums insured
are regularly updated with the help of say an appropriate construction cost index, the picked indices for
loss inflation and volume inflation typically both coincide with said index. Then, to calculate Ry, which
in this case would be called the (burning cost) rate per sum insured, one only needs an assessment of
eventual changes in the frequency per volume unit.

Instead, Sy, = ]\//[\qu. cannot be calculated just from observations and some well-selected picked indices.
Here one absolutely needs an assessment of the future volume M,, which might be much more uncertain
than the future values of the primordial picked indices, having to rely ultimately on the (possibly short
and erratic) time series of past volumes M.

It remains to discuss the case of Cat losses. Here Ry requires the future deflated volume, which is a
factor in the loss inflation needed to adjust the loss history as-if. Loss inflation is indeed complex here,

but closely tied to the official volume: _
MIHIB™¢
IA%IG

In case ¢ = 1 = 7 or more generally ¢ = 7, this equals M TA~% times correction factors for Superimposed

IB =

inflation. As generally in Cat models the denominator of Ry (Formula 8.1) simplifies to M A , we can

say that here the burning cost rate deals essentially with the official volume and the 1ndex I A If the
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latter is assumed constant (which is not uncommon), only the volume remains and the denominator is
independent of k; here the IV are all equal.

In fact many reinsurance practitioners feel that Cat-loss experience rating means essentially: as-if
adjusting by taking the official volume as loss index, and equal weighting of the years. This emerges here
as a special case (( =7, [A=1,IG =1 = IH), while at the same time we see the various sophistications

that can be included through the systematic of the comprehensive index system.

To conclude the introduction of the burning cost rate, we finally combine the predictors referring to

the single past years. From the formula of the classical weighted sample mean

kb TV
where IV, = ZZ‘;@;M 1V}, we get the analogous sample mean in terms of Ry
Emaz Vi S Emaz v,
T(Y,) = = —R
TR R w2

Recalling from above that
o, (1,
IViRy = —4=>Y 4 <IBQZ;“>
IM, IB, =1

we calculate, using in the last step again Formula 8.1,

—

k?naw
IMq IBq ket i IV

kma: Nk u IBq
k=kmin Zi:l d (IB;C %
— X 1-§ =
kmax 1M, IAg IBq 3y
kzknlin I]\J;C [/14\(1 ng k

This is finally the classical representation of the burning cost rate: The numerator is the (double) sum

_ q

—1-4 — A1 s max Ni w (1Bg

e TA 1 %":u IB, DI By (IBka %)
=X~ IV

k=kmin 1My 1B, =1

of all as-if excess losses across all years of the observation period, while the denominator is the sum of
the as-if volumes over the same years. The weights of the single years, i.e. the IV}, (times a factor), drop
out of the formula, such that only their sum remains.

Notice that in practice sometimes, as an alternative to the volume-weighted sample mean, the non-

weighted average of the burning cost rates is used:

1 kmaax

equal _
It does, however, not emerge into a formula as simple as the former variant (apart from the Cat case with
trivial I A discussed above, where weighted and unweighted burning cost rate coincide). More importantly,
equal weighting is not optimal in the sense of variance minimization, while the weighted variant would
be optimal under the common assumption that variance grows linear with volume (and that the picked
indices are the true ones), see the discussion in Section 2.2.2.

For the optimal weights with index basis risk we have, however, still some way to go.
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8.5.2 Properties

We would like to have for R and Y, results analogous to those assembled in Theorem 8.7 for S and
X, For Ry, = ]\% this is easy, as it deviates from Sy by the factor Z\/l\q, which is a (possibly intricate)
measurable function of the historical picked index values, thus a known value according to the conditions
of the theorem. With the abbreviation

— —1- — ——T7—C
. & VB, ,IA, "IH,B,
€= —— =¢€ — =e —
M, M, 1G,

we get

Proposition 8.8. For a risk in the inflationary world structure, if the survival function F of the nor-
malized loss is continuous at d* and u*, and the normalized primordial gaps referring to loss inflation are
time series fluctuating closely about 1, then with a = (g~ ) the following approximations for the first

two moments of the as-if loss rate hold:

Enpraﬂ'vL (Rk- | M(]SO)’TPT‘> ~ ek (AD(O[)k | M(]S0)7TPT)

Var (R, | M ;<o) Tor ) ~ é2{(1 +8) B(AD(@)} | M;<0) Tr) = B (AD(0), | M(y<0), T, )

+—max [Z% (AD i)y | M ;<o) pr> ZGU)E (AD( (J)) |M(j§0);rp7‘)

i=1

}

Cov (Rk, Ri| M <), Tpr) ~ &2 Cov (AD(a)k LAD(a), | M <), Tpr) . kAL
Variant j = 2 of the variance formula requires in addition that F be differentiable at d* > 0.

Proof. Simply divide the corresponding formulae of Theorem 8.7 by the o (M (<0 Tpr)—measurable ]\/4\(1

or its square, respectively.

The corresponding formulae for Y, = Z)V(T‘; require some extra steps and cannot be written just in terms
of D(«) and variants. However, we can again get concise and intuitive formulae with the help of some
further notation. As explained after Definition 7.11, the family of indices about D(«) = V B* essentially
quantifies the combined impact of scale and frequency volume on the various moments of the as-if / future
losses. Now that we look at loss rates per (official) volume, it seems natural to work with an analogous
family of indices, quantifying said impact per volume. According to this logic we define an index family

J(a) = % (element-wise quotients), such that we have
Mw lAl 6G lHaBTa ¢ = MY~ lAl &uG wHaBTa Cw

Notice that in single-loss models (where w = 1) J(a) is independent of the deflated volume M, it only
depends on the various inflation components and the frequency per volume.

Analogously we define picked indices IJ(«) = ID(O‘) = % etc. As the official volume has no gap
(AM =1), AJ(«) and AD(«) coincide. We will always use the latter, bearing in mind that it is adequate

for dealing with both losses and loss rates.

For ease of notation we define a last index family K(«a) := 1})\(40;) = % Here again the gap AK(a)
coincides with AD(«).
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o —

Analogously to ID(«) o> We name the straightforward predictors following the multiplicative structure

of the comprehensive index system Ij(-a\)q and IK(a),,.

In order to get simple and intuitive formulae, we have introduced step by step a lot of notation. For
orientation see Appendix C providing an overview of index families and predictors.

Now recall the conditional moments of X, which are assembled before Proposition 7.15. We restate
them in the language of the comprehensive index system, again leaving for the moment the lower variance
bound aside, with a = a(g« =)

ID(a),

——

E (X, | W) ~ éAD(a),
ID(«)

q

— 2

2 4 ,
Var (X, | W) = éQ{BAD(a)i % + /1\ ZaiAD(ai)q Il)(a’)‘l}
ID(Oé)q VAt ID(ai)q

Cov (X, Sk | W) =0

The corresponding formulae for Y, = A)f[“ result by dividing by M,, Mg, and Mql\/fq, respectively, which
are WW-measurable.

e ID & ID IJ

EY, | W)~ MLAD(a)q ﬁ = ;AD(a)q /((1\)‘1 My _ ¢AD(a), ﬁ

q ID(a)q M, ID(a)q q IJ(a)q
& D)? i, 1 & ID(ow), 1L
Var (Yo | W) & — {5417( )2 —3 MqQ — Y a;AD(0), ——1 MqQ
q ID(a), q q i=1 ID(a;), Ma

J(a)? 1 IK (o
- 62{/6AD(Q)3 /(\)qQ /1\ LAD(O‘z)q /(a\)q}
1J(a) vy i3 IK (o),

Cov (Yy, Ry | W) =0

The notation with the newly introduced index families reveals the structural analogy between the
respective conditional formulae for X, and Y,: The constant é is replaced by é, while the factor Do),

—

)

q
which quantifies the relative deviation of the true index value D(«) q from its predictor, is replaced by

the corresponding factors for J and K. The latter appears only in the sum at the end of the variance
formula.

Proposition 8.9. For a risk in the inflationary world structure, suppose the survival function F of the
normalized loss is continuous at d* and u*, the normalized primordial gaps referring to loss inflation are
time series fluctuating closely about 1, the predictors of the future picked indices are constructed according
to the multiplicative structure of the comprehensive index system, and the future index values referring
to loss inflation fluctuate, conditionally given (M(jgo)var>7 closely about their predictors. Then with

a = Qg 4~y the following approzimations for the first two moments of the future loss per volume hold
(k,1<0):

E(AD(a), IJ(@), | Micoy, Yor
EHPTJTW (Yq | M(_j<0)7 Tpr) ~ é ( a /i (J—O) p )
) IJ(a)

q
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E AD(O‘)Q IJ(O‘)Q ‘ M(j<0)7TP7“ E? AD(a), IJ(a), | M(j<0)aTP7"
Var(Yq|M(j<0)7TpT)%é2{(1+ﬁ) ( - /\qQ - )_ ( - /\(12 - )
1J(a), 1J(a),
4 E(AD(af) 1K (a¥) | M7,
1 E(AD(aZ)q IK(al)q | M(jgo)a Tpr) 4 G i)y i), 44 (5<0)y Lpr
+— max Zai — ’Zaia) _
I‘/‘I =1 IK(az>q i=1 IK(OLE'”)

q

Y Cov (AD(a)q IJ(a),, AD(a)y | M (<o), Tpr)
Cov (Y, Ry | M(j<o), Tpr) = € ——
IJ(a),

Variant j = 2 of the variance formula requires in addition that F be differentiable at d* > 0.
Proof. The calculation is as in Proposition 7.15, using I = o (TPT’MUSO))' O

In the same way as done here with Ry, one can use % as predictor for the future loss count per
q

official volume unit %, where the basic constant would be
q

— —1-9

0 IV, IA
0= = =04 =" =0 ——"——
M, M, IM, IG,IB,

We do not outline this in detail, noting that the results are analogous. They will be included in the

comprehensive theorem coming in the next chapter.



Chapter 9

Consolidation

Before combining all theory developed so far, we need a (very technical) chapter to specify the index
uncertainties for past and future values. Our aim is to split the interactions between gaps and picked

indices as far as possible.

9.1 Past uncertainty

If we look at the representations of the as-if quantities in Theorem 8.7 and Proposition 8.8, we see that we
have to deal with conditional expectations of past gaps AD(«a),, given (M (j<0)s Tp,.); for the variances
and covariances we further need analogous expectations of AD(a)i and AD(a), AD(«),, all this for a
number of alphas. We aim to relate these expectations to the corresponding unconditional ones, which
should be easier to specify, at least if, as we assume throughout this chapter, the comprehensive index

system is independent. Let k£ < 0 be fixed.

Lemma 9.1. In the independent comprehensive index system we have
E(AD(a)k ‘ M(jgo)anr) = E(AD(a)k | M(jgo),Tpr) =F (AD(a)k | M(g‘go))

Proof. From 1, = (M(jgo)vﬁ(jgo)am(jgo)vﬁ(jgo)) we see that the conditions (M(jgo),Tp,«) and

(M(jgoyfpr) are equivalent, i.e. generate the same o-algebra: For fixed j, M, and mj can be
calculated out of each other with the help of IA4;, IG;, and IB; via the formulae constituting the
comprehensive index system. This proves the first equality (which does not require independence of
the index system). As for the second equality, recall that the four picked indices assembled in 7}, are

primordial and independent of all gaps, such that the condition on them can be dropped. [

The remaining condition cannot be ignored, as there is dependence via the gaps. We have the

primordial decompositions
AD(a), = AAL AGL¥ AHP AB* <

VY 5 519
M, = M, AAS AG, AB;

for any j < 0. With k£ and j being both negative, we must expect some dependence between these terms,

even when j # k. (For orientation recall AAy = %’“ etc., such that altogether we deal with index values
0

from the years j, k, and 0.) Nevertheless we will see that the approximation

E (AD(Oz)k | M(jgo)) é E (AD(a)k)

104
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is a fair one. First we decompose both sides of this formula as far as possible. For the RHS this is easy:

In the independent comprehensive index system the primordial gaps are independent, such that
E(AD(a),) = E (AAL)E (AG;®) E(AH) B (AB,Z@_C“)

The LHS is more intricate, but at least one factor can be split off. The following lemma will help us here

and throughout this chapter.

Lemma 9.2. Let the pair of RV’s (A, X) be independent of the pair of RV’s (B,Y). Then A and B are

conditionally independent, given (X,Y), and we have
E(AB|X,Y)=E(A|X,Y)E(B|X,Y)=E(A| X)E(B|Y)

E(AB|Y)=E(A)E(B|Y)

Proof. The conditional independence follows by applying twice the weak union rule for conditional inde-
pendence, which states that if a RV is independent of a pair of RV’s, one of the latter can be shifted into

the condition. Hence, if L symbolizes (possibly conditional) independence, we have
AX)L(BY)=(AX)LB|Y=BL1LAX)|]Y=BLA|X,)Y)=A1LB|(X)Y)

Independence implies multiplicativity of expectations (both intended conditionally on (X,Y") here), hence
the first equality of the first formula. The second equality follows from E(A | X,Y) = E(A| X) and
E(B|X,Y)=E(B|Y), where we could drop some conditions due to independence.

The second formula is a special case of the first with a trivial constant RV X. O

We now use this second formula. In the independent comprehensive index system AH is independent

of the other primordial gaps and of IM, such that we can always decompose
E (AD(O‘)k | M(JSO)) =E(AH;)E (AAIIJMAGE“ABZWW | M(a’§o)>

In some special cases we can factor out one or two more terms, according to the exponents applied to
AA and AB, respectively, in the formulae for AD(a) and IM: If § = 0 or 1 — dw = 0, then AA vanishes
in AD(a) or in the condition, such that it can be factored out, just as AH. The same holds for the
basic inflation if ¢ = 0 or Taw — (w = 0. But, whatever the exponents, AG cannot be factored out this
way, such there will be a “remainder” that is not easy to deal with, which we call AL. In this notation
E (AD(a)k |m(j§0)> equals E (ALk |M(j§0)) times the wnconditional expectation of the further
factors of AD(a),.

For ALy, be it the product AA};‘S“’AG,;“JAB,:Q{M or have it some factor less, we can, however,
state that conditional and unconditional expectation should usually be close, such that the same must

hold for AD(«),. We give a number of reasons, with increasing solidity:

e Averaging: Replacing a difficult-to-assess term by an expectation thereof, via (possibly moder-
ate) averaging, is a well-established workaround, which was successfully employed e.g. in stochas-
tic Chain Ladder models, see e.g. [Mack, 1993] and [Riegel, 2015]. In fact, brute averaging of
E (ALk | M(jgo)) over m(jgo) yields the desired approximation by E (ALyg).

However, after having paid, throughout this book, so much attention on (possibly tiny) basis risks and
other subtleties, relying just on such a reasoning would be a bit unsatisfactory. We can do more, by
taking advantage of the specific setting of the problem. At first we show that E (ALk | M(jgo)) and

E (ALy) are close to each other in terms of (average) squared difference.
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Lemma 9.3. For two RV’s X, Y we always have
E([B(X|Y) - BE(X)I") < Var(X)

such that in case E(X) > 0 we have the average squared relative deviation

(5 ) zeron

Proof. AsE(E(X |Y)) =E(X), we have
E ([E (X|Y)-E (X)]2) = Var (E (X | V) = Var (X) — E(Var (X | Y)) < Var (X)
The second formula follows immediately. O

e Squared difference: If we apply the lemma to ALj and IM (j<0)s We see that the average squared

relative deviation of E (ALk | M(j§0)> and E (ALy) cannot exceed CV?2 (ALy), which is a very
small figure due to the generally low fluctuation of the gaps.

We can explore our setting further.

e Heuristics: If we have a close look at the index values Mj = Mjgﬁﬁj@j 7 <0, we see that
each of them is a particular product. Its first factor M ;, the true deflated volume, in practice should
mostly fluctuate materially over time, however, in the independent comprehensive index system it
is independent of ALg. Conversely, the remaining factors are in general not independent of ALy,
but can in practice be expected to vary much less than M j» from which they are furthermore
independent. Thus, in a lot of situations the condition on IM; is mainly influenced by the value
taken by M ;, a random variable being independent of the gaps — in a way we could say that the
conditions IM ;=m; and M ;= mj are similar, must at least lead to similar expectations. Then it
is more than plausible that dropping the condition IM ;g in E (ALk | IM (j§0)> does not alter

the result significantly.
This heuristics can be made rigorous for an important special case.

e Lognormal case: If the time series appearing here, namely the primordial gaps (before normaliza-
tion) and M, are standard time series like ARIMA with lognormal error, and if we, as is usual in
time series analysis, condition on some remote (i.e. far in the past) initial values for each of these
time series, then the yearly values of all appearing time series are lognormally distributed and we

can apply properties of the multivariate normal distribution as follows.

Example 9.4. Let us calculate conditional expectation and variance of the normally distributed RV
In (ALy), given IM (j<o) Or equivalently the (element-wise) logarithm thereof. We show that conditional
and unconditional moments are very close, such that the same holds for the expected value of the log-
normal RV AL;,.

We need some notation and define the vector 7 by setting, for each 7 < 0 appearing in the condition,
3
Yy =M, =) X
i=0

where X o = lnMj,
Xj1=mAA =5 AA;,
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Xj2 = IHMW
ng = lnAiBE]( = ChlAiBj.

Then we have 5
Y, =InAL, =InAL, —In AL, = Z ci (Xni — Xoi)

=1

where ¢; = 1’5‘;“’, Co = —w, C3 = %

Notice that the sums are independent sums due to the independence of the index system.

If AL has less than three factors, the last formula holds if we modify as follows:
Ifé6=0o0r1—déw=0, weset X;; and ¢; to 0.
If{=0o0r 7aa — (w=0, we set X;3 and c3 to 0.

All appearing logarithmized time series elements are linear combinations of the underlying primordial

quantities, which are independent and lognormally distributed. Hence, the RV ?* is multivariate

2 X

*

* . . o . . :
normal. We call its expectation ( Mﬁ ) and its variance ( . With the underlying time

2o Xn
series being nontrivial and independent, this covariance matrix will have full rank. Then standard theory

tells that Y, is, conditionally given 7 = 7/, normally distributed having
expectation g, + X1 X7 (¥ — ) and
variance 02 — X, Eﬁlﬂlo.
If we can show that these values are close to the unconditional ones, namely p, and o2, we are done.
For the components of Xy; we get, by taking account of the independences of variables with different

second index 1,

3 3 3
COV (Y;,Y*) = COV <2Xﬂ, ZCi (le — X02)> = ZCiCOV (in,X]ﬂ' — Xol)

1=0 =1 =1

3
= Z ¢ (Cov (X i, Xii) — Cov (X4, Xoi))
i=1

All covariances appearing here relate to gaps, thus are very small, as long as the gaps fluctuate few.
Consequently, Xy is a vector having very small components.

For the components of Y1, we get analogously (j,m < 0)

3 3 3
COV (Y},Ym) = COV (Z in, ZXml> = Z COV (Xﬂ,Xml) ~ COV (XjOanO)
=0 =0 i=0

where in the last step we have used that the summand with second index ¢ = 0 dominates the sum: It
relates to the deflated volume M, which fluctuates much more than the gaps, whose covariances yield the
rest of the sum. Thus, X1, equals approximately the covariance matrix of the deflated volume, a rather
volatile time series. So X7; will be far from singular, such that its inverse cannot have arbitrarily large
components.

Overall we can conclude that Yy 21_11210, the shift of the variance, must be extremely small (X
has quadratic impact) and is notably independent of the condition. X 2! (7 - ﬁ), the shift of the
expectation, is usually very small too, albeit in the (highly unlikely) case of extreme conditions (7 far
away from the average ﬁ) it could be larger.

Summing up, the specific setting of the condition that we have here ensures that the lognormal
RV ALj has about the same expected value conditionally as unconditionally, apart from very remote

conditions.
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At the same time the above calculations show how one could improve the approximate reasoning, if one
wanted to: The observations of IM (j<o0y would lead via time series analysis to a model and estimated pa-
rameters for IM, which together with the (assumed) models and parameters for the primordial gaps lead
to a model and parameters for M. Then one has all ingredients to calculate the (estimated) conditional
moments of the RV Y, given 7 = Y/, which finally lead to an estimate of E <AD(a)k | m(jgo))'

We shall however, stay with the approximate approach. It works analogously for AD(a)i and the product
AD(a),, AD(ax),. All in all we have

Proposition 9.5. If the comprehensive index system is independent and the true deflated official volume

s a time series that fluctuates considerably more than the primordial gaps, then

E(AD(O‘)k | M(jgo)var) ~ E(AD(a)y,)

E (AD(CV)i | M(jgo)anr) ~F (AD(a)i)

B(AD(a), AD(a), | M0 Tyr) = E(AD(a), AD(a),)

such that we can replace the final expressions for the moments of the as-if quantities in Theorem 8.7 and

Proposition 8.8 by unconditional ones.

Notice that the approximations in the proposition hold as well (and are even exact) for the extreme
opposite of a variable deflated volume: the trivial volume case. Here the intricate condition on M (<0)

or equivalently 1M (j<0) 18 nil.

9.2 Future uncertainty

The future-loss formulae are more complex than those referring to as-if figures, see Theorem 8.7 and
Proposition 8.9. Nevertheless we can derive mainly exact results, as long as the comprehensive index
system is strongly independent. To ease reading we will, whenever the meaning is clear from the context,
from now on often write D for D (a) and analogously for J and K.

We need to calculate, conditionally on (M (jgo)anT)a the expectations of ADyID, = D, Dg,
ADy1J, = Jg, J(?, ADJIK, = K, as well as the covariances of D, and J, with the past gap ADj.
Recall the ultimate goal is to split gaps from picked indices as far as possible. This is indeed possible,
but requires a number of steps.

In order to treat D, J, K in parallel, we define a last set of indices.

Definition 9.6. Set

P(a,z) =M *D(a) = V]WBZ

z =0,1,2 yields the variables D, J, K, however, we admit arbitrary z.

G = A°B = A°GB¢
Q(a,0) == AH*B™, Q(a,z) =Q(,0) G*
The corresponding picked indices and gaps are defined analogously.

Proposition 9.7. We have
M= MG

P(a,z) = M*"*Q(a, 2)
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Q(O[, Z) _ AlfﬁszzHaBTafgb

Analogous formulae hold for the corresponding picked indices and gaps. For the latter we have the prim-

ordial decomposition

AP(a,z) = AD(a) = AA'™ Y AG ™ AH*AB™ % = AQ(a,w)

which notably does not depend on z.

Proof. Straightforward algebra, starting from the equations M = MA°B and D(a) = M*AH*B™. [
The idea behind these time series is as follows:
e P embraces D, J, and K in one.
e G relates M and M in a compact manner; AG = AML.

e () is a compact notation for a complex product of the four “benign” primordial indices: those being
observable via their picked index. It helps split P into an independent product of a power of the
intricate M and the remaining part. This split is the first step of the primordial decomposition of

the future value of P.
Appendix C gives a concise overview of all index families we have introduced across this book.

Lemma 9.8. If the comprehensive index system is strongly independent, we have
E(P(a,z)q | M(jgo),rpr) - E(M;-Z | m(jgo)) E(IQ(a,z)q | Tpr) E(AQ(a,z)q)
B (Iﬂg_z | M(]’@)) = E<M5)_Z | M(J‘s0)> E(AGZJ_Z)

Proof. As explained in the past section, we can always replace the condition (M (j<0)> TPT) by the equiv-

alent (m (jgo),TpO, which in the independent index system consists of five independent indices. In

particular, we have

E (P(a7 Z)q | M(jg(])7Tpr) =E (M;J_ZQ(O[7 Z)q | M(jSO)7TPT)

and can apply Lemma 9.2 three times. In the strongly independent index system past gaps and normalized
future gaps are independent, such that Q (oz,z)q = 1Q (a,z)q AQ (a,z)q is independent of m(jgo)a
which relates to past values of M and of some primordial gaps. More strongly, (]\7[(‘1*’*2, M (j§0)> and

(Q(a, z)q ,Tpr) are independent, such that

E (M;’_ZQ(OG 2), | M(JSO)’TPT) =E (MSJ_Z | M(jﬁO)) E (Q(Oéa z), | Tpr)

The last factor splits due to the independence of (IQ(a, z)q ,Tpr) and AQ (a, z)q into

E(Q(a:2), | T ) = E (1Q(a.2), | T ) E (AQ(a.2), )

This proves the first formula.
AG = AM~! yields IM;"_Z = M;"ZA@;_Z. With (Mg"_z,m(jgo)) being independent of Aé‘;_d
we get
E (IMSJ*Z | M(JSO)) =E (MZJ*Z | M(jgm) E (AGZU*Z>
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Proposition 9.9. If the comprehensive index system is strongly independent, we have

E (AQ(a, z)q>

E(P(a,z)q | M(jgo),rpr) - E(IJ\Z/;H | M(jgo)) E(IQ(a,z)q | Tpr) E(Aéw—Z)
q

E (AQ(a, Z)?;)

Proof. The first formula follows immediately from the preceding Lemma. The second formula is proven

E(P(a,z)z | M(jgo),rpr) - E(IM,?(“”Z) | m(@)) E(IQ(a,z)j | Tpr)

analogously by replacing each index by its square. Squaring the indices does not alter their independence

structure, so all steps are just the same. O

The proposition yields a neat decomposition of conditional expectations into terms relating to the
picked indices only and terms relating to gaps only, which is the desired split of both “worlds”. Conditions
only appear with picked indices, not with gaps.

E(AQ(a,z)q)
E(AGY ™)

the as-if loss, one would have expected (or hoped in) getting the term E (AP (a,z)q> =E (AD (a)q).

However, both terms are strongly related and usually very close: From

Remark 9.10. The final gap term does not look very intuitive. Analogously to the results for

AQ(a, 2) = AQ(o,w) AGY™* = AD(a) AG¥™>

one gets

E (AQ(@, z)q) E (AD(a)q Aé;-z)

B (aGy ) E (acs~)

The latter expression can be seen as a “distorted” version of E (AD(a) q). We will see in the following

chapter, when calculating lognormal gaps, how slight this distortion typically is.

The above terms about the picked indices are split into one relating to the deflated volume, containing

“rest”. This latter can be decomposed

the respective condition, and a term collecting compactly the
further, yielding a complex representation that, however, will reveal in a moment that the primordial

picked indices can be assessed totally independently of each other.

Lemma 9.11. Let the n pairs of RV’s (A;, X;) be independent, j = 1,...,n. Then the A; are conditionally

independent, given the (X;),_, ., and we have

n

E(HA]- |X1,...,Xn> =[[EA; | X1.... %) = [[ E(4; | X))
1 1

1

Proof. This generalizes Lemma 9.2 and follows from it immediately. The independence of the pairs
of RV is equivalent to (A1, X1) L (4;,X;),.,, which implies (A1 L (4));0, | X1, Xa, Xn) which
means that the n RV’s A; are independent, given the n RV’s X;. From this follows the first equality.
The second one is clear: Each (A;, X;) is independent of (Xj),_,,
can be dropped. O

such that the conditions on the latter

Corollary 9.12. In the independent comprehensive index system we have

E(IM;*Z | m(m)) E (IQ(a, 2), | Tp,.) —E (IP(a, 2), | M(jgo),fm) -

B (U‘ZZJ_Z | M(3'30)) E(IAé_éz | M(jsm) E (IGq_Z | ﬁ(jﬁ@)) E (IHg | @@'SO)) E (IBJQ_CZ | E(J’SO))
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Proof. The powers of the five basic picked indices appearing in the formula are independent and their
product is IP (a,z). According to the lemma we can split and unite the conditional expectations and

the corresponding conditions. O

We have thus found two representations for the expectations of future picked indices appearing in
Proposition 9.9: a compact one using I P(«, 2) p and the whole condition, and a split where each picked
index is conditioned by its own history only, without interrelation to other indices. (However, in all cases
we could replace the index-specific condition by the overall one.)

The analogous split results for the predictors of future index values. If these are constructed according

to the logic of the comprehensive index system, we have

— —w—z a——Ta—(z

= —02 —— —2 ——
1P(ay2), = IM, T4, ' IG, IH,'IB,

This enables use to relate predictions of future index values to the respective (conditional) expectations.

Definition 9.13. We call
B (IAq | M <o) Tw)

k(IA,) = —
(IA,) 7
the relative precision of the predictor I/A\q, and analogously for I/G\q, e 5(;)(1, I PTO(?) o and other

indices being generated as products of (powers of) picked indices of the comprehensive index system.

Notice that for powers of the five basic picked indices one can equivalently write

E (IAé_éz | M(J‘§0)>

—1-6z

T4,

K (IA;_(SZ) =

etc., replacing the overall condition by the index-specific one.

Intuitively, s (IA,) is an indicator for the quality of the forecast of IA,. Note that in line with
our systematic we define the relative precision conditionally, given the past index values, such that the
predictor is a scalar. As stated in Remark 7.10, in time series analysis the corresponding unconditional
figures are of interest as well: One would e.g. compare E (I4;) to E (@), averaging over all possible
index histories belonging to the chosen model.

If we look at the expected future loss (count) in Theorem 8.7, we see that, up to a constant, it equals

E (D(a)q | M(j§0)7TPT>

ID(«)

q

with a equaling o (g« ,+) (or ag~), while Proposition 8.9 calculates the expected future loss rate from the

analogous term about J;. In the unified representation we get
Corollary 9.14. If the comprehensive index system is strongly independent, we have

E(P(a,z)q \M(jgo),TpT)
I1P(a, )

E (AD(a)q A@;—Z)

=K (IP(Oz7 z)q) 5 (A@‘;;*Z)

q

and can decompose the first factor of the RHS into five relative precisions

n(IP(a,2),) =k (IMg %) w (1AY9%) i (IG7) w (THg) w (1B (9.1)
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Proof. Combine Proposition 9.9 and Corollary 9.12, taking into account that predictors and conditional

expectations follow the same multiplicative logic. O

The decomposition of the relative precision makes clear that it is possible to assess this precision for
each of the five basic picked indices separately. Once calculated the history of IM out of that of M with
the help of the primordial picked indices, one can do time series analysis on each index regardless of their
intricate connection.

Having found both short and long (but instructive) representations for the expectations of future
index values, it remains to calculate the covariances between future and past values. The first step is

easy.
Lemma 9.15. If the comprehensive index system is strongly independent, we have
Cov (P(Oé, Z)q ’ AD(a)k; | M(J‘SO); Tpr)
= Cov (M;”_Z, AD(a),, | m(jgo)) E(IQ(a,z)q | Tpr) E(AQ(a,z)q)
Proof. The LHS reads
Cov (M ~*1Q(a, 2), AQ(a, ), , AD(@), | LM ;0. T, )

Note that due to the strong independence the two appearing gaps are independent. We apply Lemma
9.2 three times, splitting first into

Cov (M™%, AD(a), | IN ;<)) B (1Q(e, 2), AQ(a, 2), | Ty )

and then the second factor as in Lemma 9.8 into

E(1Q(0,2), | T ) E(4AQ(0 2),)
To see the first split, write the covariance as difference
Cov (M;_ZIQ(Q, Z)q AQ(O‘7 Z)q ’ AD(a)k ‘ M(jgo)u Tp'r‘)

=B (M2 1Q(0, ), AQ(a, 2), AD(@), | IN (;<0), Ty )

— B (M 1Q(0,2), AR, ), | I <0y, Tor) B (AD(0), | Iy, T )

and use
(3172, AD(), 1M ;<)) L (1Q(0, 2), AQ(a,2), . Ty )

to split off E (IQ(oz7 z), AQ(a, 2), | Tpr) on both sides of this difference. O

How can the remaining covariance
Cov (M™%, AD(0), | IN ;<))
= B (M~ AD(0), | IM (<)) B (Mg | LM ;o) ) B (AD(0)y | 1M i)

be assessed? Unconditionally, M;’_Z and AD(a), are independent, but both RV’s are tied to the condi-
tions

v v 5 19
Mj = Mj@j&j@j
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for a number of years j < 0. However, we can argue similarly as in the preceding section:
e Approximating by averaging over IM (j<o) yields covariance 0.

e Heuristically, if the deflated volume M is substantially more volatile a time series than the gaps, the
conditions IM ; = my; are “similar” to the analogous M j = my, such that replacing the conditions
will not change the result a lot. As M is independent of the gaps, we get, again via the weak union
rule

(M=%, M ;<o) L AD(@) = M™% L AD(a), | M ;<

such that
Cov (]\7[;_27 AD(a), | M(J’SO)) =0

Thus, the covariance with the original condition should be close to 0.

e For lognormal primordial time series this reasoning can again be made rigorous, along the lines of

Example 9.4, albeit a bit more lengthy.
We can conclude:

Proposition 9.16. If the comprehensive index system is strongly independent and the true deflated

official volume is a time series that fluctuates considerably more than the primordial gaps, then

Cov (M, AD(a),, | IM ;<)) ~ 0

Cov (P(a, 2)4 s AD(Q), | M <), TW) ~0

Notice two special cases where the approximations are exact and do not require the assumption on
the variability of M. The first (and less important) one is the trivial volume case, the second one is as
follows:

If w = 2, the intricate M(‘;’*Z is a trivial constant, such that the above covariances vanish exactly.
This does not help with D, (assessing loss amounts), which corresponds to z = 0. But J, (assessing loss

rates) is the case z = 1, and w = 1 is indeed possible, not to say prevalent:

e In the non-Cat case w always equals 1. The vanishing of M:I‘”Z also simplifies the expectation
formulae developed in this chapter and confirms what was stated when the loss rates were introduced
in the last chapter: Burning Cost rating of loss rates for single-loss models is particularly benign,
as the future volume drops out, such that only the primordial picked indices need to be projected

into the future.

e In the Cat case w equals «. As in practice large accumulation losses often have local and regional
alphas in the range of 1, one will frequently come across situations where M;’fl has no or just a

very low impact, such that the above covariances vanish exactly or nearly.

9.3 Wrap up

Now we have all ingredients needed for a unified treatment of aggregate losses, loss counts, and respective
rates, with particular attention to the parallels and subtle differences between the formulae for the
past (as-if) quantities and those for the future realizations. For the sake of concise representation, we
introduce a last piece of notation. Recall Definition 4.5, which introduced the standardization of a RV

having positive expectation through dividing by the latter.
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Definition 9.17. The relative covariance of two random variables having positive expectations is the

covariance of their standardizations, e.g.

Cov (Sk, Sl)

rCov (Sk, Sp) = Cov (Sk’sl) “E(SHE(S)

Conditional standardization and conditional relative covariance are defined analogously, by replacing

unconditional moments by conditional ones.

Notice that the relative covariance corresponds to the squared coefficient of variation, but is dif-
ferent from the correlation coefficient p. The latter is normalized by the standard deviations, not the
expectations.

Now we restate the properties of the future loss and its predictor in a way that embraces all quantities

of interest.

Theorem 9.18. Suppose:

A risk is in the inflationary world structure.

The comprehensive index system is strongly independent.

The primordial gaps are time series fluctuating very few (such that all normalized gaps fluctuate closely
about 1) and, in particular, much less than the true deflated official volume.

The survival function F of the normalized severity is sufficiently reqular, as specified below.

Then the following approzimations for the first two moments of the as-if loss hold (k,1 <0):

EHPTJTJ/ (Sk ‘ M(j§0)7TpT) ~ éE(AD(O{)k)

1+ OV (Sk | Mj<oy, Tpr)

o j E(AD(aY
~ (1+8) (1+ CV?(AD(a), ))—I—mmax ZGIEQAD ’12 ’ZCLEJ)B&(@);)C)

rCov (Sk, Si | M(j<0), Ypr) = rCov(AD(a), ,AD(e),), k#1

If additionally the predictors of the future picked indices are constructed according to the multiplica-
tive structure of the comprehensive index system, and the future values of the indices referring to loss
inflation fluctuate, conditionally given (M(jgo),'fpr), closely about their predictors, then the following

approximations for the first two moments of the future loss hold (k <0< q):

AD(a), AG¥—>
Er, . (Xq | M(ng)anr) ~ éE< D(Zgjwz)q ) K (IP(a, z)q)

1+ OV? (AD( AGe~ ) H(Ip( )
1+ CV? (AG‘“ ) k2 (IP(a )

1+ OV (Xy | Mij<o), Tpr) = (14 B)

+,1\max[ 4 aiE(AD(OZi) A@H) ( G- ) H(IP i, 2 q)7
Vo p (AG“ Z’)E2 (AD )y AGY™ ) (IP a,z )

L (an(a?), AG;’Z') 52 (4G;) (1P (o ))]

— E(Aé‘;*Z’)EQ (AD(a)qAéf;*Z) K2 (IP(a,z)q)
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rCov (Xq, Sk | M(jSO)a Tpr) ~0

The formulae for the other quantities of interest are almost identical, one just has to replace some

variables and constants, according to the following table:

d>0 d=0
loss variable Xq Y, N, | No/m, | Ny | No/m,
predictor Sk Ry Cr | Ox/M, | Ck | Ox/M,
constant e é 0 0 0 0
z 0 1 0 1 0 1
2 0 2 0 2 0 2
o Qd ) | Qdrur) | Qds | Qdr 0 0
(6%)) Oé(od*,u*) a("d*’u*) Qg Qg 0 0
" " 1 1 1 1
a2 0 e O 0 9 9
az 24 ad 0 0 0 0
For all four loss variables we have a1 = vy (1 + ), as = —as, a1 = 2, ag = ag, ag = .

For the second sum in the variance formula, which improves the approximation given by the first sum as
a lower bound, there are two options:
j:1; a/1:a1+%7 C2/120517

1

. " __ " __ " __ " o__
J=2,0] = a1, o = a1, ay = g, Qg = 200a ur) — Qe

The appearing basis-risk indices have the primordial decompositions (w =14 (o« —1)x)
AD(a) = AAY ™ AG=* AH*ABT™*~¢¥

AG = AASAGABS
AD(O[) Aéw—z - AC)(O[7 Z) = AAI_‘SZAG_ZAHQABT(X—(Z

while the above picked index can be written as independent product of basic picked indices
IP(a,2) = IMY™*TAY 92 [G~*IH*[ BT~ %*

Ezponents other than « have the analogous decompositions.

The formulae include unlimited layers and pro-rata coverages, as long as expectation and variance of
the normalized loss Z are finite.

The theorem extends to the trivial volume case (where all volumes are constant).

In the following special cases the last two summands in the loss (rate) variance formulae vanish or
cancel out, such that, like for the loss count (rate) variances anyway, the sum only goes from 1 to 2 and
the second sum is obsolete:

First risks, i.e. d =0.
Proportional coverages. Here a3 = ao = 2.
F has a Pareto tail starting well below d*. Here both o and ay equal the (global) Pareto alpha.

The regularity conditions for the survival function are as follows:

Loss (rate): F is continuous at d* and u*.
Loss count (rate) for d > 0: F is differentiable at d*

Variant j = 2 of the loss (rate) variance: both.
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Proof. The theorem combines the assumptions and formulae of Theorem 8.7 and the analogous assertions
for the loss-per-volume variables from Section 8.5.2 (including those for the loss count rate omitted there)
with the moments calculated in this chapter, in particular Proposition 9.5, Corollary 9.14, and Proposition
9.16. For the sake of conciseness and intuitive understanding the (co)variance formulae are expressed in
standardized manner, having divided by the respective expectation formulae.

The details on coefficients and special cases are inherited from the corresponding moments before
averaging, as outlined in Proposition 7.4 (and the analogous Proposition 7.8). Recall that then the Sj
formulae for the special case Pareto held if the Pareto tail started earlier than d* and earlier than Ad—;k.
Now AB;, is random, such than it is more difficult to say whether Ad—;k is in the Pareto tail area. However,
if this area starts low enough (“well below d*”), Ad—;k is in the tail, as long as ABy, fluctuates closely about
1 almost surely. The analogous reasoning holds for X, with %ABq taking the place of ABy, see Section
7.3. As this is again a RV fluctuating quite closely about 1 in the same way, the Pareto case is analogous
for the future loss formulae.

The approximative formulae in Theorem 8.7 were exact / extremely precise for pro-rata covers / Pareto
tails. However, as many results of this chapter are approximate (apart from a few benign constellations),
altogether we have mainly approximate results.

In Appendix B the range of RV’s fluctuating closely about 1 is extended far beyond those being almost
surely close to 1, namely to certain normalized time series being close to 1 in probability. It turns out
that the (moderate and plausible) assumptions on F' and the index structure required in this theorem
enable us at the same time to make this extension, by using similar reasoning and the same kind of
approximations as in this chapter. We will show that the theorem holds for a number of realistic time
series models for gaps and picked indices, in particular if all primordial time series have lognormally
distributed error terms and, in addition, the gaps are geometric random walks.

As for the Pareto case, if ABj, can take on arbitrarily high values (as a rare event), Ad—;k can be below
the Pareto tail area. However, if this area starts low enough, this is extremely unlikely. In expectation,
averaging over the gaps, the unlikely non-Pareto situations may create some distortion, but their impact
is close to nil, such that the theorem’s assertions for the as-if loss hold. For details see Appendix B.3,

which covers the future loss, too. O

Notice that in the theorem all moments of gaps are unconditional ones, while those concerning picked
indices are conditional on the observed picked-index history. We have, with some technical effort, managed

to split gaps and picked indices in the moment formulae as desired.

9.4 Bias

Comparing the two expectation formulae in the above comprehensive theorem, we see that the bias of

the as-if loss (count) (rate) depends on how much E (AD(«), ) deviates from

E (AD(a)q Aé;ﬂ)
B (AGy)

K (IP(a,z)q)

This formula appears intricate, however, its main input is the structure of the comprehensive index
system. Looking at the decomposition of the appearing indices as stated in the theorem, we see that the
only bit of information needed from the underlying models for normalized severity and ground-up loss
count is the exponent «, which stands for the regional alpha of the rescaled layer (loss case) or the local
alpha of the rescaled deductible (loss count case), respectively. Thus, if we know how the severity in that

area is best approximated by a Pareto curve, we can assess (and avoid) the bias in the sample mean —
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as long as we get the structure of the comprehensive index system right and are good at selecting and
predicting picked indices.

If the picked indices are chosen well, we can expect the normalized gaps to be very close to 1 on
average, such that the bias is mainly influenced by the relative precision of IP(«, 2) @ which notably
does not depend on the year k. Very roughly, one could say that, provided one is good at time series
forecasting and has enough historical data, on should manage to get » (I P(a, 2) q) close to 1. Let us
have a closer look at this.

It is clear that the relative precision of a future index value depends on the kind of time series, the
parameter inference method applied, and the data situation, so with the many components IP («, 2)

embraces we have a huge variety of potential outcomes. However, Formula 9.1
K (IP(O[, Z)q) =K (IM;"'_Z) 5 (IA;_‘SZ) K (IGq—Z) K (IH;X) K (IB;—Q—Cz>

reduces this problem to five simpler ones. The basic picked indices (and powers thereof) should in practice
often be tractable with standard models. Furthermore, usually for the basic inflation and often also for the
superimposed inflations and the frequency per volume, one should have a long history available, possibly
coming from market statistics and being thus unaffected from the data issues that a single rating task
may have. For the deflated official volume IM the situation is more challenging; it is specific for the
risk we are rating and its history is just as long (which often means: as short) as the provided list of
official volumes. However, with inflationary and loss-per-volume effects factored out, we have reduced
the complexity of the volume issue a great deal.

In some cases certain exponents in the above formula equal 0, which means that an index drops out

and does not have to be forecasted at all:

e Asfor IJ, (2 = 1), we have already mentioned at the end of Section 9.2 that the intricate I M drops
out in all single-loss models and quite some Cat models (namely if o = 1). If further ¢ = 1 (official
volume is original premium), A drops out, too. Basic inflation drops out if 7o = ¢, which is not
uncommon — at least for pro-rata covers usually all three “greeks” equal 1. Altogether we can have

three picked indices less due to vanishing exponents, with only /G and I H remaining.

e By contrast, the prediction of ID, (z = 0) bears less potential for simplification, but never requires
to predict IG,. (We need IG, however, for the past, to calculate the IMj.)

e [ H can never drop out due to its exponent.

The gaps may simplify in the same way, “loosing” factors due to vanishing exponents. However, this
occurs in partly different cases.

The future involves the two gaps
AD(a) AGY ™ = AQ(a, z) = AAY 92 NG EAH ABTO—C?

AGY™% = (AA’AGABS)* ™"

While the first one has the same exponents as IP(a, z), the exponents of AG are different and do not
vanish at the same time. However, in the important special case w = z the distortion AG“~* reduces to
the trivial index 1.

For comparison, the past involves the gap

AD(a) = AAY ™ AG~“ AH*ABT*~¢¥

having partly different exponents than above. Here AH and AG never drop out due to their exponents.
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e For single-loss models (w = 1) we have almost the same constellation as for IJ, above: AA and/or
AB drop out if § = 1 and/or 7o = .

e For Cat models (w = «) basic inflation drops out independently of «, namely if 7 = (. AA drops
out if d =1=a.

Disappearing indices make the assessment of past and/or future uncertainty much easier. Overall it
turns out that, among all experience rating variants, assessing rates per volume in the single-loss case
(z = 1 = w) has the best chances for simplification due to vanishing indices. Proportional business is
(not surprisingly) most benign, even in the Cat case. (The latter is, however, less relevant in practice, as
most accumulation-loss covers are non-proportional.)

It is maybe surprising in how many constellations basic inflation drops out. One could be tempted
to conclude that inflation is less critical for experience rating than expected. However, it must be noted
that there is no chance to “get rid” of G, the part of the volume inflation being not described by B. In
many constellations this seems to be the most problematic inflation component.

Bear in mind that we are focusing on bias here. The variances involve different alphas, thus do not
yield the same simplifications.

Speaking of alphas, recall that, apart form the pro-rata and the Pareto case, local and regional alphas
vary with loss size. For a layer, the regional o4 ,+) and the local ag- are usually not the same, albeit
often close. This means that aggregate loss and loss count, despite their very similar formulae, may show
somewhat different effects due to deviating alphas leveraging indices differently. Even more variety arises
if we have a program consisting of several adjacent (re)insurance layers, stretching across a wide range
of loss sizes. Here we could have rising local/regional alphas (very common), say from 1 to 3 from the
bottom to the top layer, or alternatively decreasing ones, or alphas going up and down, etc. This can
lead to constellations where an index has a highly leveraged impact on the rating of a layer, while it does
hardly matter for another layer due to a nearly vanishing exponent.

To gather some more intuition, let us elaborate two examples, starting with the old one having a very

benign index world:

Example 9.19. Experience rating of rates per volume for
single-loss Fire (re)insurance, using the
aggregate sum insured as official volume, having
equal loss and volume inflation.
Wehave G=E1=H,(=1=7,0 =0, w=1= 2. The past gap is based on the index

AD(a) = AAAB®™!
while the future uncertainty is modeled by the indices
IP(a,2) = IAIB*!

AQ(w, 2) = AAAB™,  AGY > =1

Here IM drops out and the distortion AGY ™% is trivial, such that the remaining three indices all have
the same structure AB*~!.

If we have, in particular, a proportional coverage or a layer hit by Pareto distributed losses with a = 1,
then inflation drops out of the formula altogether. However, the uncertainty about the index A remains,
reflecting shifts in the frequency per volume unit. While in other cases this uncertainty is arguably often

overwhelmed by inflationary effects of various kind, here it could take a prominent role.
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Equally simple are inflation-free volumes, for all lines of business, both for Cat and non-Cat losses.

Recall that the comprehensive index system embraces these volumes elegantly (see end of Section 8.1.2).

Example 9.20. Inflation-free official volumes are parametrized as follows:
(=0,7=1,G=1=H, §=0. Here we have B = B and M = M, such that G = 1. As in the
preceding example most indices of interest look the same. The past gap is based on the index

AD(a) = AAAB”
while the future uncertainty is modeled by the indices
IP(a,2) = IM“ *TAIB* = M“ *IAIB*

AQ(a,z) = AAAB®,  AGY~* =1

The resulting formulae are the same as in the preceding example, save that the basic inflation has exponent
a, not @ — 1, and IP(a, ) has the additional factor IM“~%  which here equals M“~%.

To conclude this chapter, let us look once more at the picked indices and in particular at the relative
precision of a single one. Let IU be the power of one of the five basic picked indices, as they appear in
the decomposition of x (IP(a, z)q).

Proposition 9.21. For powers of basic picked indices we have

B(1U; | Mj<o), Tor) B B(1U, | 1U <)) B B(IU, | U <)
10, - 10, - 1,

k(IU,) =

Proof. As shown earlier, in the expectation of future basic picked indices (or of powers thereof) we can
replace the overall condition by the one on the specific picked index, which can equivalently be replaced
by a power thereof. This proves the second equality. The third one follows from IU, = IU,IU, and
1U, = IUy1U,, where IU, notably is (conditionally) a known factor. O

This proposition makes clear that for the assessment of the relative precision one can work with the
original or the normalized index, whichever be more handy. Time series analysis usually treats non-
normalized indices, i.e. would compare E (ﬂ q | IU, (jgo)) with I/—U\q’ while we stated most results using
the normalization tailor-made four our specific setting.

In practice, for each index U of interest, one would use the history IU ;<) to choose a suitable model
and an appropriate predictor JU,. The latter depends on the assumed model, such that the relative
precision is model-dependent. What is more, to assess it, we need an estimate of E (M q | IU. (jgo))7
which is again model-dependent.

It would be interesting to go through a variety of suitable models for index series and assess the
relative precision wherever possible. However, time series analysis is not the core of this book, so we
will not dig deeper into this. For illustration, however, we look at the relative precision of the arguably
simplest time series model, the geometric random walk, which we have used for the inflation gap in the
basic example. This does not mean that we see this model as generally suitable for picked indices — true
and picked indices will often require more complex models than gaps. Nevertheless the geometric random

walk is a possibility, at least an instructive one.
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Example 9.22. If In (IU) is a random walk with normal error, the random variables

IU,
Lj:=1In (IUj]l) ~N (p,0%)

are independent. Let IU _,,IU,_,,...,IU, be the known observations of IU.

The common unbiased parameter estimates are

n’

0 0

1 — 1 2
7= _ § L 2 — E L,_"

'u nj:l—n g y n-—= 1j:1—n( ! Iu)

however, alternative estimators might be thinkable.

For the logarithmized normalized future index we have

U

In(IU;) =In( —2%) =Ly + ...+ Ly ~ N (qu, go°)
1U,

which would usually be predicted by g, such that fU\q = exp (qQ).

The true value IU, is lognormally distributed (even unconditionally) and we have

q
E (IUq | M(jgo)) =E (eL1+“'+Lq | M(jgo)) =E (elrt+ha) = exp (qu + 502)

Thus, « (IU,) = exp (qu + %02 — qﬁ) If we estimate this, using the estimates for u and o, we get

KJTIFQ) = exp (555)

While replacing unknown parameters by their estimates is a standard procedure (being often with-
out alternative), statisticians are well aware that this may underestimate prediction errors, see e.g.
[Stine, 1987| stating that having to use estimates instead of true parameters increases the MSE in au-
toregressive forecasts. Accordingly, in our situation we might get an estimate for the relative precision
being too close to 1.

For the sake of a good estimate it could — in the above example and in similar cases — be a possibility
to deviate for a moment from the conditional setting by looking at the corresponding unconditional figure,

i.e. instead of calculating a (possibly unsatisfactory) estimate for

E (ﬂq | ﬂ(a‘gm) IU,
= =B = LU«
i U,

q

one could try to approximate this figure by an (ideally quite precise) estimate of

1T,

However, whether this or any alternative approach improves the estimate, depends on the specific situa-
tion.

Comparisons of predictors with average realizations are treated in the time series literature under the
label forecast uncertainty, see Remark 7.10. Besides simulations, various analytical asymptotic results are
derived, being exacter the longer the index history. Many (mainly autoregressive) models are looked at,
including even attempts to address model risk, however, the by far most investigated model is apparently

the AR(1) process with zero mean. The bulk of research seems to address the unconditional variant only,
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and as no clearly distinguishing names for the two problems have been established, there is a certain risk
to mix them up.

The conditional case analogous to our approach is treated by [Phillips, 1979], [Fuller and Hasza, 1981],
and [Ansley and Kohn, 1986]. A lot more literature on forecast uncertainty has been published, see the
survey paper |Gongalves Mazzeu et al., 2015] for a vast overview.

The focus of the literature about forecast uncertainty is predominantly the MSE, which is closely tied
to the relative precision introduced above, at least if the future years of the time series are conditionally,

given the past years, lognormally distributed.

Example 9.23. To see the connection between relative precision and MSE, let now IU be such a
“lognormal” time series and IY = In (IU) its logarithm. If IU 4 has a lognormal distribution conditionally
on M(jgo)a Qq is normally distributed given K(jgo)' (The conditions on the past time series M(jgo)
and IY ;) are obviously equivalent, generating the same o-algebra.)

So we have LU\q = exp (LY\q) and the lognormal expectation formula

E (ﬂq | M(jSO)) = exp (E (Kq | l(3‘30)) + %Vaf (Kq | IY(jSO)))

from which we get

— 1 —
I (1U,) = ME (10, | I <o) ) =0, = B (LY, | Y <o) + 5 Var (1Y | Y gyoy) = 1Y,

1 .
= 5 Var (1Y, | I <o) ) — Bins (1Y, | 1Y (j0))

Thus, the relative precision is a function of (conditional) variance and bias of IV ,. These two quantities

at the same time constitute
Var (LY, | I <)) + Bias® (1Y, | I ) = SPEE (1Y, | Dy

If both are very small, we have the desirable situation that the SPEE is close to 0 and the relative
precision is close to 1. However, in the relative precision formula a positive bias can somewhat cancel
out with the variance even if both are not close to 0, such that a relative precision close to 1 may come
about despite of a large SPEE.



Chapter 10

Optimal experience rating

Let us finally apply our theory, proceeding very much in the spirit of the basic example of Chapter 4, but
far more generally. Recall that the latter treated the proportional coverage of a risk having (knowingly)
constant frequency volume, which was rated for the year zero, such that loss inflation was the only index,

having as sole uncertainty the basis risk of past years. Now we are able to treat
e a pro-rata cover, first risk, or layer
e for a risk with variable volume
e that requires a rating for the year ¢ > 0 (typically ¢ =1 or ¢ = 2).

Thus, we take into account uncertainty both about inflation and volume, both towards the past (basis risk)
and the future (overall randomness). As in the basic example, the preferred model for the inflation gap
is the geometric random walk with lognormal errors, however, a number of results hold more generally.
Recall that our theory is applicable to lognormal settings (see Appendix B), albeit it was initially proven

only for normalized time series with almost surely low deviation from 1.

10.1 Preliminaries

We formulate results for the loss amount in this chapter. With the structural analogy outlined in Theorem
9.18, it is straightforward how to extend them to loss count and rates per volume.

For any predictor of X, we generally have

MSEP (T (X,)) = E ((T (X,) - Xq)Z) = Var (X,) + Var (T (X,)) + Bias? (T (X,)) — 2Cov (X,, T (X,))

SPEE (T (X,)) = E (T (X,) = E(X,))?) = Var (T (X,)) + Bias® (T (X,))

This results from easy algebra and holds, in particular, if T (X,) is a linear combination of the Sy, which
is the kind of predictor we study in this book. What is more (and is proven by exactly the same algebra),
the formulae hold conditionally too, in particular for the condition (M(jgo), Tpr) we want to apply.

If one has a set of predictors available and aims to optimize (i.e. minimize) MSEP and/or SPEE,

these two problems are related, but in general not the same. The respective formulae differ by two terms:

e Var (X,) is not related to the predictor — process risk is always part of the MSEP, irrespective
of the rating method. While being interesting in itself, it does not matter for the comparison of
different rating methods and rating optimization. This simplifies things a lot — among all formulae

in Theorem 9.18, that for the future variance is by far the most intricate one.

122
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e The covariance term connects future loss and predictor. However, if they are uncorrelated, both
optimizations are equivalent and we can speak of MSE optimization, embracing both MSEP and
SPEE.

This is the situation that we have in our setting: The second covariance formula in Theorem 9.18 states
that, conditionally on (M(jgo),Tpr), the Sk, and thus linear combinations thereof, are (approximately)
uncorrelated to X, as long as the comprehensive index system is strongly independent.

Recall that the latter means that, in addition to the independence of the index system, past and
normalized future gaps are independent. While this is undeniably a strong assumption, it holds for the
geometric random walk, the model that we chose for the inflation basis risk in the basic example. We
shall, throughout most of this chapter, use the geometric random walk model with lognormal errors for
all gaps.

Let us first motivate this model choice. In the comprehensive index system, all gaps are products of
powers of the four primordial gaps (independent decomposition). The corresponding true indices are A,
G, H, and B. We interpret each as product of a picked index and a gap. If we feel that the respective
picked index is chosen well, we can argue as done in Chapter 3 for the overall loss inflation B: The
corresponding gap should be rather less complex than the index itself, such that the geometric random
walk is a reasonable model, as is the use of the very common lognormal error structure. Finally, if each
primordial basis risk is a lognormal geometric random walk, so are gaps in general — they are all products
of powers of primordial gaps.

The independence of the primordial gaps makes it extremely easy to relate parameters and moments
of any gap to those of the underlying primordial gaps. We shall detail this later on. For now we work
with AD(«) as if it were a simple index; in most of the following AD(«) just takes the role that AB had
in the basic example of Chapter 4, from which we borrow parametrization and notation, with adequate
adaptations for the other gaps we need.

If all gaps are geometric random walks with lognormal errors, AD(«) q is a product of ¢ independent
copies of a lognormal RV Wp, whose moments can be elegantly parametrized by constants vp, wp, yp-.
(We here again write D for D(«) and will even drop subscripts, as long as there is no risk of confusion
with other quantities.)

In compact notation we have
E(W) = vw, E(W?) = v*w!
For positive k (counting backwards) AD_ is a product of k independent copies of W ™! with moments

E (Wﬁl) =— =y, E (W”) - v w?

w
(%

Now we can state the moments of the gaps appearing in Theorem 9.18 in an extremely concise manner,

counting again backwards (k < 0). In particular we have
E(AD_;) = o*, 1+ CV2(AD_) = w?

1Cov (AD_y, AD_)) =w?* =1,  1>k>0

E (D(«;)_},) can in general not be represented in terms of the parameters of AD(w), as it belongs to the
(slightly different) world of D(«;). We write

E (D(az)fk) = yf7 Yi = YD (o)
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The future terms are more complex, but the one we immediately need can be written compactly as

E(AD(a)qAéZfZ) E(AQ(a,Z)q) st g V) o WQ(az)

E(Aé;‘z) N E(Aé‘,}"z) - C Vge-: | Wge-

Notice that ¥ = v p(a), such that typically, with all parameters w being very close to 1, v9w? is pretty
close to E (AD(a) q), which means that the distortion via Aé‘;_z is only very slight.

Before going into the calculations we give an intuitive interpretation of AD(«). As mentioned various
times, the index D(a) = VB® quantifies the combined impact of scale and frequency volume on the
aggregate loss (count), with the scale being leveraged due to the non-proportional effect of ground-up
inflation on layers. (Details depend on the specific a: With a(g- ,+) We quantify the impact on the
expectation of the aggregate loss, with oy« the impact on the expected loss count; other exponents enter
some variance components.) ID is the combined picked index used as approximation for this combined
impact. The gap AD is what one needs to “add” to this picked index to get the true one. Thus, if
ID on average underestimates the (combined leveraged) growth of scale/frequency over time, then AD
grows on average, i.e. E (W) =vw > 1. Conversely, if the picked index overestimates growth (one would
intuitively see that as a conservative index prediction), then AD decreases on average.

We illustrate how this relates to the risk of being systematically too cheap in the rating altogether:
Theorem 9.18 yields for the lognormal-random-walk-gap setting:

E (S—k | M(j<o), Tpr) =~ Ey*
E (X, | Mij<o) Tpr) ~ é (IP(a, z)q) e

Whatever value k (I P(a, 2) q) take (ideally close to 1, but we can imagine it to be on either side): If
y < 1, the S_j, for large k (remote past) will be too cheap as predictors. Thus, one should strive for a
picked-index choice yielding y > 1. Overestimating on average the growth of D yields E (W) = vw < 1,
which is a bit stronger a property than the desired y = %> > 1.

Overall, if I D overestimates or just slightly underestimates the growth of D over time, then to rate
a sufficient premium one can use the “old” S_j as far as available and representative. If not, one either
finds a way to adjust (i.e. increase) the old predictors or better leaves them aside.

Note that the reasoning here is essentially the same as outlined for the overall-loss-inflation gap AB
after its definition in Chapter 3 and in Section 4.2. Thus, AD takes the role that AB had in the basic

example, not only mathematically, but also materially.

10.2 Classical sample mean

We proceed as in Section 4.2. The common burning cost calculated out of the n most recent years of the

loss record can be written as
m+n—1

T, (Xq) = Z gn,kS—k
k=m

where —m = K4z is the most recent year (we count backwards) and g, 5, is the weight of the predictor
S_. This notation embraces two variants, the less common equal weighting g,, , = % and the traditional

volume weighting
IV_y,

Gk = St o
> 1V

j=m
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which, as already stated in Section 2.2.2, minimizes variance/MSE in some standard models, e.g. if the
loss count is Poisson distributed and (as is commonly assumed) past indices are known without basis risk
and projected correctly to the future, such that the as-if losses are unbiased predictors.

As done in the basic example, we want to prove that in many real-world situations the MSE of the
classical sample mean diverges with increasing n, such that there is an optimal finite number of years to

be used. The expected burning cost for geometric-random-walk AD(«) with lognormal errors yields

m+n—1

+
E (T, (Xg) | M(j<0),Ypr) ~ € Z Gniy" > é H g“’“—e Srt T kg k

m+n 1

For equal weights the sum ), kgn.r in the exponent equals ”TH, which is a divergent sequence in

n. In the volume-weighted case the sum equals

m+n 1kIV A
Zi: LIV

It can be shown easily that this sequence diverges, unless the IV_j, decrease such quickly that Y ;- kIV_y
is finite. However, under realistic circumstances — being inflation-free volumes, the I'V_j should rather
be quite stable than decrease very quickly — we can mostly expect the sequence to tend to infinity.

All in all, in real-world constellations > 7" "

kgn.r usually diverges. Thus, in line with the basic
example we have that for y > 1 expected Burning Cost, bias, and MSE tend to infinity as n increases.

Like in Section 4.2, it should be possible to prove divergence of the variance under a slightly weaker
condition for y (again not for all, but many volume constellations). However, this would be intricate and
technical without arguably adding a lot of value. The main message is already clear and the same as
found for the basic example:

Classical weighting in the sample mean limits the number of years to be used; to keep the MSE low,
one has to stay with the more recent data. To be able to use all available representative data and/or to

reduce the MSE, one has to find better weights. This is addressed in the following section.

10.3 Optimal weights

Now we generalize the sample mean, for a fized number n > 2 of years of empirical data, by defining
m+n—1

Z Ght1-mS— k—zgksl k—m

with arbitrary weights for the S_;. The aim is to find optimal weights in terms of MSE, where optimal
shortly means: no bias, minimum MSE.

At first we collect results holding well beyond our specific setting.

10.3.1 General properties

Assume we have n not necessarily unbiased predictors 71, ..., T, of a RV X which, conditionally on a

certain o-algebra U, have a positive definite covariance matrix. We want to find their optimal linear

n
= ngTk
k=1

where optimal shall mean: unbiased and minimizing the SPEE, conditionally on U.

combination
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To this end, we just have to rewrite some findings from Section 4.3 a bit more generally. The first

step is a parameter change by defining rescaled weights

E(Ty |U)

hg = gy =—o——
k ng(X|Z/I)

Then we have

T(5) = hE(X |[U)Tx
k=1

with the conditionally standardized RV’s Tj, = %

conditional unbiasedness of T' (g) is equivalent to > ;_, hy = 1.

As the latter have conditional expectation 1, the

The T}, are conditionally unbiased predictors of the conditionally standardized RV X = W, while

their covariance matrix X' := Cov (Tle | U) is positive definite, being just a recalibration of the original
covariance matrix.

Now we can apply Proposition 4.4, which obviously holds conditionally as well: It was proven by
simple algebra about expectations and variances, which works exactly the same for conditional probability
measures. With

= (1 + Cov (Tle |u)) = (1 +1Cov (T4 T} | U))

we get the optimal linear combination Y, _, i T through the coefficients

: NG T
(h17...,hn) :ﬁ,

Therefore, Y°1_, hyE (X |U) T}, is the optimal predictor of X = X E (X | U). Expressed in terms of the

equivalent original parametrization, the best predictor >°;'_; g,T) has the weights

CE(X |U)
:h P ——
=R (T, [U)

Summing up, the optimal rescaled weights are a matrix function of the conditional relative covariances
rCov (T}, 11 | U) = Cov (Tle |Z/l) of the predictors Ty; the optimal weights result via multiplication
with the quotients of the conditional expectations of RV and respective predictors. Once all needed
expectations and relative covariances are found, the two steps, weights (optimize) and level (ensure

unbiasedness), are totally unrelated tasks.

Proposition 10.1. If n not necessarily unbiased predictors Ty, ..., T,, of a RV X have, conditionally
on a certain knowledge (c-algebra) U, a positive definite covariance matriz, then the unbiased linear
combination > y_, gxTy that conditionally minimizes the SPEE has the coefficients

r-'1

E(X
(X |U) (B1yoshn) = =——=,  TI'=(1+rCov(Ti Ty | U))

=h,—— =
I =BT Uy ’ 1er-11

If the Ty are conditionally uncorrelated to X, this linear combination conditionally minimizes the MSEP

as well.

Proof. The proposition summarizes the preceding results, adding the case of equivalence of SPEE and

MSEP minimization as explained at the beginning of this chapter. O
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10.3.2 Special results

Now we apply the last Proposition to the n predictors S_,,, ..., S_;,—n+1, in the conditional setting,
given U=o (M(jSO)7TZJT)

Proposition 10.2. In the situation of Theorem 9.18, the approzimate level factors for the rescaling of

the weights are, fork =1, ..., n

g BE(Xg| My<o) L) E<AQ(O"Z)Q> “(IP(O"Z)Q)

hi B (S1k-m | M=o, Tor) EB(AGy™) E(AD(a),_, )

while the rescaled weights minimizing the MSE across all unbiased linear combinations are

r-11
t p—
(h17 7hn) - TtF_lf
with the (approximate) matriz
I'= (14 7Cov (S1—k—m:S1—i—m | M(j<0),Tpr)) = 14 rCov (AD(at);_y_,, , A )1 em) (L4 03)

j E( (J) )
(AD(O% 1 k— m Zaj 1 k—m
71:1 (AD

1
+5kl-’v1 k— mmax ZalEQ (AD 1—k—m (@) _p ’m)

Proof. Simply collect the respective terms from Theorem 9.18. O

The proposition holds generally, as long as the assumptions of the theorem hold. Now we specify

them for our preferred distribution model, having lognormally distributed random walk gaps.

Corollary 10.3. Specifically for geometric-random-walk gaps, as long as they, as well as all other prim-

ordial indices, have lognormal errors, we have

Jk K 099
hk ~ merkfl

(10.1)

where we have shortly written k for k (IP(a, z)q>, Forn>1>k>1 we have

1 m+k 1 J
o o 2(mtk—1) (m4k—1 (7)), m+k—1, —2(m+k—1
Tig = w +5“{ﬂw )+IV1 l— mmaX (Zalyz(mw 1) Za D m)y ( .

(10.2)

Proof. As is shown in Appendix B.2.3, Theorem 9.18 applies to the case that all time series, gaps and

picked indices, are generated by lognormal error terms. O

We see that the main ingredient of the level-factor formula is kK = K (IP(a, z)q), which is only slightly
distorted by some gap parameters being rather close to 1. Thus, ensuring unbiasedness means essentially
index prediction. Conversely, the weight formula has as only ingredient from the picked indices the past
frequency volume, further it depends on several gap parameters and the variance coefficients. Of course,
both formulae require the exponents of the index system and some alphas.

If we compare Formula 10.2 to the corresponding matrix

Ty = w2(m+k71) + 6klnw2(m+k71)’ 1<k
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of the basic example, we see that, apart from [ taking the place of 1, now the diagonal is much more
complex, such that we cannot generally apply the Fibonacci algebra that in Section 4.3.2 led us to concise
explicit formulae for the optimal weights.

Nevertheless some pretty general properties hold.

Proposition 10.4. In the situation of Theorem 9.18, applied to time series having lognormal errors
throughout and geometric-random-walk gaps, the matriz = = @ + A, where Oy = wmtmin(kD=1) gpnq

A is the diagonal matriz with strictly positive diagonal elements

4 m k—1 J
1 +
— . 2(m+k—1 Z Z €] nl+k 1 m+k—1
Akk = Ak = ﬂw ( ) —+ 7[‘/1,/9,,” max ( Qi —F7 53—+ 2(m+k R a; (]) y 2( ))

approximates the relative covariances of the sample mean.
= is positive definite.
The components of the vector =1 are strictly positive, such that the same holds for the resulting

(approzimate) optimal rescaled weights

t _
(h17 7hn) - TtE_lf
For the latter we have
Ryt Ay
<
i, A1

If in particular the Ay increase in k, the hy decay faster than the inverses of the Ay.

Proof. = is defined exactly such that it emerges from the last corollary as relative covariance matrix of
the as-if quantities.

That the Ay are strictly positive, is ultimately (for the problematic case that the first sum in the
maximum has a dominant fourth negative summand) ensured by the second sum (which complicated the
variance calculations so much). So A is positive definite. The same holds for ©, which is the matrix in
Proposition 4.6 consisting of powers of r = w? > 1 (case n = 0). Thus, = = © + A is positive definite,
too.

That the components of Z~'1 are nonnegative, was proven by |[Riegel, 2015], Appendix C, by in-
duction, even more generally for matrices O = Opin(k,1), Wwhere 0 < O1 < ... < O,, and nonnegative
diagonal elements Ay. (Notice that the referred paper has the inverse order of rows and columns.)

In the vector equation .

1
rtE-17

all rows are equal, such that for subsequent rows k and k£ + 1 we have

= (h17 8] hn)t =

> Ouihi+ Aphi =Y Oy ihi + Apahii
=1 =1

or equivalently
n

Aphy, = Z (Okt1,0 — Opi) by + Apyr1hp (10.3)
1=1
As both the h; and the (@41, — Oki) are nonnegative, we have Aghy > Apr1hpt1.
If we can prove that this inequality is strict with all hy being positive, we are done. Assume that
conversely a certain hy equals 0. Then this must hold as well for hg; and all subsequent ones. However,

not all Ay can equal 0, such that we must have a certain index such that
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hi >0=hps1 = ... = hy

Plugging this in Equation 10.3 we get

n k k
0 < Aphy = Z (Ory1,0 — Opi) by + Agprhpyr = Z (Ors1,0 — Op) by = Z (©—6;)h =0
=1

=1 =1

where the third equality follows from the special structure of the matrix ©, while to the very left we have
used (for the first time) that the diagonal of A has strictly positive elements. We have a contradiction,
which implies hg > 0 for all k. Thus, the sum in Equation 10.3 cannot vanish, such that we must have

Aghy > Agy1hgy1 or equivalently hizl < A’:il. O

This proposition enables us to draw a number of conclusions.

Firstly, it states that despite all the approximations used on the way to the matrix = we have not lost
the essential property of the relative covariance matrix: positive definiteness. So we can work with = as
if it described the exact relative covariance between the as-if losses. Of course we aim for (and trust in)
good approximations, however, should a case of less precise approximation arise, at least this does not
entail technical issues.

Secondly, whichever values the highly complex diagonal may take, we get some general properties,
having an intuitive interpretation and being in line with what one would have expected: All years have
positive weights, reflecting that an optimal sample mean does not discard any representative loss history,
however old it be. What is more, it turns out that the weights in typical cases decrease with rising index
k. Recall that larger k, as we count backwards, means older years, for which we expect more basis risk in
the indices. Thus, lower weights for older years are perfectly in line with intuition, as long as no extreme
volume shifts change the picture. Now look at the definition of the Aj. The first summand (slightly)
rises with k. The second one is complex, but if the IV;_,_,, = IMll:,i‘_mIAl,k,m are not much greater
for older years than for more recent ones (which in practice hardly occurs, unless x = 0 and the portfolio
size IM shrinks quickly; sharp decreases of the frequency per unit IA are largely implausible), altogether
K

the Ay, should rise in k or decrease only slightly. With the =24~ being close to 1 or smaller, the hh% are

Apy1

mostly less than 1, and so are the
[

gk yhk
at least if y is in the range of 1 or greater. Thus, in typical real-world constellations the weights decrease
with age.

Notice that the A are not just components of a complex (partly conditional) covariance term — they
are variances themselves, namely the conditional relative variances (squared CV’s) of the predictors before
averaging over the unobserved index values. To see this, apply Proposition 7.4 to lognormal random-walk
gaps.

Last but not least, we can approximately calculate the hj for some special cases. What if this matrix
is very close to a simpler one, say the matrix of the basic example or a diagonal matrix? Approximations
of complex matrix products are tricky, in particular if their inverses are involved, however, we are in the
benign situation that = is the sum of two positive definite (thus invertible) matrices, such that for quite

fair approximations ¥ of =, and ultimately of I', we can claim that

-1

t p—
(hlv"'vhn) - TtF71T

is well approximated by 5_7_112
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10.3.3 Examples

Now recall the parameter discussion in Section 7.2.2, where we studied which of the coefficients appearing
in the variance formulae can be the largest and in what real-world situations this occurs. Out of the situ-
ations discussed then, two emerge as being instructive and realistic, while yielding explicit (approximate)

rescaled weights. These two cases are as different as we can imagine.

Example 10.5. 5 > 0 dominates. The classical real-world example is the pro-rata coverage of a large
portfolio producing thousands of non-Cat losses per year, while the loss count has a considerable market
fluctuation, but conditionally on that, is nearly undispersed (Poisson or very close to). Here first and

second sum have no substantial impact, such that
Fk:l ~ Ekl ~ w2(m+min(k,l)—1) + 5klﬁw2(m+min(k,l)—1) _ rm+min(k,l)—1 (1 + 5klﬂ)

where 7 = w?. This is the relative covariance matrix of the basic example, save that 3 (the main variance
component) takes the place of 7, which then was the total squared CV of the normalized loss. So we get
the hy from Proposition 4.8: by simply replacing n by 8. The g result from Formula 10.1, which contains
the same powers of y as in the basic example, but additionally the factor kv%w? comes in, reflecting the
projection into the future year ¢, which was not necessary in the basic example, where we had ¢ = 0.

Numerically, the decrease of the weights can be expected to be even more marked than in the basic
example, as now we should have more basis risk, but less fluctuation from sources other than indices:

For the single say Fire risk studied in the basic example we regarded a loss CV of say 20% to 50%
as plausible, see Example 4.11. This yields an 7 in the range of 0.04 to 0.25. Instead, 3 is the variance
of the common market factor, creating a whole-market fluctuation in the ground-up loss frequency. As
outlined in Section 7.2.2, this variance should in practice rarely be larger than 0.01. (8 dominates over
the other variance coefficients, but is nevertheless rather small. The other coefficients are much smaller
still or vanish.)

On the other hand, now w = exp (02/2) does not just reflect the one-year gap of some single-loss
inflation B = HB" like Fire loss inflation, but embraces the overall basis risk of the combined leveraged
scale-frequency effect D(«), which could be considerably larger. To see this, let us calculate o2. In the

independent comprehensive index system this is very easy, as the multiplicative structure
AD(a) = AAY™“ AG=* AH*ABT™*~¢¥

becomes additive if we take the logarithms. Due to the independence of the primordial gaps we get a sum
of independent normally distributed RV’s. The log one-year gap has the same structure and its variance
equals

O'QD((X) = (1 —dw)? 0% + w0l + a®o% + (Ta — (w)? 0%

For comparison, AB = AHAB™ leads analogously to

0%3 = 0'1211 + 720%

At least for a > 1, op(s) should be larger than op, despite some mitigation for the basic inflation
through the term —(w. We anyway have additional components stemming from A and G. In particular
for reinsurance with the original premium as official volume, we can expect the basis risk about G
(reflecting here the difficult-to-assess market cycle) to play a mayor, if not the dominant role.

For illustration we look at the instructive (and not unrealistic) case 7 = 1, H = 1. Here op coincides
with og, while

O’QD(Q) =(1-da)’ 0% +acd+(1-¢)° oo
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in the Cat case and
2 2

U2D(a) =(1-0)20h+0g+(a—0) oF
for single-loss models.

In real-world Cat covers the official volume mostly contains inflation (original premium, aggregate
sum insured), such that ¢ = 1 and basic inflation drops out of the above formula. Here op(4) equals og,
leveraged with «, plus the additional component stemming from AA.

For non-Cat o¢ is not leveraged, while o5 is, namely by « or a — 1, according to whether the official
volume is inflation-free or not.

Altogether we can expect op(q) to be larger than oy 5. in most constellations, possibly much larger.
Numerical examples with various values 3 and op(,) are displayed in Appendix A, together with the
analogous ones for the basic example with parameters 17 and op. Note in particular the case of 12 years
of data, coming with 3 different scenarios for o and 8 (n): The larger the former and/or the smaller the
latter, the steeper the curve of the optimal weights and the larger the weight of the most recent year — it

can exceed 25%, notably for parameter constellations that are not extreme.

A much different approximation becomes applicable if the diagonal matrix A has much larger values
than in this example. Recall that © is a matrix of powers of w which, albeit typically reflecting more
basis risk than in the basic example, are usually still quite close to 1. Thus, © is close to the (singular)
matrix of 1’s, and if the invertible matrix A has very high entries, the deviation of the @; from 1 has a

very low numerical impact, such that we get
Fkl ~ Ekl ~1+ 6kl/1k

As in the proof of Lemma 4.3 we can see easily that

-
1tr-17

yields the same vector as when we replace I' by the matrix (I'y; — 1). This latter matrix here approx-
imately equals the diagonal matrix A, such that we are (approximately) back in the classical situation
of uncorrelated predictors with a diagonal covariance matrix. Here the optimal weights are well known:

they are proportionate to the inverse variances, which is indeed the output of

AT
1tA-17

Let us look at the most realistic special case of this situation.

Example 10.6. a5 is very large and dominates the variance. The classical real-world example is a high
layer with a loss frequency well below 10% and a severity rather similar to Pareto. If we rate the loss
count (rate), we do even not require this assumption on tail geometry. In any case, the first sum in the
variance formula is dominated by the second summand and the improvement through the second sum is
obsolete. B
Earuny 1

>
04+ 04+

is in the range of 100 for such layers. With as dominating, the impact of the parameters 5 and v of the

A =

mixed contagion loss count model is approximately nil, only the frequency comes in: Here we essentially

have no model risk from the loss count side, as one is anyway numerically close to the Poisson model.
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Things simplify further. We have

1 y;n-‘rk’—l

S Vi Bt Y2 T YD()

Ay,

where as equals a = ag- for loss-count rating (such that yo = y), while for aggregate-loss rating as is
the second-order regional alpha of the (rescaled) layer. But, if the severity is similar to Pareto, the two

regional alphas are close, such that ys =~ y. So we generally have

ag
T IV eyt

Ay

m+k—1 Thege are

which implies that the optimal rescaled weights hj are proportionate to the IVi_;_,,y
the (picked) frequency volumes, being slightly distorted by powers of y.
But simplification does not end here. Formula 10.1 yields the original weights as
D,

Gk ~ W ~ Vi gm

Recalling that gi belongs to the predictor S;_j_,,, we can state in the original notation with negative k:
The optimal weight of Sy in the sample mean is IV}, which is the classical weight of the standard model
without basis risk in picked indices. The stochastic effects due to index basis risk cancel (approximately)

out here.

Summing up, pro-rata coverages of large portfolios and high layers protecting risks having a Pareto-
like severity tail are two benign endpoints in a complex universe of constellations. Both require only a
few model characteristics. They yield remarkably different optimal weights: the former Fibonacci-like as
in the basic example, the latter proportionate to the (frequency) volume as in traditional models ignoring
past index uncertainty.

Myriads of other constellations exist, being mainly driven by the proportions among the variance
parameters. Many will lead to weights somewhere in between the two above examples, some might look
much different and be inaccessible for easy qualitative description. However, if the parameters of the
(ground-up) loss count and the regional/local alphas of the normalized severity (in the layer area) are
approximately known (i.e. inferred somehow), one can do the bias correction and calculate the optimal
weights by simple algebra from Formulae 10.1 and 10.2. The remaining ingredients come from the world
of indices: the exponents of the index system, the parameters of the primordial gaps, and the relative

precision of the combined index IP(a, 2).



Chapter 11

Final words

11.1 What we have done

The initial question, to use or not to use old data in experience rating, has led us on a long journey.

Some of the results found on the way are interesting in themselves, independently of the context.

e The three-parameter mized contagion model for the loss count (Chapter 5) generalizes two classical
models: variance proportional to volume due to independent insured units vs Poisson-Gamma with
strong dependence through a global fluctuation. It fills the gap between them, providing a model
for all situations that are felt being somewhat intermediate. The contagion helps infer loss count
parameters for a layer from those of another layer or even from the ground-up losses. The latter, if

available, should be many enough for a sound parameter estimation.

e The regional Pareto alpha (Chapter 6) enables us to describe the nonlinear impact of ground-up
inflation on layers in a general and elegant way, bridging the gap between the two well-understood
cases: proportional (re)insurance vs layers with Pareto distributed loss severity. An easy-to-handle
multiplicative effect of inflation emerges, coming with a leverage depending on the geometry of the

loss severity cdf in the layer area. The general concept does not even require a smooth cdf.

e The inflationary world structure (Section 7.1) may be useful in other contexts, too. Its assumptions
on the severity are a straightforward formalization of the commonly assumed uniform impact of
inflation on ground-up losses independently of their size. For the loss count one could think of
modifications and/or specifications, e.g. if one needs to specify more than just first and second

moment.

e The comprehensive index system (Chapter 8, being inspired by the variety of real-world examples
from Chapter 2) is a decomposition of all indices describing shifts over time in the loss experience.
This embraces not only (various kinds of) inflation, but also the (various kinds of) volume of the
insured risk. The interpretation of the volume as an index is in fact key for the understanding
of the analogies and intricate interactions of all shifts over time affecting insurance risks. This
understanding should be helpful far beyond our specific setting with gaps, picked indices, and a

number of independence assumptions.

e The formulae for the SPEE-minimizing weights for n possibly biased, possibly correlated predictors
(Section 10.3.1, being based on Section 4.3.1) are general, neither restricted to the sample mean

nor to our specific covariance structure.

133
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All other results are closely interweaved, which justifies the decision to assemble them in a monograph

instead of writing several articles.

e The inflation gap and the basic example (Chapters 3, 4) at first sight appeared stylized, but opened

the road to generalizations reflecting the complexity of real-world (re)insurance. This required a
lot of small steps (Chapters 7, 9), including the thinking about adequate conditioning, however, at
the end (Chapter 10) the basic example reappears as one of the easy-to-grasp special cases having

an explicit formula for the optimal weights of the loss data according to their age.

Speaking of optimal weights, this task emerges as the better question than: which years to use.
If we can assess the quantities needed to answer the initial question, we can use them to debias
the as-if losses and to give them optimal weights, decreasing with age. This enables us to use all

available representative years of the loss record and, more importantly, to reduce the MSE.

Albeit the resulting formulae are complex and tie a myriad of pieces together, they make clear that
experience rating consists of a number of tasks that can be addressed quite independently of each
other. In particular, the debiasing of the as-if losses is essentially a classical time series task which,
apart from a minor correction via the gaps, is the same for all years: Five indices (at most) have
to be projected to the future year ¢q. The only ingredient from the insured losses is the geometry
of the severity cdf (regional/local alpha). Conversely, the optimal weights can be calculated from
the time-invariant gap parameters and variance coefficients — as for empirical time series, only the

history of the picked frequency volume comes in.

In all this complexity we find a number of cases where some uncertainties cancel out (or nearly
out), simplifying the rating task. Most interesting are the situations where the uncertainty about
basic inflation, the core of the whole exercise, does not matter ... while less prominent uncertainties

come to light.

Besides, the results reveal deep analogies, and subtle differences, between the rating of: aggregate
loss vs loss count, amount vs rate on volume. En passant we get a mathematical, not just pragmatic,
justification for charging rates per volume to risks of variable size — the rating of rates bears much

lower uncertainties than the rating of dollar amounts.

11.2 What to do in practice about it

This book is theoretical work. It can be applied most easily in an ideal world, where in addition to a

great data history we:
e easily identify the indices and exponents of the comprehensive index system,
e easily find adequate primordial picked indices,

e know the parameters of the respective gaps.

However, the intention of this book was to inspire real-world actuarial work. Theory can indeed help

practice even when the world is less ideal than described above, contributing to questions like:

e To solve a difficult quantification task like insurance premium rating, which problems do we have

to solve with great accuracy? Which issues are less sensitive, such that rough answers suffice?

e One step further: environment change. If different options make sense, e.g. for the payment terms

of (re)insurance covers, which ones could we boost to ease premium rating?
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From this standpoint, the main lessons learned from the theory developed in this book are the following:

e We must put a lot of effort into the specification of the index system, in particular in case the
official volume contains inflation. We absolutely need to understand clearly which parts of the

various inflations can be explained by common sources.

e We must put a lot of effort into finding or constructing primordial picked indices. They should
have a pretty long history, however, it is even more important that they be such closely related to
the business in question that we can trust them to be quite similar to the unknown corresponding
true indices. Otherwise the assumptions made about the primordial gaps (low volatility, simple

structure, independence of corresponding picked index) are not plausible.

e For pro-rata coverages and low layers the loss count model has a high impact on the variance. This
is an arguably underestimated model risk. One should try to infer the parameters of the mixed
contagion model (or of better loss count models yet to be discovered) from adequate ground-up loss
count data having such high loss numbers that the inference of three parameters makes sense. Note
that this data in practice is rarely provided for the rating, one usually gets reported only aggregate
losses or large losses, respectively. Thus, one should ask for the ground-up loss count or try to

gather other suitable data, e.g. market-wide statistics.

e To know the leverages we need regional and/or local alphas. We do not know the severity, but
quite some cases can be tackled easily: First risks should have parameters very similar to pro-rata
coverages, while layers, apart from very low ones, usually attach in the loss size range where the
severity is rather heavy-tailed. Local alphas may vary in this area, but often rather slowly, such that
they can be assessed by observing the slope of the empirical survival function on log-log scale. (To
do that perfectly, one would have to correct losses by the true inflation, however, for not-too-variable
local alphas the method is rather insensitive to somewhat wrongly inflation-adjusted losses.) From
the local alphas we can approximate the regional ones. Once we have the relevant alphas, we know

all exponents appearing as leverage of gaps and picked indices.

e For the gap parameters, at least for now, the only option is arguably expert judgment (more
modestly: educated guessing). The discussion about the inflation gap in Chapter 3 might give

some orientation about parameter size.

e If one feels uncomfortable about the choice of picked indices and gap parameters, the main concern
is probably not optimal weighting, but the fear of being systematically too cheap. Somewhat
conservative picked indices may help and are indeed not uncommon in practice. However, even
in such a situation the (supposedly) optimal weights, being based on quite uncertain parameters,
steer into the right direction: Lower weights for the remote past reduce the impact of wrong index

choice.

To end with, let us discuss a potential environment change:

Now that we have written down it formally, it is evident how intricate the as-if adjustment of data
via indices for experience rating really is. The main source of complexity is the inflation contained in the
official volume, which is a business-driven choice, not an inseparable mathematical parameter of the risk.
In other words, it can possibly be changed:

In some situations one could come to the conclusion that a well-established official volume is tied
to loss inflation in such a difficult-to-assess manner that one better uses an alternative, maybe even an
inflation-free volume. Such volumes do not lead to automatic premium increases due to inflation, however,

this disadvantage could in many cases be outweighed by the much simplified experience rating.
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Particularly in reinsurance with its traditional volume, the original premium, there might be room
for making the life of pricing actuaries easier. Despite its undeniable advantages (transparent, tied to
the risk assessment of the ceding insurer) we have seen clearly that this official volume leads to a highly
problematic superimposed premium inflation index G. Firstly G here often has an even greater impact
than basic inflation has, secondly it essentially reflects the market cycle, which has proved to be often
erratic and hard to predict even short-term, thirdly this market cycle usually affects many reinsured
portfolios at the same time, increasing the correlation across reinsurance treaties.

This “accumulation” of issues could motivate reinsurers to think about alternative official volumes

(aggregate sum insured, vehicle years, tonnage, ...), as they are occasionally used in some business lines.



Appendix A

Numerical examples

The numerical scenarios for the basic example (variants of Example 4.11) and the analogous Example

10.5 are assembled in a comprehensive table, which has four areas:

e The top frame displays 7 (or ) and the parameters of the one-year gap W, representing them in

various useful ways.

e Below the key figures to optimize the sample mean are shown: optimal number of years for the
classical sample mean; the power bases p and ¢ needed to calculate the optimal weights for the

generalized sample mean.

e The third frame compares the SPEE and its square root S.E. (standard error) for the two opti-
mizations studied: classical sample mean using the (rounded) optimal number of years; optimally

weighted sample mean for various numbers of years n.
e At the bottom the optimal weights are displayed, starting with the most recent year.

For ease of orientation several cells are left empty; the missing values are equal to the corresponding ones

of the preceding column. For ease of reading some figures are displayed in percent.
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V1, VB %) 20 20 50 10 10
n, B 0.04 0.04 | 0.25 | 0.01 0.01
CV(IW) [%] 3 1.2 3 3 5
r—1 .0009 .0001 | .0009 | .0009 .0025
w—1 .0004 .0001 | .0004 | .0004 .0012
o 0.03 0.012 | 0.03 | 0.03 0.05
EW)-1
0.09 0.5 0.01 | 0.09 | 0.09 0.25
7]
y 1 1.004 1 1 1 1
m 1 1 1 1 1 1
D 1.16 1.16 | 1.06 | 1.06 | 1.35 1.64
q 0.86 0.86 | 094 | 094 | 0.74 0.61
ng approx. | 11.55 11.55 | 28.87 | 28.87 | 5.77 3.47
ng 11.57 11.60 | 28.88 | 28.89 | 5.82 3.54
n 12 16 30 50 12 30 30 6 12 3 6 12
average
weight [% 8.3 6.3 3.3 2.0 8.3 3.3 3.3 16.7 8.3 33.3 | 16.7 8.3
SPEE ng .0074 .0076 | .0028 | .0179 | .0039 .0072
S.E. ng [%] 8.6 8.7 5.3 13.4 6.3 8.5
SPEE opt.
.0069 | .0066 | .0065 | .0065 | .0069 | .0026 | .0166 | .0037 | .0035 | .0070 | .0065 | .0064
weight
S.E. opt.
8.3 8.1 8.1 8.1 8.3 5.1 12.9 6.1 5.9 8.4 8.0 8.0
wgt. [%]
g, of year:
1 (latest) 14.8 | 14.2 | 14.0 | 14.0 | 14.8 6.2 6.2 27.6 | 259 | 44.7 | 394 | 39.1
2 12.9 12.3 12.0 12.0 12.9 5.8 5.9 21.1 19.2 30.8 24.2 23.8
3 11.2 10.6 10.3 10.3 11.2 5.9 5.9 16.4 14.3 24.6 15.0 14.5
4 9.9 9.2 8.9 8.9 9.9 5.2 5.2 13.3 | 10.6 9.6 8.8
5 8.7 8.0 7.7 7.7 8.7 4.9 5.0 11.3 7.9 6.6 5.4
6 7.7 6.9 6.6 6.6 7.7 4.7 4.7 10.4 5.9 5.3 3.3
7 6.9 6.0 5.7 5.7 6.9 44 44 4.5 2.0
8 6.3 5.3 4.9 4.9 6.3 4.2 4.2 34 1.2
9 5.8 4.7 4.2 4.2 5.8 4.0 4.0 2.7 0.8
10 5.5 4.2 3.6 3.6 5.5 3.8 3.8 2.1 0.5
11 5.2 3.7 3.1 3.1 5.2 3.6 3.6 1.8 0.3
12 5.1 34 2.7 2.7 5.1 3.4 34 1.7 0.3
13 3.1 2.3 2.3 3.3 3.3
14 2.9 2.0 2.0 3.1 3.1
15 2.8 1.7 1.7 3.0 3.0
16 2.7 1.5 1.5 2.9 2.9
17 1.3 1.3 2.7 2.7
18 1.1 1.1 2.6 2.6
19 1.0 0.9 2.5 2.5
20 0.8 0.8 2.5 2.4
n (oldest) 0.3 | 0.02 2.0 2.0




Appendix B

Random-inflation leverage

We want to extend the theory for leveraged layer inflation developed in Chapter 6 to the case of random
ground-up inflation, as it is investigated from Section 7.5 onwards. In principle we are interested in
knowing whether and how the fundamental approximative Formulae 6.2 and 6.3 for layer inflation, which
hold under mild regularity conditions for the loss severity cdf, can be preserved if, instead of a known
fixed ground-up inflation g being close to 1, we have a positive RV @ being close to 1. What “@Q close
to 17 in this context exactly means, has to be specified: The aim is to embrace far more RV’s than the
trivial case of ) being almost surely restricted to a small interval about 1, in order to make the results
of Section 7.5 and the following chapters applicable to models for inflation basis risk and other gaps that
are more interesting and realistic than nearly-constant RV.

The straightforward generalizations of the basic pointwise approximations would be:

E (4 (Q2)) ~ E(42)E(Q“)

!
E (x(@z>a)) ® E (x(z>a)) E(Q™)

However, to be able to exploit the formulae developed in Sections 7.2 and 7.3, we need something even
more general. If we look at the proofs of Propositions 7.4 and 7.12, we see that in the first place we would

like the approximation
E (Si | W) = IV, 1B, AV}, 0E (:;I (ABkZ | W)) ~ IV, 1B, AV, AB.“ )0 (giz" | I/B\q>
= ' TV IB,AVGAB, ) = e AV AB, ") = EAD (g ey,
to hold in expectation, conditionally given I with o (ﬂ(jgo)v@(jﬁo)) C I CW. Thus, in addition to
the normalized severity Z and the inflation gap ABy, (which shall be close to 1 in an appropriate way),

as third RV the volume gap AV} comes in. What is more, the two gaps can be dependent, only their

independence of Z is clear due to the inflationary world structure.

B.1 Basic inequalities

Before investigating this setting in detail, let us shortly look at the key figures of layers in general. Average
layer loss and respective loss count have upper bounds that are trivial and no sharp, but nevertheless

useful.
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Lemma B.1. For a ground-up loss Z and a layer u—d xsd we have the following upper bounds:
B(xz=0) <1, B(GZ) <min(wB(2),  B((12)°) < min (u?, B(2?))
Proof. The loss count x(zq) is pointwise bounded by 1, while the loss to the layer
“Z = min ((Z— d)* 7u—d>

is pointwise bounded by both u and Z. So we can take the expectations. O

As for the second and the third formula, the upper bounds v and E (Z™), n = 1,2, can in practice

both be infinite — but usually are not so at the same time.

B.1.1 As-if loss

To assess the as-if loss, let h > 0 be such small that for ABy, € [1 — h, 1 + h] the pointwise approximation
E (gf (ABkZ° | W)) ~ ABY IR (};L‘Z | I/E])

or equivalently
E (Sk | W) ~eAD (a(d*,u*))k

is very precise. With the abbreviation o = a4« ) and the notation from Section 7.2 for combinations of
a regular conditional probability measure (here given I) with a binary condition (here splitting whether

ABy, is close to / far from 1), we get via the law of total probability

E (St | 1) — €E (AD(aa- u),, | I) = Er (Si) — €E1 (AD(a),) = Ef (Ew (Sk) — EAD(a),)
P; (|ABy — 1| < h) [Er (B (Sk) — EAD(),, | |ABy, — 1| < h)]
+Pr(|ABy — 1| > 1) [Er (Ew (Sk) — €AD(a),, | [ABy, — 1| > h)]

In the second step we have used that € is I-measurable and E; (S;) = Er (Eyw (Sk)) (tower property).

Now we easily get an upper bound for the error of the approximation in question:

[E(Sk [ I) = ¢E (AD(a(a+ur)), 1 1))
<P(|AB, — 1| < h| 1) [Er (Ew (Sk) — €AD(a), | |ABy, — 1] < h)
+P (\ABk — 1| > h | 1) |E; (Ew (Sk) — EAD(a),, | |ABy, — 1] > h)|
<E([E(Sk [ W) —€éAD(a),| | |ABy —1| < h)
P(|ABy = 1| > h | D {Er (E(Sk | W) | |ABy — 1| < h) + Er (€AD(a),, | |AB, — 1| < h)}

The final expression of this inequality has a structure that we will see repeatedly in the following, so we
discuss it heuristically, as a guidance for the mathematics to follow. Its first summand (second to last
row) is very small, as this holds pointwise for |E (Si | W) — eAD(a),|, as long as |ABy — 1| < h. We
could say that this term is as small as the underlying pointwise approximation is precise.

Can the terms in the final row yield a small figure too? This is indeed the case if the probability
P(|ABy — 1| > h | I) is very small and the two terms in braces are bounded in an appropriate way —
it would not suffice to find RV’s ABj making said probability extremely small if the subsequent terms
could become arbitrarily large for such ABy.

The last term equals E; (AD(«),, | |ABy, — 1| > h) times the positive scalar é = Gu*I/V\qI/B\q.
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The preceding term equals
E; (TZTE,AVkaE (gi (ABkZO | W)) ||AB, — 1] > h)
From the above lemma we get
E (g;‘ (ABké) | W) < min (uE (ABkZ | W)) — min (u ABLE (Z | W)) — min (u ABLE (Z))

where the last step follows from the independence of Z and W in the inflationary world structure. For
the case u* = oo we have, throughout this book, supposed that E (Z ) be finite (otherwise the risk would
be uninsurable). Thus, in any case we have a finite upper bound for E; (E (Sy | W) | |ABy — 1| < h),
namely 01V, B,u*Ey (AVi | |ABy, — 1| > h) or 01V,IB,E (Z) E; (AViAB;, | |AB, — 1| > h), or both.
These upper bounds can, as well as the term discussed before, be written as a positive constant times

an expectation

E; (AD(a), | |ABy — 1| > h) = E; (AVkAB{ | |ABy — 1] > h)

where a equals 0, 1, or a(g«,+). Thus, we are done if we can, for certain ABj yielding a very low
P (|ABy — 1| > h | I), give a common upper bound for said expectations E; (AD(a), | |[AB, — 1| > h).
Before investigating this, we show that the other approximations of interest lead to closely related

mathematical problems, such that we will be able to treat all of them together.

B.1.2 Other first moments

For the as-if loss count we proceed analogously, selecting an h such that for ABy € [1 — h, 1 + h]

E(Ck | W) = TV,AROE (X ap, 720

W) ~ 0AD(ag-),,
is a very precise approximation. Then we calculate exactly as above

E(Ck | D)~ 0B (AD(ag-), | 1)
<E; ((E (Cr | W) — éAD(ad*)k‘ ||ABy — 1] < h)

+P(ABy—1| > h|1) {EL(E(ck | W) | |ABy — 1| > h) + Er <9~AD(ad*)k |1ABy — 1] > h)}

and get again a small term in the second to last row, while below we see the same probability as above.
As for the two following terms, the final one is analogous to the corresponding term for the as-if loss,
with a4« taking the place of a4« o,+). For the preceding term we use the first formula of Lemma B.1 and
get

E; (f@AVkoE (XABkZ°>d* | w) ||AB, — 1] > h) < OIV,E; (AVy, | |ABy — 1] > h)

As above we have to find an upper bound for terms E; (AD(a),, | |ABy — 1| > h), this time for a equaling

0 or ags.

The future quantities require working with %ABq, such that the formulae are a bit more complex.
q
However, structurally the reasoning is the same as for the as-if quantities. For the future loss we select

an h such that for %ABq €[l—h,1+h]

A(d*,u*)
1B, . . B .
E(w | Z=0AB,2) | W) ~ | =248, B (52| 1B,)
B B

q q
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or equivalently with the abbreviation o = g« )

_ . (IB .
E(X, | W) =IBIV,AVHE [ 4 | =LAB,Z | | W
IB,
— (v, IB : R ID(e)
~IB, IV, | =LAV, —9AB,| WE(“Z|IB,)=¢éAD(a) —=2
. q<1v q><IB ) (+2118B,) ()

q q ! I‘D(a)q

is a very precise approximation. Then we get, by splitting the expectation into the cases of I/B\‘IABq

IB,
being close to / far from 1:
ID(« * ¥ ID(«
E(X,|I)—¢€E AD(a(d*,u*))q w | I]|=|EL | E(Xq[W)—-€EAD(a), /(\)q
ID(oas ), ID(a),
i ID(), 1B,
<E;| |E(Xy|W)—eéAD(a), ——|||ABr —1|<h | +P||=AB,—1|>h|1L
L q q q
a), 1B,
ID(«
E;[E(X, | W) ]| QAB —1|>h| +E; | éAD(a) ¥| ﬁAB —1|>h
L q q s q q
1B, ID(a), |1Bq

Again the last expression starts with a small first summand. The remainder is small if the probability

P ( % AB, — 1‘ >h|l ) is very small and if we can give low enough an upper bound for the final two
q

terms in braces. The latter of these, up to a positive constant, equals

ID(a
E; [ AD(a), /(\)q| ﬁAqu >h
ID(a), |1Bq

where a = a4+ ,+). The former term has, analogously to the as-if loss, an upper bound of the same kind,

where a =0 or ¢ = 1.

For the future loss count we proceed in the same way, selecting an h such that for %’AB(I €
[1—h,1+h] !

E (N, | W) = IV,AV,0E (X 125 \p fsae | W>

_ o e\ ID(ag-
~ 1V, (Xaav, ) (LBanp,) ok (xzsa- | TB,) :9AD(ad*)q¥
v, 1B, ID(aa),

is a very precise approximation. Then we calculate for the corresponding expectations exactly as above

_ - ID (g
ID(Oéd*)q
_ - ID (g
<Er E(Nq|W)—9AD(ad*)q¥ ||ABk—l|§h +P ﬁABq—l >h|l
. 1D(ag-), 1B,
_ - ID (o«
Er (E (N, | W) | Ba g, ~1| > h | +8; [ §2D(ag) ¥| B pg, —1| > h
I q q I q q
IBq ID(ad*)q IBq
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and get again a small first term in the final expression, being followed by the same probability as before.

Analogously to the as-if loss count, the final terms in braces have as upper bound, or equal, respectively,

terms Ej (AD( a), jg((a)q

| IBq AB 1‘ > h) times a positive constant, where a equals 0 or ag«.

B.1.3 Second moments

Albeit more complex, the calculation for the squared quantities (which yield the variances) is parallel to
that for the first moments, using the same conditioning and case differentiation. Let us illustrate this
in detail for the as-if loss. We study three approximation variants, starting with the one mentioned in
Remark 7.13:

E(S¢ 1) =E(E(SE W) 1)
1

1 4 J . .
~ é°E ((1 + B8) AD(oy(g u*)) max [ a; AD(;),, , aEJ)AD al(j) ] | I)
na ; 02 ( )k

i=1

Let now h > 0 be such small that for ABy € [1 — h, 1 + h] the pointwise approximation

i=1

<2t e, i)

is very precise. With the abbreviation o = (g« ,,~) We get, by splitting the expectation into the cases of

ABj, being close to / far from 1:

E(S;|I)-¢éE ((1 +5) AD(a)i + Hl/k max

ZaZAD (cv) k,Za(J AD (! )J |I>‘

i=1

Z%AD (o k’z )AD<041(-J-))]~€

=1

E,(E(S,§|W)—52{(1+5)AD( )2 +—max

§E1<E

+E1< ((1+B)AD(

1)
ZaZAD () k,Za(] ( §j>)k] H | |ABk—1|§h>

+P(ABk1|>h1){E,(E(S,3|W)||ABk1>h)

( ”) >||ABk—1|>h>}

Again the final expression starts with a small term, being followed by the product of a (already seen)

(5% | W)—éQ{(l + B)AD(«) +— max

Z la;| AD(cv),,

probability and a sum of two terms in braces. These latter are more complex than in the first-moment
case, but mathematically closely related:

The last term adds up a number of expectations about terms AD(a), of the kind appearing in the
first-moment case, however, more values for a come in, namely the «; and the agj ) Tts first summand is
the analogous conditional expectation of AD(a)i times a positive constant — this is essentially the only
novel ingredient.

As for the preceding term, it can be seen easily from the calculations at the beginning of Section 7.2
that
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E(SE W)

—1V,"IB, 0 {(1 +5)0 [Avk + IVAV,C} E? ( (ABké) | W) + I—‘lkaVkE ((gi (mgkz”))2 | W)}

. . i S\ 2
The terms E? (g (ABkZ) |W) and E ((3 (ABkZ)) W> have upper bounds according to the

second and third formula in Lemma B.1, namely max (u*z, AB? E? (Z)) and max (u*z, ABE (ZQ))

Even for unlimited layers these upper bounds are finite, as long as Z has finite first and second moment.
Resorting terms we see that E (S7 | W) has an upper bound being a linear combination of terms AD(a),,
and AD(a )k, where a equals 0, 1, or 2.

Thus, we can again assess the final two terms in braces by the same kind of expectations, the only
difference being that we have to look at AD(a), for many more values of a, most of which stem from the
alphas in the variance formulae in Proposition 7.4; further we need to look at AD(a)i for some a. For
completeness we list all values of interest for a:

0,1, 2, a(ge us)s 200as ), azd*7u*), 20(gx ur) — Q-

In exactly the same way we can assess an alternative approximation:

4
1o 1
E (S} |I) ~éE ((1 + B) AD(a(d*,u*))i + > a;AD(w), | I)
=1

To this end, let now h > 0 be such small that for ABy, € [1 — h, 1+ h] both pointwise approximations

E (52| W) zé2{(1+ﬁ)AD(a(d*,u*))i Nl/ max ZalAD (0 k,Za’)AD( )k”
k

i=1

4
1
i=1

are very precise. This is possible as these approximations must coincide for all ABy in a very small
neighborhood of 1: Recall that ultimately the first sum is part of a first order approximation in ABjy,
such that very close to 1 the second sum, which yields a (possibly far) lower bound, will be smaller and

thus not impact the maximum of the sums.

If we now calculate the basic inequality, deviating from above only by setting the coefficients a(j ) of

the second sum to 0, we get the same final term, save that the summands with the a(J ) are missing:

4
E(ng)~2E<(1+ﬂ)AD Z alku)

§E1<E

(Sp|w)-¢é {(1+6)AD ZaZADaZ }‘||ABk—1<h>
P (|ABy — 1] >h1){E,(E(S,§|W) | |ABy — 1| > h)

+EI< ((1+6)AD Z|a1\ADoz1 >||ABk1|>h>}

Thus, the final term here is smaller. This implies that, with both pointwise approximations holding, if

we have circumstances making the first approximation in expectation precise, so is the second one.
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Now note an obvious inequality for the sums appearing in the two basic inequalities derived here:

P (Z wAD(a), 1) < max [Z o B(aD(a), | 1.3 aB (a0(of) ) 1

i=1 =1 i=1

\ ,
<E (max [Z a; AD az)k7Za§j)AD (al(j)>k] | I)

i=1 i=1

If first and last term lead to fair approximations, so does the term in the middle. It finally yields the

preferred approximation variant, as it appears in Proposition 7.12:

b 2 1
E(S2]1)~ & ((1 +ﬂ)E(AD(a(d*7u*))k \7)+ﬁmax [Z a;E(AD(ay),, | I) Z;a(’)E(AD( (f)) |I)D
1
Remark B.2. How can there be three useful approximations at the same time? Generally, if one of them
is very good, the other ones must be either very close or not precise. However, we have shown here that
each variant has the chance to be very precise an approximation and that their precisions depend on the
same mathematical properties. Thus, given these properties, all three approximations are precise and we

can choose among them, without having to worry which one is the best.

Having thoroughly studied the as-if loss, the three remaining squared quantities pose no additional

challenges:

e For the squared as-if loss count the calculation is essentially the same, albeit a bit simpler, as instead
of the intricate maximum there is only one sum involved, having two summands. The values of
interest for a are less and slightly different; ultimately one has to look at AD(ozd*) and at AD(a),

for a taking the values 0, ag«, 2cvg«.

e For the squared future loss the calculation works like that for the as-if loss, with the same values for
a. However, like in the first-moment case, the probability of interest is P ( I/Bf AB, — 1) >h|IL ),

while the conditional expectations to be assessed are the E; <A D(a) . j i((a;q | ‘IBq AB, 1‘ > h)

. 2 1Da)? IB,
and additionally some E; <AD( i o || aB, - 1> h)

e Finally, the calculation for the squared future loss count is again a simpler copy of the preceding

calculation, with the same values a as for the as-if loss count.

For the mized products (which yield the covariances) the calculation is very similar to that for the first
moments, apart from a more complex case differentiation. Let us first look at the interaction of two

different past years [ < k < 0. We want to study the approximation
i)
E(SkSl ‘ l) ~ 6 (AD( (d* u*)) AD(a(d*,u*))l |l)

and use again the abbreviation o = (g« +). Let now h > 0 be such small that for ABy, AB; €
[l — h,1+ h] both approximations

E(Sy | W) = eAD(a),, E (S | W) = éAD(a),
are very precise. Define b’ :== /1 +h — 1 < h. We have

1-h<(1=-h)Y<1<(Q+h)’<1+h
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Suppose that ABj and ﬁg}i lie in the smaller interval [1 —h’,;1+ h’]. Then both ABy and AB; =

ABy, ﬁg’ lie in the interval [1 — h, 1+ h], such that the above approximations hold. So we get, by

k
splitting cases for both ABj, and ﬁgi’

|E (SkS; | I) — &E (AD(oqa+ uv)) ,, AD (s uny), | I)| = |EL (E (SkSi | W) — e AD(a)), AD(a),)|

AB, ,
—1l <
ABy, 1' =h )

<E; <|E (SkSi | W) — éAD(a), 6AD(a),| | |ABy, — 1| < I,

AB, AB,
Pl |AB. —1 ! —1 ayi E; | E AB:;. — 1 / —1 !
n (| . |>hv\ABk ]>h|){1( (S50 | W) | |AB, '>’”‘A3k \>h)

AB
+Er (éQAD(a)k AD(a), | |ABy — 1] > W'V ’ABZ - 1’ > h’)}
k

The final expression has a small first summand: In the inflationary world structure Sy and S;, which are

calculated from losses of different years, are uncorrelated conditionally on W. So we can decompose
E(SkS1 [ W) =E(Sk [ W)E (S | W)

and apply the precise pointwise approximations. The next term is the probability, which embraces two

events and is small, as long as the probability of each of these events is small:

AB;
ABjy,

AB
P(|ABk—1>h’\/‘ABl—l‘ >h’|I> gP(|ABk—1|>h’|I)+P<’ 1‘ >h’I>
k
It remains to assess the two summands in braces. Analogously to the first moments, the first summand,
which averages over the product of first moments E (S; | W) E (S; | W), has an upper bound looking like
the second one, with AD(a) taking the place of AD(«) and a equaling 0 or 1. Thus, ultimately we have

to analyze only one kind of term, namely

AB
E; ( AD(a), AD(a), | |ABy —1| > h' v | ==L — 1| > &/
- ABk

where a equals 0, 1, or a(g« 4=)-

For the corresponding loss count the calculation is the same, coming up with the same probability to

assess and the analogous final term, now with a equaling 0 or ag-.

For the past-future interaction we can use the same approach, deviating in a few details. Let now
h > 0 be such small that for ABy, %ABQ € [1 — h,1 4+ h] both approximations
q

_ i ID(a),

E(Sk | W)~ eAD(a),, E(Xq | W)~ eAD(a), ——
ID(a),

with the abbreviation o = (g ,+) are very precise. Then we get, by splitting cases for both ABy and

IB
5 AB,,
1B,
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) ID(a)
E(X,5 | I) - #F | AD(a), =22 AD(a), | I
ID(a),
- ID(a),
= |E; | E(X Sk | W) — AD(a)q —— AD(a),
ID(a),
~ ID(a), _ IB,
L q q k q
ID(a)q 1B,

IB
—=1AB, -1
IB

IB
—=4AB, -1
. IB

q

+P <|ABk — 1| > hV

>hI> {E,(E(XqSk|W)||ABk—1>hv

)

ID(«
+Er ézAD(a)q /(\)QAD(a)k | |ABx — 1] > hV ﬁABq —1|>h

The final expression has a small first summand: S, and X, are, conditionally given W, uncorrelated,

such that we can decompose
E(XgSk [ W) =E(Xy [W)E (S, [ W)

and apply the precise pointwise approximations. The next term is the probability, which embraces two

an

It remains to assess the two summands in braces. Analogously to the first moments, the first summand,

events and is small, as long as the probability of each of these events is small:

IB
—LAB, -1
1B,

P<|ABk—1|>h\/

IB
>h|I|<P(ABy—1]>h|I)+P||=2AB, -1
IB,

which averages over the product of first moments E (X, | W) E (S, | W), has an upper bound looking like
the second one, with a taking the place of « and equaling 0 or 1. Thus, ultimately we have to analyze

only one kind of term, namely

ID(a
E; | AD(a) /(\)QAD(a) AB—1)> v |ZBaap, —1| > w
L q k q
D(a), B,

where a equals 0, 1, or (g y»)-

For the corresponding loss count the calculation is the same, coming up with the same probability to

assess and the analogous final term, now with a equaling 0 or ag-.

B.2 Comprehensive analysis

Collecting the pieces and summing up, the desired approximations in expectation (conditionally on I)

require that for [ < k < 0 the three probabilities
o h I)

Do pp, -1
1B,

AB;
P(AB, 1] > h| 1), P(|A3k1\>h|f), P(
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be very small and at the same time the four conditional expectations

AB;
EL(AD(G)Z| ‘ABk_” >h)7 El (AD(a)kAD(a)l | ‘AB;C—H >hV‘AB 1’ >h)7

ID(a
E; | [ AD(a), Dia), Bspp, —1|>n),
ID(a) IB,
D(a
E; AD() ()qAD() | |ABx — 1| > hV QAB—I > h
L k q
ID() 1B,

be bounded. This must hold for some appropriate, rather small h > 0; n = 1, 2; and a equaling various
values in the interval [0, amaz], Where @4, = max (2, 200g+, 20 (g ), O‘Ed* u*)).
We emphasize that we do not need to specify precise upper bounds for the four expectations; it is

sufficient to show that they cannot become arbitrarily large in case the three probabilities are very small.

So far in this appendix we have formulated the theory for any I O o (m(jSOVE(]'SO))' Now we

choose
I=o (M(jéo)’TPT) =0 (musow}”pr)

in order to apply the comprehensive index system, together with certain (both convenient and realistic)

additional properties, as we have already used them especially in Chapter 9.

B.2.1 Probabilities

We start with the third probability and again work with the smaller #’ := v/1+h —1 > 0. One sees

quickly that if ‘I/B\‘IAB - 1‘ > h, we must have |— > h' or |AB; — 1| > I/ (or both). Hence,
IB

P >h|I|<P 74
IB

which means that overall it is sufficient to know whether and when, for appropriately small h > 0, the

an

are small. The last one is small if, conditionally on I, /B\q is close to 1 in the sense of convergence in

—AB, -1
q

>h’|I>+P(|AB —1>n'| 1)

four probabilities

1By
1B,

P(|AB,—1|>h| 1), P(‘ﬁ?—l‘>h[>, P(|AB, —1|>h| 1), P<
k

probability. This is a fair assumption, meamng essentially that (given the index history) IB, fluctuates
few and is very precisely predicted by 1B, B,. However, unlike in Section 7.5, we do not require any more
the property “close to 1” to hold almost surely, but admit larger deviations, albeit with low probability.

For the remaining probabilities we could reason the same way, however, these are about gaps. Re-
call that gaps describe index basis risk, thus reflect the quality of the selection of the picked indices,
which should have nothing to do with the specific index history. In other words, instead of looking at
P(|ABy — 1| > h | I), it is much more natural to assume that P (|JABy — 1| > h) be very small, which
means that ABj be unconditionally very close to 1 in the sense of convergence in probability.

Looking at the structure of the inflation gap as a time series, it is straightforward to assume that the
error term generating the time series AB is close to 1 in the sense of convergence in probability, which
means that the picked inflation index reflects the year-to-year inflation very likely very precisely. If so,

AB
then all three gaps AB, = —%, fg}i = A—AT?Z, and AB, = AB fluctuate closely about 1 in the same
0 =k
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sense, such that we have very small probabilities

AB;
ABy,

P(|AB, —1| > h), P(‘ —1‘>h>, P(|AB, —1| > h)

How do we come from these to the conditional probabilities? For the third one this is very easy, as
long as the comprehensive index system is strongly independent: Then AB, is independent of all past
indices, such that P (|AB; — 1| > h | I) =P (|JAB, — 1| > h).

For the first probability we claim

P(|ABy —1| > h | I) ~ P (|ABy — 1| > h)

reasoning for ABj, = AA,:X(SAG,;XAH & AB,Z_XC exactly as done in detail with the structurally analogous
AD(a), = AAIT“AGTY AHP AB]®™* in Section 9.1: Without further assumptions we get a crude

approximation by averaging over [:
P (‘ABk — 1| >h ‘ l) =E (X(IABk—1|>h) | l) ~ kK (X(|ABk—1\>h)) = P(|ABk — 1| > h)

More on the sophisticated side, let us once more take advantage of the specific structure of the condition
I=0 (m (<0 Tpr). If the comprehensive index system is independent, we can drop the condition on
the primordial picked indices 1,., which are independent of all gaps. If further the true deflated official
volume fluctuates considerably more (as a time series) than the primordial gaps, then the remaining
conditions mj = Mjﬁgs-&j@? are dominated by the Mj,
Thus, heuristically, conditioning on IM ;<) has only low impact on the above probability, which justifies

which are independent of the gaps too.

the approximation by the unconditional probability. For the multivariate lognormal case this heuristics
can be made rigorous along the lines of Example 9.4.

The remaining approximation P (’ ﬁgi — 1’ >h|I ) ~ P (‘ ﬁg’i — 1’ > h) follows analogously. Col-
lecting results found and assumptions used, the required four probabilities are small if

e the comprehensive index system is strongly independent,

e all normalized primordial gaps (some appear in AB, some in IM) fluctuate very closely about 1,

meaning here: are very close to 1 in the sense of convergence in probability,

e M is much more volatile a time series than the primordial gaps (or alternatively we are in the trivial

volume case),

e given the index history I = o (M (<0 Tpr), 1B, fluctuates few and is quite precisely predicted by

I/B\q7 such that %2\" is conditionally close to 1 in the sense of convergence in probability.
q

What we have assembled here are the mathematical properties of the index system, as we have already
used them in Chapter 9, plus a formal notion of the (initially heuristic) property of time series to be “close
to 17, which essentially means in probability. However, this has to be complemented by an additional

property relating to a number of expectations, which we shall study now.

B.2.2 Expectations in general

We have to assess conditional expectations of the terms

n

n ID(a) ID(a)
AD(a)!,  AD(a), AD(a),, AD(a)qIE(\)‘I 7 AD(a)qIE(\)qAD(a)k

q
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involving some pretty complex conditions. There is, however, a special case where these conditions do

not matter at all, as the four terms are bounded pointwise. We could call it the limited fluctuation case.

Example B.3. Suppose the random errors generating the time series AD(a) have finite and strictly

positive support (this shall mean an interval [min, maz] with 0 < min < maz < 00), such that both the

A
random error generating the time series and its inverse are bounded. Then AD(a), = Ag(( S AD(a),,

and AD(a ) are bounded — they can all be written recursively as products, where essentially gjposmve or
negative) powers of the error term appear.

Thus, E; (AD(a), | |ABk — 1| > h), the first conditional expectation, is bounded and the same holds
for E; (AD(a)kAD( ), | |AB, 1] > hv ( AB: _ 1] > h).

If further the random error generating the time series 7D(a) has finite support too, then ID(a) q

is bounded and so are the remaining expectations Er ((AD(a)q j%(a\;q> | ‘%‘ABq — 1‘ > h) and

(AD( )y 2, 2 AD(a), | |ABL ~1] > hV ‘IB“AB,] - 1‘ > h>.
How can such ﬁnlte supports come about? In terms of the comprehensive index system, recall from

Section 8.3 the primordial decompositions

ID(a) = M* TATH"IB™" AA™ AG* AB®

AD(G,) — Ml—éwlﬁ—w/MaAiBTa*Cw'

where w’ shall equal a for Cat-loss models else 1. If the random errors generating the appearing primordial
time series have finite support, it is ensured that the same holds for ID(a). If in addition the random
errors generating the primordial gaps have finite and strictly positive support, the error generating AD(a)

has a finite and strictly positive support.

This special case should have quite some real-world applications, however, time series with lognormal

errors are of far higher interest to the practitioner.

B.2.3 Expectations in the lognormal case

If the error terms of a time series are lognormally distributed, they are unbounded, albeit moderately
tailed at both ends, such that, in particular, all positive and negative moments of the time series elements
are finite. We now treat the comprehensive index system with all time series being generated by lognormal
errors, plus additional properties holding as assembled at the end of Section B.2.1.

Let us, however, start with a few general properties of lognormal models. Notice that a lognormal

RV is close in probability to the constant RV 1 iff both parameters p and o are close to 0.

Proposition B.4. IfY is lognormal and close to 1 in probability, for d > 1 the expectation E(Y | Y > d)

is close to d.

Proof. From the formulary in Appendix A of [Klugman et al., 2008] we get the overall lognormal expec-
tation E (Y) = exp (1 + 30?) and that for the first risk up to d:

Bin () =ew (i 1o ) o (BE o) va1o (R0))

The difference of these expectations is that of the second risk:

(- -emfoe ) (-0 (252 ) 45 (257)
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Using P(Y >d)=1— & (WT—“) we get

E(Y|Y>d)d+E(Yd|Y>d)d+El(3(Z;>djl;>6XP<M+;UZ> 1161)‘2%)0)

If both parameters p and o tend to 0, the first factor in the last expression tends to 1, while in the second
factor the arguments in the Gaussian cdf’s are ultimately positive (Ind > 0). We can apply L’Hopital’s
rule here, by letting 2 := 0! tend to infinite (and applying the limit as of 1 subsequently):

1-®((Ind — p)x) ¢ ((Ind — p) x) Ind—p

= limexp{; l((lndu)x i)Q - ((1ndu)x)2] } = limexp{(lndu) - 21952} =d

O

i 1-@((Ind—p)z—1) lim (qﬁ((lnd—u)x—;) lnd—u+9312>

2

Lemma B.5. Let (Yy,Y1) be bivariate normal having expectations p;, variances oi, and covariance

pooo1, where o1 > 0, such that
oo Cov(Yp, Y1)

o Var(y)

ri=p

1s well defined. Then Yy is, conditionally given Y1 = y, normally distributed with the same parameters as
the normal RV Yy — Y1 + ry.

Proof. We have
o
E (Yo — Y1 +ry) = po — rin +ry:uo+9;?(y*u1)
Var (Yo —rY1 +ry) = 0(2) + r2of — 2rpogo; = 0(2) — 7"20f = 0(2) (1 — p2)

According to standard theory, Yj is, conditionally given Y; = y, normally distributed with parameters
fo + Q% (y — p1) and o3 (1 — p2), so the parameters of the two distributions coincide indeed. This
notably even holds for the degenerate case p = 1, where Y and Y7 are linearly dependent. O

Corollary B.6. Let (Uy,Ur) be bivariate lognormal, (Y1,Y2) = (InUp,InUy) have parameters as in the
preceding lemma, o1 > 0 (i.e. Uy be not a scalar). Then Uy is, conditionally given Uy = u, lognormally

distributed with the same parameters as the lognormal RV u"UgUy ™. In particular, we have
E(Uo | Uy =u) =u"E(UU; ")

or equivalently
E(Uy |Uy) = UTE (000;7')

where (Uo, (71> is a copy of (Up,Ur) having the same distribution.

Proof. If we apply the lemma to (Y7, Y>) and Inu, we get the assertion on the distributions, noting that
In (u’“ UoU; T) =Yy — Y1 + rlnu. The expectations follow immediately. O

Proposition B.7. In the setting of the corollary, let A be a Borel set of values that Uy may take on.

Then we have

~ Cov(InUy,InUy)
~ Var(Inlh)

E(Uo | Uy 6/1) :E(U{ | Uy GA)E(UOU;T),
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Proof. As the binary RV {U; € A} is a measurable function of U, we have from above, setting ¢ :=

E (UOUl_ 7"), in terms of abstract conditional expectation
E(UO ‘ U1,{U1 S /1}) = E(Uo | Ul) = U{C

E(Uo [{U1 € A}) =E(E (Uo | U1, {U1 € A}) [ {U1 € A}) =E(Ujc | {U1 € 4})

which yields
E(Uo | U, € /1) :E(U{C | U, € /1) ZE(Uf | U, € A)E(U()Ul_r)

in terms of elementary conditional expectation. O

After these preliminaries we look at the independent comprehensive index system in the lognormal
case, where it constitutes a multivariate lognormal distribution. We study the four conditional expecta-
tions of interest, starting with E; (AD(a); | |ABy — 1| > h). We have already shown (see Example 9.4
and the preceding considerations) that the distribution of AD(a),, conditionally given I, has parameters

very similar to those of the corresponding unconditional distribution. So we have
E; (AD(a); | |AB, — 1| > h) ® E(AD(a); | |ABy — 1| > h)

To the RHS we can apply the above results for bivariate lognormal RV’s, leaving aside, as throughout
this book, the degenerate case of a constant RV ABj, which would mean ABy, = 1, i.e. no inflation basis

risk.
Proposition B.8. In the lognormal independent index system with non-degenerate ABy we have
E(AD(a); | |ABy — 1| > h) = E(AB}" | |ABy — 1] > h) E(AD(a)Z AB,;”T)
= E(AB}" | |ABy, — 1| > h) E(AD(s)})
where s ' =a —r, and

. Cov(ln AD(a), ,In ABy,) _ Cov(lnAVy,In ABy) X603 + (1 —x) 7¢o3
Var (In ABy,) ’ Var (In ABy,) x0207 + x0% + 03 + (1 — x¢)? o3

with the abbreviations
o1 = Var(InAAy), o3 = Var(InAGy), o3 = Var(lnAHy), of = Var(InABy)

<

If 6 =0, we have 0 < s < %, else 0 < s < max (%, %) Accordingly, r lies between a—> or a—max (C L

T8 )
respectively, and a, thus may be negative. We have simple bounds for |r| and |s|, which depend on the
structure (namely the exponents) of the index system and on the regional and local alphas of the normalized

severity, but notably not on the parameters of the indices themselves:

¢ 1 ¢ 1
=35 < — < -, =
|s| S max( 5 ) |T| max | Amax, s

where in case § = 0 one drops %.

Proof. The second equality in the first formula follows from
AD(a)y AB " = AV'AB}*AB, """ = AV ABy® = AD(s);.

The first equality is the preceding proposition applied to the bivariate lognormal RV (AD(a)Z , ABy) and
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the Borel set A = (0,1 — h) U (14 h,0), where, however, nr takes the place of r. It remains to check

the formulae for r and s. The above proposition yields the first of the two following equivalent formulae:

_ Cov(InAD(a), ,In ABy,) ~ Cov(InAD(a), ,In ABy)
"= Var (In ABy) ’ "= Var (In ABy)

The latter together with In AD(a), = In AV}, + aln AB;, gives the first equality for s:

Cov (In AVy, + aln ABy,In ABy,) Cov (In AV, In ABy)
s=a—r=a-— - _

Var (In ABy) Var (In ABy)

Finally, recall the primordial decompositions
AV = A4, UG ABY S

ABy = AA X AG, X AH, AB] ¢

The logarithms of both gaps are linear combinations of the same four independent normal RV’s. One
sees quickly that
Cov (In AV}, In ABy) = —xdoi + (x — 1) 7¢o3

0 < Var (In ABy) = x6%0% + x05 + 03 + (1 — x¢)* o2
where we have used that x is an indicator equaling 0 or 1, such that x> = x. So we have

_ Cov(InAVy,InABy) xdot + (1= x) 7¢o3
Var (In ABy) X062%0% + xo3 + 02 + (1 — XO2 o}

In the last term only nonnegative coefficients appear, thus s must be nonnegative. For the upper bound
we split the cases for x. If x = 0, we have (recall that 7 > 0)
¢

:7<—
2 252 =
o3+ 710 T

7C UZ

If instead x = 1, we have
do?

S =
8202 + 03 + 03 + (1 — ()* 03

which equals 0 if § = 0, otherwise it may be positive but cannot exceed %. The interval for r = a — s

follows immediately. O

To assess the resulting product E (AB}" | |ABy, — 1| > h) E (AD(s)), notice that the first factor is
a weighted average of E (AB}" | ABy, > 1+ h) and E (AB}" | ABy, < 1 — h). We show that both terms
are bounded. If r = 0, this is clear.

Let now be 7 > 0. Then the second expectation cannot exceed 1 (this holds even pointwise), while the
first one can be written as E (AB}" | AB}™ > (1+ h)""). If instead r < 0, the first expectation cannot
exceed 1, while the second one can be written as E (AB}" | ABy" > (1 —h)"").

If AB,, is close to 1 in probability, the power ABJ" is close to 1 too, as the (absolute) exponent |nr|
cannot be arbitrarily large due to the bound for |r|. Thus, we can apply Proposition B.4 and see that the
expectations in question are close to (1+ h)"" or (1 —h)"", respectively. Both terms are greater than
but not too far from 1, as h > 0 is small.

Summing up, E(AB]" | |ABy — 1| > h) is the weighted average of a term that is less than 1 and
a term that is not much greater than 1. Therefore, E (AD(a); | |ABy — 1| > h) and the close term
E; (AD(a)} | |ABy — 1| > h) are smaller than or in the range of E (AD(s)}.). This latter term is bounded
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too, more strongly it is close to 1: AD(s); = AV;* AB}»* inherits the closeness (in probability) to 1 from
AV, and ABjy, as its (nonnegative) exponents n and ns cannot be arbitrarily large due to the upper

bound for s.

Let us go to the next conditional expectation of interest (I < k < 0):

AB,
B, (AD(a)k AD(a), | |ABy =1/ > h A | 35! 1‘ h)

Like for AD(a),,, we know from Section 9.1 that the conditional distribution of AD(a), AD(a),, given I,

has parameters very similar to those of the corresponding unconditional distribution. Thus, we have

AB,
E; ( AD(a), AD(a), | |ABr, — 1] > h Vv -1 >h
= ABy,

AB
~E(AD(a), AD(a), | |AB, —1| > hV |[==L —1| > h
AB;

By splitting into two disjoint cases, we see that the latter expectation is a weighted average of

E(AD(a), AD(a), | |AB, —1|>h), E <AD(a)k, AD(a), | |ABy — 1] < h A ‘2? - 1’ > h)
k

Now notice that
2 AD(“)l

g AD(a),

AD(a), AD(a), = AD(a)

where the RHS would be an independent product if AD(a), were a (geometric) random walk. Let us
assume that, even more strongly, all primordial gaps are geometric random walks. We treat only this

special case — it is sufficient for the application of our theory to lognormal models in Chapter 10. Then

(AD(a), , ABy), ( AD(a), AB, )

AD(a)k ’ ABk

are independent, such we can decompose according to Lemma 9.2:

B (AD( )i jg((z))l | |ABy — 1] > h) (AD(a)i | [ABy — 1| > h) E (jgég;i)

>)

AB
:E(AD(a)iuABk_ugh)E( “l|‘ l—’>h>

AD(a) AB
E (AD(a)i AD(a); | |AB, — 1| < h A ABl

a ABk

Now we have four factors, which can be seen quickly to be bounded. For E (AD(a)i | |AB — 1| > h) this

was proven above. In a geometric random walk (AD(a)l AB{) is distributed like (AD(a)l_k , ABl_k),

AD("')IC ) ABk
therefore E (ﬁg((s)) : ) (jg((s)) L | ’ ABL _ 1‘ > h) are bounded. For the remaining term we apply

Proposition B.7 to the bivariate lognormal RV (AD(a);, ABy) and the Borel set A = [1 —h, 1+ h],
which yields

E(AD(a)} | |ABy — 1] < h) = E(AB}" | 1— h < ABy <1+ h)E(AD(s)})

Here the first factor of the RHS is bounded from above either by (1+ h)"" or (if 7 < 0) by (1 —h)™"",



APPENDIX B. RANDOM-INFLATION LEVERAGE 155

while the second factor is close to 1.

The third expectation is

n

ID(a D(a
E; | | AD(a), /(\)q IB"AB —1|>h|=E; /(lf Ba 4y,
ID(a), 1B, ID(a), 1B,

which can be decomposed, as we can see from the corresponding abstract conditional expectation with

the o-algebra of the appearing binary event.

Proposition B.9. In the lognormal strongly independent comprehensive index system we have

Dla na n
E /(if | i71 >hp,I|=F i | ifl >ho,I|E i | L
ID(a), 1B, 1B, 1B, Vq

Proof. Recall that I equals
o (M(jsow Tm) =0 (m(jﬁo)’M(J’SO)’E(J‘SO)’@(J’SO)’E(J‘SO))
In the independent comprehensive index system the products
V =M!'"XA, B = MXHB"

are independent products and independent of each other: M appears only in one of them, for y = 0in V,
for x = 1in B. The analogous result holds for the corresponding picked indices (while the respective gaps
can notably be dependent) and thus also for their predictors, which are measurable functions of the past

index values. Due to this multiplicative structure we find, by checking the primordial decompositions

)

and noting that past and future gaps are independent (strong independence), that

L 7 B
(Vi TV LN 25 TA 0, TG <)) (B IBq, LM <o), IH(jgowUB(jsow{’fé—l
q

are independent. Thus, we can apply Lemma 9.2 and get

o

v, B\ [| B, . _
= (( ) <f§> | { JTaq —-1> h} vIMusowM(jsowmusowmusowmusm)
B, \ (| B "l B
=E == | -2 _1|>h I E i ‘ =< _1|>h i
1B, 1B, 1V, 1B,

() {3 0e()

O

In terms of the probability measure Py, the same decomposition holds for the elementary conditional
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expectation with the event ‘ IE’Bi — 1‘ > h. The resulting factors of
D(a B B na B n
E; /(lq =2 _1|>h|=E/ || = | =% —1|>h | E; i
B ID(a), 1B, “\\IB, 1B, “\\1V,

can be evaluated, and proven to be bounded, exactly as done above with E (AB}" | |ABy, — 1| > h) E (AD(s)}),

by using that, conditionally on I, I%i and % are close to 1 in probability.
It remains to look at
ID(a 1B
Er AD(a)q /(\)(IAD(a)k | |ABy — 1| > hV |=LAB, - 1| >h
ID(a)q 1B,
D(a B
:El /(lIAD(a)k||ABk—1|>h\/ ?q—l > h
ID(a)q B,
which is a weighted average of the expectations
D(a D(a B
E; /(lIAD(a)k||ABk—1\>h , E; /(ll AD(a), | |ABy —1| < h,| =X —1| > h
ID(a), ID(a), q

We use the same approach as before, now getting approximate decompositions. We will work with
approximate independence, which is somewhat rougher an approach than how we have generally pro-
ceeded in this book. However, the calculations will yield upper bounds (notably pretty small ones) for a
basic inequality, which do not directly enter any formulae for optimal weights etc. Hence, an approximate
assessment should suffice, the more so as it is clear how the desired (approximate) decompositions can be
verified more rigorously: by exploring the multivariate (log)normal setting via (a lot of) linear algebra,
along the lines of Example 9.4.

Recall from Section 9.1 that the condition on o (m (j§0)> C I ties past gaps and deflated volume,

)

creating an intricate but typically very weak dependence. So the RV’s

(AD(a), ,{|ABy — 1| > h}), (D(a)q ,15@1,17 {|% 1

are approximately independent, such that Lemma 9.2 gives a fair approximation

>h},[ ~

D(a B
E /(lZAD(a)k|{|ABk—1|>h}, Tq—l
1B,

a)

q

E( 29 gan,—ys .l Be ol sl o) B (ab@), 1 1aBe -1 50y 4| B 1) sl
Iﬁa\)q ; I/\Bq s L k ) I/B\q s L
D(a
~F IE((?))T{%A >h},] E(AD(a), | {|ABx — 1] > h})

In terms of Py, the analogous approximate decompositions hold for the elementary conditional expecta-
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tions, using first |[ABy — 1| > h, then |[ABy — 1| < h and ’%i - ll > h:
D(a), D(a),
E; | —=LAD(a), | |AB, —1] > h | ~ B, | ==L | E(AD(a), | |AB, 1| > h)
ID(a), ID(a),
D(a), g
EL /\AD(a)kHABk—l\gh,?—l > h
ID(a)q q
D(a B
~E; /(.ll — —1|>h |E(AD(a), | |ABy — 1| < h)
D), |TB,
q
With these decompositions we are done: All factors to the RHS of the last two formulae we have
already investigated, and seen to be bounded, except for E; (I%((a)\)q >, which is trivially close to 1 as
7 2,
——L is close to 1 in probability, given [I.
D04 gl 1 in probability, given I

B.3 The Pareto case

Let us close a last gap in our reasoning. Recall that the approximations in this appendix are essentially
about the leveraged effect of ground-up inflation on layers. For proportional insurance this effect is
linear, the relevant regional alphas equal 1, and the approximations are trivial and exact. For layers
covering losses in a Pareto distributed tail, the relevant regional/local alphas equal the Pareto alpha and
the approximations are exact for non-random inflation, as long as the Pareto tail starts sufficiently low,
see Proposition 7.4. We show that for random inflation having normalized gaps close to 1 (in the sense
explored in this appendix) our approximations are not exact for Pareto, but extremely precise, which
much less room for deviations than in the general case. To see this, we study a variant of the first basic
inequality, which assesses the as-if loss; for the further quantities the calculations are analogous.

Let the normalized severity Z be Pareto distributed beyond a threshold ¢, 0 < ¢ < d*. Then for

ABy, < % we have the (exact, not approximative) formula
E (gi (ABkZ° | W)) = AB2E (giz" | I/B\q)

or equivalently
E (S | W) = 6AD(a),

dr

+ or not, we get the following

By splitting the expectation into the cases of ABj being greater than

upper bound for the error of the approximation in question:

[E(Sk | I) = éE(AD(a);, | I)| = [BL (B (Sk | W) — €AD(),,))|

< (am< 11 [or (Bese W) - eabta), | am < T )|

dr dr
+P (ABk > ry |I> ‘EI <E(Sk | W) — eAD(a),, | ABy, > t>'

<P (ABk > T |I> {E[ (E(Sk | W) | ABy, > t) +Er (éAD(a)k | ABy, > t)}

Here the term in the second row vanishes, such that we get a quite simple final expression. The two
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terms in braces can be assessed as done in the past section; again they cannot be arbitrarily large. As
% > 1, the probability P (ABk. > % | I ) is small if ABy, is close to 1 in probability. However, if % is

much greater than 1 (which means that the Pareto tail starts far below d*), P (ABk > % | I ) is very
small even in case ABy is not very close to 1 in probability. Hence, in such situations we have much
more tolerance about ABy for the desired approximation to hold. If the assumption that ABj be in
probability very close to 1, is fulfilled, the approximation will be extremely precise. If the assumption is
only fulfilled to some extent, the approximation will still be good.

This point is arguably not essential for the as-if loss — in practice, if indices are selected carefully,
we expect gaps to be very likely pretty close to 1. However, such tolerance may help with the future

quantities. To illustrate this, let us look at the Pareto variant of the basic inequality for the future loss

~ 1D(a),
E(Xq[I)—€eE | AD(a), —= |1 ]| <
ID(a),
1B * * ID(« IB *
p(1Bapp, ~ T 1), (X|W)|,£AB >d + 8 [ eaD(a), D@y | 1By 4y d
IB, t N ID(e), 1By “

and, in particular, at the probability P (ﬁ/g\q AB, > % | I ) It should be small in many more real-world

1B,

situations than the corresponding probability P ( AB, — 1‘ >h|I ) of the original basic inequality:
The RV AB;, is not critical in this context — as a gap 1t can be expected to be close to 1 in probability (both

unconditionally and conditionally; in the strongly independent index system it is anyway independent

of I). But can we also expect /B\ to be close to 1 in probability, conditionally given I? This requires
(conditionally) that the predlctlon of I B, be quite precise and that IB, fluctuate few. The former seems
manageable, but the latter might be harder to believe in some real-world situations, namely in the case
of accumulation losses: Here among the primordial components of IB the deflated volume M appears,
which we notably assume to be considerably more volatile than the gaps. Thus, in practice we will come
across situations where P ( % AB, — 1’ > h | l) is not very small, while P (% AB, > % | l) is
Analogously one sees that the desired boundedness of the expectations in braces is easier to fulfill for

the Pareto variant of the basic inequalities, as long as d—; is large.

Luckily, in real-world Cat-loss situations Pareto-like tails are not uncommon, starting often pretty
low, such that one can apply the Pareto basic inequalities and take advantage of their higher tolerance

with respect to closeness of indices to 1.

B.4 Wrap up

By formally detailing in what way certain indices need to be close to 1, we have finally managed to
extend the theory about leveraged layer inflation to stochastic inflation models that are appealing for
practical use: firstly the model with limited year-to-year fluctuation, secondly and more importantly the
well-established lognormal model. This was possible within the range of (plausible) assumptions used in
the main part of the book, as assembled in Theorem 9.18. We only had to add that in the lognormal
case the gaps be geometric random walks, but this is no restriction, as random walk gaps are exactly the
one lognormal setting we have applied our theory to: first in the basic example, then in the general case
treated in Chapter 10.



Appendix C

Overview of predictors and indices

Future loss variable Description Predictor Constant
X4 aggregate loss Sk €= I/‘ZI/B\Q e(d*,u*)
Y, aggregate loss per official volume unit Ry e=é¢ J/qu_l
N, loss count Ch 6= ﬁ/z O~
N,M 1! loss count per official volume unit C’k]\//E;l 6= 9~J\/4\(171
’ Index ‘ Description Formula
B loss inflation B = MXHB"
1% frequency volume V =M!""XA
M official volume M = MA’B
B official-volume inflation B =GB¢
M deflated official volume
A frequency per deflated official volume unit
B basic inflation
H superimposed loss inflation
G superimposed official-volume inflation
D combined leveraged scale-frequency impact D(a) =VB®
J combined impact per official volume unit J(a) = D(a) M~t
K combined impact per squared official volume unit K(a)=D(a) M2
G complement of M in M M = MG
P represents D, J, K P(a,z) = D(a) M~ *
Q complement of M in P Pla,z) = Q(a,z) MY™*
T leverage of basic inflation in loss inflation
¢ leverage of basic inflation in official-volume inflation
1) indicator for A in M
X indicator for Cat vs non-Cat loss model
w leverage of M in D w=1+(a—-1)x
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