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Preface

Non-life insurance pricing is the art of setting the price of an insurance policy, tak-
ing into consideration various properties of the insured object and the policy holder.
The main source on which to base the decision is the insurance company’s own
historical data on policies and claims, sometimes supplemented with data from ex-
ternal sources. In a tariff analysis, the actuary uses this data to find a model which
describes how the claim cost of an insurance policy depends on a number of ex-
planatory variables. In the 1990’s British actuaries introduced generalized linear
models (GLMs) as a tool for tariff analysis and this has now become the standard
approach in many countries.

This book focuses on methods based on GLMs that we have found useful in our
actuarial practice, and intend to provide a set of tools that fills most needs for a tariff
analysis. Successive versions of the text have been the basis for a course in non-life
insurance mathematics at Stockholm University since 2001. This course is part of
the curriculum set up by the Swedish Actuarial Society to meet the European Core
Syllabus for actuarial education.

The aim is to present the basic theory of GLMs in a tariff analysis setting, and
also to give some useful extensions of standard GLM theory that are not in com-
mon use, viz. the incorporation of random effects and the use of smoothing splines.
Random effect models can be used to great advantage for handling categorical vari-
ables with a large number of possible levels, and there is an interesting connection
with the traditional actuarial field of credibility theory that will be developed here.
Smoothing splines is a powerful method for modeling the effect of continuous vari-
ables; such analyses are often presented under the name generalized additive models
(GAMs). While GAMs have been used in biostatistics for several years, they have
not yet found their way into the actuarial domain to any large extent.

The text is intended for practicing actuaries and actuarial students with a back-
ground in mathematics and mathematical statistics: proofs are included whenever
possible without going into asymptotic theory. The prerequisites are basic univer-
sity mathematics—including a good knowledge of linear algebra and calculus—and
basic knowledge of probability theory, likelihood-based statistical inference and re-
gression analysis. A second course in probability, say at the level of Gut [Gu95], is
useful.

vii
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In order to provide students with the possibility to work with real data of some
complexity, we have compiled a collection of data sets to be used in connection with
a number of case studies. The data was provided by Lansforsakringar Alliance and
is available at www.math.su.se/GLMbook.

For working through the case studies, a suitable software is needed. In Appendix
we have given some hints on how to proceed using the SAS system, since this is a
standard software at many insurance companies. Matlab and R are other possibili-
ties for a course based on this text. There are also some good specialized software
packages for tariff analysis with GLMs on the market, but these are not generally
available to students; we also believe that having to write your own programs helps
in understanding the subject.

Some sections that are not necessary for understanding the rest of the text have
been indicated by a star.

We wish to acknowledge the support from Stockholm University, Division of
Mathematical Statistics, where we both have been senior lecturers for several years,
and the Non-life actuarial group at Linsforsakringar Alliance, were we are now
working as actuaries. Special thanks to Professor Rolf Sundberg for providing the
justification for the pure premium confidence intervals. Finally, we wish to thank
Viktor Grgi¢ for valuable comments and help with the graphics.

Stockholm Esbjorn Ohlsson
Bjorn Johansson
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Chapter 1
Non-Life Insurance Pricing

In this introductory chapter we describe the problem of pricing in non-life insurance,
and define some basic concepts and assumptions. We also introduce an example
from moped insurance that will be used repeatedly.

A non-life insurance policy is an agreement between an insurance company and
a customer—the policyholder—in which the insurer undertakes to compensate the
customer for certain unpredictable losses during a time period, usually one year,
against a fee, the premium. A non-life insurance policy may cover damages on a
car, house or other property, or losses due to bodily injury to the policyholder or
another person (third party liability); for a company, the insurance may cover prop-
erty damages, cost for business interruption or health problems for the employees,
and more. In effect, any insurance that is not life insurance is classified as non-life
insurance, also called general insurance or (in the US) property and casualty insur-
ance. In Germany, the term is quite different: Schadenversicherung—a similar name
applies in Sweden.

By the insurance contract, economic risk is transferred from the policyholder
to the insurer. Due to the law of large numbers, the loss of the insurance company,
being the sum of a large number of comparatively small independent losses, is much
more predictable than that of an individual (in relative terms): the loss should not
be too far from its expected value. This leads us to the generally applied principle
that the premium should be based on the expected (average) loss that is transferred
from the policyholder to the insurer. There must also be a loading for administration
costs, cost of capital, etc., but that is not the subject here.

The need for statistical methods comes from the fact that the expected losses vary
between policies: the accident rate is not the same for all policyholders and once a
claim has occurred, the expected damages vary between policyholders. Most people
would agree that the fire insurance premium for a large villa should be greater than
for a small cottage; that a driver who is more accident-prone should pay more for
a car insurance; or that installing a fire alarm which reduces the claim frequency
should give a discount on the premium. Until the mid 90’s, non-life insurance pric-
ing was heavily regulated in Sweden, as in most other western countries. The “fair-
ness” of premiums was supervised by the national FSA (Financial Services Author-

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 1
EAA Lecture Notes,
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2 1 Non-Life Insurance Pricing

ity), leading to a conform premium structure for all insurance companies on the
market.

Today, the market has been deregulated in many countries: the legislation has
been modified to ensure free competition rather than uniform pricing. The idea is
that if an insurance company charges too high a premium for some policies, these
will be lost to a competitor with a more fair premium. Suppose that a company
charges too little for young drivers and too much for old drivers; then they will tend
to loose old drivers to competitors while attracting young drivers; this adverse se-
lection will result in economic loss both ways: by loosing profitable and gaining
underpriced policies. The conclusion is that on a competitive market it is advanta-
geous to charge a fair premium, if by fairness we mean that each policyholder, as
far as possible, pays a premium that corresponds to the expected losses transferred
to the insurance company.

Most often a distinction is made between the overall premium level of an in-
surance portfolio, and the question of how the total required premium should be
divided between the policyholders. The overall premium level is based on consid-
erations on predicted future costs for claims and administration, the capital income
on provisions for future costs (reserves) and the cost of capital (expected profit), as
well as the market situation. Historically, these calculations have not involved much
statistical analysis and they will not be discussed in this text.

On the other hand, the question of how much to charge each individual given the
overall premium level involves the application of rather advanced statistical models.
Before considering these, we will introduce some fundamental concepts.

1.1 Rating Factors and Key Ratios

For each policy, the premium is determined by the values of a number of variables,
the rating factors; to estimate this relationship, a statistical model is employed. The
rating factors usually belong to one of the following categories:

e Properties of the policyholders: age or gender if the policyholder is a private
person, line of business for a company, etc.;

e Properties of the insured objects: age or model of a car; type of building, etc.;

e Properties of the geographic region: per capita income or population density of
the policyholder’s residential area, etc.

The collection of variables that may be considered is determined by the availabil-
ity of data. While the age and gender of a policyholder are usually readily accessible,
it is much harder to get reliable data on a persons driving behavior or the number of
in-bed smokers in a house. There are also limitations in that rating factors must not
be considered offensive by the policyholders.

A statistician making contact with non-life insurance pricing for the first time
might consider using linear regression models of the relationship between the claim
cost and the variables at hand. Traditionally, however, rating factors are formed by
dividing variables into classes, e.g. age into age intervals, if they are not already
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categorical. The reason for this is partly that we seldom have a linear relation and
partly the rule by which the premium is computed for a policyholder, the fariff. In
the old days the tariff was a price list on paper, but today the computations are of
course made with a computer, and the tariff is a set of tables by which the premium
can be computed for any policy.

In Chap. 5 we will consider methods for using continuous variables directly,
but until then we will assume that they are divided into classes before the analysis
begins. Policies that belong to the same class for each rating factor are said to belong
to the same fariff cell and are given the same premium.

Example 1.1 (Moped insurance) This example, which will be used repeatedly in
the sequel, is based on data from the Swedish insurance company Wasa, before its
1999 fusion with Lénsforsdkringar Alliance. In Sweden, moped insurance involves
three types of cover: TPL (third party liability), partial casco and hull. TPL covers
any bodily injuries plus property damages caused to others in a traffic accident.
Fartial casco covers theft but also some other causes of loss, like fire. Hull covers
damage on the policyholder’s own vehicle. The TPL insurance is mandatory—you
are not allowed to drive without it—while the others are optional. The three types
of cover are often sold in a package as a comprehensive insurance, but they are
usually priced separately. In this chapter we will study partial casco only. Note that
the concept partial casco is not used in all countries.

The Wasa tariff was based on three rating factors, as described in Table 1.1.
For every vehicle, the data contains the exact moped age, but the choice was to
have just two age classes. As for weight and gears the data does not contain any
other information than the vehicle class, as defined in Table 1.1. The geographic
areas, here called “zones”, is a standard classification of Swedish parishes based on

Table 1.1 Rating factors in moped insurance

Rating factor Class Class description

Vehicle class 1 Weight over 60 kg and more than two gears
2 Other

Vehicle age 1 At most 1 year
2 2 years or more

Geographic zone 1 Central and semi-central parts of

Sweden’s three largest cities

Suburbs and middle-sized towns

Lesser towns, except those in 5 or 7
Small towns and countryside, except 5-7
Northern towns

Northern countryside

~N N AW

Gotland (Sweden’s largest island)
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different characteristics, as roughly described in the table. Obviously a large number
of alternative groupings are possible.

The statistical study an actuary performs to obtain a tariff is called a tariff anal-
ysis here. It is based on the company’s own data on insurance policies and claims
for the portfolio, sometimes supplemented by external data, for instance from a na-
tional statistical agency. We next define some basic concepts used in connection
with a tariff analysis.

The duration of a policy is the amount of time it is in force, usually measured in
years, in which case one may also use the term policy years. The duration of a group
of policies is obtained by adding the duration of the individual policies.

A claim is an event reported by the policy holder, for which she/he demands eco-
nomic compensation.

The claim frequency is the number of claims divided by the duration, for some
group of policies in force during a specific time period, i.e., the average number of
claims per time period (usually one year). Claim frequencies are often given per
mille, measuring the number of claims per one thousand policy years.

The claim severity 1is the total claim amount divided by the number of claims, i.e.,
the average cost per claim. Frequently, one omits nil claims (claims which turn out
to yield no compensation from the insurer) from the claim frequency and severity—
it is of course important to be consistent here and either omit or include nil claims
in both cases.

The pure premium is the total claim amount divided by the duration, i.e., average
cost per policy year (or other time period). Consequently, the pure premium is the
product of the claim frequency and the claim severity.

Pure premium = Claim frequency x Claim severity

The earned premium  is the amount of the premium income that covers risks during
the period under study. Commonly, premiums are assumed to be earned pro rata
temporis, i.e. linearly with time. This means that the earned premium is the duration,
measured in years, times the annual premium.

The loss ratio is the claim amount divided by the earned premium. Related is the
combined ratio, which is the ratio of the claim amount plus administrative expenses
to the earned premium.

The claim frequency, claim severity, pure premium and loss ratio defined above
are called key ratios. Let us have a look at some of these key ratios in the moped
tariff of Example 1.1.
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Table 1.2 Key ratios in moped insurance (claim frequency per mille)

Tariff cell Duration  No. Claim Claim Pure Actual
Class Age Zone claims  frequency  severity  premium  premium
1 1 1 62.9 17 270 18256 4936 2049
1 1 2 112.9 7 62 13632 845 1230
1 1 3 133.1 9 68 20877 1411 762
1 1 4 376.6 7 19 13045 242 396
1 1 5 9.4 0 0 . 0 990
1 1 6 70.8 1 14 15000 212 594
1 1 7 4.4 1 228 8018 1829 396
1 2 1 352.1 52 148 8232 1216 1229
1 2 2 840.1 69 82 7418 609 738
1 2 3 1378.3 75 54 7318 398 457
1 2 4 5505.3 136 25 6922 171 238
1 2 5 114.1 2 18 11131 195 594
1 2 6 810.9 14 17 5970 103 356
1 2 7 62.3 1 16 6500 104 238
2 1 1 191.6 43 224 7754 1740 1024
2 1 2 237.3 34 143 6933 993 615
2 1 3 162.4 11 68 4402 298 381
2 1 4 446.5 8 18 8214 147 198
2 1 5 13.2 0 0 . 0 495
2 1 6 82.8 3 36 5830 211 297
2 1 7 14.5 0 0 . 0 198
2 2 1 844.8 94 111 4728 526 614
2 2 2 1296.0 99 76 4252 325 369
2 2 3 1214.9 37 30 4212 128 229
2 2 4 3740.7 56 15 3846 58 119
2 2 5 109.4 4 37 3925 144 297
2 2 6 404.7 5 12 5280 65 178
2 2 7 66.3 1 15 7795 118 119

Example 1.2 (Moped insurance, contd.) Table 1.2 is based on 38 508 policies and
860 associated claims during 1994-1999. Originally, the data contained some nil
claims, which are excluded from the analysis here. The first three columns specify
the tariff cell, characterized by the vehicle class, vehicle age and zone for the mopeds
in that cell.

Let us compare the old tariff to the observed pure premium. “Actual premium”
is the premium for one year according to the tariff in force 1999; it should be noted
that this includes loadings for expenses, capital cost etc., and is thus not directly
comparable to the column “pure premium”, but the relative prices in two cells may
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Table 1.3 Important key ratios

Exposure w Response X Key ratio Y = X/w
Duration Number of claims Claim frequency
Duration Claim cost Pure premium

Number of claims Claim cost (Average) Claim severity
Earned premium Claim cost Loss ratio

Number of claims Number of large claims Proportion of large claims

be compared. Note also that, despite its name, the pure premium is not a premium
but only the average cost per annum over the years 1994-1999. We can see that cells
with large annual premium tend to have large observed pure premium, too. At the
same time, it appears that the general premium level is much too low in this case.

The key ratios are all of the same type—a ratio between the outcome of a ran-
dom variable and a volume measure; the latter we call an exposure. The exposure
w results in a response X, for instance the number of claims or the claim amount.
The analysis is carried out on the key ratios ¥ = X /w, rather than on the responses
themselves. The exposure plays a fundamental part in the analysis—the more expo-
sure in the data we analyze, the less the variation of the key ratios. The models we
shall study will have in common that they describe how a key ratio depends on the
rating factors.

In the personal lines of business, with a large number of similar insured objects,
such as cars and private houses, a tariff analysis is normally based on claim fre-
quency and claim severity. In the commercial lines, the duration may not be avail-
able or useful; here one might analyze the loss ratio, with earned premium as expo-
sure.

Table 1.3 summarizes some common key ratios. We have already discussed the
first four of these. The proportion of large claims is the proportion of claims with
cost above some threshold, which, unlike the other key ratios, is forced to lie be-
tween O and 1.

Note that the key ratios claim severity and proportion of large claims are con-
sidered conditional on the number of claims. While number of claims is a random
variable when we consider claim frequency, it is thus a non-random exposure w in
the two mentioned cases.

1.2 Basic Model Assumptions

We now present a set of basic assumptions that will give a foundation for our statis-
tical model building.

Assumption 1.1 (Policy independence) Consider n different policies. For any re-
sponse type in Table 1.3, let X; denote the response for policy i. Then X1, ..., X,
are independent.
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This is a fundamental assumption, but it is not hard to find examples where it is
not fulfilled: in motor insurance, the possibility of a collision between two cars that
are insured by the same company violates the independence assumption, at least
in principle, but the effect of neglecting this should be small. A more important
example of dependence is catastrophes, in which a large number of policies are
affected by the same wind storm or flood, say. This situation calls for other types
of models than those treated in this text and the setting is quite different: rating
factors in our meaning are not used. Catastrophes are often singled out from the
“normal” claims and special reinsurance cover is bought to reduce their impact.
Relevant models can be found in any textbook in risk theory, e.g., Daykin et al.
[DPP94] or Dickson [Di05]. An interesting mathematical model for wind storm
losses is given by Rootzén and Tajvidi [RT97].

Assumption 1.2 (Time independence) Consider n disjoint time intervals. For any
response type in Table 1.3, let X; denote the response in time interval i. Then
X1, ..., X, are independent.

Here, both the number of claims and the claim amount are assumed independent
from one time period to another. There are, of course, possible objections to this
assumption as well: a car driver that has had an accident may drive more carefully
in the future or a house owner that has experienced housebreaking might install a
burglar alarm; in such cases, a claim implies a lower claim frequency in the future.
In general, though, time independence seems a reasonable assumption that substan-
tially simplifies the model building.

A consequence of the above two assumptions is that all individual claim costs
are independent—they either concern different policies or occur in different time
intervals.

The idea behind most existing tariffs is to use the rating factors to divide the port-
folio of insurance policies into homogenous groups—the already mentioned tariff
cells. It is then reasonable to charge the same premium for all policies within a tariff
cell (for the same duration).

Assumption 1.3 (Homogeneity) Consider any two policies in the same tariff cell,
having the same exposure. For any response type in Table 1.3, let X; denote the
response for policy i. Then X and X, have the same probability distribution.

This homogeneity assumption is typically not perfectly fulfilled. In practice we
look for a model that divides the policies into fairly homogeneous groups and charge
the same premium within each tariff cell. To cope with residual non-homogeneity
within cells, there are bonus/malus systems for private motor cars and experience
rating of large businesses. This kind of individual rating can be obtained from the
credibility models that we introduce in Chap. 4; until then, we work under Assump-
tion 1.3.

Assumption 1.3 contains an implicit supposition of homogeneity over time: the
two policies may be of the same length but be in force during different calendar
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periods; the second policy may even be a renewal of the first one, i.e., the policies
are taken by the same customer for the same insured object. Assumption 1.3 implies
that the only thing that matters is the duration of a policy, not when it starts or
ends. This may appear unrealistic, since many claim types are subject to seasonal
variation. Over larger periods of time, there may also be trends, in particular in claim
costs (inflation). Notwithstanding this fact, homogeneity is essential in providing
repeated observations for the statistical analysis, and the objections are overcome as
follows.

In practice a tariff analysis usually targets the annual premium and data are, to a
large extent, from one-year policies; hence, seasonal variation is not really a prob-
lem. As for trends, there are several alternatives to reduce their impact: recalculating
claim amounts to current prices by some price index, using time as an explanatory
variable (rating factor) in our models or use a short enough data capture period to
make trend effects negligible. Furthermore, trends often mainly affects the overall
premium level, while the relations between the tariff cells—which are the target of
a tariff analysis—are more stable over time.

1.2.1 Means and Variances

A tariff analysis targets the expected values in the tariff cells, but to find the precision
of our estimates we will also need some knowledge on the variances. So let us
investigate the implications of Assumptions 1.1-1.3 on expectations and variances.
Consider an arbitrary key ratio Y = X /w for a group of policies in a tariff cell with
total exposure w and total response X .

First consider the situation where w is the number of claims, so that we may
write X as a sum of w individual responses Zi, ..., Z,. (If X is claim cost, then
Zy is the cost for the kth claim.) Assumptions 1.1-1.2 imply that the Z;’s are in-
dependent, since the claims come from different policies or different points in time;
Assumption 1.3 implies identical distribution, so we may write E(Z;) = p and
Var(Zy) = o2, for some u and 2. Now elementary rules for expectation and vari-
ance directly yield

E(X)=wpu, Var(X) = wo 2, (1.1
EY)=pu, Var(Y) = o2 /w. (1.2)

In the following lemma, we claim that theses results are valid also for key ratios
where the exposure is duration or earned premium.

Lemma 1.1 Under Assumptions 1.1, 1.2 and 1.3, if X is any response in Table 1.3
with w > 0 and Y = X /w, then the expectation and variance of X and Y are given
by (1.1) and (1.2), respectively. Here y and o* is the expectation and the variance,
respectively, for a response with exposure w = 1.
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Proof We have already seen that the result is valid when w is the number of claims.
Consider now a w that is a rational number w = m/n. Then the exposure can be
subdivided into m parts of 1/n each. In case w is duration this is done by taking
m time intervals of equal length; when w is earned premium we make the time
intervals long enough to get the premium 1/7 in each, assuming that the premium
is charged continuously in time.

The responses in these intervals are denoted by Zi,..., Z,, which is a col-
lection of independent and identically distributed random variables. If we add
n such responses Z; we get a variable Z with exposure w = 1; by Assump-
tion 1.3 all such Z have the same expectation and variance and we may write
E(Z)=p and Var(Z) = 02.Now E(Z) =nE(Z;) and Var(Z) = n Var(Z;), yield-
ing E(Zy) = E(Z1) = p/n and Var(Zy) = Var(Z) = 0%/n. Since X = 37", Zk
we find E(X) = um/n and Var(X) = Uzm/n, so that (1.1) is again valid, and (1.2)
follows immediately.

This proves the lemma when the exposure is a rational number, which is of course
always the case in practice. The transition to all real w requires taking the limits for
an approximating sequence of rational numbers. We refrain form a strict proof here,
since this would hardly contribute to the understanding of the result. O

A consequence of this lemma is that we consistently should use weighted vari-
ances in all models for key ratios.

1.3 Multiplicative Models

A tariff analysis is usually based on the insurer’s own data. If we had enough claims
data in each tariff cell, we could determine a premium for the cell by simply es-
timating the expected cost by the observed pure premium (corrected for inflation
and loaded for expenses, etc.). In practice this is hardly ever the case—see for ex-
ample Table 1.2 where some cells do not even have a single claim for the period
1994-1999. Hence, there is a need for methods giving an expected pure premium
that varies more smoothly over the cells, with good precision of the cell estimates.
It is also important that premiums are relatively stable over time and not subject to
large random fluctuations.

This is achieved by using a model for how the expected pure premium depends
on a number of rating factors. In this section we will describe the much used multi-
plicative model. Besides its use with the pure premium, a tariff can be produced by
in turn applying it to claim frequency and severity.

Say that we have M rating factors, each one divided into classes, where m; de-
notes the number of classes for rating factor i. For simplicity, we set out by con-
sidering the case with just two rating factors, i.e., M = 2. Then we can denote a
tariff cell (i, j), where i and j denote the class of the first and second rating factor,
respectively. In cell (7, j) we have the exposure w;; and the response X;;, leading to
the key ratio Y;; = X;; /w;;. According to Lemma 1.1 we have E(Y;;) = u;;, where
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wij is the expectation under unit exposure w;; = 1. The multiplicative model is

Wij = YOY1iV2j- (1.3)
Here {y1;;i =1,...,m} are parameters that correspond to the different classes for
rating factor number 1 and {y»;; j =1, ..., m2} are the ones for factor 2, while g

is a base value as will now be explained.

The model, as it stands, is over-parameterized: if we multiply all y;; by 10 and
divide all y»; by 10, we get the same p;;’s as before. To make the parameters unique
we specify a reference cell, called the base cell, preferably one with large exposure.
Say for simplicity that the base cell is (1, 1); then we put y1; = 321 = 1. Now 3y can
be interpreted as a base value—the key ratio for the policies in the base cell—and
the other parameters measure the relative difference in relation to the base cell and
are called (price) relativities. For instance, if y12 = 1.25 then the mean in cell (2, 1)
is 25% higher than in cell (1, 1); the same is true for cell (2, 2).

The multiplicativity assumption means that there is no interaction between the
two rating factors. If rating factor number 1 is age class, number 2 is geographic
region and the key ratio is pure premium, then an interpretation is that the relation
of the pure premium for two age classes is the same within any region: if, say, the
pure premium is 20% higher for ages 21-25 than for ages 2630 in one region, then
the same relation holds in any region. This is usually much more fair than to use an
additive model. Say that the premium for ages 26-30 in region 1 is EUR 100, while
in region 2 it is EUR 500. Then a multiplicative increase by 20% means adding
EUR 20 and EUR 100, respectively, which might be fair if younger policyholders
represent a larger risk to the company. If we should use an additive model, u;; =
Y0 + Y1 + ¥2j, the premium would increase by the same amount, e.g. EUR 20, in
all regions, which makes a difference in region 1, but is almost negligible in relation
to the total premium in region 2.

See Murphy, Brockman and Lee [MBLO0O0] for further argumentation for the mul-
tiplicative model, which we will use almost exclusively from now on.

The simple multiplicative model in the case M = 2 can easily be extended to the
general case, at the cost of somewhat cumbersome notation,

Wi sin,.oing = YOV1iy V2in =+ VMiy - (1.4)

In Sect. 2.1, a more convenient notational system will be introduced.

As a final note, recall the distinction between determining the overall premium
and the question of how to divide the required premium among the policies in the
portfolio. The multiplicative model is ideally suited for handling this: the overall
level is controlled by adjusting the base value yy, while the other parameters control
how much to charge for a policy, given this base value. In practice the relativities
Yki, are determined first, and then the base value is set to give the required overall
premium.
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1.3.1 The Method of Marginal Totals

In the next chapter, we will show how the parameters in (1.3) and (1.4) can be es-
timated by generalized linear models (GLMs). To give some historical background,
we shall present one of several earlier methods, the method of marginal totals
(MMT), introduced by Bailey [Ba63]. The MMT is based on the following idea:
even if we do not have enough data on the claim amount in each cell, we might have
so on the margins, i.e. when we sum over all rating factors except one. Set this more
stable marginal sum equal to its expectation and solve for the parameters, cf. the
method of moments. In the simple case with only two rating factors this gives the
following equations, using lower-case x for the outcome of the random variable X,

Y EXip =) xj: i=1....m;
J J
ZE(Xij) = inj: Jj=1,...,my;
i i
which under the multiplicative model in (1.3) yield

ZwijVOVUVZj:Zwij)’ij; i=1,...,my;

! ! (1.5)
ZwijVOVIiVZj:Zwij)’ij; J=1,...,my;

i i

where, nota bene, y11 = o1 = 1.

This system of equations has no solution in closed form—it has to be solved
numerically. After some rearrangement and omittance of a redundant equation we
can write the system of equations as follows.

y D 2 WijYij (1.6)
-, °
202 WijYiiv2)
D) WijYij .
yllzji, l=2,...,m1; (1'7)
Y02 WijY2j
Z,‘ WijYij j=2,...,ma. (1.8)

Starting with any positive numbers, the system can be solved by iterating over the
above three equations.

It is straight-forward to extend these equations to cases with three or more vari-
ables.

Remark 1.1 For claim frequencies, Jung [Ju68] derived the MMT by maximum
likelihood under a Poisson distribution.
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Table 1.4 Tariff analysis for

moped insurance: relativities Rating Class  Duration Relativities  Relativities
according to the tariff and factor in the tariff ~ of MMT
MMT (the method of
marginal totals) Vehicle class 1 9833 1.00 1.00
2 8824 0.50 0.43
Vehicle age 1 1918 1.66 2.73
2 16740 1.00 1.00
Zone 1 1451 5.16 8.97
2 2486 3.10 4.19
3 2889 1.92 2.52
4 10069 1.00 1.00
5 246 2.50 1.24
6 1369 1.50 0.74
7 147 1.00 1.23

Example 1.3 (Moped insurance contd.) We apply the method of marginal totals
(MMT) to the moped example, with the result shown in Table 1.4.

In the above example one may wonder whether the observed deviation of the
estimated relativities from the current tariff are significant or just random? Some of
the zones have rather few observations, and this could result in unstable estimates;
but how many observations is enough to get reliable results? An advantage of the
GLM approach over MMT and other early methods is that standard statistical theory
provides tools for answering questions like this, in the form of confidence intervals
and statistical tests.

1.3.2 One Factor at a Time?

It is important to note that, as in any regression method, the relativities in the mul-
tiplicative model should be interpreted ceteris paribus (“other things being equal”).
This is sometimes stated as “holding everything else constant” or “controlling for
the other variables”.

Ceteris paribus:

e “All other things being equal”’;

e Regression coefficients measure the effect ceteris paribus,
i.e. when all other variables are held constant.
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Table 1.5 Number of policy

years, lorry data Annual Vehicle age
mileage New Old
Low 47039 190513
High 56455 28612

Table 1.6 Claim -

frequencies, lorry data Annual Vehicle age
mileage New Old Total
Low 0.033 0.025 0.026
High 0.067 0.049 0.061
Total 0.051 0.028

The opposite would be the naive analysis of examining one factor at a time: here
the relativities are computed simply from the marginal sums for that variable. This
method can lead to quite inappropriate estimates, as shown in the next example.

Example 1.4 (One-factor-at-a-time) As an illustration we consider some simple
data from Ldansforsikringar Alliance concerning motor TPL claim frequencies for
lorries. Table 1.5 shows the number of policy years split up by annual mileage
(low/high) and vehicle age (new/old). In Table 1.6 the corresponding empirical claim
frequencies are given.

Suppose we are considering a multiplicative model for this set of data, where
annual mileage is the first factor. The tariff cell (1, 1), i.e. low/new, is chosen as
the reference cell. The one-factor-at-a-time estimator of the age-factor y,, is then
the ratio between the marginal claim frequency for vehicle age high and vehicle
age low, i.e. 0.028/0.051 = 0.54. Using the GLM estimator that will be derived
in Sect. 2.3.1, using a multiplicative model so that the effect of annual mileage
is taken into consideration when estimating the age-factor y»,, we get 0.74; this is
considerably larger than the naive estimate. The reason that the latter underestimates
the factor is that older lorries to a much larger extent have a lower annual mileage;
hence their lower claim frequency is partly due to that they are less exposed to risk.
But this effect is already captured by the mileage-factor: using the naive estimate
will thus severely underestimate the pure premium of the old lorries.

Exercises

1.1 (Section 1.3) The column Actual premium in Table 1.2 gives the current tariff.
Is this tariff multiplicative?

1.2 (Section 1.3) Show how the system of equations (1.6)—(1.8) can be derived
from (1.5).
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1.3 (Section 1.3) The MMT estimates of the three parameters in Example 1.4 turn
out to be yp = 0.03305, y1» = 2.01231 and y», = 0.74288.

Verify numerically that these estimates fulfill (1.6)—(1.8), by using a spreadsheet
or a calculator.



Chapter 2
The Basics of Pricing with GLMs

As described in the previous section, the goal of a tariff analysis is to determine how
one or more key ratios Y vary with a number of rating factors. This is reminiscent
of analyzing how the dependent variable Y varies with the covariates (explanatory
variables) x in a multiple linear regression. Linear regression, or the slightly larger
general linear model, is not fully suitable for non-life insurance pricing, though,
since: (i) it assumes normally distributed random errors, while the number of insur-
ance claims follows a discrete probability distribution on the non-negative integers,
and claim costs are non-negative and often skewed to the right; (ii) in linear mod-
els, the mean is a linear function of the covariates, while multiplicative models are
usually more reasonable for pricing, cf. Sect. 1.3.

Generalized linear models (GLMs) is a rich class of statistical methods, which
generalizes the ordinary linear models in two directions, each of which takes care
of one of the above mentioned problems:

e Probability distribution. Instead of assuming the normal distribution, GLMs work
with a general class of distributions, which contains a number of discrete and
continuous distributions as special cases, in particular the normal, Poisson and
gamma distributions.

e Model for the mean. In linear models the mean is a linear function of the covari-
ates x. In GLMs some monotone transformation of the mean is a linear function
of the x’s, with the linear and multiplicative models as special cases.

These two generalization steps are discussed in Sects. 2.1 and 2.2, respectively.

GLM theory is quite recent—the basic ideas were introduced by Nelder and Wed-
derburn [NW72]. Already in the first 1983 edition of the standard reference by Mc-
Cullagh and Nelder there is an example using motor insurance data; in the second
edition [MN89] this example can be found in Sects. 8.4.1 and 12.8.3. But it was not
until the second half of the 90’s that the use of GLMs really started spreading, partly
in response to the extended needs for tariff analysis due to the deregulation of the
insurance markets in many countries. This process was facilitated by the publication
of some influential papers by British actuaries, such as [BW92, Re94, HR96]; see
also [MBLOO], written for the US Casualty Actuarial Society a few years later.

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 15
EAA Lecture Notes,
DOI 10.1007/978-3-642-10791-7_2, © Springer-Verlag Berlin Heidelberg 2010
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Some advantages of using GLMs over earlier methods for rate making are:

e GLMs constitute a general statistical theory, which has well established tech-
niques for estimating standard errors, constructing confidence intervals, testing,
model selection and other statistical features.

e GLMs are used in many areas of statistics, so that we can draw on developments
both within and without of actuarial science.

e There is standard software for fitting GLMs that can easily be used for a tariff
analysis, such as the SAS, GLIM, R or GenStat software packages.

In spite of the possibility to use standard software, many insurance companies
use specialized commercial software for rate making that is provided by major con-
sulting firms.

2.1 Exponential Dispersion Models

Here we describe the exponential dispersion models (EDMs) of GLMs, which gen-
eralize the normal distribution used in the linear models.

In our discussion of the multiplicative model in (1.3) and (1.4) we used a way
of organizing the data with the observations, y;, ;,,....ix» having one index per rat-
ing factor. This is suitable for displaying the data in a table, especially in the two-
dimensional case y;;, and will therefore be called tabular form.

In our general presentation of GLMs, we rather assume that the data are or-
ganized on list form, with the n observations organized as a column vector y’ =
(y1,¥2,-..,yn). Besides the key ratio y;, each row i of the list contains the ex-
posure weight w; of the tariff cell, as well as the values of the rating factors. The
transition from tabular form to list form amounts to deciding on an order to display
the tariff cells; a simple example is given in Table 2.1. As further illustration, con-
sider again the moped insurance example, for which Table 1.2 contains an implicit
list form; in Table 2.2 we repeat the part of that table that gives the list form for
analysis of claim frequency.

List form corresponds to the way we organize the data in a data base, such as a
SAS table. Tabular form, on the other hand, is useful for demonstrative purposes;
hence, the reader should try to get used to both forms.

By the assumptions in Sect. 1.2, the variables Y, ..., Y, are independent, as
required in general GLM theory. The probability distribution of an EDM is given

Table 2.1 Transition from tabular form to list form in a 2 by 2 case

i Married Gender Observation
Married Male Female

1 Yes M i
Yes yu yi2 = 2 Yes F 2
No Y21 y22 3 No M v3

4 No F V4
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Table 2.2 Moped tariff on

list form (claim frequency per Tariff Covariates Duration Claim
mille) cell Class Age Zone (exposure) frequency

i Xi1 Xi2 Xi3 Wi Vi

1 1 1 1 62.9 270

2 1 1 2 112.9 62

3 1 1 3 133.1 68

4 1 1 4 376.6 19

5 1 1 5 9.4 0

6 1 1 6 70.8 14

7 1 1 7 4.4 228

8 1 2 1 352.1 148

9 1 2 2 840.1 82
21 2 1 7 14.5 0
22 2 2 1 844.8 111
23 2 2 2 1296.0 76
24 2 2 3 1214.9 30
25 2 2 4 3740.7 15
26 2 2 5 109.4 37
27 2 2 6 404.7 12
28 2 2 7 66.3 15

by the following frequency function, specializing to a probability density function
in the continuous case and a probability mass function in the discrete case,

viti — b(6;)
o /w;

Here 6; is a parameter that is allowed to depend on i, while the dispersion parameter
¢ > 0 is the same for all i. The so called cumulant function b(6;) is assumed twice
continuously differentiable, with invertible second derivative. For every choice of
such a function, we get a family of probability distributions, e.g. the normal, Poisson
and gamma distributions, see Example 2.1 and (2.3) and (2.6) below. Given the
choice of b(-), the distribution is completely specified by the parameters 6; and ¢.
The function c(-, -, -), which does not depend on 6;, is of little interest in GLM
theory.

Of course, the expression above is only valid for the y; that are possible outcomes
of Y;—the support; for other values of y; we tacitly assume fy, (y;) = 0. Examples
of support we will encounter is (0, 00), (—00, 00) and the non-negative integers.

Further technical restrictions are that ¢ > 0, w; > 0 and that the parameter space
must be open, i.e., 9; takes values in an open set, such as 0 < 6; < 1 (while a closed
set such as 0 < 6; <1 is not allowed).

fY,(yi;9i,¢)=eXP{ +C(J’ia¢awi)}- 2.1
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An overview of the theory of the so defined exponential dispersion models can
be found in Jorgensen [J697]. We will presuppose no knowledge of the theory for
EDMs, and our interest in them is restricted only to the role they play in GLMs.

Remark 2.1 If ¢ was regarded as fixed, (2.1) would define a so called one-parameter
exponential family, see, e.g., Lindgren [Li93, p. 188]. If, on the other hand, ¢ is
unknown then we usually do not have a two-parameter exponential family, but we
do have an EDM.

Example 2.1 (The normal distribution) Here we show that the normal distribution
used in (weighted) linear models is a member of the EDM class; note, though, that
the normal distribution is seldom used in the applications we have in mind. Nev-
ertheless, assume for the moment that we have a normally distributed key ratio Y;.
The expectation of observation i is denoted u;, i.e., u; = E(Y;). Lemma 1.1 shows
that the variance must be w;-weighted; the o2 of that lemma is assumed to be the
same for all i in linear models. We conclude that Y; ~ N (u;, az/w,-), where w; is
the exposure. Then the frequency function is

Yyilki — wi/2
o?/w;

fri (i) = exp{ +c(yi, 0%, w,-)}, (22)

were we have separated out the part of the density not depending on u;,

2
w; y;

o2

1
C(yi9029 wi) = _E(

+ 10g(2na2/wi)> .

This is an EDM with 6; = u;, ¢ = o2 and b(6;) = 6? /2. Hence, the normal distribu-
tion used in (weighted) linear models is an EDM; the unweighted case is, of course,
obtained by letting w; = 1.

2.1.1 Probability Distribution of the Claim Frequency

Let N(t) be the number of claims for an individual policy during the time inter-
val [0, ¢], with N(0) = 0. The stochastic process {N(¢); ¢ > 0} is called the claims
process. Beard, Pentikdinen and Pesonen [BPP84, Appendix 4] show that under as-
sumptions that are close to our Assumptions 1.2—1.3, plus an assumption that claims
do not cluster, the claims process is a Poisson process. This motivates us to assume
a Poisson distribution for the number of claims of an individual policy during any
given period of time. By the independence of policies, Assumption 1.1, we get a
Poisson distribution also at the aggregate level of all policies in a tariff cell.

So let X; be the number of claims in a tariff cell with duration w; and let w;
denote the expectation when w; = 1. Then by Lemma 1.1 we have E(X;) = w; i,
and so X; follows a Poisson distribution with frequency function

TR
Wit)™ 01,2,

fX,'(xi;Mi)—e Wilti
x;!
i-
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We are more interested in the distribution of the claim frequency Y; = X; /w;; in the
literature, this case is often (vaguely) referred to as Poisson, too, but since it is rather
a transformation of that distribution we give it a special name, the relative Poisson
distribution. The frequency function is, for y; such that w;y; is a non-negative inte-
ger,

oy (Wi
(wiyi)!
= exp{w;[yi log(ui) — wil + ¢ (yi, wi)}, (2.3)

friOiu)=PYi=y)=PX;=w;y)=e

where c(y;, w;) = w;y; log(w;) — log(w;y;!). This is an EDM, as can be seen by
reparameterizing it through 6; = log(u;),

fr, i 6) = explw; (yi6; — &%) + c(yi, wi)}.

This is of the form given in (2.1), with ¢ = 1 and the camulant function b(6;) = eli.
The parameter space is u; > 0, i.e., the open set —oo < 6; < 00.

Remark 2.2 Is the Poisson distribution realistic? In practice, the homogeneity within
cells is hard to achieve. The expected claim frequency p; of the Poisson process
may vary with time, but this is not necessarily a problem since the number of claims
during a year will still be Poisson distributed. A more serious problem is that there is
often considerable variation left berween policies within cells. This can be modeled
by letting the risk parameter u; itself be the realization of a random variable. This
leads to a so called mixed Poisson distribution, with larger variance than standard
Poisson, see, e.g., [KPWO04, Sect. 4.6.3]; such models often fit insurance data better
than the standard Poisson. We will return to this problem in Sects. 3.4 and 3.5.

It is a reasonable requirement for a probabilistic model of a claim frequency to
be reproductive, in the following sense. Suppose that we work under the assumption
that the claim frequency in each cell has a relative Poisson distribution. If a tariff
analysis shows that two cells have similar expectation, we might decide to merge
them into just one cell. Then it would be very strange if we got another probability
distribution in the new cell. Luckily, this problem will not arise—on the contrary,
the relative Poisson distribution is reproduced on the aggregated level, as we shall
now show.

Let Y71 and Y> be the claim frequency in two cells with exposures w; and wj,
respectively, and let both follow a relative Poisson distribution with parameter p. If
we merge these two cells, the claim frequency in the new cell will be the weighted
average

y = L+ walbz

wi+wy
Since w1Y] + wyY> is the sum of two independent Poisson distributed variables,
it is itself Poisson distributed. Hence Y follows a relative Poisson distribution with
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exposure w; + wy and the parameter is, by elementary rules for the expectation of
a linear expression, (.

As indicated above, a parametric distribution that is closed under this type of
averaging will be called reproductive, a concept coined by Jorgensen [J697]. In
fact, this is a natural requirement for any key ratio; fortunately, we will see below in
Theorem 2.2 that all EDMs are reproductive.

2.1.2 A Model for Claim Severity

We now turn to claim severity, and again we shall build a model for each tariff cell,
but for the sake of simplicity, let us temporarily drop the index i. The exposure for
claim severity, the number of claims, is then written w. Recall that in this analysis,
we condition on the number of claims so that the exposure weight is non-random,
as it should be. The idea is that we first analyze claim frequency with the number of
claims as the outcome of a random variable; once this is done, we condition on the
number of claims in analyzing claim severity. Here, the total claim cost in the cell is
X and the claim severity ¥ = X/w.

In the previous section, we presented a plausible motivation for using the Poisson
distribution, under the assumptions on independence and homogeneity. However, in
the claim severity case it is not at all obvious which distribution we should assume
for X. The distribution should be positive and skewed to the right, so the normal
distribution is not suitable, but there are several other candidates that fulfill the re-
quirements. However, the gamma distribution has become more or less a de facto
standard in GLM analysis of claim severity, see, e.g., [MBLOO, p. 10] or [BW92,
Sect. 3]. As we will show in Sect. 2.3.3, the gamma assumption implies that the
standard deviation is proportional to u, i.e., we have a constant coefficient of vari-
ation; this seems quite plausible for claim severity. In Sect. 3.5 we will discuss the
possibility of constructing estimators without assuming a specific distribution, start-
ing from assumptions for the mean and variance structure only.

For the time being, we assume that the cost of an individual claim is gamma
distributed; this is the case w = 1. One of several equivalent parameterizations is
that with a so called index parameter o > 0, a scale parameter B > 0, and the
frequency function

_ ﬂ * a—1_—pBx.

fx) = F(a)x e " x>0. 2.4
We denote this distribution G (¢, B) for short. It is well known that the expectation
is o/ B and the variance o/ 82, see Exercise 2.4. Furthermore, sums of independent
gamma distributions with the same scale parameter § are gamma distributed with
the same scale and an index parameter which is the sum of the individual «, see
Exercise 2.11. So if X is the sum of w independent gamma distributed random
variables, we conclude that X ~ G (wa, f). The frequency function for ¥ = X /w is
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then

(wﬂ)wa waflefwﬂy.
I'(wa) ’

and so Y ~ G (wa, wB) with expectation /. Before transforming this distribution
to EDM form, it is instructive to re-parameterize it through 4 =«/8 and ¢ = 1/c.
In Exercise 2.5 we ask the reader to verify that the new parameter space is given by
u > 0 and ¢ > 0. The frequency function is

fr) =wfxwy) = y>0,

1 w \"/¢
<_> yW/P=lg=wy/(1g)
r'(w/¢) \ne

_ { —y/u — log(p)
=expy ——mMm———
¢/w

where c(y, ¢, w) = log(wy/¢)w/¢ — log(y) — logI'(w/¢). We have E(Y) =
wa/(wB) = pn and Var(Y) = wa/(wp)> = ¢u*/w, which is consistent with
Lemma 1.1.

To show that the gamma distribution is an EDM we finally change the first pa-
rameter in (2.5) to & = —1/u; the new parameter takes values in the open set 6 < 0.
Returning to the notation with index i, the frequency function of the claim severity
Y,‘ is

frO»)=fru,¢)=

+c(y,¢,w)}; y >0, 2.5)

yi6; +log(—6;)
o /w;

We conclude that the gamma distribution is an EDM with b(6;) = —log(—#6;) and
hence we can use it in a GLM.

fyi(yi;Gi,¢)=€XP{ +C(yi,¢,wi)}- (2.6)

Remark 2.3 By now, the reader might feel that in the right parameterization, any
distribution is an EDM, but that is not the case; the log-normal distribution, e.g., can
not be rearranged into an EDM.

2.1.3 Cumulant-Generating Function, Expectation and Variance

The cumulant-generating function is the logarithm of the moment-generating func-
tion; it is useful for computing the expectation and variance of Y;, for finding the
distribution of sums of independent random variables, and more. For simplicity, we
once more refrain from writing out the subindex i for the time being. The moment-
generating function of an EDM is defined as M (1) = E(e'Y), if this expectation is
finite at least for real ¢ in a neighborhood of zero. For continuous EDMs we find, by
using (2.1),

EE")= / e fy(v; 0, ¢)dy

_ f {y(e +i¢p/w) — b(6)
= [ exp
¢/w

+C(y,¢,w)}dy



22 2 The Basics of Pricing with GLMs

b(6 + t¢p/w) — b(H)
= eXp ¢/w

y@ +1tp/w) —bO +1tp/w)
X /exp (p/w

Recall the assumption that the parameter space of an EDM must be open. It follows,
at least for 7 in a neighborhood of 0, i.e., for |#| < § for some § > 0, that 0 + ¢ /w is
in the parameter space. Thereby, the last integral equals one and the factor preceding
it is the moment-generating function, which thus exists for |7| < §.

In the discrete case, we get the same expression by changing the integrals in (2.7)
to sums. By taking logarithms, we conclude that the cumulant-generating function
(CGF), denoted ¥ (¢), exists for any EDM and is given by

W) = b0 +1op/w) — b(@)’ 2.8)
¢/w
at least for ¢ in some neighborhood of 0. This is the reason for the name cumulant
function that we have already used for b(6).

As the name suggests, the CGF can be used to derive the so called cumulants; this
is done by differentiating and setting r = 0. The first cumulant is the expected value;
the second cumulant is the variance; the reader who is not familiar with this result
is invited to derive it from well-known results for moment-generating functions in
Exercise 2.8.

We use the above property to derive the expected value of an EDM as follows,
recalling that we have assumed that b(-) is twice differentiable,

+c(y, 9, w)} dy. 2.7)

') =b'(0+td/w); EXY)=v'(0)=0b'(9).
The second cumulant, the variance, is given by
') =b"0+tep/w)p/w; Var(Y) =v"(0) =b"(0)¢/w.

As a check, let us see what this yields in the case of a normal distribution: here
b(©)=02/2,b'(0) =0 and " (9) = 1, whence E(Y) =0 = p and Var(Y) = ¢ /w =
o2 /w as it should be.

In general, it is more convenient to view the variance as a function of the mean .
We have just seen that u = E(Y) = b’(6), and since this is assumed to be an invert-
ible function, we may insert the inverse relationship & = &~ (1) into b”(8) to get
the so called variance function v(i) = b" (b'~'(1)). Now we can express Var(Y) as
the product of the variance function v(x) and a scaling and weighting factor ¢ /w.
Here are some examples.

Example 2.2 (Variance functions) For the relative Poisson distribution in Sect. 2.1.1
we have b(0;) = exp(8;), by which u; = b'(6;) = exp(6;). Furthermore 5" (6;) =
exp(6;) = u;, so that v(u;) = u; and Var(Y) = u;/w;, since ¢ = 1. In the case
w; = 1 this is just the well-known result that the Poisson distribution has variance
equal to the mean.
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Table 2.3 Example of

variance functions Distribution Normal Poisson Gamma Binomial

V() 1 0 I p(l — p)

The gamma distribution has b(6;) = —log(—6;) and b'(6;) = —1/6; so that u; =
—1/6;, as we already knew. Furthermore, b”(6;) = 1 /91.2 = ,u% so that Var(Y;) =
put/wi.

The variance functions we have seen so far are collected in Table 2.3, together
with the binomial distribution that is treated in Exercises 2.6 and 2.9.

We summarize the results in the following lemma, returning to our usual notation
with index i for the observation number.

Lemma 2.1 Suppose that Y; follows an EDM, with frequency function given
in (2.1). Then the cumulant generating function exists and is given by
b(6i +1¢p/wi) —b®:)

() = ,
® o/wi

and
ni = EY;) =b'(6));
Var(Y;) = ¢pv(u;)/wi,

where the variance function v(w;) is b"(-) expressed as a function of u;, i.e.,
v(ui) =" (0"~ (i)

Remark 2.4 Recall that in linear regression, we have a constant variance Var(Y;) = ¢,
plus possibly a weight w; which we disregard for a moment. The most general as-
sumption would be to allow Var(Y;) = ¢;, but this would make the model heavily
over-parameterized. In GLMs we are somewhere in-between these extremes, since
the variance function v(u;) allows the variance to vary over the cells i, but without
introducing any new parameters.

The variance function is important in GLM model building, a fact that is empha-
sized by the following theorem.

Theorem 2.1 Within the EDM class, a family of probability distributions is uniquely
characterized by its variance function.

The practical implication of this theorem is that if you have decided to use a
GLM, and hence an EDM, you only have to determine the variance function; then
you know the precise probability distribution within the EDM class. This is an in-
teresting result: only having to model the mean and variance is much simpler than
having to specify an entire distribution.
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The core in the proof of this theorem is to notice that since v(-) is a function
of the derivatives of b(-), the latter can be determined from v(-) by solving a pair
of differential equations—but b(-) is all we need to specify the EDM distribution
in (2.1). The proof can be found in Jorgensen [J687, Theorem 1].

We saw in Sect. 2.1.1 that the relative Poisson distribution had the appealing
property of being reproductive. The next theorem shows that this holds for all dis-
tributions within the EDM class.

Theorem 2.2 (EDMs are reproductive) Suppose we have two independent random
variables Y| and Y, from the same EDM family, i.e., with the same b(-), that have
the same mean p and dispersion parameter ¢, but possibly different weights w and
wy. Then their w-weighted average Y = (w1Y] + w2Y2) /(w1 + wy) belongs to the
same EDM distribution, but with weight w. = w1 + w».

The proof is left as Exercise 2.12, using some basic properties of CGFs derived in
Exercise 2.10. From an applied point of view the importance of this theorem is that
if we merge two tariff cells, with good reason to assume they have the same mean,
we will stay within the same family of distributions. From this point of view, EDMs
behave the way we want a probability distribution in pricing to behave. One may
show that the log-normal and the (generalized) Pareto distribution do not have this
property; our conclusion is that, useful as they may be in other actuarial applications,
they are not well suited for use in a tariff analysis.

2.1.4 Tweedie Models

In non-life actuarial applications, it is often desirable to work with probability dis-
tributions that are closed with respect to scale transformations, or scale invariant.
Let ¢ be a positive constant, ¢ > 0, and Y a random variable from a certain family
of distributions; we say that this family is scale invariant if cY follows a distribu-
tion in the same family. This property is desirable if Y is measured in a monetary
unit: if we convert the data from one currency to another, we want to stay within the
same family of distributions—the result of a tariff analysis should not depend on the
currency used. Similarly, the inference should not depend on whether we measure
the claim frequency in per cent or per mille. We conclude that scale invariance is
desirable for all the key ratios in Table 1.3, except for the proportion of large claims,
for which scale is not relevant.

It can be shown that the only EDMs that are scale invariant are the so called
Tweedie models, which are defined as having variance function

v(p) = p? (2.9

for some p. The proof can be found in Jorgensen [J697, Chap. 4], upon which much
of the present section is based, without further reference.
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Table 2.4 Overview of Tweedie models

Type Name Key ratio

p<0 Continuous - -

p=0 Continuous Normal -

O<p<l Non-existing - -

p=1 Discrete Poisson Claim frequency
l<p<2 Mixed, non-negative Compound Poisson Pure premium
p=2 Continuous, positive Gamma Claim severity
2<p<3 Continuous, positive - Claim severity
p=3 Continuous, positive Inverse normal Claim severity
p>3 Continuous, positive - Claim severity

With the notable exception of the relative binomial in Exercise 2.6, for which
scale invariance is not required since y is a proportion, the EDMs in this book are all
Tweedie models. In Table 2.4 we give a list of all Tweedie models and the key ratios
for which they might be useful. The cases p =0, 1, 2 have already been discussed.
Tweedie models with p > 2 are often suggested as distributions for the claim sever-
ity, especially p = 2, but also the inverse normal distribution (p = 3) is sometimes
mentioned in the literature.

The class of models with 1 < p < 2 is interesting: these so called compound Pois-
son distributions arise as the distribution of a sum of a Poisson distributed number
of claims which follow a gamma distribution; hence, they are proper for modeling
the pure premium, without doing a separate analysis of claim frequency and sever-
ity. Note that the compound Poisson is mixed (neither purely discrete nor purely
continuous), having positive probability at zero plus a continuous distribution on
the positive real numbers.

Jorgensen and Souza [JS94] analyze the pure premium for a private motor insur-
ance portfolio in Brazil, and get the value p = 1.37 from an algorithm they designed
for maximum likelihood estimation of p.

A bit surprising is that for 0 < p < 1 no EDM exists. Negative values of p,
finally, are allowed and give continuous distributions on the whole real axis, but to
the best of our knowledge no application in insurance has been proposed.

From now on, we only discuss the case p > 1, which covers our applications,
and we start by presenting the corresponding cumulant function b(9).

ef, for p=1;

b®) = { —log(—0), for p =2; (2.10)
—ﬁ[—(p —1O1P=D/P=D for1<p<2andp>2.

The parameter space My is

—o00o<f<oo, forp=1;

—o0<0<0, forp>1. 21D

-l
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The derivative b’(0) is given by

0 .
N L for p=1,
o= {[—(p— DOV, for p> 1, 212
with inverse
log(p), p=1
h = (p— 2.13
(n) {_pll'bL =D, p>1. (2.13)

These results are taken from Jorgensen [J697]; some are also verified in Exer-
cise 2.13.

2.2 The Link Function

We have seen how to generalize the normal error distribution to the EDM class, and
now turn to the other generalization of ordinary linear models, concerning the linear
structure of the mean.

We start by discussing a simple example, in which we only have two rating fac-
tors, one with two classes and one with three classes. On tabular form, we let p;;
denote the expectation of the key ratio in cell (i, j), where the first factor is in class
i and the second is in class j. Linear models assume an additive model structure for
the mean:

wij =Y0+ v + 2. (2.14)

We recognize this model from the analysis of variance (ANOVA), and recall that
it is over-parameterized, unless we add some restrictions. In an ANOVA the usual
restriction is that marginal sums should be zero, but here we chose the restriction to
force the parameters of some base cell to be zero. Say that (1, 1) is the base cell; then
we let y11 = y21 =0, so that 11 = 9, and the other parameters measure the mean
departure from this cell. Next we rewrite the model on list form by sorting the cells
in the order (1, 1); (1,2); (1, 3); (2, 1); (2, 2); (2, 3) and renaming the parameters,

B1 = Yo,
B2 =12,
B3 = y22,
Bs = y23.

With these parameters the expected values in the cells are as listed in Table 2.5.
Next, we introduce so called dummy variables through the relation

) if B; is included in p;,
Yij 0, else.
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Table 2.5 Parameterization

of a two-way additive model ! Tariff cell Hi
on list form
1 1 1 B
2 1 2 Bi +83
3 1 3 Bi +B4
4 2 1 Bi +B2
5 2 2 Bi +82 +83
6 2 3 B +82 +Bs
Table 2.6 Dummy variables )
in a two-way additive model i Tariff cell Xil Xi2 Xi3 Xi4
1 1 1 1 0 0 0
2 1 2 1 0 1 0
3 1 3 1 0 0 1
4 2 1 1 1 0 0
5 2 2 1 1 1 0
6 2 3 1 1 0 1

The values of the dummy variables in this example are given in Table 2.6. Note the
similarity to Table 2.5.
With these variables, the linear model for the mean can be rewritten

4
M[:ZXUIB/ l:1,2,,6, (215)
=1

or on matrix form g = X, where X is called the design matrix, or model matrix,
and

"1 X111 X12 X13 X14
j7%) X21 X2 X23  X24 Bi
o= =B e EEUNE=RE SRR g = B2 _ (2.16)
4 X41  X42  X43  X44 B3
s X51 Xs52 X53  Xs4 Ba
6 X61 X62 X63 X64

So far the additive model for the mean has been used; next we turn to the mul-
tiplicative model w;; = yoy1;y2; that was introduced in Sect. 1.3. By taking loga-
rithms we get

log(uij) =log(yo) + log(y1;) +log(y2)). (2.17)

and again we must select a base cell, say (1, 1), where y11 = y»1 = 1. Let us now do
a transition to list form similar to the one we just performed for the additive model,
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by first letting
B1 =log o,
B2 =logyia,
B3 =logyn,
Ba =logy»s.

By the aid of the dummy variables in Table 2.6, we have

4
log(ui)=2xijﬂj; i=1,2,...,6. (2.18)
j=1

This is the same linear structure as in (2.15), the only difference being that the left-
hand side is log(u;) instead of just w;. In general GLMs this is further generalized
to allow the left-hand side to be any monotone function g(-) of ;.

Leaving the simple two-way example behind, the general tariff analysis problem

is to investigate how the response Y; is influenced by r covariates xp, x3, ..., X,.
Introduce
,
ni=Y xjBj i=12...n, (2.19)
j=1

where x;; as before is the value of the covariate x; for observation i.

In the ordinary linear model, u; = 7n;; in a GLM this is generalized to an arbitrary
relation g(u;) = n;, with the restriction that g(-) must be a monotone, differentiable
function. This fundamental object in a GLM is called the link function, since it links
the mean to the linear structure through

g(ui) =mn; Zinj,Bj- (2.20)

j=I
We have seen that multiplicative models correspond to a logarithmic link function,
a log link,
g(wi) =log(ui),

while the linear model uses the identity link u; = n;, i.e., g(u;) = u;. Note that the
link function is not allowed to depend on i.
For the analysis of proportions, it is common to use a logit link,

i =g(/u)=10g(1 l_”ﬂ}). (2.21)

This link guarantees that the mean will stay between zero and one, as required in
a model where u; is a proportion, such as the relative binomial model for the key
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ratio proportion of large claims. The corresponding GLM analysis goes under the
name logistic regression.

In a GLM, the link function is part of the model specification. In non-life in-
surance pricing, the log link is by far the most common one, since a multiplicative
model is often reasonable. For a discussion of the merits of the multiplicative model,
see Sect. 1.3.

Interactions may cause departure from multiplicativity. An example is motor in-
surance, where young men are more accident-prone than young women, while in
midlife there is little gender difference in driving behavior. In Sect. 3.6.2 we will
show how this problem can be handled within the general multiplicative framework.
For further discussion on multiplicative models, see [BW92, Sects. 2.1 and 3.1.1].
With the exception of the analysis of proportions, we will assume a multiplicative
model throughout this text, with possible interactions handled by combining vari-
ables as in the age and gender example.

We end this section by summarizing the GLM generalization of the ordinary
linear model and the particular case that is most used in our applications.

Weighted linear regression models:
e Y; follows a normal distribution with Var(Y;) = o2 YT
e The mean follows the additive model p; =} ; xi;B;.

Generalized Linear Models (GLMs):
e Y; follows an EDM with Var(Y;) = ¢v(u;)/wi;
e The mean satisfies g(u;) = jXij Bj, where g is a monotone function.

Multiplicative Tweedie model, subclass of GLMs:
e Y; follows a Tweedie EDM with Var(Y;) = qu/wi, p=>1;
e The mean follows the multiplicative model log(u;) = ZJ. D

2.2.1 Canonical Link*

In the GLM literature one encounters the concept of a canonical link; this concept is
not so important in our applications, but for the sake of completeness we shall give
a brief orientation on this subject. First we note that we have been working with
several different parameterizations of a GLM; these parameters are unique functions
of each other as illustrated in the following figure:

o 29, 29, (2.22)
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Here b(-), and hence b'(-), are determined by the structure of the random compo-
nent, uniquely determined by the choice of variance function. The link function
g(+), on the other hand, is part of the modeling of the mean and in some applications
there are several reasonable choices. The special choice g(-) = b'~1(.) is the canon-
ical link. From (2.22) we find that the canonical link makes 6 = 7. It turns out that
using the canonical link simplifies some computations, but the name is somewhat
misleading since it may not be the natural choice in a particular application. On the
other hand, some of the most common models actually use canonical links.

Example 2.3 (Some canonical links) The normal distribution has i = b’(9) = 0 and
the identity link g(u) = u that is used in the linear model is the canonical one.

In the Poisson case we have = b’(0) = e, by which the log link g(u) = log it
is canonical. So for this important EDM, the multiplicative model is canonical.

In the case of the gamma distribution 4’(9) = —1/6 and so the canonical link is
the inverse link g(u) = —1/u. A problem with this link is that, as opposed to the
log link, it may cause the mean to take on negative values. McCullagh and Nelder
[MN89, Sects. 8.4.1 and 12.8.3], suggests using this link for claim severity, but as
far as we know it is not used in practice.

2.3 Parameter Estimation

So far, we have defined GLMs and studied some of their properties. It is now time for
the most important step: the estimation of the regression parameters in (2.20), from
which we will get the relativities—the basic building blocks of the tariff. Before
deriving a general result, we will give an introduction to the subject by treating an
important special case.

2.3.1 The Multiplicative Poisson Model

We return to the simple case in Sect. 1.3.1, with just two rating factors. For easy
reference, we repeat the multiplicative model on tabular form from (1.3)

WHij = YOY1iV2j- (2.23)

In GLM terms, we say that we use a log link. In addition to this, we assume that
the claim frequency Y;; has a relative Poisson distribution, with frequency function
given on list form in (2.3). We rewrite this on tabular form and note that the cells are
independent due to Assumption 1.1, implying that the log-likelihood of the whole
sample is the sum of the log-likelihoods in the individual cells.

€= "> wij{yijllog(v) +logvii) +log(a )l — voviivajt+c,  (2.24)
i
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where ¢ does not depend on the y parameters. By in turn differentiating £ with re-
spect to each y, we get a system of equations for the maximum likelihood estimates
(MLEsS), the so called ML equations. The result is exactly the MMT equations in
(1.6)—(1.8); this is no surprise if we recall that Jung [Ju68] derived these equations
as the MLEs of a Poisson model, cf. Remark 1.1.

In general, under a GLM model for the claim frequency with a relative Poisson
distribution and log link (multiplicative model), the ML equations are equal to the
equations of the method of marginal totals (MMT), and hence the resulting estimates
are the same, see Exercise 2.16.

2.3.2 General Result

We now turn to the general case of finding the MLEs of the §-parameters in a GLM.
The estimates are based on a sample of n observations. The individual observations
follow the EDM distribution given on list form in (2.1) and by independence, the
log-likelihood as a function of @ is

1
€0; 9.¥) = 5 3 wii6h = b)) + 3 cvis . wi) (2.25)

It is clear that the dispersion parameter ¢ does not affect the maximization of ¢ with
respect to #—a similar observation should be familiar from the linear regression
model, where ¢ is denoted 2. We can therefore ignore ¢ here, but we will return
to the question of how to estimate it later, in Sect. 3.1.1.

The likelihood as a function of B, rather than 6, could be found by the inverse
of the relation w; = b'(6;), combined with the link g(u;) =n; = Zj x;jBj. The
derivative of £ with respect to ; is, by the chain rule,

3¢ 3¢ 90; 1
= —_—— = w;y; — wib'(6;)
9B; = 96; 9B qblZ( DA )8,3,
1 a0; ou; on;
—— w; i — w;b 6;) ! . (2.26)
¢Z< Db ) g s 98,

By the mentioned relation w; = b'(6;) we have du;/36; = b”(6;). The derivative
of the inverse relation is simply the inverse of the derivative, and so d6;/0u; =
1/v(;), since by definition v(u;) = b"(6;).

Furthermore, du; /9n; = [8n; /du;1~" = 1/¢’(11;). Finally, from ; = Zj xijBj
we get 3n; /08 = xjj.

Putting all this together gives the result,

1 i 2.27
i Z ST 220
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the so called score function. By setting all these r partial derivatives equal to zero
and multiplying by ¢, we get the ML equations

Vi — Wi ,
w————x;; =0, j=1,2,...,r (2.28)
,Z “wuig (ui)

It might look as if the solution is simply u; = y;, but then we forget that u; = w; (8)
also has to satisfy the relation given by the regression on the x’s, i.e.,

Mi=8_1(77i)=g_1<2xijﬂj>. (2.29)
j

It is only the so called saturated model, where there are as many parameters as there
are observations, that allows the solution ©; = y;.

It is interesting to note that the only property of the probability distribution that
affects the ML equations (2.28) is the mean and the variance, through the link func-
tion g and the variance function v; for further discussion on this issue, see Sect. 3.5.

Example 2.4 (Tweedie models) In a tariff analysis, we typically use the Tweedie
models of Sect. 2.1.4, where v(u) = uP, in connection with a multiplicative model
for the mean, i.e., g(u;) = log(u;), implying that g’(w;) = 1/u;. Then the general
ML equations in (2.28) simplify to

Vi — Wi wi w;
Z w; #xi/‘ =0 Z ﬁyixij = Z Mp—illlixij, (2.30)
i i i i M

where the ©’s are connected to the 8’s through
M,-:exp{zx,»jﬁj}. (2.31)
J

Compared to the Poisson case p = 1, models with p > 1 will downweigh both sides
of the right-most equation in (2.30) by u?~!, giving less weight to cells with large
expectation.

In the end, we are not interested in the 8’s, but rather the relativities . These are
found by the relation y; = exp{8;}.

Introduce the diagonal matrix W with the parameter-dependent “weights”
- Wi

W =——-—r,
v(wi)g' (i)

on the diagonal and zeroes off the diagonal, W = diag(w;;i = 1,...,n). Then
(2.28) may be written on matrix form

X'Wy =X'Wu, (2.32)
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where X is the design matrix, cf. the example in (2.16). In the case of the normal
distribution with identity link, it is readily seen that w; = w;, and if we furthermore
let all weights w; = 1, then (2.32) is reduced to the well-known “normal equations”
of the linear model X'y = X’Xf, as we would expect since the linear model is a
special case of the GLM. Here we have used the fact that u = X8 when we use the
identity link.

Except for a few special cases, the ML equations must be solved numerically. The
interested reader is referred to Sect. 3.2.3 for an introduction to numerical methods
for solving the ML equations and to Sect. 3.2.4 for the question whether ML equa-
tions really give a (unique) maximum of the likelihood.

2.3.3 Multiplicative Gamma Model for Claim Severity

In Sect. 2.3.1 we discussed estimation for claim frequency; our next important spe-
cial case is claim severity. With the data on list form, in cell i we have w; claims
and the claim severity Y;, which is assumed to be relative gamma distributed with
density given by (2.5). Let us have a closer look at the relation between the mean p;
and the variance in this case. By Lemma 2.1 and Table 2.3 we have E(Y;) = u; and
Var(Y;) = ¢/Li2/w,~. Hence,

Var(Y;) _ ﬂ’ (2.33)

E(Y)?  w
which means that the coefficient of variation (CV) is constant over cells with the
same exposure w;. This is, of course, a consequence of having a constant CV in
the underlying model for individual claims. Such a constant CV, i.e., a standard
deviation proportional to the mean, is plausible and in any case much more realistic
than having a constant standard deviation: say that we have a tariff cell with mean
20 and standard deviation 4, then in another cell with the same exposure but with
mean 200 we would rather expect a standard deviation of 40 than of 4.

From (2.30) with p =2 we get the ML equations, which in this case are

Zwl—xu = wixij. (2.34)
l .
l

It is instructive to write these equations on tabular form in the simple case with just
two rating factors, using the multiplicative model in (2.23):

SY =Y Y

Yoviiy2j ;

Z i Zwu i=2,... ki (2.35)

Yoviiy2j

WijYi .
S o = =2k
i

Yoviiy2j
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This system of equations provides a quite natural algorithm for estimating relativ-
ities, giving a marginal balance in the sum of the relative deviations of the obser-
vations from their means: the average relative deviation equals one for each rating
factor level i or j. Mack [Ma91] refers to work by Eeghen, Nijssen and Ruygt from
1982 where these equations are used for the pure premium, under the name the di-
rect method. They found that the estimates of this method were very close to those
given by the MMT. This is consistent with our general experience that the choice of
p in the Tweedie models is not that important for estimating relativities.

2.3.4 Modeling the Pure Premium

In the end, it is the model for the pure premium that gives the tariff. One might con-
sider using a Tweedie model with 1 < p < 2 to analyze the pure premium directly,
as demonstrated by Jorgensen and Souza [JS94]. However, the standard GLM tariff
analysis is to do separate analyses for claim frequency and claim severity, and then
relativities for the pure premium are found by multiplying the results. The reason
for this separation into two GLMs is:

(i) Claim frequency is usually much more stable than claim severity and often
much of the power of rating factors is related to claim frequency: these factors
can then be estimated with greater accuracy;

(ii) A separate analysis gives more insight into how a rating factor affects the pure
premium.

See also [BW92, MBL0O].

Example 2.5 (Moped insurance contd.) We return once more to Example 1.1, with
the aggregated data given in Table 1.2. In Example 1.3 we applied the MMT directly
to the pure premium. We now carry out a separate analysis for claim frequency and
severity, obtaining the relativities for the pure premium by multiplying the factors
from these two analyses. The results are listed in Table 2.7.

We observe that the two variables vehicle class and vehicle age affect claim fre-
quency and severity in the same direction, which means that newer and stronger
vehicles are not only more expensive to replace when stolen, but are also stolen
more often. The geographic zone has a large impact on the claim frequency, but
once a moped is stolen the cost of replacing it is not necessarily larger in one zone
than another, with a possible exception for the largest cities in zone 1. Note that
these interesting conclusions could not have been drawn, had we analyzed pure pre-
mium only. On the other hand, the resulting estimates for pure premium are quite
close to those obtained by the MMT method, see Table 1.4.

For zone 5 and 7, it is rather obvious that no conclusion can be drawn due to
the very small number of claims, and hence very uncertain estimates of claim sever-
ity. But how can we know if the 23 observations in zone 6 or the 132 in zone 3
are enough to draw significant conclusions? This is one of the themes in the next
chapter, where we go further into GLM theory and practice.
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Table 2.7 Moped insurance: relativities from a multiplicative Poisson GLM for claim frequency
and a gamma GLM for claim severity

Rating Class Duration No. Relativities, Relativities, Relativities,
factor claims  frequency severity pure premium
Vehicle class 1 9833 391 1.00 1.00 1.00

2 8824 395 0.78 0.55 0.42
Vehicle age 1 1918 141 1.55 1.79 2.78

2 16740 645 1.00 1.00 1.00
Zone 1 1451 206 7.10 1.21 8.62

2 2486 209 4.17 1.07 4.48

3 2889 132 2.23 1.07 2.38

4 10069 207 1.00 1.00 1.00

5 246 6 1.20 1.21 1.46

6 1369 23 0.79 0.98 0.78

7 147 3 1.00 1.20 1.20

2.4 Case Study: Motorcycle Insurance

Under the headline “case study” we will present larger exercises using authentic
insurance data; for solving the case studies, a computer equipped with SAS or other
suitable software is required.

The data for this case study comes from the former Swedish insurance com-
pany Wasa, and concerns partial casco insurance, for motorcycles this time. It
contains aggregated data on all insurance policies and claims during 1994-1998;
the reason for using this rather old data set is confidentiality—more recent data
for ongoing business can not be disclosed. The data set mccase. txt, avail-
able at www.math.su.se/GLMbook, contains the following variables (with Swedish
acronyms):

o AGARALD: The owners age, between 0 and 99.

e KON: The owners gender, M (male) or K (female).

e ZON: Geographic zone numbered from 1 to 7, in a standard classification of all
Swedish parishes. The zones are the same as in the moped Example 1.1.

e MCKLASS: MC class, a classification by the so called EV ratio, defined as (En-
gine power in kW x 100) / (Vehicle weight in kg + 75), rounded to the nearest
lower integer. The 75 kg represent the average driver weight. The EV ratios are
divided into seven classes as seen in Table 2.8.

e FORDALD: Vehicle age, between 0 and 99.

e BONUSKL: Bonus class, taking values from 1 to 7. A new driver starts with bonus
class 1; for each claim-free year the bonus class is increased by 1. After the first
claim the bonus is decreased by 2; the driver can not return to class 7 with less
than 6 consecutive claim free years.
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Table 2.8 Motorcycle insurance: rating factors and relativities in current tariff

Rating factor Class Class description Relativity

Geographic zone 1 Central and semi-central parts of 7.678

Sweden’s three largest cities

2 Suburbs plus middle-sized cities 4.227

3 Lesser towns, except those in 5 or 7 1.336

4 Small towns and countryside, except 57 1.000

5 Northern towns 1.734

6 Northern countryside 1.402

7 Gotland (Sweden’s largest island) 1.402

MC class 1 EV ratio —5 0.625
2 EV ratio 6-8 0.769

3 EV ratio 9-12 1.000

4 EV ratio 13-15 1.406

5 EV ratio 16-19 1.875

6 EV ratio 20-24 4.062

7 EV ratio 25— 6.873

Vehicle age 1 0-1 years 2.000
2 2-4 years 1.200

3 5— years 1.000

Bonus class 1 1-2 1.250
34 1.125

3 5-7 1.000

o DURATION: the number of policy years.
o ANTSKAD: the number of claims.
o SKADKOST: the claim cost.

The “current” tariff, the actual tariff from 1995, is based on just four rating fac-
tors, described in Table 2.8, where their current relativities are also given.

For each rating factor, we chose the class with the highest duration as base class.
For the interested reader, we mention that the annual premium in the base cell
(4,3, 3, 3) is 183 SEK, while the highest premium is 24 156 SEK (!).

Problem 1: Aggregate the data to the cells of the current tariff. Compute the empir-
ical claim frequency and severity at this level.

Problem 2: Determine how the duration and number of claims is distributed for
each of the rating factor classes, as an indication of the accuracy of the statistical
analysis.

Problem 3: Determine the relativities for claim frequency and severity separately,
by using GLMs; use the result to get relativities for the pure premium.
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Problem 4: Compare the results in 3 to the current tariff. Is there a need to change
the tariff? Which new conclusions can be drawn from the separate analysis in 3?
Can we trust these estimates? With your estimates, what is the ratio between the
highest pure premium and the lowest?

Exercises
2.1 (Section 2.1) Work out the details in the derivation of (2.2).

2.2 (Section 2.1) Suppose we have three rating factors, with two, three and five
levels respectively. In how many ways could the tariff be written on list form? Each
ordering of the cells is counted as one way of writing the tariff.

2.3 (Section 2.1) Show directly, without using the results in Sect. 2.1.3, that the
normal distribution of Example 2.1 is reproductive; what is the value of Var(Y)?

2.4 (Section 2.1) Verify that the expectation and variance of the gamma distribution
in (2.4) are o/ B and /B2, respectively.

2.5 (Section 2.1) Consider the reparameterization of the gamma distribution just
before (2.5). Show that when ¢ and p run through the first quadrant, @ and 8 run
through their parameter space, so that the same family of distributions is covered by
the new parameterization.

2.6 (Section 2.1) An actuary studies the probability of customer renewal—that the
customer chooses to stay with the insurance company for one more year—and how
it varies between different groups. Let w; be the number of customers in group i
and X; the number of renewals among these, so that by policy independence X; ~
Bin(w;, p;). Furthermore, let p; be the probability under study, estimated by the key
ratio Y; = X; /w;.

Is the distribution of ¥; an EDM? If the answer is yes, determine the “canonical”
parameter 6;, an expression for ¢, plus the functions b(-) and c(-). (In any case, we
might call this the relative binomial distribution.)

2.7 (Section 2.1) The Generalized Pareto Distribution (GPD) is commonly used for
large claims, especially in the area of reinsurance. The frequency function can be
written, see e.g. Klugman et al. [KPWO04, Appendix A.2.3.1],

yoV

=y

y >0,

where @ > 0 and y > 0. Is this distribution an EDM? If so, determine the canonical
parameter 6; and in addition ¢ and the function b(-).
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2.8 (Section 2.1) Use well-known results for moment-generating functions, see e.g.
Gut [Gu95, Theorem 3.3], to show that if the cumulant-generating function ¥ (¢)
exists, then E(Y) = ¥'(0) and Var(Y) = ¥"(0).

2.9 (Section 2.1) Derive the variance function of the relative binomial distribution,
defined in Exercise 2.6.

2.10 (Section 2.1) Let X and Y be two independent random variables and let ¢ be a
constant. Show that the CGF has the following properties

(a) Yex () =W¥x(ct),
(b) Wx1y() =¥x (1) +WPy ().

2.11 (Section 2.1) Prove that the sum of independent gamma distributions with the
same scale parameter S are again gamma distributed and determine the parameters.
Hint: use the moment generating function.

2.12 (Section 2.1) Prove Theorem 2.2. Hint: Use the result in Exercise 2.10.

2.13 (Section 2.1)

(a) Derive b'(9) in (2.12) from the b(0) given by (2.10). Then derive b”(6) for
p=>1.

(b) Show that A(w) in (2.13) is the inverse to b'(0) in (2.12).

(c) Show that an EDM with the cumulant function b(8) taken from (2.10) has vari-
ance function v(u) = u?, so that it is a Tweedie model.

2.14 (Section 2.2) Use a multiplicative model in the moped example, Example 1.2,
and write down the design matrix X for the list form that is implicit in Table 1.2.
For the sake of simplicity, use just three zones, instead of seven.

2.15 (Section 2.2*) Derive the canonical link for the relative binomial distribution,
defined in Exercise 2.6 and treated further in Exercise 2.9.

2.16 (Section 2.3) Derive (2.24) and differentiate ¢ with respect to each parameter
to show that the ML equations are given by (1.6)—(1.8).

2.17 (Section 2.3) Derive the system of equations in (2.35) directly, in the special
case with just two rating factors, by maximizing the log-likelihood. Hint: use (2.5)
and (2.23).



Chapter 3
GLM Model Building

In the previous chapter we saw how to use GLMs to estimate relativities for rating
factors and hence arrive at a possible new tariff. This may be sufficient if the task
is just to update a given tariff structure, but every now and then one has to decide
whether to add additional rating factors or change the levels for existing ones.

Example 3.1 (Moped insurance contd.) We concluded the analysis of moped in-
surance in Example 2.5 by noting that some levels of the rating factor geographical
zone had very few observations. The question is then how many observations we
need to trust the estimated relativities. While there is no definitive answer to this
question, it is helpful to supplement the estimates with confidence intervals, which
give a measure of the precision. Besides the rating factors in the tariff, we have
access to the age and gender of the owner. The actuary might want to investigate
whether these variables are important and hence should be included in the tariff. In
this evaluation, statistical tests can give some guidance.

An advantage of using GLMs is that the theory provides standard statistical meth-
ods for hypothesis testing and confidence interval estimation. We begin this chapter
by considering these tools in the context of non-life insurance pricing, along with
methods for estimating the parameter ¢.

3.1 Hypothesis Testing and Estimation of ¢

Let £(jt) denote the log-likelihood for our data as a function of the estimated mean
vector ft. If the number of non-redundant parameters, r, equals the number of ob-
servations (tariff cells) n, we can get a perfect fit by setting all {i; = y;. These are
in fact the ML-estimates in this case, since they trivially satisfy the ML equations
in (2.28), including the restriction of (2.31). (The latter fact actually calls for some
reflection.) This case with » = n is called the saturated model. While this model
is trivial and of no practical interest, it is often used as a benchmark in measuring
the goodness-of-fit of other models, since it has perfect fit. Such a measure is the

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 39
EAA Lecture Notes,
DOI 10.1007/978-3-642-10791-7_3, © Springer-Verlag Berlin Heidelberg 2010
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scaled deviance D*, which is defined as the likelihood-ratio-test (LRT) statistic of
the model under consideration, against the saturated model. The LRT statistic is two
times the logarithm of the likelihood-ratio, i.e.

D* = D*(y. ) =2[(y) — ()] 3.1

Here, it is tacitly assumed that the same ¢ is used in £(y) and £(ft). Let A denote
the inverse of b’ in the relation u; = b’(6;) of Lemma 2.1, so that ; = h(u;). Then
(2.1) gives the following expression for D*,

2
D" = 23 wi (3hOn) = b0 = yih(@) + b)) ()

By multiplying this expression by ¢, we get the (unscaled) deviance D = ¢ D*,
which has the merit of not being dependent on ¢. The expression “scaled” of course
refers to the scaling by ¢; recall from Lemma 2.1 that ¢ is a scale factor in the
variance, too.

As a first example, suppose we have a GLM with normal distribution and all
w; = 1. We leave it as Exercise 3.1 to show that then

D(y. i)=Y (vi — )’ (3.3)

Thus the deviance equals the sum of squares used to measure goodness-of-fit in the
analysis of variance (ANOVA).

Example 3.2 (Deviance of the Poisson distribution) Let us return to the relative
Poisson distribution in Sect. 2.1.1. The log-likelihood is found by taking logarithms
in (2.3) and summing over i. From this, we get the deviance

D(y, i) =2 wilyilog(y) — yil =2 Y wilyi log(fi) — ]

1 1

=2 [wiyilog(yi/ ) + wi(fui = y)]-

1

Note that in the Poisson case ¢ = 1, so that D* = D.

The gamma case is treated in Exercise 3.2. In summary, for the normal, Poisson
and gamma distributions we have the unscaled deviances D(y, ft), where, respec-
tively,

D(y. o) =Y _w;i(yi — i),
i

D(y, i) =2 wi(yilogyi — yilog i — yi + i), (34)

1

D(y, ) =2 wi(yi/fi — 1 —log(yi/fui)).

1
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It is interesting to note that deviances may be interpreted as weighted sums of dis-
tances of the estimated means [i; from the observations y;. If we define

d(y, u) =2[yh(y) —b(h(y)) — yh() + b(h(w))], (3.5)

then the deviance may be written
D= wid(yi, ).
i

Considered as a function of u, for fixed y, d(y, ) is decreasing for u < y and
increasing for u > y, and d(y, y) = 0. To see this, note that since 4 is the inverse
of b,

d
o d(y, ) = 2[=yh'(w) + b (h(u)h' )] = 20" (L) (1 — y). (3.6)

Thus d(y, 1) is a distance in the above sense, since by assumption »”, and thus 4/,
is positive.

Figure 3.1 shows graphs of the function d(1, u) for the normal, Poisson and
gamma cases, i.e.

d(y, ) = (y — w?,
d(y,n) =2(ylogy —ylogu —y + ), 3.7
d(y,u) =2(y/u—1—log(y/n)).

0.06
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1 — — — = Poisson
B gamma
0.05
0.04
0.03 1
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0.01
0.00
A B I : : : :
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Fig. 3.1 Distance functions d(1, )
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Note that considering the variance parameter ¢ as fixed, maximizing the likelihood
is trivially equivalent to minimizing the unscaled deviance. In the normal linear
model, maximum likelihood is equivalent to minimizing a sum of squares. For the
Poisson and gamma GLMs, we see that the deviance plays a similar role, and the
figure indicates that the difference to a squared distance is not that large, if u is close
to y. This suggests that with large amounts of data, it may make little difference
which deviance you use, see e.g. the examples for the multiplicative normal, Poisson
and gamma models in [1J09]. See further in Exercises 3.4 and 3.5.

3.1.1 Pearson’s Chi-Square and the Estimation of ¢

A classic measure of the goodness-of-fit of a statistical model is Pearson’s chi-
square X2. In a generalized form for GLMs, this statistic is defined as'

2O’ L O A
X ‘Xi: Var(Y;) —@wl o) G:8)

Note from (3.3) that in the normal distribution case we have X2 = D*. In the Poisson
case we have ¢ = 1 and v() = p, and we recognize the classic Pearson chi-square
statistic

2 (i — I:Li)2
X Z w; 3 ,
often seen with all w; = 1.

Besides the scaled Pearson X2 there is also an “unscaled” version, ¢X 2 as with
D =¢D*.

In practice ¢ is often unknown; an approximately unbiased estimate can be found
as follows. Statistical theory tells us that Pearson’s X is approximately x>(n — r)-
distributed, where r is the number of estimated B parameters. Hence, E (X 2) ~
(n — r) and we conclude that the following is an approximately unbiased estimate
of ¢

. pX? 1 (i — fui)*
= = E ; . 3.9
25 n—r n—r& Wi v(a;) (3-9)
By a similar argument, an alternative estimator can be based on the deviance,
- ¢D*(y, i)  D(y, i)
ép = = . (3.10)

n—r n—r

Yet another possibility is to derive the ML estimator of ¢. Which of these three
estimators is to be preferred? McCullagh and Nelder [MNS89, pp. 295-296], note

I'The X here is actually the upper-case form of the Greek letter x, and not an upper-case x.
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for the gamma case that both the MLE and qs p are sensitive to rounding errors and
model error (deviance from the chosen model), and recommend using <f>x, by them
called the moment estimator. Meng [Me04] shows numerically that the choice of
estimator can give quite different results in the gamma case and again that by is
more robust against model error.

An observed claim severity y; in cell i is in effect the mean of individual losses
Yiks Viz. yi = Y vik/w;. We say that y; are aggregated data. When analyzing the
claim severity, it is preferable to do the GLM analysis directly on the non-aggregated
data y;. In principle, this should make no difference to the estimates 3 , but when
estimating ¢ we obviously loose information by aggregating.

Our conclusion is that estimation of ¢ should preferably be made using the Pear-
son qu on non-aggregated data. In some cases the latter may not be practical, how-
ever; then (ﬁx can be computed from aggregated data.

3.1.2 Testing Hierarchical Models

As an aid in deciding whether or not to include a rating factor in a GLM model we
may perform a hypothesis test. This can be done with a likelihood-ratio-test (LRT)
of the two models against each other, with and without the particular rating factor.
The models must be hierarchically arranged with a null hypothesis that specifies a
submodel of the basic model, by setting some parameters in the basic model to zero.
The following result on LRTs is useful.

Lemma 3.1 (D-subtraction) Consider two models H, and Hy, such that H, C H,.
Let ;l(r) be the MLEs under H, and similarly (for H;. Then the LRT statistic for
testing Hy against H, is D*(y, i) — D*(y, p").

The result is an immediate consequence of the definition (3.1). Note that in order
for the models to be hierarchically ordered, they must come from the same EDM
family (Poisson, gamma, . ..) with acommon ¢. Under general conditions, LRTs are
approximately x 2-distributed, see e.g. [Li93, Theorem 9.1]. The degrees of freedom
are f, — f;, if the models have f; and f; non-redundant B-parameters, respectively.

Example 3.3 (The Poisson case) For the relative Poisson distribution, the goodness-
of-fit statistic was found in Example 3.2. By inserting it into Lemma 3.1, we get

A © _ )
D*(y. &) = D*(y. i) =2 w; i log o) >wi (- a").
i i i

The gamma case is treated in Exercise 3.6.

If we estimate ¢ by ¢3X, the LRT is modified to

o A D(y. ~(s)y _ Dy, ~(r)
i(D*(y’ IL(A)) — D*(y, M(r))) — (y, i )A (y, )
ox x
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Table 3.1 Moped insurance:
test of excluding one variable
at a time, multiplicative

Rating factor fs— fr fs Test statistic p-value

gamma model Vehicle class 1 16 122.71 <0.0001
Vehicle age 1 16 79.91 <0.0001
Zone 6 16 7.79 0.2539

A question is under which model (ﬁ x 1s to be computed? The only reasonable choice
is the larger model; in the smaller model, the estimate would include the variation
that is explained by the extra variable(s), which could not be considered random if
the null hypothesis would be rejected.

Example 3.4 (Moped insurance contd.) In Example 2.5, Table 2.7, the geographic
zones seemed to have little effect on claim severity. It is interesting to test whether
there is any significant contribution of having this rating factor in the model at all.
We can use D-subtraction to perform this effect test—testing exclusion of one vari-
able at a time. The result is given in Table 3.1.

While the first two rating factors are clearly significant, geographic zone shows
no significant influence on claim severity. This indicates that the zone may be ex-
cluded from the analysis of claim severity. In the same test for claim frequency—not
shown here—all rating factors are significant.

3.2 Confidence Intervals Based on Fisher Information

Confidence intervals is an important tool for judging the precision of estimated rela-
tivities. They provide information on whether to merge some levels of a rating factor,
or to judge if a suggested change in an existing tariff is really motivated. Changes
in the tariff should not be made due to random fluctuations in the estimates; a new
tariff should reflect changes in the underlying expected cost only.

3.2.1 Fisher Information

To construct confidence intervals, we will need the Fisher information 1, which is
defined as minus the expectation of the matrix of second derivatives of the log-
likelihood function £. To determine I we differentiate 9¢/98; in (2.27), this time
with respect to k. Recall from Sect. 2.3.2 that d; /9n; = 1/g' (i), and dn; /9B, =
xij.For j=1,2,...,r; k=1,2,...,r; the chain rule now yields

3% w; 9 [ Vi — i ] dpi Om;
Bjopx = b I

P
v(wi)g' (i) an; 0B
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w; 0 |: Vi — i ] 1
=) — x Xik

S dw Loog ) 17 8/
=— ) xijaixik. G.11)
i
where
w; [v(i)g” (i) +v' (i) g’ (i)l
ai=7’/2(1+<y,-—m> o8 PO TEROE M), (a2
du(ui)g' (ki) v(pi)g (i)
for i =1,2,...,n. The details of this last derivation are left as an exercise. By

letting H be the matrix of second derivatives of £, and forming the diagonal matrix
A =diag(a;), (3.11) can be written on matrix form as H= —X'AX. As before, X is
the design matrix, first encountered in Sect. 2.2. Since E(Y;) = u;, the expected
value of A is a diagonal matrix D with diagonal elements d; equal to the first factor
ma;,

Wi
di=—7"——7—7—7¥—. (3.13)
L pu(uig! (i)
Thus, the Fisher information is given by
I=—-E[H]=XE[A]X =X'DX. (3.14)

For our most important models, the Tweedie models of Sect. 2.1.4 with log link, we
have
wi
fr— —72 .
ou;
It is worth noting that the information grows linearly in w;.
For confidence interval construction, we need an estimate of I; such an estimate

can be found by the plug-in principle, i.e., we insert our previous estimates f; and
¢x in the above expressions for d;.

d; (3.15)

3.2.2 Confidence Intervals

Confidence intervals of GLM parameter estimates can be derived from general ML
estimation theory, according to which MLEs are, under general conditions, asymp-
totically normally distributed and unbiased, with covariance matrix equal to the in-
verse of the Fisher information I. This asymptotic result motivates the approxima-
tion

BAN(BTY), (3.16)

d
where ~ denotes approximate distribution. In Sect. 3.2.5, we give a motivation for
(3.16), even though the details of the asymptotic theory are beyond the scope of this
text. Note that the covariance matrix is proportional to ¢, since I is inversely so.
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Table 3.2 Moped insurance:

relativities for claim Rating Class Duration Estimated Lower Upper
frequency with 95% factor relativity  limit limit
confidence intervals,
multiplicative Poisson model  Vehicle class 1 9833 1.00 _ _
2 8824 0.78 0.65 0.93
Vehicle age 1 1918 1.55 1.23 1.96
2 16740 1.00 - -
Zone 1 1451 7.10 5.52 9.13
2 2486 4.17 3.26 5.34
3 2889 223 1.69 2.94
4 10069 1.00 - -
5 246 1.20 0.43 3.36
6 1369 0.79 0.46 1.37
7 147 1.00 0.24 4.23

By the aid of (3.16), standard normal distribution confidence intervals for §;
may be computed. More often, we are interested in the relativities y; = exp{;},
and confidence intervals for these may be derived as follows.

e Let {c;} denote the elements of the covariance matrix C = I"! in (3.16). An
approximate 95% confidence interval (a, b) for B; is then B ; £1.96,/c;.

e An approximate 95% confidence interval for y; is given by (exp(a), exp(d)).
Note that these limits are not symmetric around the estimate y; = exp{B i}

Confidence intervals for the estimated cell means, u;, are determined as follows.

e Construct a confidence interval (a, b) for n; =} ; x;;; in the usual way, using

(3.16) and noting that the B ;’s are not independent, so that covariances must be
taken into consideration.
e Use the relation log(n;) = n; and obtain a confidence interval for u; as

(exp(a), exp(b)).

Example 3.5 (Moped insurance contd.) In Example 2.5 we presented estimates of
the relativities y;. We are now able to supplement these estimates with confidence
intervals. In the case of claim frequency, the results are given in Table 3.2.

A striking feature of these intervals is that they are quite broad, even for levels
with several thousands of observations. The data shows no evidence for separate
pricing of the geographic areas 5-7, as compared to the other rural areas in 4. Of
course, this does not necessarily mean that there are no underlying differences, but
without enough data, it is questionable to separate 5—7 from 4. All other parameters
are found to be of significant importance for the claim frequency. Note the impor-
tance of choosing a base level with large exposure—with zone 7 as base all the zone
parameters become very uncertain and it would be hard to draw any conclusions.
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Table 3.3 Moped insurance:

relativities for claim severity Rating Class  No. Estimated Lower Upper
with 95% confidence factor claims  relativity limit limit
intervals, multiplicative
gamma model Vehicle class 1 391 1.00 - -
2 395 0.55 0.49 0.61
Vehicle age 1 141 1.79 1.57 2.05
2 645 1.00 - -
Zone 1 206 1.21 1.05 1.41
2 209 1.07 0.93 1.24
3 132 1.07 0.91 1.25
4 207 1.00 - -
5 6 1.21 0.67 2.18
6 23 0.98 0.72 1.34
7 3 1.20 0.53 2.73

In the same way, we get confidence intervals for claim severity, displayed in
Table 3.3. These results confirm those of Example 3.4 that the geographic zone is of
no significant importance, with a possible exception for zone 1. An additional test,
not presented here, where zones 2—7 were merged into one, showed no significance
of this rating factor. In practice, we would combine all this quantitative information
with qualitative “know-how” of a moped insurance expert before drawing our final
conclusions.

Our next issue is the construction of confidence intervals for the pure premium
relativities. These are of interest when we are in the process of changing an existing
tariff. Let y ¥ and y S be the relativity for claim frequency and severity, respectively,
for some level of a rating factor; here we omit the index j for simplicity in notation.
Then the pure premium has relativity y© = y¥'yS. This way to multiply estimated
relativities was used already in Table 2.7.

Again, we use the log scale when constructing confidence intervals, with 8 =
log(yF), BS =log(y®) and B¥ =log(y?), so that B¥ = BF + BS. Now, if the
frequency and severity were independent, we could simply add the variances from
the separate analysis of claim frequency and severity to get Valr(ﬁlD ). However, the
fact that the severity depends on the number of claims indicates that there could
be some dependence. A further complication is that the analysis of the severity is
made conditionally on the number of claims N = Ny, ..., N,. Note again that the
observed values of N; are called w; in that analysis.

It is seen from (3.16) that the GLM estimates are approximately unbiased, which
for claim severity means that E (BSIN) ~ B5. By using this and the fact that BF is
based on N only, so that Var(,é F IN) =0, we get

Var(B7) = Var[E (BT + B5IN)] + E[Var(BT + B5|N)1 ~ Var[ ] + E[Var(B5|N)].
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Table 3.4 Moped insurance: relativities for the pure premium, with 95% confidence intervals
based on (3.17)

Rating Class Duration No. Tariff Estimated Lower Upper
factor claims relativity relativity limit limit
Vehicle class 1 9833 391 1.00 1.00 - -
2 8825 395 0.50 0.42 0.34 0.52
Vehicle age 1 1918 141 1.66 2.78 2.12 3.64
2 16740 645 1.00 1.00 - -
Zone 1 1451 206 5.16 8.62 6.44 11.53
2 2486 209 3.10 4.48 3.37 5.96
3 2889 132 1.92 2.38 1.73 3.27
4 10069 207 1.00 1.00 - -
5 246 6 2.50 1.46 0.45 4.75
6 1369 23 1.50 0.78 0.41 1.46
7 147 3 1.00 1.20 0.23 6.31

From the GLM analysis of claim frequency we get Var[A%], but for claim sever-
ity we actually get the conditional variance Var(B%|N), which is trivially an unbi-
ased estimate of E[Var(8 SIN)]. Hence an estimate of the variance of B P is found
as

Var(B7) = Var(BT) + Var(85|N). (3.17)

Note that this is just the simple adding of variances that we should have used, had
the frequency and the severity been independent. So the method is very simple, it is
just the motivation that is somewhat complicated. We can use the resulting Var(B?)
to compute an approximative confidence interval for the pure premium, with the
same method as for claim frequency or severity above.

Remark 3.1 A more elegant way of motivating the use of (3.17) would be to claim
that Var[,é Fl4 Var(ﬁ $|N) is more relevant as a measure of the quadratic error in B P
than Var[,é A+ E [Var(,és IN)]; this is in line with Corollary 2 in Sundberg [Su03],
to which we refer for further discussion of this issue.

Example 3.6 (Moped insurance contd.) Approximate 95% confidence intervals for
the pure premium in the moped example are given in Table 3.4. While our previous
analysis indicated that the relativity for vehicle class 2 could be decreased from 0.50
to 0.42, this is no longer obvious since 0.50 lies within the confidence interval. We
need additional information to decide this finally, e.g. whether 0.50 was based on
a calculation or only merely on judgement. It is clear, however, that vehicle age 1
should have a higher relativity, and the same goes for the three first zones—while
the relativity of zone 3 is within the interval, it is reasonable not to increase the
difference to classes 1 and 2 just because of that; we must always remember that it
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Table 3.5 Moped insurance:

relativities for risk premium. Rating Class Duration No. Estimated Current
Poisson model with merged factor claims relativity relativity
zones, plus Gamma model
without zones Vehicle class 1 9833 391 1.00 1.00
2 8825 395 0.45 0.50
Vehicle age 1 1918 141 292 1.66
2 16740 645 1.00 1.00
Zone 1 1451 206 7.24 5.16
2 2486 209 4.26 3.10
3 2889 132 2.28 1.92
4 10069 207 1.00 1.00
5 246 6 1.00 2.50
6 1369 23 1.00 1.50
7 147 3 1.00 1.00

is not only the relation to the base level that matters, although that is what we see in
the tables.

Concerning the zone factor, we have seen earlier that the tariff could be somewhat
simplified. For claim severity we could set all zone relativities equal to one, while
for claim frequency we could do the same for zones 5-7. The latter is not the only
choice though: if the northern part of Sweden had not been treated separately from
the beginning, then some of the northern towns in zone 5 would actually have been
classified as belonging to zone 2 or 3; without access to the data on a lower level,
this problem can not be properly solved. We will return to the complicated problem
of geographic classification in Chap. 4; here we can just suggest merging zones 4-7.

In the resulting tariff, all parameters that are not set to 1 are significant. It should
be noted, though, that confidence and significance levels are no longer strictly valid
after all these changes in classification—this is a good reason for making a follow
up study when new data are available after a year or two. Our last table, Table 3.5,
is a comparison of our suggested new tariff to the current tariff, after multiplying
the relativities for frequency and severity. Note that the estimates for zones 1-3 are
the ones for claim frequency only. The result is quite far from the tariff, so there is
really need for a change, but for market reasons this change might be done gradually
rather than in one step.

3.2.3 Numerical Equation Solving*

Typically, the ML equations in (2.28) do not have an explicit solution, with the
notable exception of the general linear model. Instead we have to resort to some nu-



50 3 GLM Model Building

merical method; here we shall briefly describe the widely used Newton-Raphson’s
method and Fisher’s scoring method.

Newton-Raphson’s method for the iterative solution of a single equation f(x) =
0 is well known: starting with some initial value x[%), each following iteration step
is given by

= lnl gy =h g tnly (3.18)

where the super-index [n] denotes iteration number. The method has a straight-
forward generalization to the case with r equations and » unknown variables, with
the matrix of first derivatives replacing f’. Recall the matrix formulation of the ML
equations in (2.32); in our case each iteration step of Newton-Raphson’s method is
given by

g+l — glnl _ g1yl (X/W["]y—X’W[”][L[”]), (3.19)

where H was defined in Sect. 3.2.1. Note that H, W and g must be recalculated in
each step.

Fisher’s scoring-method replaces H by its expected value, the negative of the
Fisher information —I.

B = g T (X Wy — X W) (3.20)

In the special case of canonical link, discussed in Sect. 2.2.1, the methods are iden-
tical, cf. Exercise 3.10. Otherwise we have to choose one of them, as will now be
discussed.

Fisher’s method is somewhat easier to implement, a fact that is seldom of impor-
tance because of the availability of statistical software. As opposed to H, the ma-
trix I is always positive definite (except in pathological cases); therefore one may
expect more stable convergence to the target by using Fisher’s rather than Newton-
Raphson’s method. On the other hand, the latter method is faster and when we are
close to the target H is also positive definite. This suggests that we could start with
a few steps of Fisher’s scoring method and then change to Newton-Raphson when
we approach the target.

3.2.4 Do the ML Equations Really Give a Maximum?*

By differentiating the log-likelihood and setting the result equal to zero, we derived
the ML equations in (2.28), whose solution provides us with a stationary point of
the log-likelihood-function. But is it really a maximum? A full exploration of this
question is beyond the scope of this text, but we will try to give part of the answer
by narrowing the focus to the case with canonical link in Sect. 2.2.1. We use the
notation of Sect. 3.2.1.

By Exercise 3.10, A = D = diag(w;v(u;)/¢), from which it follows that A is
positive definite. By choosing our rating factors appropriately, we can avoid that X
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contains linearly dependent columns. Then H = —X'DX is negative definite and the
log-likelihood function £ must be concave. The conclusion is that the ML equations
give a unique maximum.

Even in the more complicated case of an arbitrary link function, a maximum, if
it does exist, is given by a solution to the ML equations, but there is a theoretical
possibility that these equations have more than one solution.

3.2.5 Asymptotic Normality of the ML Estimators*

In (3.16), it was stated that the ML estimator ﬁ = (Bl, e 3r) has an approximate
normal distribution. A rigorous asymptotic result to support this statement is beyond
the scope of this text, but in this section we give a motivation for why (3.16) may be
expected.

The result needed from probability theory is a multivariate central limit theorem.

The theorem concerns random vectors S, = (Su1, ..., Spr), where S, = Z?:l Xij.
The vectors X; = (X1, ..., Xir); i = 1,2, ...; are assumed independent. However,
it is not assumed that the components X;y, ..., X;, of each vector are independent.

We assume that E[X;;] =0 for each i, j (if this is not the case, it is easily achieved

by subtracting the means of each variable). We denote by V,, the matrix with ele-

ments v = Cov(Sy;j, Sux) = Z?:l Cov(X;j, Xix). Covariance matrices like V,, are

symmetric non-negative definite, and such matrices have a root: there exists a matrix
1 1

1 11
denoted V7, such that V,, = V2 V2. If V, is positive definite, this root matrix also

1
has an inverse V,, 2. Let N (0, I) denote the multivariate normal distribution with a
mean vector consisting of zeros and a covariance matrix which is the identity ma-
trix I. Under certain conditions on its asymptotic behavior, the multivariate central
limit theorem states that

_1 d
V. *S, ~ N(0,1), (3.21)

when the number of observations is large. Here we have interpreted S,, as a column
vector.

To see how this central limit theorem comes into play in our case, define the
functions s;(y, B) by

n

5;(y. ) = ZQSW g j=1...n (3.22)
where n is the number of observations. From (2.28) we see that the ML estimator
ﬂ = (ﬂl, .. ﬁ,) is obtained as the solution to the system of equations

si(y,)=0; j=1,...,r. (3.23)
Let B0 = (ﬁ] ey ,89) denote the ‘true’ value of B. Since the Y;’s are assumed

independent, it follows from (3.22) that each s;(Y, ﬁo) is a sum of independent
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random variables with mean 0. Furthermore, it is readily verified (see Exercise 3.11)
that the matrix V,, with elements v;; = Cov(s; (Y, }30), si (Y, ﬂo)) is equal to the
Fisher information matrix I in (3.14). Thus by the central limit theorem in (3.21),

I 2s(y, B) < N0, 1), (3.24)

where s(y, B) is the column vector with elements s;(y, 8); j=1,...,r.
We now consider how to go from this result to the asymptotic distribution of

B=h..... B

A first order approximation of s;(y, B), considered as a function of B =
(B, ..., Br),around B0 = (BY, ..., BY), is given by

e
si(y, B) ~s;(y, B°) + ;(Tﬁk” v, /30)) (Be — BY). (3.25)

(A strict motivation of this approximation can be based on the mean value theorem
of differential calculus.) From (3.11) and (3.12) it is seen that

0

n
0

—si(y, Z—E 1A Xik, 3.26

aIBij(y B - XijaiXik ( )

where g;is given in (3.12).
In the case of canonical link, as for Poisson with log link, it was seen in Exer-
cise 3.10 that @; = d;, with d; given in (3.13), so that

8 n
%Sj (Y, 8% =— injdixik =—Ij, (3.27)
i=1

where [j; denotes the element in row j and column k of the Fisher information
matrix I. When the link is not canonical, it can be shown that the first equality in
(3.27) holds approximately, when the number of observations is large. Returning
to (3.25), this motivates the approximation

-
si(y. B ~s;(y. B9 = D Li(Br — BY)- (3.28)
k=1
Inserting f! for B in (3.28) and using the basic fact that B solves (3.23), we get
r
D k(B — B ~ 5 (v, B%).
k=1

Writing this on matrix form, we have

18 — B°) ~s(y, ). (3.29)
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Thus, I%([Ai — ﬂo) ~ I_%s(y, ﬂo) and by (3.24) the distribution of this quantity is
approximately N (0, I) when the number of observations is large. Finally, (3.16) is
just a rearrangement of this result, with g = 8°.

3.3 Residuals

As with ordinary linear regression, residuals can be used in GLMs to study the
model fit to the data and in particular to detect outliers and check the variance as-
sumption. Perhaps the most common choice is Pearson residuals

Vi — i

rpp= —F/———.
N R Y

The sum of these residuals is the unscaled Pearson X2, i.e., Zi rl%i = ¢X2 from
Sect. 3.1.1. If u; were known, these Pearson residuals would have zero expecta-
tion and constant variance ¢. Standardized Pearson residuals are Pearson residuals
divided by /¢ (1 — h;), where h; is a correction for the fact that y; is estimated.

For the interested reader, we state without proof that %; is an element of the so
called hat matrix,

(3.30)

D!/2X(X'DX)"'X'D!/2.

Alternatively, one may use the deviance residuals, defined as

rpi = v wid(yi, ii;) x sign(y; — ii;), (3.31)

where sign is the function that returns the sign (plus or minus) of the argument,
while d(-,-) was defined in (3.5). It follows by construction that Zi rlz)i = ¢D*.
Standardized deviance residuals are obtained by dividing by the same factor as in
the Person case. The deviance residuals are natural constructions if we recall the
interpretation of d(y, -) as a distance in Sect 3.1.

Example 3.7 (Poisson) In the case of relatively Poisson distributed claim frequen-
cies, we have

Vi — i

rpi= ,
& Vi Jwi

and by Example 3.2 we get

rpi = sign(y; — /li)\/Zwi [yi log(%> —(yi— [Li)]
1

Residuals are graphed in an index plot (against observation number) or normal
probability plot, to find outliers that might be erroneous or otherwise not suitable to
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include in the model. Another common plot is that against x;, in which the appro-
priateness of the variance function can be evaluated; if, for example, the residuals
tend to “fan out” towards the right, then we might not have chosen a large enough
p in a Tweedie model.

3.4 Overdispersion

In Sect. 2.1.1 we mentioned that the assumption of homogeneity within tariff cells,
which lies behind the Poisson model for claim frequencies, can be questioned. Ran-
dom variation between customers and insured objects, and effects of explanatory
variables that are not included in the model, lead to overdispersion: the variance of
the observations within a tariff cell is larger than the variance of a Poisson distribu-
tion.

A common way to model overdispersion is to view the mean in the Poisson distri-
bution as a random variable. Suppose that A, Aj, ... is a sequence of independent
random variables with distributions on (0, 0c0). Furthermore, let X, X», ... be in-
dependent random variables, such that given A; = A;, X; has a Poisson distribution
with mean A;. By the basic properties of the Poisson distribution, E(X;|A;) = A;
and Var(X;|A;) = A;, and so E[X;] = E[E(X;|A;)] = E[A;] and the variance of
X i is

Var[X;] = E[Var(X;|A;)] + Var[E(X;| A;)] = E[A;] + Var[A;]. (3.32)

Assuming a mean-variance relationship for the {A;} induces one for the {X;}. One
possible assumption concerning the relation between Var[A;] and E[A;] which turn
out to have interesting implications is

Var[A;] = vE[A{], (3.33)

for some v > 0. If X; is the number of claims with expectation w;u;, this entails,
using (3.32),
Var[X;] = (1 + v)w;u;.

Switching to the claim frequency Y; = X;/w;, we have Var[Y;] = Var[X,-]/w?, and
)

Var[Y;] = (1 +v)u;/w;. (3.34)

Writing ¢ = 1 4 v, this becomes Var[Y;] = ¢u;/w;. Note that this looks like the
variance for the Poisson distribution with an added dispersion parameter ¢ > 1.

There are of course many conceivable mean-variance relationships for A;, for
instance

Var[A;] = v(E[A;])%, (3.35)
leading to

Var[Yi] = wi/wi +vpi. (3.36)
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To specify a distribution of X;, one has to make a distributional assumption
for A;. A popular choice is the gamma distribution, since this leads to analytically
tractable results. If we assume that A; has a gamma distribution satisfying (3.33),
one can show that the frequency function for X; becomes (see Exercise 3.13)

T (w: i . 1 w; [4i /v Xi
P(X; = x) = LWitki/V + 1) L I (3.37)
'(wipni/v)xi! \1+v 14+v
With (3.35), one gets (see Exercise 3.16)
ra : 1 Y i\
P(X; = xp) = LAVt ) < > <M> . (3.38)
r'(1/v)x;! \vwiu; +1 vw;ui + 1

Both these examples are negative binomial distributions with different parametriza-
tions.

Assuming the common multiplicative model (2.31), it is straightforward to de-
rive ML equations for {8} and v from (3.37) or (3.38), see Exercises 3.14 and 3.16.
The parameter v may also be estimated using the method of moments. For addi-
tional details on these models and so called generalized Poisson regression models,
see Ismail and Jemain [1JO7].

Example 3.8 This example is based on motor third party liability data from a lorry
insurance portfolio. The claim frequencies were analyzed using four rating factors:
geographical region, vehicle age, vehicle model classification and annual mileage.
The duration of each individual policy was one year or less. To study the phe-
nomenon of overdispersion, the policies were randomly divided into groups so that
the total duration of each group was approximately 100 policy years. The number
of groups was 5 746.

We let N; denote the number of claims in group i, and assume to begin with
that the groups are completely homogeneous and disregard the rating factors. This
means that the variables N1, Na, ... are independent, each having a Poisson distri-
bution with mean 100w, where u is the expected number of claims of a policy with
duration 1. If this (unrealistic) assumption was true, a diagram of the proportion of
groups having k claims, k =0, 1, ... would resemble a diagram of the Poisson dis-
tribution with mean 100x. The average number of claims in the groups was 7.03 and
in Fig. 3.2 the observed proportions of groups with a certain number of claims are
shown together with the proportions that would be expected if the Poisson assump-
tion was true. The observed variation between the groups is seen to be considerably
larger than the expected variation.

Next, we studied what happens if we take into consideration the difference be-
tween the policies due to the rating factors. Using the estimated relativities, we
calculated the expected number of claims w;; for policy j of group i, based on the
values of the rating factors for the policy. Since we assume the policies to be in-
dependent, and the number of claims of each policy to have a Poisson distribution,
each N; would have a Poisson distribution with mean j Mij- If I(N; = k) is the
random variable which equals 1 if N; = k and O otherwise, the expected number
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Fig. 3.2 The proportion of groups of policies with a certain number of claims for a lorry portfolio,
Poisson case without rating factors

of groups with k claims is E ) ; I(N; =k) = _; P(N; = k), and dividing this by
the number of groups we get the expected proportion of groups having k claims. In
Fig. 3.3 it can be seen that the fit has improved a little, but the deviation from the
observed proportions is still considerable.

Of course, we could continue to include additional rating factors into the model,
provided we had access to the relevant information for each policy, hoping to come
closer to the observed variation in the data. However, there is variation between the
policies that we can never hope to incorporate in a statistical model, most impor-
tantly varying driving behavior between the customers, but also random variation
between the vehicles, roads, weather conditions and so on, which can only to a lim-
ited extent be captured by explanatory variables.

Finally, we fitted the model (3.37) to the data, retaining the rating factors. One
can show (Exercise 3.13) that each N; has a negative binomial distribution with
mean » j Mij and variance (1 4+ v) )" jMij- Thus, just as in the Poisson case with
rating factors, we may calculate the estimated proportion of groups having k claims
and compare with the observed proportion. The result is shown in Fig. 3.4, where it
is seen that the fit is now better, if still not perfect.

While overdispersion does not affect the estimates of the 8-parameters, it is im-
portant to take it into consideration when it comes to constructing confidence in-
tervals. Neglecting the additional variation yields confidence intervals that are too
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Fig. 3.3 The proportion of groups of policies with a certain number of claims for a lorry portfolio,
Poisson case with rating factors
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narrow. Furthermore, modeling overdispersion is crucial in the methods considered
in Chap. 4, where estimated variances actually affect the estimates of the relativities.

An objection to the negative binomial models (3.37) and (3.38) is that we have
no motivation for assuming a gamma distribution for A;, apart from the fact that
it leads to comparatively simple expressions. We might as well have assumed a
lognormal or some other distribution, but the calculation of the frequency function
for X; would have been intractable. In the next section, we consider the so called
estimating equations approach to handling overdispersion.

Remark 3.2 Although we saw in the previous section that there is a negative bino-
mial model satisfying Var[Y;] = ¢ u; /w;, it can be shown that there is no distribution
on the integers within the EDM family with this property (Exercise 3.15).

3.5 Estimation Without Distributional Assumptions

The likelihood approach to parameter estimation requires a complete specification
of the distribution of the observations. One may wonder whether this is really neces-
sary, since in non-life insurance pricing, we are primarily interested in the means p;,
and how the means are affected by the rating factors. In Sect. 2.3.2 we derived the
equations (2.28) by the principle of maximum likelihood:

wj Vi — Wi .
Wi YimBi o0 iy (3.39)
2 G g G g

i

In this section we discuss estimation when the only assumptions are the dependency
of the means on the rating factors through the link function g(u) and the mean-
variance relationship V[Y;] = ¢v(u;)/w;. We shall see that there are grounds for
still using (3.39) under these considerably weaker assumptions.

3.5.1 Estimating Equations

To begin with, consider classical linear regression where the means depend addi-
tively on the explanatory variables and the variance is assumed constant over the
observations. In our setting, this corresponds to assuming the link function g(u) =
and the variance function v(u) = 1. In linear regression it is common to assume that
the observations have a normal distribution. The maximum likelihood estimators are
then given as the solution to the equations

wi .
Z—()’i—m)xz‘j=0; j=1...,

3.40
" (3.40)

.

i
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which in this case have an explicit solution. If W is the diagonal matrix with the
weights w; on the diagonal and X is the design matrix, then the estimators of the
B-parameters may be written on matrix form as

B=X'WX)"'X'Wy.

Thus the estimators are linear functions of the observations.

The classical least squares method does not rely on the likelihood principle but
the idea is to minimize the distance between the observations and the means, mea-
sured by a weighted sum of squares. It is well-known that the resulting estimators are
the same. The choice to measure the distance between the observations and means
using the quadratic function is really somewhat arbitrary, except that it is simple.
However, there is a motivation for using it, given by the so called Gauss-Markov
theorem (see Wood [Wo06, Sect. 1.3.8]). This theorem states that within the set of
linear unbiased estimators, the least squares estimators have minimum variance.

To prepare for the case of general link and variance functions, we observe that
linear unbiased estimators can be represented as solutions to the equations

D ocii—pu) =0 j=1,...r, (3.41)
i

where {c;;} are constants (see Exercise 3.17). Thus the Gauss-Markov Theorem says
that within this family of equations, the variance is minimized by taking ¢;; = w; x;;
(whether we include ¢ or not in the equations is of course irrelevant).

Now assuming arbitrary link and variance functions, consider equations of the
form

D ociudi—u)=0; j=1,....r, (3.42)

for some functions {c;;(-)} of sufficient regularity. The idea of constructing esti-
mators starting from a set of equations is called the estimating equations approach.
Since the observations enter in a linear way on the left-hand side of (3.42), such
equations are called linear estimating equations. As with linear estimators, the main
reason for choosing them is their simplicity. Also, they are well suited for solving
with the Newton-Raphson algorithm. Note that (3.39) are linear estimating equa-
tions.

There is an extension of the Gauss-Markov Theorem to the case of arbitrary v(u)
and g(u), which roughly states that within the family of linear estimating equations
(3.42) the estimators obtained as solutions to (3.39) have minimum asymptotic vari-
ance. For a more precise statement, see McCullagh [McC83]. This result gives a
motivation, without reference to a particular distribution, for the way the variance
function v(u) and the link function g(w) occur in the left hand side of the estimating
equations (3.39).

The heuristic derivation of asymptotic normality in Sect. 3.2.5 depended only
on the fact that the estimates satisfy these equations and the variance assumption
VY] = ¢v(w;)/w;. This is because the central limit theorem, which lie behind
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the asymptotic results, relies only on the first and second order moments. Thus, the
construction of confidence intervals in Sect. 3.2.2 remains valid, with I defined as
X'DX and d; as in (3.13).

Without distributional assumptions, ML estimation of the parameter ¢ is of
course no longer available. However, the Pearson estimator (3.9) may still be used—
again, see McCullagh [McC83].

To summarize, the estimating equations approach is useful in situations where
one can come up with reasonable assumptions concerning means and variances, but
it is difficult to motivate the use of a particular distribution. In the absence of a
likelihood, the idea is to start with a general class of estimators defined as solutions
to equations like (3.42). The variance assumption then leads to the choice of a certain
estimator within this class, by the criterion of asymptotic efficiency.

3.5.2 The Overdispersed Poisson Model

Including overdispersion into claim frequency models is a good example of the use-
fulness of the estimating equations approach. Starting from the variance assump-
tion V[Y;] = ¢u;/w;, in Sect. 3.4 we constructed a negative binomial model with
this property. However, it was noted that the main reason for choosing this par-
ticular distribution is its analytical simplicity. General results ensure that the ML
estimators are asymptotically efficient and normally distributed, provided the dis-
tributional assumption holds true. If this is not so, there is no guarantee that the
asymptotic properties hold. A reason for using (3.39) in this case is thus one of ro-
bustness: the asymptotic results hold provided only that the variance assumption is
true, regardless of the underlying distribution.

For different choices of the function v(u), we get different models. The model
corresponding to v(u) = w is usually called the overdispersed Poisson model
(ODP). This model, which does not assume a specific distribution, includes a dis-
persion parameter, which the ordinary Poisson model lacks. The ODP is a standard
model for analyzing claim frequencies in non-life insurance.

3.5.3 Defining Deviances from Variance Functions*

An interesting property of the estimators derived as solutions to the estimating equa-
tions (3.39) is that they are so called M-estimators, see e.g. Andersen [An07]. M-
estimators are obtained as the parameter values § = (8y, ..., ;) minimizing an
expression of the type D, p(yi, B), where p(-, ) is a function which in some sense
measures the fit to the data. For instance, least squares estimators are M-estimators
with p(vi, B) = w; (y; — i (B))?/2. We shall now verify that the estimators defined
through (3.39) are M-estimators, for general g(u) and v(w).

Let b be any twice differentiable function, such that b” is positive, and let &
denote the inverse of »’. Then, as was seen in Sect. 3.1, the function

d(y, n) =2[yh(y) = b(h(y)) — yh(n) + b(h())], (3.43)
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has the properties that for fixed y, it is decreasing for u < y, zero for y = u, and
increasing for u > y. Thus d(y, w) is larger the further away from y the value p is.
Now, define p(y;, ) = w;d(y;, i (B)) and let ,B be the B minimizing »_; p (i, B).
Differentiating with respect to 8; for j =1, ..., r and setting the derivatives equal
to zero, we get by (3.6),

)3 () Qi — i)
W ——————=

xii=0; j=1,...,r
g (i) Y

i

Here we have omitted the constant 2. Comparing with (3.39), we see that if starting
from v(u) we can find a function b such that 2’ () = 1/v (i) then we have shown
that the solutions to (3.39) are M-estimators. With v(u) = u we get h(n) = log u,
giving b’ (9) = e’ and b(0) = ¢’. Similarly v(u) = u? leads to b(0) = — log(—6).
The construction of b from v is in principle always possible, but of course the exis-
tence of an explicit expression requires that v is sufficiently simple.

We conclude that estimation using (3.39) may be viewed as a generalization of
the method of least squares, with more general functions measuring the distance
between the observations and the means. In the sequel, we will continue to call
d(y, 1) in (3.43) a deviance, regardless of whether it is derived from a likelihood or
a variance function.

Another way to view estimation without distributional assumptions is through
the concept of quasi-likelihood, see e.g. Lee et al. [LNP06, Chap. 3].

3.6 Miscellanea

We have now described the basics of tariff analyses with GLMs, but there are of
course a lot of additional practical issues. In this section we discuss some of them
briefly.

3.6.1 Model Selection

In practice there is often a large number of possible models to choose among. In our
analysis of moped insurance for instance, we could have gone further and tested the
incorporation of new variables in the tariff, such as the owner’s gender or age.

A problem with testing a number of possible variables for inclusion in any re-
gression model—and tariff analysis is no exception—is that the more parameters
we include in the model, the better the fit to the data. If we use the maximum num-
ber of parameters, r = n, we get a perfect fit; does this mean that we always should
include as many rating factors as possible? The answer is of course no: we do not
really look for a model that fits the data perfectly, but rather one that is good for
predicting next year’s outcome. This means that we are looking for variables with a
statistically significant influence on the claim cost that is stable over time. The larger
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the model, the higher the risk for “nonsense-correlation” and a model that does not
have real predictive power.

It should further be noted that a variable could have a statistically significant
influence on the claim cost without being significant in the every-day use of the
word, i.e. without being important. It is important to check whether the variable
really makes a non-negligible difference in the price the customers would pay.

In general, one might say that statistical model selection should be based on the
principle of parsimony, often referred to as Occam’s razor, which in one of its Latin
forms is stated as “pluralitas non est ponenda sine neccesitate.” The approximate
meaning of this is that “things should not be multiplied unnecessarily”. In our case,
the interpretation is that out of a number of plausible models, one should choose the
simplest one.

Occam’s razor:
Pluralitas non est ponenda sine neccesitate.
(Things should not be multiplied unnecessarily.)

3.6.2 Interaction

In a multiplicative model for a key ratio, any rating factor has the same relative im-
pact, regardless of the value of the other rating factors. A case where multiplicativity
is not a reasonable model is for gender and age in private car third party liability
(TPL). Young men have a substantially higher claim frequency and severity than
young women, while there is little gender difference among middle-aged drivers.
This means that there is interaction between the rating factors age and gender. To
include this effect in the model, we introduce a new factor, gender/age, which has
levels like: men aged 18-29; women aged 18-29; men aged 30-39; women aged
30-39; etc. Table 3.6 exhibits a constructed example of what the price relativities
could look like. As for other rating factors, the principle of Ceteris paribus applies,
so that these interactive effects are the same in large cities as in rural areas, for
example.

To be on the safe side, one might be tempted to introduce interactions for many
of the rating factors, but Occam’s razor tells us to avoid interactions unless they are
absolutely necessary. A model with many interactions will be harder to interpret
and lead to a large number of parameters, with the risk of estimates becoming very
volatile.

Table 3.6 Tentative
relativities for an age/gender
interaction rating factor

Age 18-29 Age 30-39 Age 4049

Men 2.0 1.3 1.0
Women 1.2 1.1 1.0
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3.6.3 Offsets

Sometimes, part of the expected value p is known beforehand: it might be that
relativities for some particular rating factor are taken from a special analysis, that
some factors are set by the market department or even that mandatory values for all
insurance companies are given by the authorities. This situation can be handled by
including the corresponding factor as an offset in the GLM analysis. This is done
on the linear scale: if we use a multiplicative model and the known relativities are
given by the variable u, then we use z; = log(u;) as an offset as follows

,
77i=Zi+ZXij,Bj i=1,2,...,n.
j=1

In the particular case of multiplicative Tweedie models, the ML equations in (2.30),
supplemented by (2.31), becomes

Y w o H =0 = Zwiuffpyi;_“ixij=0. (3.44)
- - nw

—1Nij
(uipi)P~! , ! !

So in this important special case, offsetting z; = log(u;) is equivalent to using a

GLM with observations y; /u; and weights wiuizfp .

3.6.4 Polynomial Regression

For continuous rating factors, like policyholder age or car weight, our approach so
far has been to group the possible values of the variable into intervals, treating values
in the same interval as identical. Another possibility is to use so called polynomial
regression—to model the effect as a polynomial function. If x; is the value of a
continuous variable for observation i, this is achieved by including a term Six; +
,Bk+1xl.2 + -+ ﬂk+m_1xi’” into n; in (2.19). In other words, we include the rating
factors x;, xl.z, ..., x!" into the model.

A main problem with polynomial regression is choosing the degree of the polyno-
mial. A low degree may give a poor fit, while a high degree can lead to overfitting.
The general technique of cross-validation, which we shall encounter in Sect. 5.5,
provides one possible way of choosing the degree. In Chap. 5 we shall consider
more sophisticated methods for modeling the effects of continuous variables.

3.6.5 Large Claims

For some insurance portfolios, a substantial part of the total claim cost may be due
to a few large claims. Such dominating claims can make estimates very volatile and
their effect has to be reduced somehow.
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A common approach is to truncate the claims, i.e., to leave out the part of the
claim cost that lies above some threshold ¢ > 0. If a single claim cost is denoted
by X, we define new variables X r = min(Xy, ¢), which replace Xy in the further
analysis. Note that we do not truncate the average claim cost in the tariff cells,
but the individual claims that are aggregated to that cost. This approach raises two
problems: how to choose ¢ and what to do with the omitted (truncated) claim cost.

The threshold c¢ is usually determined by trial and error. The goal is, on the one
hand, to choose ¢ as large as possible, in order for the analysis to be relevant; on
the other hand, ¢ has to be chosen small enough to give reliable estimates. The
compromise between these two will have to be based on subjective judgement.

The truncated cost—the cost above the threshold—also has to be provided for by
the premiums. A common solution is to distribute this cost among the policyholders
by the relativities found in the GLM analysis of the truncated X. In practice, this
means that the relativities from the analysis of the X’s are left unchanged and one
only adjusts the base premium so that the overall premium level is adequate. This
approach implicitly assumes that the relativities for large claims are the same as
those for the rest, the so called attritional losses.

However, it may well be that some groups of policyholders contribute more to the
large claims than indicated by the attritional losses. It goes without saying that we
cannot perform a complete GLM analysis of claim frequency and severity for the
large losses—if so, truncation would not be necessary. Notwithstanding this fact,
the proportion of large claims might be stable enough to allow reliable estimation.
This can be performed by a binomial GLM, see Exercise 2.6, with the total number
of claims as exposure and the number of large claims as response; the logit-link in
(2.21) is appropriate for this analysis. Now the large claim frequency can be calcu-
lated as the original claim frequency times the proportion of large claims. Unfortu-
nately, this approach has some problems left, one being that we do not have a claim
severity model for large claims but will have to use some average value, another is
that when the results for attritional losses and large claims are added, the resulting
tariff will no longer be multiplicative.

3.6.6 Deductibles*

A deductible (in the UK called an excess) is the part of the damages to be covered
by the policyholder. Often this is limited to a fixed amount; if the deductible is a
maximum EUR 200, then the policyholder is not compensated for costs up to that
value, while in the case of a larger claim, the loss of the policyholder is restricted to
EUR 200 and the rest is paid by the insurance company.

If the insurance policy defines a fixed deductable for all policyholders, the anal-
ysis can simply be carried out net of the deductibles. If the level of deductible has
increased over the years, we may adjust the data as if today’s deductible had been
in force over the entire data collecting period. The more uncommon situation with
a decreased level is harder, since claims with a cost between the old and new level
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may not be registered. As with other deficiencies in the data there is no general
remedy for this problem; one simply has to use common sense.

In the case where the customer can choose between two or more deductible lev-
els, other problems arise. One might think of using the level of deductible as a rating
factor of its own. This is, however, not a good idea, as will now be demonstrated.

Suppose there are two possible choices, EUR 200 and EUR 400. Suppose we
have two customers, one with a mean claim severity of EUR 500 before with-
drawing the deductible and another with EUR 1000. The net mean severity is then
500 — 200 = 300 and 500 — 400 = 100 for the first customer with the respective
levels of deductible. For the second customer, the corresponding amounts are 800
and 600, respectively. The ratios between these amounts for the two customers are
then 300/100 = 3.0 and 800/600 = 1.3, respectively. If deductible had been a mul-
tiplicative rating factor, these ratios should have been the same. In practice, it is
inappropriate to treat deductible as a multiplicative rating factor if the claim sever-
ity varies significantly between the tariff cells.

A possible way to handle this problem is to make separate models for each layer
of the claim. If we have just the two choices of deductible EUR 200 and EUR 400,
we have two layers: one between 200 and 400 and one over 400. For the second
layer, we create a data set with all policies, but only the claims above 400 and for
these only that part of the damages that exceeds 400. For the first layer, we create a
data set consisting only of policies having the lower deductible, and only that part
of the claims that fall between 200 and 400. We then analyze these two data sets
separately, using a standard GLM model for each one. The analysis for the second
layer yields a pure premium that has to be paid by all policyholders; the one for the
first layer yields the additional premium to be paid by those who choose the lower
deductible.

While this model is reasonable, and makes effective use of all the data, we might
run into trouble since this kind of tariff is not multiplicative when the two layers are
added. In effect, the layers are to be treated as different parts of the cover and if we
have several possible choices of deductible, as is common in the commercial lines,
this method may become intractable.

3.6.7 Determining the Premium Level

As stated in the first chapter, the goal of a tariff analysis is to assess the relative
premium levels to be charged to the policyholders in the tariff cells. The main output
is the relativities and we seldom make use of the base premium that comes out of
the GLM analysis.

Setting the tariff’s base premium involves considerations outside the scope of
the GLM analysis. Since this contains little of statistical interest we shall not go into
details on this matter. Here are just a few words for the sake of completeness.

The calculation is often tantamount to making a budget. The starting point may be
a forecast of the risk premium, taking into account expected changes in the portfolio,
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inflation and reinsurance. This gives an expected claim cost for the entire portfolio,
to which is added claims handling costs and operating expenses. Investment return
on the technical provisions (for outstanding claims and premiums) as well as a profit
loading should also be taken into account. Finally, the choice of premium level is
affected by market considerations.

3.7 Case Study: Model Selection in MC Insurance

This case study is a direct continuation of Case study Sect. 2.4. The task here is to
determine a new tariff for the MC insurance.

Problem 1: Extend the analysis of claim frequency and claim severity in Case study
Sect. 2.4 to include confidence intervals and p-values for the rating factors in a
“Type 3 analysis”. Use the Pearson estimator of ¢.

Problem 2: Determine a preliminary new tariff based on the rating factors in the old
tariff. This might include the exclusion of some rating factors and/or the merging of
some classes. Make the changes to claim frequency and claim severity separately,
i.e., you may exclude a rating factor for one of them while retaining it for the other.
Compare your result to the old tariff.

Problem 3: Next have a look at previously unused variables, the gender and age of
the owner, to see if one or both have a significant effect.

Problem 4: In case of significance, examine whether there is any interaction be-
tween the two new rating factors. (Other interactions might exist but need not be
investigated in this case study.)

Problem 5: Summarize all the analyses above to give the actuary’s proposal for a
new tariff. Compare your result to the old tariff.

Exercises

3.1 (Section 3.1) Show that if we have a GLM with normal distribution and all
w; = 1 then the deviance D is given by (3.3).

3.2 (Section 3.1) Find an expression for the deviance D in the case of the gamma
model in (2.5).

3.3 (Section 3.1) For Tweedie models with 1 < p <2 and p > 2, (2.10) reads
1
b(0) = ———(—(p — 1))~/ (P=D,
p—2

Find an expression of the deviance for these models.
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3.4 (Section 3.1) In the discussion of Fig. 3.1, it was suggested that it may make
little difference which of our standard deviances you choose. For the data in the case
study on motorcycle insurance in Sect. 2.4, try estimating the relativities assuming
a normal distribution instead of a Poisson or gamma distribution and compare the
result.

3.5 (Section 3.1)

(a) For the Poisson case, show that the unscaled deviance D is approximately equal
to the unscaled Pearson X2, by a Taylor expansion of (3.7) as a function of
vi /i around 1.

(b) Repeat (a) for the gamma case.

3.6 (Section 3.1) Derive the LRT statistic for the gamma claim severity model. Hint:
use (2.34).

3.7 (Section 3.2) Verity the expression in (3.12).
3.8 (Section 3.2) Verify the expression in (3.15).

3.9 (Section 3.2) Construct the confidence intervals in Table 3.4 from Tables 3.2
and 3.3, without using any other output from the separate analysis of S and M.

3.10 (Section 3.2) Show that in the case of canonical link we have g’(1t;) = 1/v(u;)
and that this implies A =D, and hence I = —H.

3.11 (Section 3.2) With s;(y, B, ¢) as in (3.22), let V be the matrix with elements
vjr = Cov(s; (Y, ﬂo, ), sr(Y, ﬂo, ¢)). Show that V=1, with I as in (3.14).

3.12 (Section 3.3) For the relative Gamma distribution for claim severity in (2.5),
determine the residuals rp; and rp;.

3.13 (Section 3.4)

(a) Prove (3.37) using the law of total probability (Lemma A.4).
(b) Show that the moment generating function of the distribution (3.37) is

M(t) = (1 —v(e' — 1))wirilv, (3.45)

What can be said about the sum of two independent variables with the distribu-
tion (3.37)?

3.14 (Section 3.4) In this exercise, assume (3.33).
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(a) Using that I'(t + 1) = ¢I"(t), show the loglikelihood of the observed claim
frequencies {y;} may be written

€(y; o v) =) log fr, (vis pi, v)
i

w; Yi

= ZiZlog(wim + (k=)
i k=1

_(w,p,

(b) Prove that with the usual multiplicative model, i.e. u; = exp{n;}, with n; =
B1xi1 + - -+ Brx;r, the ML equation for 8; becomes

) log(1 + v) — log(w; y;!) } (3.46)

w; yi

IZ Z (m wilog(1+ v)> xij=0

and that the ML equation for v is

-1 Wi i
Z{ k 4 it (log(l—i—v)—v)}

wipi + (k= Dy

3.15 (Section 3.4) Let N be a random variable taking values on the non-negative
integers 0, 1, ... and put p,, = P(N = n). The probability generating function of N
is

o
P(s)=)_ pns"
n=0

If P®(s) denotes d¥ P(s)/ds, then

PP 0) = k! pr. (3.47)

(a) Assuming that N has the cumulant generating function (2.8), derive the proba-
bility generating function of N.

(b) Use (3.47) to conclude that if ¢ # 1, then there is no distribution on the non-
negative integers with a probability mass function of the form (2.1).

3.16 (Section 3.4) In this exercise, assume (3.35).

(a) Prove (3.38) using the law of total probability (Lemma A.4).
(b) Show that with the usual multiplicative model, the ML equation for 8; is

S iy — w wiyit /v g
i Vi lMlU)ilLi‘i‘l/V ij .

i
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(c) Show that if v is considered known, then (3.38) may be viewed as an EDM with
h(p) =log(vu/(1 + vu)), where h is the inverse of '

3:17 (Section 3.5) A linear estimator of the parameters fi, ..., B has the form
Bj=>;cjiyi. j=1,...,r. Show that any unbiased linear estimator may be ob-
tained as the solution to equations of the form (3.41).

3.18 (Section 3.5) Starting from a two-parametric distribution, it is in principle
always possible to produce a model satisfying the variance assumption V[Y;] =
¢v(ui)/w;. Here is an example for claim frequencies. Assume that the size X; of
claim i satisfies

_ ) Y
P(X,'>x)=<w) , x>0.
(y = Dpi+x

This is the generalized Pareto distribution. Show that E[X;] = u; and V[X;] = ¢ ,ul.Z,
with ¢ = y/(y — 2). (The model is defined only for y >2.)



Chapter 4
Multi-Level Factors and Credibility Theory

So far we have studied how GLMs may be used to estimate relativities for rating
factors with a moderate number of levels: the rating factors were either categorical
with few levels (e.g. gender) or formed by a grouping of a continuous variable (e.g.
age group, mileage class). In case of insufficient data, one can merge levels to get
more reliable estimates, nota bene at the price of a less diversified tariff: the age
group 20-29 is not as homogenous as the group 20-24 or 25-29, but merging may be
a way out of the problems caused by lack of data in one or both of the latter groups.
However, for categorical rating factors with a large number of levels without an
inherent ordering, there is no simple way to form groups to solve the problem with
insufficient data. We introduce the term multi-level factor (MLF) for such rating
factors; here are some examples.

Example 4.1 (Car model classification) In private motor insurance it is well known
that the car model is an important rating factor; exclusive cars, for instance, are more
attractive to thieves and more expensive to replace than common cars. In Sweden
there are some 2 500 car model codes, some of which represent popular cars with
sufficient data available, whereas most have moderate or sparse data. There is no
obvious way to group the model codes a priori and there is not enough data to
estimate 2 500 GLM parameters. Hence, car model is a typical MLF.

Example 4.2 (Experience rating) Using the customer as a rating factor is another
important example of an MLF. In the commercial lines it is common to base the
rating to some extent on the individual claims experience, even though we usually
do not have enough data for a completely separate rating of each company. This is
the classical situation for which North-American actuaries in the early 1900’s intro-
duced credibility estimators, which are weighted averages of (i) the pure premium
based on the individual claims experience; and (ii) the pure premium for the entire
portfolio of insurance policies. Another form of experience rating is represented by
the bonus/malus systems that are common in private motor TPL insurance; here
again the customer can be regarded as an MLF.

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 71
EAA Lecture Notes,
DOI 10.1007/978-3-642-10791-7_4, © Springer-Verlag Berlin Heidelberg 2010
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Example 4.3 (Geographic zones) A problem of the same type as car model clas-
sification is how the premium should be affected by the area of residence of the
customer. In order to get risk homogenous geographic areas one often has to use
a very fine subdivision of the country, based on, for instance, postcodes. We might
have several thousand such areas and obviously can not use postcode as an ordinary
GLM rating factor. Of course, we can easily form larger groups with enough data
by merging neighboring areas; however, these can have quite different risk profiles:
a wealthy residential area is probably better matched to similar areas from other
cities than to a neighboring low-income area. In any case, a prior grouping can be
very hard to achieve and so postcode, or any fine geographic segmentation, can be
seen as an MLF. A possibility is of course to use information on, say, household in-
come, population density or age of the residents; such information may be supplied
by the national statistical agency. In out experience, though, the available variables
can not explain all the risk variation between geographic areas, and we are still left
with an MLF.

These three examples have in common that the variable of interest is categorical,
with so many categories that we do not have enough data to get reliable estimates
for each category. Furthermore, there is no obvious ordering of the categories: we
have a nominal variable. So a multi-level factor (MLF) is in short a nominal variable
with too many categories for ordinary GLM estimation. Admittedly, this definition
is a bit vague: it is up to the actuary to judge which variables are to be treated as
MLFs in a particular tariff analysis. It should be noted that we might have sufficient
data for some levels of an MLF, while for others data is scarce.

The branch of insurance mathematics where problems of this kind are studied is
called credibility theory. Here we have an MLF (in our terminology), for which we
are interested in some key ratio Y, such as the pure premium. We have observations
Y;;, with exposure weights w j;, where j is the MLF level and ¢ denotes repeated ob-
servations within the level. The w-weighted average Y jo= O, w itYj)/ O, w jt)
is an estimate of the individual key ratio. The idea of credibility theory is to use
a compromise between the more relevant but unstable Y j-» and the average for the
entire portfolio, u, in form of a credibility estimator

Zij“f‘(l—Zj)M» 4.1)
where u is estimated somehow, often by the weighted total average

_ ‘wiY .
Y. — M’ 4.2)

which is more stable than Y -

The number z;, 0 < z; < 1, is called a credibility factor (or credibility weight),
and measures the amount of credibility we give to the individual premium.

Already in the early 1900’s, American actuaries where discussing how the cred-
ibility factors in (4.1) should be chosen. Assume for concreteness that the levels of
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the MLF correspond to different companies. It is clear that z; should be larger the
more data we have on company j and that it should be larger the less the variation
in the company data. Finally, we should give more credibility to the company’s data
if there is much variation between the companies—in which case Y .. has little to say
about the risk level of a particular company.

Modern credibility theory dates back to the 60’s, when European insurance math-
ematicians showed how credibility estimators like the one in (4.1) can be obtained
from statistical models: some important early papers are [Bii67, BS70, Je74]. We
introduce the ideas by giving an example.

Example 4.4 (Bonus/malus in Swiss motor TPL) We have already encountered
experience rating in Example 4.2; the present example concerns the Swiss bonus
system for private motor TPL insurance; it is based on the pioneering work by
Bichsel from 1964, recapitulated in Goovaerts and Hoogstad [GH87, p. 35]. The
idea is to base the claim frequency estimate partly on the claims experience of the
individual customer, indexed by j. If wj; is the duration of the policy during year
t,and Nj; is the number of claims caused by the customer during that period, then
wj. =Y ,wj; and Nj. =), Nj; are the total exposure to risk and the total num-
ber of claims that we observe for that customer, respectively. The empirical claim
frequency is then Y j. = Nj./wj..

It is a reasonable assumption that N, follows a Poisson distribution with expec-
tation wj;A; for some A;; then N;. ~ Po(w;.A;). Note that E(Yj:) = Aj, and so
Aj is the expected annual claims frequency. Bichsel’s idea was to consider A; as
the outcome of a random variable A ;. The A;’s are assumed to be independent and
identically distributed; their common distribution describes the variation in accident
proneness amongst the customers: each customer has an individual expected claims
frequency drawn from this distribution. The insurance company does not know A ;,
and the claims history of the customer is not large enough to get a reliable estimate.
The idea with a bonus system is that the claims history should, nevertheless, influ-
ence the premium, since few claims in the past can be taken as an indication that the
customer is one with a low, albeit unknown, A ;.

Now, if we can not observe the outcome of A}, its expectation = E(Aj) isa
natural quantity to use for rating, and for a new customer we can not do much more
than this. For an old customer, with claims history summarized by N;., it seems
better to use E(A;|N;.). If we assume that A; is Gamma distributed, Ga(a, B) in
the parametrization of (2.4), then = /8, and it may be shown that

EGA/ING) =2, 4 (1= 2p)p, with z; = —20 4.3)
JIN;. _Z/wj. i), Z/_wj.+,3' .
Since Yj. = N;./wj., this is just an instance of (4.1). The point is that we now have
an expression for z;; if we can estimate o and S—which should be possible since
they are the same for all costumers—we have found a way to compute a credibility
estimator. The larger w;., i.e., the more we know about the customer, the more
credibility z; we give to the claims history Y -

We shall refrain from a proof of (4.3) here, since it is merely a special case of the

results below.
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4.1 The Bithimann-Straub Model

We begin by deriving the classical Biihlmann-Straub estimator, which concerns the
case with one single MLF and no other rating factors. We use a notation suitable for
the generalization to the case with an MLF plus ordinary GLM rating factors which
is the topic of the following sections.

In Example 4.4 the parameter corresponding to the MLF was modeled as a ran-
dom variable. The reader may be familiar with this idea from the analysis of variance
(ANOVA), where such random effects appear, i.e., in variance component models.
The concept of random parameters is the basis of the derivation of modern credibil-
ity estimators.

As opposed to Example 4.4, the Biihlmann-Straub model only makes assump-
tions on the first two moments—not the entire distribution of the random variables.
This is an advantage in applications, where we might have an opinion on the vari-
ance even if we do not know the entire distribution. Unless otherwise stated, we
assume below that the first two moments of all random variables exist.

We keep the notation from the previous section, where Y, is some key ratio for
MLEF level j and observation ¢, and p is the overall mean. Here we will talk about
group j, when considering all policies that have level j on the MLF. We let u; be
the relativity for that group; j = 1,2, ... J. With sufficient data, the u ;’s could have
been estimated by standard GLM techniques, but in the case of an MLF, one or more
of the groups do not have enough observations for reliable estimation, but we still
want to make the best use of the information we have. Credibility estimators for
this case can be derived under the assumption that relativities are (observations of)
random effects U;. The basic multiplicative model is then

E(Y;|Uj)=nUj, 4.4)

where E(U;) =1, in order to avoid redundancy in the parameters.

Even though relativities are standard in GLM rating, it will be more convenient
for our derivations to work with the variable V; = uUj, rather than U ;. By assump-
tion, E(V;) = u and

E(Yj|V))=Vj. (4.5)

In rating with GLMs, we mostly assume that the data follows a Tweedie model, with
the variance proportional to the pth power of the expectation, see Sect. 2.1.4. In our
case we must condition on the random effect; the Tweedie variance is then, using
Lemma 2.1 and (2.9),

oV’
Var (th|Vj) = —, (4.6)
wj,

where ¢, is the GLM dispersion parameter.
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Assuming that the V; are identically distributed, we may introduce o? =
oF [Vjp ], which is independent of j. From (4.6) we then have

2
o
E[Var(Y;|V;)] = —. 4.7
w jt
This is really the only property of the variance of Y, that we need here. We now
collect our assumptions for the basic credibility model, recalling that all random
variables are assumed to have finite second moment.

Assumption 4.1

(a) The groups, i.e., the random vectors (Y, V;); j =1,..., J; are independent.

(b) The V;;j=1,2,...,J; are identically distributed with E[V;] = > 0 and
Var(V;) = 72 for some 72 > 0.

(¢) For any j, conditional on V;, the Y;;’s are mutually independent, with mean
given by (4.5) and variance satisfying (4.7).

Note that we do not assume a Tweedie model; these models were only used to
motivate (4.7). Note also that

2
o
Var (Yj,) = Var[E(Y;|V;)] + E[Var(Y;|V;)] = 2+ o (4.8)
Jt
a structure familiar from variance component models.
With enough data, we would treat the rating factor as a fixed effect and an obvious
estimator of V; would be the weighted mean
— wirY;
Y, = 2 wjiYji ) (4.9)
Zt Wi
If, on the other hand, there where no data at all for group j, a reasonable key ratio
would be (an estimate of) u—a credibility estimator should be a compromise be-
tween these two extremes. Form;ﬂly, we define the credibility estimator of a random
effect V as the linear function V of the observations Y that minimizes the mean
square error of prediction (MSEP),

E[(h(Y) = V)?] (4.10)

among all linear functions A(Y).

Remark 4.1 Some might prefer to call Va predictor rather than an estimator, since
V is a random variable and not a parameter, and it is sometimes called the BLP
(best linear predictor). The actuarial tradition is, however, to call it an estimator, and
we adhere to this terminology, noting that V' is not something that will occur in the
future—rather, it is a random variable whose outcome no one will ever be able to
observe. For further discussion, in the general statistical area, see Robinson [Ro91,
Sect. 7.1].
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The solution to the minimization problem in (4.10) is the famous estimator of
Biihlmann and Straub [BS70]. Note, though, that our notation is not the classical
one, cf. Sect. 4.1.2.

Theorem 4.1 (Biihimann-Straub) Under Assumption 4.1, the credibility estimator
of V; is given by

Vi=gYj +(—z)u, (4.11)
where
2= Wi (4.12)
S wj. +02/t% ’

Here 1 might be given a priori, e.g. by a tariff value; otherwise it could be esti-
mated by the weighted mean Y. in (4.2). Estimators of 72 and o2 are given in the
next section. We observe that a credibility estimator of the random effect U; can be
obtained as Uj = z;Y ./ 4 (1 — z).

In order to prove the theorem, we start by restating a result by Sundt [Su80].

Lemma 4.1 A linear estimator V of V, based on Y, is the credibility estimator, if
and only if,

E(V)=E(V); (4.13)

Cov(?, Y,))=Cov(V,Yy); t=1,2,.... (4.14)

Sundt also refers to a result by de Vylder, by which there always exists a unique
credibility estimator; hence it is correct to speak of “the credibility estimator”.

Proof We shall prove the “if” statement only, which is the part that we need in the
proof of the theorem. For a proof of the “only if”” part, see Sundt [Su80]. So we shall
prove that if £ fulfills (4.13) and (4.14), then it minimizes the MSEP in (4.10). Now
let h =h(Y) =co+ Y, c;Y; be any linear estimator. Its MSEP can be developed as
follows,
E[(h— V) =E[h—-V+V —V)}
=Varh—V+V-V)+[Eh—-V+V —V)]?
= Var(h — V) + Var(V — V) + 2Cov[(h — V), (V = V)]
+IE(h) — EOV)P.

But 4 — V is a linear combination of the ¥ ’s, say do + Zt d,Y; and hence the co-
variance above can be expanded as

> " d, Covl¥;, (V = V)] =) d/[Cov(¥;, V) — Cov(¥;, V)],
t t
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which is equal to zero by (4.14), so that the optimal choice of 4 is that which mini-
mizes

E[(h — V)*] = Var(h — V) + Var(V — V) + [E(h) — E(V)]? > Var(V — V).

The right-most member is unaffected by the choice of & and is hence a lower bound
for the MSEP. If we let 1 = V the first term in the middle member becomes Z€ero,
and so does the last one, since E (\7) = E(V) by (4.13); thus the lower bound is
achieved for this choice of &. This proves that if V fulfills the assumptions of the
lemma, it is the credibility estimator. O

Proof of Theorem 4.1 We shall prove that the equations of Lemma 4.1 are fulfilled
for f/\] in (4.11). First, since E(V;) = u,and E(Y;;) = E[E(Y;;|V))I=E(V;)=p,
we have E(f/\j) = E(V;) so that (4.13) is valid in this case.

In our case, (4.14) can be written as Cov(f/\j, Yj) = Cov(Vj, Yj,), for all J’
and ¢. Because of the independence of groups in Assumption 4.1(a), we have
Cov(V;,Yj;) =0 for j' # j, and since % only includes Y-values from group j,
(4.14) is trivially fulfilled as soon as j’ # j; thus we only have to consider the case
J' = j in the following.

We use Lemma A.3(b) to show that

Cov(V;,Yj) =Cov[V;, E(Yj|Vj)] = Var(V;) = 2.
For s # t we have by Assumption 4.1(c), this time using part (a) of Lemma A.3,

Cov(Yjs, Yjr) = E[Cov(Yjs, Y [V)] + Cov[E(Y 5| V), E(Yj V)]
=0+ Var[V;] =1°.
For s =, on the other hand, we have by (4.8),

2
o
Cov(Yj, Yj) = Var(Yj) = 1% + —.
Wt

Hence,

Cov(V}. ¥j) =2, 3 =22 Cov(¥jy, ¥jo) (2+wj‘62)
ov(Vj, Yj) =2z )  ——=Cov(¥js,Yji) =zj | 77+ —=—
. wj. W;. Wjt

2 w./.+02/12 2
=tz | ——— | =1%,
w]'.

by (4.12). This completes the proof of Theorem 4.1. O
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4.1.1 Estimation of Variance Parameters

The above credibility estimation procedure reduces the number of parameters to be
estimated from J + 1, viz. uy,...,uy and ¢, in the GLM case, to two (or three,
depending on whether 4 is given a priori or not). These two are o> and 72, for
which we next present estimators; the point is that we use the entire portfolio for
these estimators, so the lack of data for some groups j is not a problem.

The parameter o2in (4.7) canbe regarded as a measure of the (weighted) within—
group—variance. By analogy to ANOVA, an idea is to use the following sum of
squares estimator of o'2; see also Lemma A.6 in Appendix A. With n ;j denoting the
number of repeated observations at level j, let

1

AJZZ Zw,/z(sz ~-Y;)%
I’lj —1 P

which we shall see is an unbiased estimator of o2, We can increase accuracy by
combining these estimators, weighted by the “degrees of freedom”, to

d>nj— 1)6—2
&2 JN J

= . (4.15)
Zj (nj—1)

Similarly, 2 = Var(V;) is a measure of the between—group—variance and an esti-

mator might be based on the sum of squares ) jw j.(Y jo— Y.)2. It turns out that

we get an unbiased estimator by adjusting this sum of squares as follows,

wi. (Y. —Y.)?—(J—1)62
2z )2 (J—1o7 (4.16)
w. =) wi/w.

Theorem 4.2 Under Assumption 4.1, the estimators 62 and 2 are unbiased, i.e.,

(a) E[6*]=0%
(b) E[t%]=12

Before proving this theorem, we shall give a numerical example of credibility
estimation, now that we have all the required components.

Example 4.5 (Group health insurance) For a collective insurance that gives com-
pensation for income loss, consider a portfolio of five companies of moderate size
operating in the same line of business. We want to estimate the pure premium per
employee for the next year, based on the last ten years’ (index adjusted) observa-
tions. Artificial data are given in Table 4.1 with observed pure premium and ex-
posure measured in 10th of employees (so the first company had around 440 em-
ployees during the first year). The grand average of the pure premium is 481.3 and
the question is how much the individual companies premium should deviate from
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Table 4.1 Group health insurance: observed pure premium and 10th of employees (in brackets)

Year Company
1 2 3 4 5

1 540 (44) 99 (20) 0(8) 275 (22) 543 (26)
2 514 (50) 103 (20) 400 (6) 278 (22) 984 (24)
3 576 (56) 163 (24) 1042 (10) 430 (18) 727 (22)
4 483 (58) 313 (6) 196 (20) 562 (18)
5 481 (58) 0(8) 667 (12) 722 (20)
6 493 (56) 833 (4) 185 (10) 610 (16)
7 438 (54) 0(6) 517 (12) 794 (12)
8 588 (52) 204 (10) 299 (14)
9 541 (52) 323 (6) 580 (14)

10 441 (46) 968 (6)

7j.(wj.) 509.3 (526) 124.3 (64) 375.6 (48) 359.9 (138) 661.9 (166)

Table 4.2 Group health insurance: credibility factors and estimators; here 1 =Y .. =481.3

Company

1 2 3 4 5
w;. 526 64 48 138 166
Y. 509.3 124.3 375.6 359.9 661.9
Zj 0.95 0.72 0.66 0.85 0.87
v 508.0 2242 4117 378.5 638.4
U 1.055 0.466 0.855 0.786 1.326

~

this average because of their own claims history. Company 2, for instance, will ar-
gue that they constitute a much lower risk than the average and should hence pay a
smaller premium, but how far can we go in that direction based on three observations
only?

We first use (4.15) and (4.16) to estimate 62 = (771.77)2 and 72 = (154.72)2
and then compute the Bithlmann-Straub estimator according to (4.11). The results
in Table 4.2 show rather high credibility factors, due to quite large variations be-
tween companies, as compared to those between the years, within company. Note
that it is not all that easy to see this directly from the data.

Proof of Theorem 4.2 (a) Since E(?”Vj) =EY|V;)=Vj, using Lemma A.2,

E(Yj —Y;)>=Var(Y;, — Y;) = E[Var((Y;; — Y }.)| Vil.
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By the conditional independence of the Y;’s given V,

J— wjl‘ u)jt/
Var(Yj: — Y .|Vj) = Var < - E> Yie=) w—]_er' Vi
t'#t
w; 2
= ( — _f’> Var(Y;|V;) + Z " Var(Y V).
wj. 1t w .
Upon taking expectations and using (4.7), we conclude that
— Wit 2 wz-l/
E(Yj —Y;)" = ( - w—{) E[Var(Y;e|V)]+ ) —5-E[Var(¥;y|V))]
J: l/¢l wj
_ 02 ( w];)
W - w . Wiy

Hence,

[Zw,t(yﬁ—y)}_cﬂZ( w”) o2 (n;—1).

This proves the unbiasedness of &].2 and hence of 62.

(b) First note that {7 j»J=1,..., J}is asequence of independent variables with
expectation w. In Exercise 4.1 the reader is invited to show that
2
VaI(Y )= 24—
w;j.

A derivation similar to the one in part a—leaving the details to the reader—yields
that

2 ‘ Y
Var(Yj.—Y..)=a—(1—ﬂ>+12<1—2&+%>, 4.17)

w/'. w..

where Y .. is the weighted total in (4.2). We continue by computing

J J
— J— 2 — J—
E wj:(Yj.—Y..) = E wj.VaI(Yj.—Y..),
j=1 j=1
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where the coefficient for o2 is Zj(l —w.j./w.)=J — 1, in analogy with n; — 1
in the proof of part (a). The coefficient for 72 is

2
wj. 2 Wi

Consequently
J
E|:Z w;. (Y — 7..)21| = tz(w.. - Z w?,/w..) +(J = o?,
j=1 J
which, together with part (a), yields part (b). O

4.1.2 Comparison with Other Notation*

Traditional texts on credibility often do not speak of random effects, but use an ab-
stract random risk parameter ® ;. The task is then to estimate u(®;) = E[Y;;|®;].
The correspondence to our notation is u(®;) = V;. Since no inference is made
on the parameter ®; itself, there is no loss in generality in our approach. On the
other hand, the random effect case is contained in the traditional model as the case
w(®;) = @;. Our choice of notation is based on the idea that random effects are
easier to comprehend and more apt for use in multiplicative, GLM type, models.
The first book to formulate credibility in terms of random effects models was Dan-
nenburg et al. [DKG96], but their model is additive, while ours is multiplicative.

4.2 Credibility Estimators in Multiplicative Models

The classical Biihlmann-Straub model involves just a single multi-level factor
(MLF). We have seen in the previous chapters that we often have a large number
of rating factors, at least in the private lines. In motor insurance these might include
one or more MLFs, e.g. the car model of Example 4.1 or the geographic zone of
Example 4.3, alongside a number of ordinary rating factors, e.g. the age and gender
of the policyholder, the age of the car or the annual mileage.

In this section, which is based on the article Ohlsson [Oh08], we show how to
combine GLMs with credibility theory to obtain estimates of both ordinary factors
and MLFs, simultaneously. For simplicity, we will mostly consider just a single
MLEF, but allow for an arbitrary number of ordinary factors.

Example 4.6 (Homeowner’s insurance) Suppose that for each private house the
insurance company has available information about type of house (one floor, two
floors, etc.), building area (measured in squared meters and divided into intervals)
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and geographic region (e.g. postcode). Here type of house and building area may
be used as ordinary rating factors, while geographic region typically is an MLF, cf.
Example 4.3. A generalization of the model in (4.4) is then

E(Y;j\Uj) =puy{nUj,

where i refers to the cross-tabulation of type of house and building area (on list
form, cf. the discussion at the beginning of Sect. 2.1), while j and ¢ are as in the
previous section. Here p is the base premium, yli is the price relativity for type
of house, yzi is the one for building area, and U; is a random effect for the MLF
geographic region. To determine the premium, we would like to estimate yf and yzi
by GLMs and U; by credibility theory.

As in the example, our key ratio is now denoted Y;;,, where the i refers to a cell
in the tariff given by the ordinary rating factors, i.e., the non-MLFs. This tariff cell is
the cross-tabulation of R different rating factors, indexed on list form. If y,i denotes
the relativity for factor number r for policies in cell i, the multiplicative model is

EYij|Uj) = uyivi-- viUj,

generalizing (4.4). Note that i is now the mean key ratio of the base cell, where
yri =1;r=1,..., R; and as before we assume that E(U;) = 1. For the moment
assuming u and the yri ’s to be known, we look for a credibility estimator of U ;. For
simplicity in notation we introduce

and again V; = uUj, so that the multiplicative model can be rewritten
E(Yijt|vj)=)/ivj- (418)

If the GLM model for Y}, |V; is a Tweedie model, then we have

¢ (i Vi)
Var(Y;j|Vj) = ——L—.
Wijt
Again let o= qﬁE[Vjp], so that
J/,-p<72
E[Var(Y;j;|Vj)] = , 4.19)
Wijt

generalizing (4.7).
We have the following extension of Assumption 4.1.

Assumption 4.2

(a) The groups, i.e., the random vectors (Y;js, V;); j =1, ..., J; are independent.
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(b) The Vj; j =1,2,...,J; are identically distributed with E[V;] = u > 0 and
Var(V;) = 72 for some 72 > 0.

(c) For any j, conditional on V;, the Y;;,’s are mutually independent, with mean
given by (4.18) and variance satisfying (4.19).

Next we transform the observations in a way suitable for bringing back this situ-
ation to the classical Biihlmann-Straub model in Sect. 4.1;

~ Yijs
Yije

’

~ 2—

Wijr = w,-j,yi p. (4.20)
Vi
Note that

E(Yij:|V)=V;,
and

~ 0'2
E[Var(Y;j;|[Vj)] = =——
Wijt
By this and Assumption 4.2, the entire Assumption 4.1 is satisfied for Y; jr with the
weights W, j, and we get the following result from (4.9), (4.11) and (4.12).

Theorem 4.3 Under Assumption 4.2, the credibility estimator of V; is

V=%V + (-2,

4.21)
where
= (4.22)
Zj_w.j.+02/r2’ '
and
7 S WijeYije i Wit Yije/vi 423
A ~ ~ ’ (4.23)
w.j. i Wiji
with Y;;; and i, defined in (4.20).
Consequently,
ﬁ,»=z,-7f'+(1—zj>, (4.24)

and the rating for policies with MLF level j in tariff cell i is py; U -

Remark 4.2 When Y;j; is claim frequency, with w;j, as the number of policy years,
we use the Poisson GLM with p = 1, so that E,-j, = w;j;¥i, a quantity that is called
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“normalized insurance years” in Campbell [Ca86]. Then

2 WijeYije
= bt U
D ois Wijt LYi

= |52I

which is just the number of claims in group j divided by the expected number of
claims in the same group: a very natural estimator of U.

For the case when Y;;; is claim severity and w;;j, is the number of claims, the
standard approach is to use a gamma GLM with p = 2. Here

i Wi Yije/ (wyi)
Zi,t Wijt ’

a weighted average of the observed relative deviation of Y;;; from its expectation
wy;—again a simple and natural estimator of U;.

= ‘:.Ql

4.2.1 Estimation of Variance Parameters

We also have to estimate the variance parameters o> and 2. Unbiased estimators
can be obtained directly from the corresponding estimators in Sect. 4.1.1; the result
is

N 1 ~ =
2= Py D i Yije — Y )% (4.25)
. it
and
(n; — 1)6?
52 2~ Doy 426)
Zj (nj—1)
Finally,
BV —Y.)? = (J = 1)52
2= 20 , (4.27)

~ _ ~2 ~
w.. Zj w5 /W..
where Y ... is the . j.-weighted average of the Y. j.’s. Note that in this case the esti-

mators are strictly unbiased only if y; is known, while in practice we plug in a GLM
estimate here.

4.2.2 The Backfitting Algorithm

So far, the y; have acted as a priori information in the sense of [BG0S, Sect. 4.13],
i.e., they are assumed to be known in advance, and so has w. When we know
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these parameters, we may estimate U i from (4.24). On the other hand, when the
U;’s, or rather their estimates U ; are known, we can estimate p and the relativities
y{, ey y,"{, by GLMs, and calculate y; = yli yzi ‘e y,"e. Here we treat ﬁj as a known
offset variable, see Sect. 3.6.3. So once we know the value of U; we can estimate 4
and y;, and vice versa,; this leads to the idea of using an iterative procedure.

We now introduce an algorithm for simultaneous, iterative rating of ordinary fac-
tors by GLMs and an MLF by credibility, in the multiplicative model ,uyli o Vlie Uj.

Step 0. Initially, let U j=1forall j.

Step 1. Estimate the parameters for the ordinary rating factors by a Tweedie GLM
(typically Poisson or Gamma) with log-link, using log(ﬁ ;) as an offset-variable.
This yields & and P/, ..., Pj.

Step 2. Compute 62 and 72 as in Sect. 4.2.1, using the outcome of Step 1.

Step 3. Use (4.24) to compute U j» using the estimates from Step 1 and 2.

Step 4. Return to Step 1 with the new U ;j from Step 3.

Repeat Step 1-4 until convergence. In some cases, a relatively large number of
iterations may be necessary to get good precision: it is not unusual that 100 iterations
is required for a precision of 10~# in the estimators. In other cases, the convergence
is much faster.

We call this the backfitting algorithm, due to its similarity to its namesake in
additive models, see Sect. 5.4.

Remark 4.3 By Sect. 3.6.3, offsetting log(ﬁj) in Step 1 is equivalent to running a
GLM with new variables y;;;/u; and weights w; jtui_p . Note the analogy to the
variables 17, jr and W; jr introduced in (4.20) and used in Step 3.

Remark 4.4 Suppose that for some j we had full credibility, i.e., z; = 1. Then (4.24)
could be rewritten

nuj=v..,

which can be recognized as the ML equation that would result if U; was just another
ordinary rating factor in our GLM, as will be verified in Exercise 4.8.

Now, z; = 1 is just the theoretical limiting case when the exposure tends to infin-
ity. In practice we might have a large exposure w; j;, by which z; will be close to 1;
then from the above derivation we expect the credibility estimate U ;j to be close to
the GLM estimate. This is a nice property, with the practical implication that we do
not have to worry too much about whether an U; should be treated as a random or
a fixed effect—both approaches give approximately the same estimates. Since we
often have quite varying numbers of observations for different groups j, it is nice
not having to single out the groups with sufficient data from the MLF.
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4.2.3 Application to Car Model Classification

As an illustration, we present some results on car model classification in motor hull
insurance, using data from the Swedish insurance group Liansforsékringar Alliance.
The car model (such as Renault Scénic 1.8, Volvo V70 2.4) is an important rating
factor in motor insurance. As mentioned in Example 4.1, car model can be viewed
as an MLF, with roughly 2 500 levels. In this context, classification means to form
more or less risk-homogenous classes of car models. This can be done by estimating
U; by credibility and then grouping the cars according to their U j-values.

There is also a large number of ordinary rating factors such as gender, age, annual
mileage etc., and a specific car model j may appear in any tariff cell i constructed
from these factors. The presence of both ordinary rating factors and an MLF makes
the backfitting algorithm of Sect. 4.2.2 suitable for car model classification.

As usual, we make a separate analysis of claim frequency using a Poisson GLM
with p = 1 and average claim severity using a gamma GLM with p = 2. Here we
present results only from the claim frequency part of the study.

An application of the backfitting algorithm with all the ordinary rating factors
and car model j gave the result shown by the non-filled bars (with the legend “No
auxiliaries”) in the histogram in Fig. 4.1, where the bins are formed by rounding the
U j’s to the nearest first decimal number. We find that almost 30% of the car models
have U ;’s in the span 0.95 to 1.05, but in most cases, the car model really makes a
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difference: the extremes differ by as much as five times (1.9/0.4 = 4.75) from each
other.

Another approach to car model classification would be to introduce a number of
ordinary rating factors that describe the car model technically, such as: weight, en-
gine power, type of car (saloon, estate car, convertible), etc. We call these variables
auxiliaries, since they are not intended for separate use as rating factors in the tariff,
but only to help in the car model classification. Let us call this the factor method of
car model classification; it has the advantage of not requiring any data for individual
car models—a new model can be rated with the same accuracy as an old one.

It is actually possible to have the best from both worlds, by combining the cred-
ibility method and the factor method as follows. Add the auxiliaries to the ordinary
factors in the GLM analysis and then again use the backfitting algorithm. The vari-
ation of the U s is shown in Fig. 4.1, with the legend “With auxiliaries”. Even
though over 45 % of the car models now get U ;’s close to 1, there is still a consider-
able variation among them; this shows that the factor method leaves a lot of resid-
ual variation, which can be estimated as a (residual) random effect U;. A possible
explanation is that the claim frequency is to a large extent determined by driving
behavior and that different cars might attract different kinds of drivers, not only due
to technical differences.

On the other hand, the introduction of the auxiliaries reduce the variation of the
U j’s. This is an indication that we get a better tariff from inclusion of auxiliaries
in our credibility car model classification: a brand new or rare car model will get
U j = 1 because of lack of data, but the auxiliaries still provide some information
on this car, thereby reducing the non-explained variation in claim frequency. For
models with large amounts of data, on the other hand, the introduction of auxiliary
variables makes little difference.

This effect is shown in some detail in Table 4.3, for a sample of car models
sorted by the exposure weights w.;. (number of policy years). As expected, with

large w.;., the weighted averages of the observations Y .j- produce reliable estimates
that are given high weight in the credibility formula, and the rating of car models
is hardly affected by the introduction of auxiliaries. This can be seen by comparing
the classification variable in the “No auxiliaries” case, viz. 17 j» to the classification
variable in the “With auxiliaries” case, ¢;, which is the new U ; from this round
multiplied by all the auxiliaries’ relativities. Note that the auxiliaries are tied to the
car model j and not to the tariff cell i.

At the other end of the table, with data from very few policy years, credibility is
low and the Y. j.’s are shaky. Here one has to rely, to a large extent, on the auxiliaries.
Without them, the classification would have been much closer to 1 for these cars.

4.2.4 More than One MLF

In applications we might have more than one MLF: in motor insurance, besides
car model, we may use a geographical area defined by postcode or parish, say. In



88 4 Multi-Level Factors and Credibility Theory

Table 4.3 Selected car models j with number of policy years w.;., weighted averages Y. .j-» credi-
bility estimators U; j and credibility factors Z; ;3 without and with auxiliary factors. In the second case
we have a classification variable c¢; which is U multiplied by the relativities for all the auxiliaries

J w. . No auxiliaries With auxiliaries
Y, f % v, 7 Zj ¢

1 41275 0.74 0.74 1.00 0.98 0.98 0.99 0.75
2 39626 0.58 0.58 1.00 0.89 0.89 0.99 0.59
3 39188 0.59 0.59 1.00 0.86 0.86 0.99 0.60
4 31240 0.82 0.82 1.00 0.93 0.93 0.99 0.82
5 28159 0.49 0.50 1.00 0.74 0.75 0.98 0.50
401 803 2.08 1.95 0.88 1.43 1.35 0.82 1.99
402 802 0.97 0.97 0.86 1.11 1.08 0.70 0.95
403 801 1.77 1.66 0.86 1.54 1.40 0.74 1.62
404 799 0.74 0.78 0.86 0.83 0.88 0.69 0.79
405 798 1.32 1.27 0.86 0.73 0.78 0.82 1.41
901 181 1.38 1.22 0.58 1.14 1.06 0.42 1.29
902 180 1.61 1.38 0.63 0.91 0.95 0.56 1.70
903 180 2.28 1.76 0.59 1.35 118 0.51 2.01
904 179 0.79 0.88 0.56 0.86 0.95 0.34 0.88
905 179 2.38 1.80 0.58 1.52 1.25 0.48 1.98
1801 7 2.39 1.07 0.05 2.05 1.03 0.03 1.22
1802 7 4.63 1.19 0.05 3.86 1.08 0.03 1.31
1803 7 0.00 0.96 0.04 0.00 0.99 0.01 0.55
1804 7 0.00 0.95 0.05 0.00 0.98 0.02 0.87
1805 7 0.00 0.94 0.06 0.00 0.98 0.02 0.58

principle, the algorithm can be extended to the case with two or more independent
MLFs in a rather straight-forward fashion: in the GLM run, both variables are offset;
when estimating one of the MLFs, the current estimate of the other is treated as any
other rating factor.

In practice it is common, however, to rate one MLF at a time. This means that
we form car model classes in one application of the algorithm, and then form geo-
graphical zones in a separate run, with the car models classes as offsets or as ordi-
nary rating factors. A reason for this is that the final classification is often set after
extensive dialogue with the subject matter experts.
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4.3 Exact Credibility*

We have defined the credibility estimator of the random effect V; as the linear
function of the observations that minimizes the MSEP in (4.10). The solution,
the Biihlmann-Straub estimator, was found under assumptions on the first two
moments—expectation and variance—only. But suppose we know the entire prob-
ability distribution, in the form of a Tweedie EDM for the standard rating factors.
Can we then improve on the credibility estimator by assuming a distribution for V/;
and minimizing the MSEP without the requirement of linearity?

We begin the investigation of this question by showing that the conditional ex-
pectation minimizes the MSEP—a result familiar from other parts of statistics. So
we are looking for the function of the observations 4 (Y) that minimizes the MSEP,
ie., E[(h(Y) — Vj)z], without any restrictions.

Theorem 4.4 The function h(Y) that minimizes the MSEP in (4.10) is given by
h(Y) = E(V;1Y).
Proof In the proof, we exclude the index j, and write & = h(Y). First note that
V=1’ =V =)+ (h =1 +2(V = hy(h = h),
where the last term has zero expectation, since
E[(V — ) (h = W)|Y] = (h — h)(E[V|Y] —h) =0,
where we have used the fact that both 4 and A are functions of Y. Hence,
EL(V —1)*1= E[(V — )*1 + E[(h — 1)*] = EL(V — })’],

with equality if and only if & = h, i.e., when h(Y) = E(V|Y), which proves that
this choice of 4 minimizes the MSEP. O

Theorem 4.4 does not necessarily give a practical solution to the problem of
estimating V; and U;. But in the case when the observations follow a Tweedie EDM,
we can get explicit results by assuming a so called conjugate prior for U;. It turns
out that the solution is then the same that we found in Sect. 4.1. From a practical
point of view, this means that the extra information on probability distributions gives
no new results: the same estimators are derived in a new fashion. However, it is
interesting to know that—at least when we use a Tweedie model with conjugate
prior—the linear credibility estimator can not be improved on.

This result is referred to as exact credibility, and is due to Jewell [Je74]. In the
case of combining credibility with GLMs, an exact credibility result was given by
Ohlsson and Johansson [OJ06].

Remark 4.5 Lee and Nelder [LN96] introduced an extension of GLMs called hierar-
chical generalized linear models (HGLMs), where random effects are incorporated
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in GLMs. By extending the likelihood concept, estimators of U; are derived by
maximizing the extended likelihood.

For Tweedie models, using conjugate distributions for U, the HGLM estimators
are very similar to the linear credibility estimators. For a recent account of HGLMs,
see [LNPO6].

4.4 Hierarchical Credibility Models

In the car model classification example of Sect. 4.2.3, we might expect that cars of
the same brand (Renault, Volvo, etc.) have some risk properties in common, even
if they are of different models (Renault Megane, Renault Laguna, etc.). Thus one
would like to be able to include brand as a rating factor in our models; this would
be particularly helpful when a new model of a well-known brand is introduced on
the market, with no insurance data available. For some brands there are lots of data
(in Sweden Volvo would be an example), while for others there are very few ob-
servations; hence brand, like car model, is an MLF, for which one wants to use a
credibility estimator.

Since the car models are hierarchically ordered under the brands, this is a case
for using hierarchical credibility. As in the earlier sections, we like to take into
account a priori information from the standard rating factors (age, gender, mileage,
etc.) estimated by GLM and generalize the backfitting algorithm from Sect. 4.2 to
the hierarchical case.

Remark 4.6 Another hierarchical MLF in motor insurance is the geographical zone,
where we may have three or more levels, such as zip codes within counties, within
states. For the sake of simplicity, we only consider two-level hierarchical models
here.

Let Y;jx, be the observed key ratio, with exposure weight w; jx;, in a priori tariff
cell i, for sector j (car brand) and group k (car model) within sector j. Note that
while k is hierarchical under j, a particular i can be combined with any j, k and
is hence not part of the hierarchical ordering. The full multiplicative model is now,
with U; as the random effect for sector and U as the random effect for group
within sector

EYijue\U;j, Ujk) = uyivh - vhUUje. (4.28)

Here we assume E[U;] =1 and E(U|U;) = 1. As before, we use an abbreviated
notation for the standard rating factors, y; = y{y; - - - V5. We need credibility esti-
mators of both U; and U ji, but again find it easier to work with V; = uUj, and also
with Vi = uU;Ujx = V;Ujy, so that

EYijkel\ Vi, Vik) = viVik. (4.29)
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If, given the random effects, ¥ follows a Tweedie GLM model, then

¢ (i Vir)?
Var(Yijxe |V, Vik) = ——L—,
Wijkt

where ¢ is the dispersion parameter. This motivates the assumption

v
E[Var(Y;ji:|Vj, Vi)l = ——, (4.30)
Wi jkt

where 02 = ¢ E [Vj’;(]. We now generalize Assumption 4.2 to the hierarchical case.

Assumption 4.3

(a) The sectors, i.e., the random vectors (Y, Vj, Vjr); j =1, ..., J; are indepen-
dent.

(b) For every j, conditional on the sector effect V;, the groups, i.e., the random
vectors (Yjjir, Vji); k=1, ..., K; are conditionally independent.

(c) All the pairs (V;, V), j=1,2,...,J;k=1,2,..., Kj; are identically dis-
tributed, with

E[Vil=n>0 and EVi|V))=V;.
We use the notation
t* = Var[V;] and v = E[Var(Vjr|V))].

(d) For any (j, k), conditional on (V;, Vjt), the Y;ji,’s are mutually independent,
with mean given by (4.29) and with variance satisfying (4.30).

The hierarchical counterparts of (4.20) and (4.23) are

~ Yiik _ 5 = S Wikt Yijke

Yijkr = ——, Wijke = wijkey; . and Y. =L ————. (431)
Yi D it Wik

The estimators of the sector and group random effects V; and Vi are given in the

following two results.

Theorem 4.5 Under Assumption 4.3, the credibility estimator of V is

-~ ~Z
Vi=gq;Y ;. +(1—qpn, (4.32)
where
Wik © 2k g — 433

k== 5,3 e = —
W.jk. +0%/v? / Yk Zjk zj. +v?/7?
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I
The proof is given after the next theorem. Note that the mean Y ;.. is weighted
by z instead of w. If the group variance v? is small then Zjk ~ vzﬁjk/oz and
s0 gj ~.j./(W.j. +02/7?), so that ¢, as it should, is the credibility factor in a
model with no groups within the sectors, cf. (4.22). If, on the other hand, 2~ 0,
then ¢g; ~ 0 and so V; ~ u, indicating that the sector level may be omitted, as it

should when not contributing to the model variance.

Theorem 4.6 The credibility estimator of V. is

-~

Vie=zkY ji + (1 —ij)‘?', (4.34)
where 7-jk~, f/\] and z ji are given in (4.31), (4.32) and (4.33), respectively.

By the simple relation between the U’s and V’s we finally note that the random
effects in the multiplicative model wy; y, - -- ygU;U jx can be estimated as follows,

=z -

o~

~ Y.j.. Y. jk.
U./:qj7+(l—q.,'), UijijT-i-(l—ij).

J

To find the estimators of all the relativities in (4.28), i.e., yli, y2i, ety y}e, Uj, and
Ui, we iterate between GLM and hierarchical credibility by an obvious extension
of the backfitting algorithm from Sect. 4.2.2; we omit the details here.

Proof of Theorem 4.5 We shall bring this result back on Theorem 4.1 by showing
that Assumption 4.1 is fulfilled with Y, w ;; and o2 replaced by, respectively, Y. ks

Zjk and V2, By (4.29) we have E(?.jk.le, Vik) = Vji, and by Assumption 4.3(c),
this yields

E(Y jx|V)=Vj, (4.35)

which is the counterpart of (4.5). As for the variance we find, by the rule of calcu-
lating variance by conditioning and (4.30)

Var(Y j.|V;) = E[Var(Y .jx.|V;, Vi) Vi1 4 VarlE(Y .|V}, Vi) V]
= E[Var(Y.jx.|V))] = E[Var(Y .jx.|V;, V)] + E[Var(Vix| V;)]
Y W EWNVar(Yiju| Vi, Viol /v 2

~2
Wik

==+
W. jk-

By the definition of z j in (4.33), this can be rewritten as
2

=~ %
ENVar(V . |V))] = —,
Zjk
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yhich is the counter part of (4.7) here. Note also that by Assumption 4.3(b), the
Y. k- are independent for different k, given V;. Now all parts of Assumption 4.1 are

fulfilled with Y;;, wj,; and o2 replaced by, respectively, ¥ .jk-» Zjk and v2, and we
get the result directly from Theorem 4.1. 0

Proof of Theorem 4.6 We shall verify that the equations of Lemma 4.1 are fulfilled.
In the present setting these equations are, if we divide both sides of the second

equation by y; and recall that Y; ikt = Yijke/ Vi
E(Vix) = E(Vji), (4.36)
Cov(Vix, Yijur) = Cov(Vik, Yijws); Vi k1. (4.37)

Here we have excluded the 17, j/k-variables with ;' # j, since independence makes
the corresponding covariances equal to 0.

Now by Assumption 4.3(c), E(V;r) = E[V;] = u. By (4.35) we have E(I?.jki) =
uw, yhich we use in (4.32) to find E(Vj) = w. By inserting this in (4.34), we obtain
E(Vji) = u, proving that (4.36) is fulfilled. We now turn to the covariances.

By (4.29), Assumption 4.3(b) and (c), Lemma A.3 and (4.35),

Cov(Vjk, Yijir) = Cov[Vik, EYijire| Vi, Vik, Vir)l = Cov(Vig, Vir)
= E[Cov(Vjk, Vi) Vi1 4+ Cov[E(Vk|V;), E(Vjir|V})]
vi4+ 12, itk =k
_ . (4.38)
72, if k' k.
Next we turn to the left-hand side of (4.37) where
Cov(Vjx, Yijur) = 2jx Cov(Y i, Yijur) + (1 = 2jx) Cov(V}, Yijprr).  (4.39)

But since f/\] is a credibility estimator of V;, we have by Lemma 4.1,

Cov(V;, Yijurr) = Cov(V;, Yijurr) = CovIVj, E(Yijus|Vj)] = CovlV;, Vil =17,
(4.40)
In the case k’ # k, by Assumption 4.3(b),

Cov(¥ jx., Vijirr) = EICoV(Y k., Vijire [V + COVIE(Y i IV)), E(Fijire| V)]
=0+ Cov[V;, V;1=1, (4.41)
while in the case k' = k we first note that
Cov(¥ k., VijiulVj) = EICov(Y jic, Vijua |V, Vi)IV;]
+CoVIEY ji |V}, Vi), EQju Vi, Vi)l V]
ljk[

= " [Var(Yl]kt|V]vV]k)|V 1+ Var| ]k|V]
:/ .

8
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We now proceed as in (4.41) and get, by (4.30), (4.31) and (4.33),

Cov(Y k., Yijir) = EICOV(Y k., Yijiri |V, Vi)l + E[Cov(Vik, Vik|V)] + 72

. mijkt = 2
=5 E[Var(Y;ji |V, Vir)] + E[Var(Vji Vi) + T
k-
2 2
=0 4= g2
W. jk. Zjk

By inserting this, (4.41) and (4.40) into (4.39) we conclude

2
~ - 2p(E+ )+ (1 -zl =vi+ 12, ifk =k
COV(ij,Yijkt)={ ’ szk ) ! 5 o
Zjppt + (A —zjp)t =17, if k" #k.

But this is the right-hand side of (4.38); hence, (4.37) is fulfilled and the proof is
complete. g

4.4.1 Estimation of Variance Parameters

It remains to estimate the parameters o2, > and v?. Historically, only iterative so

called pseudo-estimators were available in the literature for the hierarchical case, but
recently direct, unbiased-type estimators were derived independently by Biihlmann
and Gisler [BG0S, Sect. 6.6] and Ohlsson [Oh05], for the case with just the hier-
archical MLFs and no ordinary rating factors. These estimators can easily be ex-
tended to the case with a priori differences, with the following result, where T'j is
the number of observations i and ¢ for the group (j, k), K is the number of groups
in sector j and J is the number of sectors. The result is stated here without proof.

I I

B R IT? Y Bk T — V)% (442

o TP =V =62 %, (K = 1) (4.43)
B = 20 (g W2 ) /.. ’ ‘

~Z =~z ~
o 2 (Y =Y )P =0T -1
T =
.= z?,/z..

, (4.44)

where 7.jy. is given by (4.31), ¥.,.. by (4.33), and

— I
kajkY.jkA =z ijj'Y-j~
=== and Y. ==
>k Wik 2%

~1
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4.4.2 Car Model Classification, the Hierarchical Case

As discussed above, the car brand might contain valuable information that is not
contained in the auxiliary (technical) data on the car; this suggest the application of a
hierarchical credibility model with the MLF car model hierarchically ordered under
the MLF car brand. In total the multiplicative model then includes: the ordinary
rating factors, the auxiliary factors based on technical properties of the car models,
the car brand random effect, and finally the car model random effect. We summarize
this in Table 4.4, using A to denote the number of auxiliaries.

Note that even though car brand is a random effect in the hierarchical credibility
model, from a practical point of view it serves the same purpose as the auxiliaries,
as explained in Sect. 4.2.3. The multiplicative model is now

L "
E(iju\Uj, Uji) = iyt - YiVigr - Vs aUiUje

As already mentioned, this model can be estimated by a hierarchical extension of
the backfitting algorithm of Sect. 4.2.2. We will not report all the extensive output
from such an analysis, but in Fig. 4.2 we display U ; for the 88 car brands used in
the analysis of hull insurance at Lénsforsidkringar Alliance. We see that there are
substantial differences between many of the car brands, but not as large as for car
models in Fig. 4.1. We conclude that it is worthwhile to include car brand in our
multiplicative model; this is especially important for the classification of car models
on which we have none or few data.

After separately analyzing claim frequency and claim severity by the above
method, we multiply the auxiliary factors, the car brand factor U ; and the car model
factor U jk» from each of these two analyzes and get

ok ik 5.1,
Cjk=VYiy1 " VesaUjUjk-

The cj;’s for claim frequency and severity are then multiplied, giving a classifica-
tion variable for the pure premium. The classification is finalized by calibrating this
variable to maintain the total premium level, as is demonstrated in Sect. 3.4 of Sundt
[Su87], and then forming classes from the calibrated variable.

This concludes our rather extensive treatment of the problem of car model classi-
fication. The combination of GLMs with (hierarchical) credibility in the backfitting
algorithm is an efficient tool here and in other situations, such as the problem of

Table 4.4 Variables in car model classification with hierarchical credibility and GLM

Rating factors Example Type Notation

Ordinary rating factors Age of driver Fixed effect y]i, yzi, ey yk
Auxiliary factors Car weight Fixed effect y 1Je]«(+1 , y,éiz, s y}ei A
Car brand Volvo Random effect U;

Car model Volvo V70 2.4 Random effect Ujk
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constructing geographic zones. In practice, the statistical analysis is often supple-
mented by expert judgement, and the result is not exactly the relativities estimated
by backfitting; hence, we may want to offset the finally chosen variable in any fur-
ther analysis of the ordinary rating factors.

4.5 Case Study: Bus Insurance

Let us investigate how the (non-hierarchical) backfitting algorithm in Sect. 4.2.2
works for bus insurance in the commercial lines. Transportation companies own
one or more buses which are insured for a shorter or longer period. Our aim here is
to estimate the individual claim frequency of 670 companies that were policyhold-
ers at the former Swedish insurance company Wasa during the years 1990-1998.
The data set busscase. txt, available at www.math.su.se/GLMbook, contains
the following variables (with Swedish acronyms):

e ZON: geographic subdivision of Sweden into seven zones, based on parishes and
numbered 1-7. The zones are the same as for moped insurance, Example 1.1, see
Table 1.1.

e BUSSALD: the age class of the bus, in the span 0—4.

e KUNDNR: an ID number for the company, re-coded here for confidentiality rea-
sons.

e ANTAVT: number of observations for the company in a given tariff cell based on
zone and age class. There may be more than one observation per bus, since each
renewal is counted as a new observation.
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e DUR: duration measured in days and aggregated over all observations in the tariff
cell.

o ANTSKAD: the corresponding number of claims.

o SKADKOST: the corresponding total claim cost.

The premium is based on the unit bus year; the premium for a bus company is
the sum of the premiums for all its buses, in all tariff cells.

Problem 1: Compute relativities for the claim frequency in a multiplicative tariff
based on ZON and BUSSALD, without reference to the fact that the buses belong
to different companies. For simplicity, we accept the levels of the rating factors as
they are and let ¢ = 1.

Hint: There is a company with some obvious errors in the data. Exclude that com-
pany from the analysis. (In practice we would try to get the correct value from
some source.)

Problem 2: Next take into account that companies may be different by using
KUNDNR as an MLF. Use the GLMC algorithm in Sect. 4.2.2 with p = 1. Do
you notice any change in the relativities for ZON or BUSSALD? Investigate how
large the i ;’s are by making a graph.

Hint: In the case p = 1, we can write (; = wy;; in this notation

. Do Wijehi

Zi= and
T ot/ + D it Wije ki

Yo i wijieYij
5 Doi Wijehi

Here we need to estimate jo2/72, but this value can not be computed accurately
with the aggregated data that is provided. For simplicity, we use the estimate
,u02 / 72 = 2.81 without computation; note that in practice, this value would of
course change in each iteration.

Problem 3: Test what would happen if 102 /72 = 28.1, instead of 2.81.

In reality the next step would be to estimate the average claim severity, either in
a standard GLM on just ZON and BUSSALD, or with the same technique as above.
Here we expect lower credibility than for claim frequency, so we might just stick to
the ordinary rating factors in this case.

Exercises

4.1 (Section 4.1)
(a) Use (4.8) and Lemma A.2 to show that

_ 0'2
Var(Y;) =12+ —.
w j-
(b) Show that the credibility factor in (4.12) can be interpreted as the percentage
of the variance of the observations that emanates from the variance between
groups, i.e., 2= Var(V;).
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4.2 (Section 4.1) Suppose that in a commercial insurance line of business, we have
computed the pure premium for a company j, based on data from n years: t =

1,2,...,n, by using Vj in Theorem 4.1, for the moment denoted as f/\;’. Then a
year passes and we get new data (w; ,41,Y;,+1) and want to compute the new
credibility estimator with as little effort as possible. Suppose that both 62/72 and
are unchanged by the addition of the new data. Show that then the new credibility

estimator \7;""1 can be written
v;’“ =cYjnr1 + (1 =0V},
and determine the value of c.

4.3 (Section 4.1) Repeat the calculations in Example 4.5, in a spreadsheet. Then
vary the Y-values and note the impact on the credibility factors. What if we have a
single very large Y-value? Also try deleting some observations of a company and
see how its credibility decreases.

4.4 (Section 4.1) With the data in Example 4.5, compute the two variance compo-
nents in Exercise 4.1 for each company.

4.5 (Section 4.1) Return once more to Example 4.5. Show that the credibility factors
in (4.12) are unaltered by changing unit of measure for the weights w (e.g. by using
number of employees instead of 10th of employees). Hint: Introduce new weights
ws = cw for some scaling factor ¢ and see how o2 and 72 or 62 and 72 change.

4.6 (Section 4.2) We obtained Theorem 4.3 by bringing it back on Theorem 4.1.
Alternatively, we could have derived Theorem 4.3 directly from Lemma 4.1. If so,
how could Theorem 4.1 be obtained as a special case of Theorem 4.3?

4.7 (Section 4.2) In Example 4.5 and Exercise 4.3 we computed credibility estima-
tors for five companies. Now, suppose that we already had a tariff with three classes,
in which we had obtained ft = 481.3, y; = 0.6, > = 1.0 and 73 = 1.4. A company
may well belong to one class for one year and then to another for the next year, due
perhaps to a change in composition of its work force.

Say that for all years, company 1 belonged to class 2 and company 2 belonged
to class 1. Company 3 was in class 2 except for the years 3 and 6 when it was in
class 3. Company 4 belonged to class 2 until year 10 when it changed to class 3 and,
finally, company 5 belonged to class 3 for the first 7 years and then to class 2 for
year 8-9.

Recalculate the credibility estimates with this extra information. In this case, we
do not know the value of p, since we have no information on how the tariff was
estimated. Try different values of p and see how it effects the estimates and in
particular the credibility factors, say p = 1.0; 1.5 and 2.0.
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4.8 (Section 4.2) Prove the statement in Remark 4.4 that U = 7 j-/m, defines the

maximum likelihood estimating equations for U; in the corresponding GLM. Note
that the latter equations in the present notation would be, from (2.30),

S =30 (4.45)
it My it My

where Mij = yildj.



Chapter 5
Generalized Additive Models

Almost every non-life insurance pricing problem involves continuous rating vari-
ables, like the age of the policyholder or the engine power of an insured vehicle.
By far, the most common approach in practice is to group the possible values of the
variable into intervals, treating values in the same interval as identical. This method
has the advantage of being simple and often works well enough. However, an obvi-
ous disadvantage is that the premium for two policies with different but close values
for the rating variable may have substantially different premiums if the values hap-
pen to belong to different intervals. Also, for a variable like age, it is unsatisfactory
if the premium is more or less constant for a number of years and then suddenly
goes up or down when the end of the interval is reached. Finally, finding a good
subdivision into intervals is often time consuming and tedious. The intervals must
be large enough to achieve good precision of the estimates, but at the same time
have to be small if the effect of the variable varies much. Sometimes both of these
requirements cannot be met.

Consider for instance the data in Fig. 5.1, which gives a clear impression of an
underlying continuous curve. The interval subdivision method corresponds to mod-
eling the effect by means of a step function. This is only an approximation to the
underlying continuous curve, which is not satisfactory unless we have a large num-
ber of steps. One may try to smooth the estimated relativities afterwards, but the
statistical efficiency of this technique is questionable. If we really believe that the
underlying effect varies continuously, then what we would like to have is a model
where this is incorporated as such. This would give us a better description of the un-
derlying risk, and hence a more competitive tariff. A simple way to achieve this is
to use polynomial regression, which was briefly discussed in Sect. 3.6.4. Although
polynomial regression is a step forward from the interval subdivision method and
works well in many situations, it turns out that there are some problems also with
this technique. To begin with, increasing the fit proceeds in discrete steps, by in-
creasing the degree of the polynomial, and the shape of the curve can change dra-
matically in a single step. A more serious problem is that high degree polynomials
are unruly and sensitive, causing numerical problems. Furthermore, it has been ob-
served that the value of the polynomial at a certain point may be heavily influenced
by observations pertaining to values in a completely different range.

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 101
EAA Lecture Notes,
DOI 10.1007/978-3-642-10791-7_5, © Springer-Verlag Berlin Heidelberg 2010
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Fig. 5.1 Claim frequencies for motor TPL versus policyholder age

In the 1980’s the problem of how to analyze the effect of continuous variables
was the object of much research and led to an extension of GLMs known as general-
ized additive models (GAMs). There exist several possible approaches to analyzing
GAMs; we shall only consider the well-known approach that goes under the name
of smoothing splines. It utilizes results from the theory of splines, i.e. piecewise
polynomials, which have their origin in the field of numerical analysis. To facili-
tate the reading of this chapter, we have placed some technical details on splines in
Appendix B, focusing on ideas and practical issues in the main text.

Implementing the methods described in this chapter is numerically more involved
than has been the case up to now. When you are applying the methods in practice,
you are likely to use some kind of software for GAMs, and therefore we focus
mostly on explaining the basic concepts. The reader who wants to go deeper into
the numerics is referred to Wood [Wo06]. This reference also contains additional
topics, such as the construction of confidence regions and an overview over some
other approaches to GAMs.

There is an interesting connection between GAMs and GLMs with random ef-
fects, which opens up the possibility of using estimation methods from random ef-
fect models. See for instance Lee et al. [LNPO6, Sect. 8.2.3].

5.1 Penalized Deviances

The starting point is that we have a set of data on list form, like in Table 2.2, with a
set of potential rating variables x;1, ..., x;j, where x;; denotes the value of variable
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Jj for observation i. The variables may be either categorical or continuous, but so
as not to complicate the situation more than necessary, we do not include multilevel
factors here. In Sect. 2.2 we discussed how to specify a model for the means, arriving
at (2.19):

r

Jj=1

Here we have written x/ ! instead of x;; to emphasize that the covariates appearing
in n; are not the original variables but some transformation of them.
Supposing at first that we have no interactions, the model may be written as

K K
ni=Po+ Y Bk ik, i)+ 4+ > Bk, bk, (xis)- (5.2)

ki=1 ky=1

Note that here the 8’s are renumbered as compared to (5.1); this notation makes it
clear to which variable a certain 8 parameter is associated. If variable j is categori-
cal, assuming a limited set of values {z, ..., ZK; }, then ¢ (x;;) assumes the value
1 or 0 according to whether x;; equals zj or not. If variable j is continuous and we
use a subdivision into K; intervals, then @ (x;;) =1 if x;; belongs to interval k,
otherwise ¢ ;i (x;;) = 0. If we are using polynomial regression for variable j, we
have ¢ (x) = xk.

Remark 5.1 To make the distinction clear we use the term rating variable for the
original covariate, and the term rating factor for the transformed covariate that ap-
pears in n;.

Hastie and Tibshirani introduced the concept generalized additive models, see
[HT90], where instead of (5.2) one assumes only that

ni=PBo+ filxin) +---+ fr(xig),

for some functions f;. Thus the additive effect of each variable is retained, whereas
one permits a more general model of how the mean depends on the particular value
of a variable. Of course, some of the functions may be of the traditional form as
in (5.2). One may also include interactions by means of functions f; of several
variables, but we shall postpone this case until Sect. 5.6.

Assume to begin with that we model all the variables except the first one in the
traditional way; the model then looks like

ni =Y Bixi; + fxui). (53)
j=1

Insurance data may consist of several million observations, but due to rounding a
continuous variable usually assumes a much smaller number of values. For instance,
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the age of the policyholder is usually registered as an integer, and so less than a
hundred different values occur. We let zy, ..., z,, denote the possible values of x;1,
sorted in ascending order. As already mentioned, the number of values m is typically
much smaller than the number of observations 7.

As a measure of the goodness of fit of some estimated means &t = {/i;} to the
data, we use the deviance D(y, i). Recall the discussion in Sect. 3.5, where it was
argued that deviances, like those in (3.4), may be defined starting from a variance
assumption, without reference to a likelihood. For simplicity, we shall refer to the
cases v(i) = 1, v() = w and v(u) = pu? as the normal, Poisson and gamma cases,
respectively, but it is to be understood that we do not assume a specific distribution,
but rather use the approach of Sect. 3.5.

Our goal is to find the function f in (5.3) that in some sense gives the best de-
scription of the effect of the continuous variable. So far we have made no assump-
tions concerning f(-) and obviously two functions taking the same values at the
points z1, ..., z, Wwill produce the same deviance. To begin with, modeling the ef-
fect of a continuous variable, it is reasonable to assume that f (-) is continuous, but in
fact we expect a little more than that, since arbitrary continuous functions may still
behave in an extremely irregular way. We shall therefore demand the function to be
smooth, which we take to mean that it is twice continuously differentiable. Still, this
is of course not enough to determine which function to use, since there are infinitely
many smooth functions assuming the same values at the points zy, ..., z,. To pro-
ceed, we realize that apart from being smooth, we also expect the function f(-) not
to vary wildly. We thus need a measure of the variability of f(-). There are several
possible definitions, but an intuitively appealing one is the integrated squared sec-
ond derivative, fab(f”(x))zdx, where [a, b] is some interval with a < 71, z,, < b.
For a function with much variation the second derivative will change a lot, resulting
in a high integrated squared value. A function without variability in this sense will
have fab( f"(x))%dx =0, so that the second derivative is identically zero, and the
function must be a straight line. The basic idea is now to add a penalty term to the
deviance and find a function f that minimizes

b
ACf) = D(y, ) + / (" () do, (5.4)

where D(y, n) depends on f through (5.3) and the relation n; = g(u;). The param-
eter A strikes a balance between good fit to the data, measured by the deviance, and
variability of the function f.

Still it is not at all clear how to proceed, since all we have assumed so far is that
f belongs to the set of twice continuously differentiable functions. However, in the
next section we will show that it suffices to consider a subset of this general class,
the so called cubic splines.

5.2 Cubic Splines

To construct a spline function, you take a number of polynomials, defined on a
connected set of disjoint intervals, and tie the polynomials together at the points
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where the intervals adjoin, in such a way that a certain number of derivatives at
these points match. The concept of splines can be defined in a general way, see
e.g. de Boor [dBo01], but we shall only use a limited set of splines.

The simplest kind of spline consists of a set of linear functions tied together.
More precisely, assume that we have a set of points uy, ..., u, withu; <--- <uy,
and that we define the linear functions px(x) =ar +bxx, k=1,...,m — 1 in such
a way that the endpoints match, i.e. px—1(ur) = prx(ur), k=2,...,m — 1. We then
define the function s(x) on the interval [uy, u,,] by

s(x)=pe(x), ur<x<upqy; k=1,...,m—1. (5.5

The function s(x) is continuous, and linear between any two points u; and uy41.
We shall call this a linear spline.

To get a curve that is continuous and also continuously differentiable, one may
instead tie together quadratic functions. Again, define s(x) as in (5.5), but now using
pr(x) =ag + bix + ckx2, where the parameters ay, by and ¢ have been chosen in
such a way that py_1(uz) = px(ux) and p;_ (up) = p;(up) fork =2,...,m — 1.
In this case, we call s(x) a quadratic spline.

Proceeding in the same manner, we can define a spline that is twice continuously
differentiable by using pi(x) = ax +brx + ckx2 + dkx3 and in addition to the condi-
tions for the quadratic spline add p;_, (ux) = p; (ux) fork =2,...,m — 1. We call
this kind of object a cubic spline. We shall want to be able to extend a cubic spline to
an interval [a, b] containing [u1, u,,]. In particular, we shall encounter cubic splines
s that are linear outside (i1, u,,,), i.e. s”(x) =0 for s € [a, u1] and x € [u,,, b]. Such
cubic splines are called natural.

More generally, a function on the interval [u1, u;,] is called a spline of order j
if itis j — 1 times continuously differentiable and on each interval [uy, ux41] itis a
polynomial of order ;.

The points uy, ..., u,, are called the knots of the spline and us, ..., u,_1, where
the polynomial are tied together, are called the internal knots.

To illustrate the effect on the smoothness of the curve when increasing the order
of the spline, in Fig. 5.2 a step function is shown together with a linear, a quadratic
and a cubic spline, all with the same set of knots.

The reason that cubic splines play a fundamental role in connection with penal-
ized deviances is contained in the following theorem, proved in Appendix B.1.

Theorem 5.1 For any points uy < --- < u,, and real numbers yi, ..., ym, there
exists a unique natural cubic spline s, such that s(uy) = yx, k =1, ..., m. Further-
more, if f is any twice continuously differentiable function such that f(uy) = yk,
k=1,...,m,then forany a <uy and b > u,,,
b b
[ wnrax < [Crra (5.6)
a a

Consider now the penalized deviance (5.4) for any twice continuously differen-
tiable function f. The deviance part of (5.4) is uniquely determined by the values
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Ww

Fig. 5.2 Step function (fop left) together with linear (fop right), quadratic (bottom left) and cubic
splines (bottom right)

f(zi), k=1,...,m. By Theorem 5.1, there is a unique natural cubic spline s, such
that s(zx) = f(zx), k=1, ..., m, and so the deviances corresponding to f and s are
identical. Thus, due to (5.6), A(s) < A(f).

Splines have been much used for interpolation, where one is looking for a smooth
function passing through a fixed set of points. Theorem 5.1 states that among all in-
terpolating twice continuously differentiable functions, the natural cubic spline min-
imizes the integrated squared second derivative. Recall that there also always exists
a unique interpolating polynomial of degree m — 1. In Fig. 5.3 the interpolating nat-
ural cubic spline is compared to the interpolating polynomial for a set of points. The
figure clearly shows that the spline is a much better choice for interpolation.

Theorem 5.1 makes it possible to take a big step forward in connection with
our problem of minimizing the penalized deviance (5.4). As concluded above, it
implies that when looking for a minimizing function among all twice continuously
differentiable functions, it suffices to consider the set of natural cubic splines. This
means that we may reduce the search to a set of functions that can be characterized
by means of a finite set of parameters, and so we have a well-defined minimization
problem. There are several possible ways of parametrizing the set of cubic splines.
We shall use the fact that a spline may be written as a linear combination of simple
basis splines called B-splines. This is the most common approach, due to its superior
numerical properties.

The definition and basic properties of B-splines are presented in Appendix B.2.
Here we shall be content with the graphical impression of Fig. 5.4, which shows
some cubic B-splines. The linear space of splines of order j for a set of knots
ui, ..., Uy, has dimension m 4+ j — 1, which is also the number of B-splines for
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Fig. 5.3 Interpolating natural cubic spline (solid) compared to interpolating polynomial
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that order. The B-splines of order j are denoted by Bjr(-), k=1,....m+j—1.
Loosely speaking, B-splines are the simplest possible splines of each order and ‘as
orthogonal as possible’. These vaguely stated properties make them suitable as basis
functions.

Here is the basic representation result, proved in Appendix B.2.

Theorem 5.2 For a given set of m knots, a spline s of order j may be written as

m—+j—1
s@)= > BBjx),
k=1
for unique constants By, ..., Buyj—1.

In the next section, we turn to the problem of minimizing the penalized deviance,
in the case of a single rating variable. In the ensuing section we will treat the case
of several rating variables.

5.3 Estimation—One Rating Variable

Before studying our basic models for claim frequency and claim severity, we shall
begin with the classic case of normally distributed observations. Although the nor-
mal distribution is seldom used in our insurance applications, it turns out to be of
some importance in the present context, as we shall see.

5.3.1 Normal Case

Assume that we have a single rating variable that is continuous, and that the obser-
vations are normally distributed with the identity link function. Let x; denote the
value of the variable for observation i and denote by z1, ..., z;; the possible val-
ues of the variable, in ascending order. Continuing from the previous section, we
are looking for a natural cubic spline s minimizing (5.4), which in the normal case
becomes, cf. (3.4),

b
As) =) wi(yi — s(x))” + 2 / (s" (x))* dx. (5.7)

We note also that for a natural cubic spline, which is linear outside [z, z,,], we have

b Zm
/ (s"(x)*dx = / (s" (x))* dx.
a 71
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Therefore, only s(x), z1 < x < z,, is used in the penalized deviance. On the interval
[z1, zm] we know from Theorem 5.2 that s(x) may be written as

m—+2
s(x) = Zﬁij(X),
j=1
where Bi(x),..., By4+> are the cubic B-splines with knots zi,...,z,. Using

this, the penahzed deviance may be considered as a function of the parameters
B1, ..., Bm+2, and becomes

m+2 2 m+2m+2
A(ﬂ)zzwi yi — Zﬂij(Xi) +/\Z Zﬁjﬁkgjk,
; = j=1 k=1

where
Zm
ij:/ B”(x)B (x)dx.
21

The numbers §2;; may be computed using the basic properties of B-splines. The
details are given in Appendix B.2.
To find the minimizing B, ..., Bm+2, we calculate the partial derivatives:

m-+2 m-+2

m:—ZZw, Vi — Z,Bij(xi) Bg(x,')-f-Z)uZ,BanjE-
j=1 j=1

Letting I denote the set of i for which x; = zz, we get

m+2

—ZZwi yi—Zﬁij(xi) By (x;)
i =1

m m+2
=-2> "> wi|yi— Y BiBi(z) | Bezp)
k=liel} j=1
m+2
= —ZZwk Jk — Z BjBj(zk) | Be(zk),

k=1 j=1

where

lf)k=Zwi, =—szyz

el zelk
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Setting the partial derivatives equal to zero, we obtain the equations

m m+2 m+2
DO BB Bz + 1Y BiRje = Z g i Be (24);
k=1 j=1 j=1 k=1
e=1,...,m+2. (5.8)

Introduce the m x (m + 2) matrix B by

Bi(z1) Ba(z1) -+ Bmy2(z1)
B Bi1(z2) B2(z2) -+ Bpi2(z2)
Bl(Zm) BZ(Zm) ce Bm+2(Zm)

Let W denote the m x m diagonal matrix with w; on the main diagonal and let £
denote the symmetric (m + 2) x (m + 2) matrix with elements £2 ;. Furthermore,
let B and y denote the column vectors with elements 8; and yy, respectively. The
equation system (5.8) may then be written on matrix form as

(B'WB + 1.2) 8 = B'Wy. (5.9)

Due to the way the B-splines are defined, the matrices B'WB and € are banded,
which simplifies the numerical solution of the linear equation system.

5.3.2 Poisson Case

We now move on to the Poisson case, with g() = log . We recall from (3.4) that
the deviance is

2 " wilyilogy; — yilog i — yi + ).
i
Since we have a single continuous rating variable, u; = exp{s(x;)}, where s is again
a natural cubic spline. The penalized deviance thus becomes

b
A(s) =2 wiyilogy; — yis (x;) — yi +exp{s (x;)}) + f (5" (x)) dx.

i

The problem reduces to finding B4, . .., Bn+2 minimizing
m+2 m+2
A(B) —2Zwl vilogyi —yi »_ BjBj(xi) —yi+exp{ Y BjBj(xi)
Jj=1 j=1
m+2m+2

+AD > BBk

j=1 k=1
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Differentiating with respect to the 8,’s and setting the derivatives equal to zero, we
arrive at the equations

m-+2

_szthZ(xz) + szy(xl)Be(xz) +2 Z BjS2j =

i j=l1
e=1,...,m+2, (5.10)

where we have introduced the notation

m+2
y(x)=exp{ > B;Bj(x)¢. (5.11)

j=1

Using wy and yi as in the normal case, the equations become

m+2
- Z Wi Yk Be(zi) + Z By () Be(z) + 1Y B Rje =
k=1 k=1 j=1
£=1,....m+2. (5.12)
Since y(zx) depends in a nonlinear way on By, ..., Bm+2, we apply the Newton-

Raphson method. Put

he(Brs -, Bny2) = — Y Wk FuBe(zx) + Y iry (k) Be(zx)

k=1 k=1

m+2
+AD B L=1.....m+2.

To solve the equations hy(B1,...,Bm+2) =0; £ =1,...,m + 2; the Newton-
Raphson method proceeds by iteratively solving the linear equation system, for the

unknowns "V, ..., gUtD,

(4 25) (7 =) G ) 0

L=1,....m+2.

We have

m

oh -
# = Z Wiy (zx) Bj (zk) Be(zk) + 282
b k=1
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Writing
m+2
v =exp{ > BBzt
j=1
the set of linear equation becomes
m m m+2
= wdiBeo) + Y by Bee) + A ﬁj(-")sz
k=1 k=1 j=I
m+2 m
1 -
+ 3 (B - ") (Z By Bj (@) Be(zk) + m,,g) =0;
j=I k=1

=1,...,m+2.

Rewriting this, we get

m+2 m m—+2

~ 1 1
Yo Y wny B0 BBy +2 Y B2
j=1k=1

j=1
m m+2
= Zlf)kyk(n) <)~’k/7/k(n) - 1) +y ﬂ](-")Bj(Zk) By(zk);
k=1 j=1
(=1,....m+2. (5.13)

Let W™ denote the diagonal matrix with elements 1y yk(n). Furthermore, let 8
denote the vector with elements ;‘35.") and y™ the vector with elements ¥/ yk(") -

1+ Z';‘ilz ﬁ;") Bj(zi). The system of linear equations may then be written on matrix
form as

B'W"B + 1)) = BW™y™. (5.14)

We note that these are the same equations as we would get in the normal case with
weights u”)kyk(") and observations ¥/ yk(") -1+ Z';l:lz ﬁj(.")B i (zk)-

Figure 5.5 shows the same observed marginal claim frequencies for the age of
the policyholder as in Fig. 5.1. The figure also shows a cubic spline fitted to the data
by using the method just described for the Poisson case. The smoothing parameter
A was chosen by trial and error so as to obtain a good fit in the graph. However, one
would of course prefer if A could somehow be chosen automatically and we shall

consider a method for doing this in Sect. 5.5.

5.3.3 Gamma Case

Finally, we turn to our main model for claim severity, the multiplicative gamma. As
the calculations are very similar to the Poisson case, we omit some of the details.
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Fig. 5.5 Observed Motor TPL claim frequencies with fitted cubic spline

The link function is again g(u) = log i« and the deviance is, cf. (3.4)

2 " wi(yi/pi — 1 —log(yi/ ). (5.15)

Following the arguments and notation of the Poisson case, we arrive at the following
equations, corresponding to (5.12):

_Zwk

£=1,....m+2.

m+2

Be(Zk) + Zkae(Zk) + A Z BjS2je=

j=1

Again, these are nonlinear equations and applying the Newton-Raphson method, the
equations corresponding to (5.13) now become

m+2 m
Z Z ~wBi (Zk)Bz(Zk)ﬂ(nH) + A Z ﬁ(nH)Q

j=1
m fk y(n) m—+2
=Y i | 1- +Z/3(’”B (z0) | Be(zi):
k
k=1 Yk y =

£=1,....m+2. (5.16)
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These equations correspond to the normal case with weights wy yi /v, ™) and the m
observations 1 — y™ /5 + Zmﬂ ﬂ(")B (z). Introducing the matrices W and

y"™ with these weights and observations as elements, and writing the equations on
matrix form, we again arrive at the expression (5.14).

As in the traditional multiplicative gamma case, we have the alternative of using
the scoring method, cf. Sect. 3.2.3. As is readily verified, the equation system may
again be written on matrix form as in (5.14). The vector y(") will be the same, but
in the diagonal matrix W the elements on the main diagonal now become .

5.4 Estimation—Several Rating Variables

We now turn to the situation with several rating variables and again begin with
the normal additive model to highlight analogies with the multiplicative Poisson
and gamma models. There are several possible algorithms for parameter estimation,
but we shall focus on the so called backfitting algorithm for additive models and
the corresponding algorithm for multiplicative models. The main idea behind the
backfitting algorithm is to reduce the estimation problem to the one-dimensional
case, discussed in the previous section. This idea also naturally leads to the concept
of partial residuals, enabling the useful partial residual plots.

An alternative algorithm is the penalized iteratively re-weighted least squares
scheme, see Wood [Wo06]. This is an extension of the algorithm in Sect. 3.2.3 and
is usually faster than the simpler backfitting method.

5.4.1 Normal Case

Let us assume that we have a set of categorical variables and two continuous vari-
ables. The generalization to the case of an arbitrary number of continuous variables
is completely straightforward.

We denote by xy; the value of the first continuous variable in observation i and
x2; the value of the second continuous variable. Furthermore we use z11, ..., Zim,
and 221, ..., Z2m, to denote the set of possible values for these variables. We treat
the categorical variables as in (5.3), and so the model is specified by

m1+2 m2+2
ni = Z’fol] + > BuBu(xi) + Z Be Bae(x2i),
j=0 k=1

where x/, = 1 for all i, so that f is the intercept. As always, the parameters are
not uniquely determined without further restrictions. If we add some constant a;
to all B1x and some ay to all Br¢ while subtracting a; + a» from By, then due to
the property (B.22) of B-splines, 1; remains unchanged. If we want to, we can
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achieve uniqueness by choosing base levels for the continuous variables. In prac-
tice, the rounding of the variable, for example rounding age to whole years or car
weight to the nearest 50 kilograms, gives rise to a relatively small number of pos-
sible values. Therefore, we can choose some z1; and zog as the base levels, where

Je{l,...,mi}and K € {1, ..., my}. This means that we have
mi+2 mo+2
> BuBi(zi))=0 and Y BxuBi(zax) =0. (5.17)
k=1 =1

We could now change the parametrization and eliminate one of the S as we have
done for the categorical variables; however, we shall not pursue this possibility. It
turns out that with the estimation procedure soon to be described, it is not necessary
to put any restrictions on the 8 parameters. Arbitrary adjustments of the mean level
can be made after the estimation is completed. In fact, in a tariff analysis, only the
relativities are important; the mean level of the premium is decided based upon other
considerations, cf. Sect. 3.6.7.

Remark 5.2 In cases where the number of values of a continuous variable occurring
in the data is very large, one may want to reduce it to speed up execution. Either
one can round the values to the nearest integer or whatever is appropriate, or one
can use an interval subdivision and compute weighted averages of the values in the
intervals to use as knots. In contrast with the traditional interval subdivision method,
the choice of the number of intervals is not very important here. For an illustration
of this phenomenon, see Grgic¢ [Gr08, pp. 42—43].

In the additive normal case we have n; = ; and we define the penalized likeli-
hood as

mi+2mi+2 my+2mo+2

2

A= sz(yz wiy Hr Yy Y ﬁl;ﬁlkﬂ,k +h Yy, Y /321,1‘321{9;,()-
j=1 k=1 j=1 k=1

(5.18)
The notation should be obvious. Thus we add two penalty terms, corresponding to
the two continuous variables. Next, let us introduce the notation

,
/
voi = Y Bixij,
j=0

mi+2

V| = Z B1jB1j(x1i),

Jj=1
mo+2

Vo = Z B2jB2j(x2;).

j=1
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The deviance may then be written as

Z wi (i — wi)? = Z wi (Vi — (voi + vii +v2:))?
i i

=Y wil(yi — vii — vai) — vo)*. (5.19)

L
If Bi1, ..., Bi.m+2 and Boi, ..., B2 m,+2 were known, the problem of estimating
Bo, - .., Br would be identical to the usual problem with only categorical variables,
since the penalty terms are then only constants, but with observations y; — vi; — vo;.
Similarly, if we knew B, ..., B and Ba1, ..., B2,m,+2, the problem of estimating
Bit, ..., B1,m;+2 1is precisely the one treated in Sect. 5.3.1, with the observations

vi — voi — v2;. The corresponding statement of course holds for the second contin-
uous variable.

These observations lie behind the following estimation method. First compute
some initial estimates. For instance, ,30, ey ﬁr can be derived by analyzing the data
with the continuous variables excluded and setting all { ,31 j}and { ,32 1 to zero. Given
a set of estimates, put

,

A 5

voi = E Bijxijs
j=0

mi+2

D = Z B B1j(x1i), (5.20)
=1
mo+2

Dy = Z B2 Baj (x2:).
=1

Now proceed by iterating between the following three steps:

Step 1. Compute ,311, e ﬁl,mﬁz asin Sect. 5.3.1 based on the “observations” y; —
Do; — Dp; with x|; as a single explanatory variable.

Step 2. Compute ,321, ey Bz’mﬁz based on the “observations” y; — Uy; — D; with
X7; as a single explanatory variable.

Step 3. Compute new ﬁo, e, ,3, based on the “observations” y; — Dj; — p; and

using only the categorical variables.

One continues until the estimates have converged. This procedure is called the back-
fitting algorithm in Hastie and Tibshirani [HT90], which in addition contains results
on the convergence of the algorithm, see also Green and Silverman [GS94].
Considering one of the continuous variables, for instance the first one, to update
the estimates ,311, e, ,BAL,,,H_Z we use the ‘observations’ ylf =y; — Do; — Vy;. These
are called the partial residuals corresponding to the first continuous variable. As in
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Sect. 5.3.1, let I denote the set of i for which x;; = zjx and write
D=y wi, ylk——zwtyz
el l€1|k
it
Now define y|, by
== Z wiy; = =— Z w; (yi — Voi — V2i) = Y1k — Z w; (Voi + D2i) -
lEI]k el iel

We see that the equation corresponding to (5.8) now becomes

myp mp+2 mi+2
D0 DB i) Biezu) + A Z ,31,52(1)
k=1 j=1
1
=Y budBieGi): £=1.....m +2. (5.21)
k=1

This is of course the same equation as we would have if we had a single continuous
variable, weights w1, ..., Wwy,, and observations y;l, e, y;ml. Thus, after con-
vergence of the algorithm, we could check the fitted spline against these aggregated
partial residuals. An example of such a partial residual plot will be given in the next
subsection.

The backfitting algorithm and the possibility to define partial residuals are based
on the fact that if we add a constant to a variable having a normal distribution, it
remains normal. The scale invariance property (cf. Sect. 2.1.4) makes it possible to
extend these concepts to multiplicative Tweedie models. We shall now verify this,
beginning with the (relative) Poisson case.

5.4.2 Poisson Case

We now turn to the Poisson case and consider the same situation as in the previous
section. However, instead of the v;; we now define

,
yoi =expy Y Bixji

mi+2
yi=expy Y BijBijxi) ¢, (5.22)
j=1
m2+2

Y2i = €Xp Z B2jB2j(x2i)
j=1




118 5 Generalized Additive Models

Assume for the moment that the parameters By, ..., B, and B, ..., B2, m,+2 are
known. Similarly to (5.19), the deviance in the Poisson case may be written as

2 " wi(yilogyi — yilog i — yi + i)

1

=2 Z w; (yi log yi — yi log(yoi v1iv2i) — Yi + Y0iY1i V2i)

l
Yi Yi Vi Yi
=2 E inOiV2i< — log—— — ——logy;; — —— + Vu) .
; Y0i V2i Y0i V2i Y0i Y2i Y0i V2i

We may then define

1 / Vi
w; = W; Y0i V2i> yi = >
Y0i YV2i
and the penalized deviance becomes
my+2my+2
1
A=2) w3 logy; = y/logyii =y +vi) + A1 Y Y BijBuy). (523)
i j=1 k=1

where we have excluded the second penalty term since it is just a constant when
estimating B11, ..., B1,m,+2. Since the deviance is symmetric in yo;, y1; and y»;, we
can factor out yp; y»; Or Yo; v1; in the same way.

We now realize that we may define a backfitting algorithm in analogy with the
normal case. Similarly to (5.20), we define

.
Poi =expi > Bix);
=0
mi+2
pi=expy Y BijBijxi ¢, (5.24)
J=1
mo+2
Pri=expy Y B2jBoj(x2i)
j=1

The backfitting algorithm in this case consists of iterating between the following
three steps:

Step 1. Compute ,311, A ,BAl,m]Jrz as in Sect. 5.3.2 based on the “observations”
vi/(Poi v2i) and weights w; Po; 2i, with x1; as a single explanatory variable.

Step 2. Compute ﬁzl,..., Bz,mﬁz based on the “observations” y;/(yo;iy1;) and
weights w; yp; 71, With xp; as a single explanatory variable.

Step 3. Compute new Bo, ey Br based on the “observations” y; /(71;72i), weights
w; Y1; V1i » and using only the categorical variables.
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Each step amounts to using a GLM with an offset, cf. Sect. 3.6.3. In fact, this pro-
cedure is entirely similar to the backfitting algorithm in Sect. 4.2.2, and this is why
we chose the same name there. With /; as in the previous subsection, we define

~/
wlk—zw Yik = - Zw

el Wik el

Proceeding as in the normal case, (5.23) may be written

mj

22 ﬁ)ik@ik logﬂk - %k log 1 (z1x) — %k + n1(z1x))
k=1

mi+2m+2

+a Y Z ﬂljﬂlkf?](k),
j=1 k=1

where

mi+2

pix) =exp{ Y BuBix(x)

k=1
Thus what we are doing is fitting p1(z11),..., #1(z1m,) to the “observations”
Yi1s-+++¥1,m,- A natural graphical method for checking the fit after completing
the estimation of the parameters would therefore be to plot p1(x) with inserted
Bit, ..., Bim, against iil, .«+, Y1m, - The values )711, ..., Y1m, may be called aggre-

gated partial residuals in analogy with the normal case.

An example of a partial residual plot, borrowed from Grgi¢ [Gr08], is shown in
Fig. 5.6. It concerns our basic moped data from Example 1.1, with the difference
that the variable vehicle age is treated as a continuous variable instead of being
categorized into just two age classes. The figure shows the fitted spline for the claim
frequency against the aggregated partial residuals. A partial residual plot can be
used to validate the fit of the spline to the data, and in particular to choose the value
of the smoothing parameter A. Here though, A was selected using cross validation,
as explained in Sect. 5.5.

The methodology described so far covers the case of an arbitrary number of cat-
egorical and/or continuous rating factors. In case we also have a multi-class factor,
the steps of the backfitting algorithm described above can be inserted in place of
Step 1 in the backfitting algorithm described in Sect. 4.2.2. The details are left to
the interested reader.

Remark 5.3 As already mentioned, one may introduce a base level for a continuous
rating factor. For instance, in the example of Fig. 5.6, two year old mopeds were
chosen as the base level. Assuming vehicle age to be the first continuous variable in
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Partial residuals — claim frequency

Vehicle age

Fig. 5.6 Partial residual plot from moped data

the above discussion, let us write

mi+2

8lk = exp Z,éljBlj(Zk) ; go=exp{fo}.
j=1

If z; is to be the base level, we divide all g1x by g1, and multiply go by g1;.

Remark 5.4 Sometimes it is required that a certain interval subdivision be main-
tained for a continuous variable. For instance, it may be complicated to change the
structure of the tariff tables and one has to stick to three year intervals for vehicle
age. Still, one may carry out the analysis using an arbitrary set of knots and then
use the fitted spline to compute relativities for the intervals, by suitably weighing
together the relativities for the knots.

5.4.3 Gamma Case

We continue with the same notation as in the previous subsection. The deviance in
the gamma case is, cf. Sect. 3.1,

D=2% wi(yi/wi — 1 —log(yi/mi)- (5.25)
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Using the same notation as for the Poisson case in (5.22) and (5.4.2), the deviance
may be written

Y0i V1i V2i Y0i V1iY2i
v/ v/
=2) w; —’—1—log—’).
Do (-1

We see again that if By, ..., B, and Bi;, B1m, were known, so that yp; and yy; were
also known, the deviance is the same as in the one variable case when estimating
B21, ..., B2,m,. In the gamma case, as in the normal case, the weights need not be
modified. Using this, the algorithm in the gamma case can be constructed following
the steps in the Poisson case.

23w, <7yi —1—log—2t— )
i

5.5 Choosing the Smoothing Parameter

Depending on the smoothing parameter A, the fitted cubic spline varies between
two extremes: a straight line and the interpolating natural cubic spline with perfect
fit to the data. The question remains: how do we determine A? As mentioned in
Sect. 5.4.2, a simple way of choosing A is to plot the fitted cubic spline for various
values of A and compare with the partial residuals. However, this is a subjective
procedure and there is also a need for a data-based automatic selection of A. In this
section we describe the method known as cross-validation.

We begin with the case of one rating variable and the normal distribution. The
fitted cubic spline minimizes the expression

m b
AE) =Y G =@+ [ 670P d, (5.26)

k=1

where the smoothing parameter A controls the variability s. The idea behind cross-
validation is to choose A as follows.

Suppose we delete a certain z; and the corresponding y; from the data. We can
then, for any A, compute the minimizing cubic spline s,? (x) for this smaller data set.
Now, with an appropriate value of X, the estimated mean at zi, i.e. s,ﬁ (zk), should
be a good predictor of the deleted data point y;. Furthermore, this should be the
case for any k. It is natural to measure this overall ability to predict the deleted
observations by the corresponding deviance

m
I 2
Cy =Y (Fx — st (z0) " (5.27)
k=1
in the same way as we have previously measured the fit of a set of estimated means

to the data. The idea of cross-validation is to choose A as the value for which the
cross validation score C()) is minimized.
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It appears that to compute C (1), we would have to solve m minimization prob-
lems, one for each deleted observation. However, we shall now show that in the
normal case, the computation of C (1) can be simplified.

First, recall that for a given A and any observation vector y with m elements,
the coefficients By, ..., Bn+2 are given as the solution to the linear equation sys-
tem (5.9):

(B'WB + 1) 8 = B'Wy.
Let /ix denote the estimated mean at zx, i.e. iy = ZT:]Z B jBj(zi). If fi denotes the

column vector with elements {{i}, we have ft = Bf!. It follows that whatever the
observations in the vector y are, the estimated means are given by ft = Ay, where

A=BB'WB +12)"'B'W. (5.28)

Now, let A be given and let s;(x) = 51? (x) be the minimizing cubic spline for the
case when we have deleted the kth observation, where we omit the superindex X for
notational convenience below. Consider the vector y* of length m, with components
y}f given by yj =yj, if j #k, and y; = sg(zx). Then for any twice differentiable
function f(x),

m 2 b
> (y7 _f(Zj)) +Af (f"(x))dx

j=1

2 b
> Y (v - £@p) +Af (f" () dx

2 b
ny (y;‘—sk(z,-)) +)»'/ (s (x)) dx

i

J#k
=) (y;f—sk(z,)) +A/ (s)(x)) dx.
j=1 “
This shows that for the observations yj,...,y,, the minimizing cubic spline

is sx(x). Thus if s(x) denotes the minimizing cubic spline for the observations
Vi, .-, Ym, and A = {ay;}, we have

m

@) =) ayi= ) a¥j+awi
=1 I<j<m
’ 4

m

= Zakjﬁj — Ak Vi + axrsk (zk)
Jj=1

= 5(2k) — ark Yk + arsi(2x)-
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Thus,
Vi — sk(ze) = Yk — 8 (2) + akke Gk — s (2k))s (5.29)
and so
- i — s (zk)
e — si(gp) = 2K "1 L (5.30)
— agk

‘We have now shown that

L (F— s
Cy=Y i (yk d ) , (5.31)
1 —apk
k=1
and so C(A) can be computed from the estimated means s(z1), ..., s(z;) for the

full data set, together with the diagonal elements of the matrix A. A minimizing A
can then be found by some appropriate search method.

In analogy with the normal case, we would define the cross-validation score in
the Poisson case using the deviance

CO)=2) ik (Fxlog Jk — Fisi (zx) — T +explsg (z0))). (5.32)
k=1

However, looking through the derivation of the simplification (5.31), we see that it
relies heavily on the linearity of the normal case, and so it does not generalize to
the Poisson case. Of course, we may compute C()) by finding all the minimizing
splines slk, ..., 5., but this could be time consuming. Because of this, an approxi-
mative method has been suggested, which goes as follows.

Recall that in each iteration of the Newton-Raphson method, we are solving the
system of linear equations (5.14), which may be viewed as having arisen from nor-
mal observations yi /v — 1 + ZT:IZ ﬁ;")B j(zx), and with weights ;. The
idea is to obtain the minimizing spline s (x) for this situation and the correspond-
ing matrix

A® —BBWB + Q)" 'B'W® (5.33)

and obtain the approximate cross validation score

m 5 _smy\2
C(")(k):ZUNJk (u) ) (5.34)

(n)
k=1 1 —ay

The minimizing A is then used in the next iteration, until convergence.

In the case of several rating variables, a simple approach is to proceed as in
Sect. 5.4.2, and apply the above method each time we update the estimates for a
particular continuous variable. Usually, this method gives reasonable estimates of
the smoothing parameter, which can be checked using the partial residuals. For more
refined estimation methods, see Sects. 4.5-4.7 in Wood [Wo06].
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The computation of the matrix A defined in (5.28) involves computing the inverse
of the matrix B'WB + 1. However from (5.31) we see that only the diagonal
elements of A are used in the cross-validation score. There is a fast algorithm for
computing these diagonal elements without matrix inversion, making use of the
banded structure of B and 2. This algorithm is described in Sect. 3.2.2 of Green
and Silverman [GS94], see also the errata for that text.

Depending on the scale for the continuous variable, the minimizing A can some-
times be extremely large. It is usually a good idea to rescale these variable values
together with the weights, see e.g. Grgi¢ [Gr08, p. 24]. That paper also contains
some interesting non-life insurance examples on cross-validation, for example situ-
ations where the function C'(}) have several minima.

5.6 Interaction Between a Continuous and a Categorical
Variable

How to model interaction between two categorical variables has been discussed in
Sect. 3.6.2. In this section we treat the case when one of the variables is categor-
ical and the other continuous. The case when both variable are continuous, which
involves the concept of bivariate splines, is treated in the next section.

Let us first consider the case where we have only the two interacting variables
and no other. We let x; denote the value of the categorical variable for the ith ob-
servation, and xp; the value of the continuous variable. We denote by z11, ..., Zim,
and 221, ..., Zom, the possible values of xy; and xp;, respectively. Define the func-
tions ¢;(-), j =1,...,mq by setting ¢;(x) = 1, if x = z1;, and ¢; (x) = 0, other-
wise. Furthermore, let By (), ..., By,+2(:) denote the cubic B-splines for the knots
2215 -+ 5 22my -

It is natural to model the effect by m different splines, one for each possible
value of x1;. In the example of age effects for male and female drivers in Sect. 3.6.2
there would be one spline for men and one for women. Thus we may express our
model as

myp mpy+2

i =n(ai,x2) =Y Y Bjkd;i(xii) Be(xai).

j=1 k=1

Let s;(x) denote the cubic spline ZZZTZ BjikBi(x). Since ¢;(z1;) = 1, we see that

if x1; = z1;, then n; = 5 (x2;).

Consider now the Poisson case and write @ (x1;, x2;) = exp{n(x1;, x2;)}. In anal-
ogy with the corresponding expression for a single continuous rating variable, the
penalized deviance is defined as

mi
2> " w;(yilogyi — yilog w(xi, x2i) = yi + (X1, %20)) + Y A /(S}/(X))2 dx.
i =1
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Since the effect of the continuous variable may be quite different for different val-
ues of the categorical variable, as may also the data volume, it is natural to permit
individual smoothing parameters A, ..., Apy,.

Next, for j =1,...,m; and k =1, ..., my, we denote by I the set of i for
which x1; = z1; and x2; = zo¢. We then define w j; and yj; by

Djg= Y wi, 5jk=ﬁ%k2wiyi~
j

i€ljy i€lj

Differentiating the penalized deviance with respect to B, and setting the derivatives

equal to zero, we obtain foreach r =1, ..., my,
my mo mo+2
=Y B FekBs () + Y Breexpy Y BroBe(zan) ¢ Bs(zak)
k=1 k=1 =1
my+2
+)¥rZ,3r€~QKs=0§ s=1,....,my+2;
=1

recall the definition of £2 i in (5.3.1). Comparing with (5.12), we see that our present
problem is the same as if we had m different sets of data, the r:th having weights
wys and observations Y5, s = 1, ..., my. Thus we may carry out the fitting of the
m splines independently of one another. The gamma case is entirely similar.

Having additional explanatory variables involves nothing new and one may iter-
ate between fitting the above splines and the fitting connected with the other vari-
ables, as described in Sect. 5.4.2.

For an application of the method described in this section, see Grgi¢ [Gr08,
p. 48].

5.7 Bivariate Splines

In Sect. 5.6 we studied how to handle interactions between a continuous variable and
a categorical one. We now consider the situation where we have two interacting con-
tinuous variables. This involves the fitting of some smooth surface to observations
corresponding to points in R?. Generalizing the concept of penalized deviances, we
shall see that it is possible to derive explicit expressions for the solutions to the
resulting minimization problem. It turns out that these are not piecewise polynomi-
als and that some of the nice properties of the one-dimensional case are lost. Still,
we will have a useful method for modelling interactions between two continuous
variables.
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5.7.1 Thin Plate Splines

We now assume that we have two continuous variables and let (xy;, xp;) de-
note the values of the pair of variables for observation i. Furthermore, we let
(z11,221), - --» (Z1m» z2m) denote all possible values of the pair of variables. Note
that this is not necessarily the set of all possible combinations of the values assumed
by the separate variables. For certain values of the first variable, not all values of the
second variable may occur in the data.

We want to model the effect of the variables by means of a function f(xq, x2),
occurring in the deviance through

ni = fx,x)+---.

Let us denote the corresponding deviance by D(f) to highlight the dependency
on f. Obviously, two functions f and g satisfying f(zix, z2k) = g(Z1k, 22k) for
k=1,...,m also satisfies D(f) = D(g).

It is not immediately obvious what the penalty term should look like in two di-
mensions. However, a natural choice would be to put restraints on all of the second
partial derivatives and use

2

aZf 32f 2 82f 2
// <8x1 ) <3x13x2> + <8x28x1) + 8—)65 dxydx;,
that is
32f 2 32f 2
// (8"1 ) 2<8x18x2) + <8—x§) dxy dixy. (5.35)

In the one-dimensional case the integral was defined over an arbitrary interval con-
taining all the observation points, and we could also have integrated over R. In
two dimensions, it will not be immaterial what integration region we choose. Inte-
grating over finite regions is more complicated, and therefore we integrate over the
entire R?.

It turns out that we will also have to make some changes to the definition of the
family F of permissible functions. We would like to take the set of twice continu-
ously differentiable functions, but this turns out to be a bit too strong. Of course, the
integral in (5.35) must be well-defined, but for things to work out we require only
that the second partial derivatives are square integrable. Furthermore, it will also
be practical to require that the first partial derivatives are bounded, which anyway
seems like a nice property of the type of functions we are looking for. The reasons
for why exactly these requirements are appropriate are made clear in Appendix B.3.
So we define F to be the set of functions f on R?, such that

(i) The first partial derivatives of f are continuous and bounded on R;
(ii) The second partial derivatives of f are continuous for all (x1, x2) # (21, 22;);

j=1...,m
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(iii) The integral (5.35) is well-defined and finite.

In analogy with the univariate case, we want to find an f € F minimizing the
penalized deviance

227\’ 27\ (927\
A(f):D(f)+k// (ﬁ?) +2<8x1;x2> +<a—x§> dxdy.

In Appendix B.3 it is shown that a solution is given by

m
derlf(xl ,x2) logrZ (x1,x2) +ap + arxy +axxz,  (5.36)

s(xy,x0) = —
167 P
where ri(x1, x3) = \/(xl — z1x)% + (x2 — z21)? and the parameters d, ..., d,, sat-
isfy
m m m
Dode=0, Y dze=0, ) diza=0. (5.37)
k=1 k=1 k=1

Furthermore, it is shown that the penalty term can be written as

2 2 2
3 f 32 f 3 f
— 1] +2 + | — dxidx
// (8x%> <8x18xz) 3x§ 1
1
T 16w

m m

2 2
DO djdiri (21, 22) log (217, 22))-
j=lk=1

5.7.2 Estimation with Thin Plate Splines

We have used the B-spline representation of univariate splines, but there also exists
a representation similar to (5.36). In Appendix B.1 it is shown that a natural cubic

spline with knots uy, ..., u,, can be written as
(x) 1id| *+ao+ (5.38)
s(x)=— — .
D klX — Ug ap+apx,
k=1
for some constants dy, ..., dy, ap, a;, where di, ..., d,, satisfy the conditions
m m
de =0, deuk =0. (5.39)
k=1 k

Before continuing with thin plate splines, let us see what form the estimation prob-
lem takes using the representation (5.38) of natural cubic splines. We begin with
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one continuous rating variable and assuming a normal distribution. The notation is
the same as in Sect. 5.3.1.

In Appendix B.1 (Lemmas B.3 and B.4), it is shown that the penalized deviance
(5.4) takes the form

A=) wi(yi —s(x) + A / 500 dx

—00

2

l m
:Zwi yi — E;djlxi—z,'|3+a1+a2x5
i j=

1 m m
-H»E ZZdHZj —ul’.

j=lk=1

As before in the normal case, we have a linear minimization problem, but under the
constraints (5.39). If we put

o1dy,....dp,a1,a0) =dy + - +dy,
¢r(dy,....dy,a1,a0) =d1z1+ -+ dnmzm,

the problem is to minimize A subject to the conditions

¢1(d15"'5dm5a15a2)=07
¢2(d1,...,dm,a1,a2) =0.

A standard method for solving problems of this kind is the Lagrange multiplier
method. Introducing Lagrange multipliers «; and o5, the minimizing dy, ..., dy,,
ai, a; may be found by solving the equations

IA I 0y

=0; =1,...,m;

od, " 3a, T %54, " "

0A a1 1053

3611 te 8a1 +e 8a1 4
IA o 0, (5.40)
— d o — +ay—=0;

dan laaz 23612

¢1(d15 "'5d}naa]5a2)=0;
¢2(d1’ ~~,dm,01502)=0o
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Recalling the notation wy and y; from Sect. 5.3.1, and introducing ej; = |z; —
zx13/12, these equations become

m m
ZZ kek]d Ckr +A‘deekr “+ a Zwkekr

j=lk=1 k=1 k=1

m
+ar )y nzeer For oz =) widkers r=1...m;
k=1 k=1

ZZwkd ejr +a Zwk +azzwkzk = Zwkyk,
i (5.41)
m

m m
ZZWkd]Zkejk +a; Zwkzk +a22wk = Zﬁ)kzzcild

j=1k=1 k=1 k=1
S -0

k=1

Y i dkzi =0.

We now want to write this on matrix form. It will be convenient to introduce the
notation x * y for the componentwise multiplication of two vectors x and y:

X1 Y1 X1)1

X2 y2 X2y2
X=1 .1, yY={ . |, X*xy= .

Xm Ym XmYm

We also use the same notation with a vector and a matrix:

ar diz - Qin Xi14ai1 Xidai2 -+ X1dln

azl ax -+ ap X2a21 X2d22 T X1a2n
A= . ) s Xk A=

Aml Adm2 *°* Qmn XmQml  XmQm2 - Xmdmn

Introduce the vectors

wq Y1 <1
w2 Y2 <2
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and let E be the matrix with elements e ;. Using block matrices, and using “-” to
denote matrix multiplication, we may now write (5.41) as

E-Exw)+AE E-w E-(wxz) 1 z d E-(wxy)
E - -w) w1 w -z 0 0Of|ao w -y
(E- (wx2z)) w-z wW-(zxz) 0 O0||a|=|w-(@zxy)
1 0 0 0 Of]|@ 0
7 0 0 0 0] [a1 0

We notice that with this representation of cubic splines, we no longer have the nice
banded structure in the left hand matrix characteristic of the B-spline approach.
However, by means of (5.36), the generalization to the bivariate case will be straight-
forward; this is not the case with the B-spline representation.

Following our previous route, the next step is to consider the Poisson case. The
penalized deviance is

1 m
A:ZZwi yilogy; —yi EZdj|X[—Zj|3+al+02Xi
i j=1

1 m
— Yi texp Ezdﬂxi — 2P + a1 + axx;
j=1

A_ m m 3
+52;djdk|zj—zk| . (5.42)
j: =

We take ¢1(d1, ..., dm,a1,a2) = 2(dy + -+ + dp) and ¢2(d1, ..., dm,a1,a2) =
2(d1z1 + -+ - + dmzm), which does not matter since we may multiply the last two
equations in (5.40) by any non-zero number. Equations (5.40) now become

m m m

- Z Wi Ykekr + Z Wi (zk)err + A deekr + a1+ o2z =0;
k=1 k=1 k=1
r=1,...,m;

m m
=Y WS+ Y wr(zr) =0;
k=1 k=1

m m
- . - 5.43
- E Wi Yk Zk + E Wi (zr)zk =05 (5:43)
k=1 k=1

m

> d=0;
k=1

m

deZk =0,
k=1
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where

1 & 3
w(x) =exp EZdﬂx -z +ai +axx
j=1
To solve the non-linear system (5.43), we apply the Newton-Raphson method as in
Sect. 5.3.2 to construct a sequence (dl("), e, d,(,f'), ai"), aé"), oti”), ozé")) of estima-
tors. Introducing the notation

m
) _ 1 @) 3 )
v = exp Ezdj -2 +al” +al"z b,
j=1
one finds that the resulting system of linearized equations are the same as (5.41),
with dy,...,dy, a1, a2, a1, oy replaced by the estimators in step n + 1, with wy
replaced by ﬁ)kyk(") and with y; replaced by ik/yk(") —1+>, d](.")ekj + ai") +

aé")zk. This is completely analogous to our findings in Sect. 5.3.2.

In the gamma case the weights are wyyy/ yk(”) and the observations are 1 —
J/k(n)/fk + Y dj(.")ekj + af") + aé")zk.

The results for natural cubic splines above are readily extended to thin plate
splines. Letting E be the matrix with elements ej; = r,g(zlj, 22j) log r,g(zu, 225)
/(16m), the system of equations corresponding to (5.41) becomes

[E-(Exw)+AE E-w E-(wxz;)) E-(wsz) 1 z; 7| [q]
E - -w) w1 w71 w2 0 0 O ao
E-(wxz) w-z; W-(@Zi*xz1) W-(z1*x2) 0 0 0 ||
E-(wx22)) W-zo W -(Z1x2) W-(Zxz) 0 0 0|]|a
1 0 0 0 0 0 O 0
Z, 0 0 0 00 0|
A 0 0 0 0 0 0[]
[E-(wxy) ]
w .y
w - (z1 *y)
=|w-(22%y)
0
0
L 0 |

Apart from losing the diagonal structure originating from B-splines, the E matrix
is sometimes nearly singular and the situation deteriorates fast as the number of
distinct values m grows. A method for handling these numerical difficulties is given
by Sibson and Stone [SS91].

Extending the backfitting algorithm to the situation where we have two interact-
ing continuous variables is straightforward. For instance, suppose that instead of the
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second continuous variable in (5.24) we had two variables whose effect we wish to
model using thin plate splines. Then y»; would instead look like

1
~ 2 2 ~ A ~
Vai =eXpy 7 — D dkr (1, x2i) log 1 (x14, X2i) + do + @11 + a2i 2
k=1

Cross-validation involves nothing new either, but can be very time-consuming
due to the loss of the banded structure obtained with the B-spline approach. For this
reason, a simplified version of cross-validation, called generalized cross-validation
(GCV), is often used in connection with thin plate splines. For a description of GCV,
see [GS94, Sect. 3.3], or [Wo06, Sect. 4.5].

5.8 Case Study: Trying GAMs in Motor Insurance

Table 5.1, available as a data set at www.math.su.se/GLMbook, contains motor TPL
claim frequency data for Volvo and Saab cars, depending on car weight in tons. The
purpose of the case study is to try the methods in this chapter in a simple setting.
Before analyzing the data, try to imagine how claim frequencies ought to depend on
car weight.

Problem 1: Use the technique described in Sect. 5.3.2 to estimate the mean claim
frequencies as a function of car weight, for the “Total” column. For the smoothing
parameter, use A = 10.

Table 5.1 Motor TPL data

Car Volvo Saab Total

weight Policy No of Policy No of Policy No of
(tons) years claims years claims years claims
1.10 23327 1759 28232 2381 51559 4140
1.15 39605 2742 34631 3110 74236 5852
1.20 25737 1219 56228 6069 81965 7288
1.25 8258 201 39595 4134 47853 4335
1.30 19078 1253 13496 1590 32574 2843
1.35 140352 9935 23994 2611 164346 12546
1.40 176091 13524 23891 2746 199982 16270
1.45 180653 13335 11300 1332 191953 14667
1.50 110373 10357 3635 553 114008 10910
1.55 133278 15140 3537 488 136816 15628
1.60 59722 7616 4918 602 64640 8218
1.65 33219 4455 4188 503 37407 4958

1.70 15990 2367 2103 309 18094 2676
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Problem 2: Treating the variables car weight and car brand (Volvo/Saab) as non-
interacting, estimate the relativities for these two rating factors, using the method
in Sect. 5.4.2. Choose the smoothing parameter A for car weight subjectively using
a partial residual plot.

Problem 3: For the data in Problem 1, use the technique described in Sect. 5.5 to
choose the smoothing parameter A.

N.B. The data consists of a certain subset of a large motor portfolio and no
conclusions concerning Volvo and Saab owners in general should be drawn.

Exercises

For the exercises in this chapter that require programming, some software that han-
dles matrices, like Matlab or SAS/IML, is helpful.

5.1 (Section 5.2) Starting from (B.9), find the unique natural cubic spline interpo-
lating the following points in the (x, y)-plane:

x|0.0 02 05 07 08 12 13 15 19 25 27 31 33 39
y|1.3 1.7 23 19 16 21 24 28 16 12 09 13 19 12

Using (B.6), make a plot of the points and the interpolating spline.

5.2 (Section 5.2) For the set of knots 0.0,0.1,0.2, ..., 1.0, produce a graph sim-
ilar to Fig. 5.4 of the B-spline basis, using the basic recursion formula (B.17) in
Appendix B.2. Also, using Propositions B.1 and B.2, produce the corresponding
graphs of the first and second derivatives.

5.3 (Section 5.3) Carry out the derivation of (5.16) in detail.
5.4 (Section 5.3) Changing the scale for a continuous rating variable, for instance

by measuring vehicle weight in tons instead of kilograms, affects the penalized de-
viance. This has led to the suggestion that one should use

b
A(f) =Dy, p) +1° / (f"(x))*dx, (5.44)

instead of (5.4). Assume that we have a single rating variable x; and that f in (5.44)
is a cubic spline. Using the results of Appendix B.2, show that if we replace x; by
cx; and A by cA, the penalized deviance (5.44) remains the same.

5.5 (Section 5.7) Prove Lemma B.6.



Appendix A
Some Results from Probability and Statistics

Here we have collected some results from probability and statistics that are used in
the book.

A.1 The Gamma Function

The gamma function is used in several probability distribution functions. It is de-
fined for real p > 0 as

o0
F(p):/ xP~le ™ dx.
0

Some important properties of this function are

@ I'(p=p@E-DI'(p—1)
b r')=1;
(c) For positive integers n we have I'(n) = (n — 1)!;

@) I'(3)=+x.

Proofs of these properties may be found in textbooks on probability theory, e.g.
[Ro02, Chap. 5.6.1].

A.2 Conditional Expectation

First we repeat two well-known and useful results, see e.g. Theorem 2.1. and Corol-
lary 2.3.1 in [Gu95].

Lemma A.1 For any random variables X and Y with E(|Y|) < 0o we have

E(Y) = E[E(Y|X)]. (A.1)

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 135
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Lemma A.2 For any random variables X and Y with E(Y?) < oo we have
Var(Y) = E[Var(Y|X)] + Var[E(Y|X)]. (A.2)
We now generalize the last result to covariances.

Lemma A.3 Let X and Y be random variables with E(X?) < 0o and E(Y?) < 00,
respectively, and Z a random vector.

(a) Then
Cov(X,Y)=E[Cov(X,Y|Z)]+ CovlE(X|Z), E(Y|Z)].

(b) When X is a function of Z this specializes to

Cov(X,Y) = Cov[X, E(Y|2)].

Note that Lemma A.2 is the special case of the result in Lemma A.3(a) where
X =Y and Z is scalar.

Proof
Cov(X,Y)=EXY)—-EX)EY)
= E(XY — E[X|Z]E[Y|Z])
+ E(E[X|Z]E[Y|Z] - E[X]E[Y])
= E(E[XY|Z] - E[X|Z]E[Y|Z])
+ E(E[X|Z]E[Y|Z] — E[E(X|2)]E[E(Y|2)])
= E[Cov(X,Y|Z)]+ CovlE(X|Z), E(Y|Z)]. ]

A.3 The Law of Total Probability

Let Y =1 if the event A occurs, and else 0. Note that E(Y) = P(A).

Lemma A4

(a) Law of total probability for a discrete random variable X .

P(A)=) " P(A|IX =xx) px (xs).
k

(b) Law of total probability for a continuous random variable X .
P(A) = f PAIX =x) fx(x)dx.

These results are found directly by using Lemma A.1 on Y.
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A.4 Bayes’ Theorem

Let (X, Y) be a two-dimensional random variable and let fy|x (y|x) denote the fre-
quency function for Y given X = x, i.e., the probability mass function in the dis-
crete case or the probability density function in the continuous case. Upon observing
X = x we may “update” a given prior distribution fy (k) to a posterior distribution
frix (y1x), by using Bayes’ theorem.

Lemma A.5 (Bayes’ theorem) For random variables X and Y we have

fxiy x1y) fr ()
[ iyl fy () de

frix(ylx) =

In case Y is discrete, the integral “ f dt” should be read as a sum, “Z,

Proof The case when X and Y are both discrete is well known, see, e.g., equation
(3.4) on p. 6 of [Gu95]. When both X and Y are continuous we use the definition of
a conditional density to find

fxr(x,y) _ fxiy&ly) fr(») _ fxy &) fr ()
fx(x) [ fxy@.oyde [ fxyy(x]o) fy()dt

frix(lx) =

If X is discrete and Y continuous, we work with the conditional distribution function

PY <y, X=x)

F = - A3
yix (¥|x) P(X =) (A3)
By using Lemma A.4(b)
+00
Py =y x=n=[ PI=yX=xlV =0 fr0d
—00

- /y P(X =x|Y =1) fy(t)dt.

—00

We substitute this in (A.3) and differentiate with respect to y and get

Frx () = fxiy ly) fr () '
P(X=x)
Another application of Lemma A.4(b), this time on the denominator of (A.3) yields
the result.
The proof for the case with X continuous and Y discrete is omitted here, since
that result is not used in this book. O
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A.5 Unbiased Estimation of Weighted Variances
Lemma A.6 Let X1, X»>,..., X, be a sequence of uncorrelated random vari-

ables with common mean p and with variance proportional to known weights wy,
Var(Xg) =02 /wi; i = 1,2, ..., n. With w. =Y, wy we define

X" = Z wi X,
z(w) _ (w)
— Z wi (Xx — )

These statistics are then unbiased estimators of the model parameters, i.e.,

EX")y=p,  EE*™)=c%

Proof 1t is trivial that X™ is unbiased and we restrict the proof to s>,
Var(X; — X™) = VaI<Xk<1 - ﬂ) = ﬁxl)
w. v
2
wry\ o Wi o, O Wk
( w ) Wy 2 w? wk( w ) (A

so that

|:Zwk(Xk— (’”)} Zkaar(Xk— "N =62 —1). -

k=1



Appendix B
Some Results on Splines

B.1 Cubic Splines

In this section we show why cubic splines play a central role in connection with the
penalized deviance (5.4). These results will also provide guidance for constructing
a bivariate generalization of univariate splines. The starting point is the following
lemma.

Lemma B.1 Consider a set of points uy < --- < u,, and real numbers vy, ..., ym,
and let T denote the set of twice continuously differentiable functions f such that
fuy) =y, k=1,...,m. Assume that s € T has the property that for any twice
continuously differentiable function h with h(u) =0 k=1,...,m,

b
/ s"OR" (x)dx =0, a<uy, b>upy. (B.1)
Then forany f € Z,
b b
/ (s"(x))? 5/ (f"N? a<up, b>up.
Proof Writing h(x) = f(x) —s(x), we have h(uy) =0,k =1,...,m, and so
b b
[ i ar= [ (67 25" @ + ') dx
b b b
- / (s" (x)>dx + / (h" (x))>dx > / " (x)*dx.

We next look more closely at the property (B.1). We shall assume that % is twice

continuously differentiable, but not necessarily satisfying h(ux) =0, k=1,...,m.
E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 139
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To ease the notation, we write uo = a and u,,+1 = b. We then have

b m Uf41—E
/ s" ()R (x) dx = lim Z/ s" (R (x) dx.
a e—>

0=t Juite

Assuming that s is four times continuously differentiable for x # uy, ..., u,, inte-
grating by parts twice gives

Ukt+1—€
f s"OR" (x)dx = 5" (upy1 — R (g1 — &) — 5" (ux + )h' (ug + )
up+e

n

— 5" (g1 — &)h(uk1 — &) + 5" (u + e)h(up + )

Uky1—E d4
+/ —s(x)h(x)dx.

e dx?

‘We now observe that if cl“s(x)/dx4 =0 for x # uy, ..., u,, then the final integral
in the above expression disappears. Assuming this (implying that s’ (x) is constant
between the knots), and letting ¢ — 0, we get

b m
/ "R (x)dx =Y [s" (upp )R (urg1) — 5" )b’ ()]
a k=0

+ > " (g1 =R ugr) — 8" (ur+H) R (ug)]

[
k=0
= 5" (Umy D Wmi1) — 5" (uo)h' (o)

+ ) " ) — 8" (ur—)h(ug).
k=1

We see that if s”(x) is identically zero for x < u; and x > u,, then (B.1) will hold
when h(uy) =0 for k =1, ..., m. Let us summarize our calculations in the follow-
ing lemma.

Lemma B.2 Assume that s is four times continuously differentiable, except at the

points uy, ..., un, where it is twice continuously differentiable. Furthermore, as-
sume that s satisfies the following conditions:

o d* .

@) Ws(x) =0forx#uy,...,un;

(ii) s”(x) =0forx <uj and x > uy,.

Then for any twice continuously differentiable function h and for any a < uj,
b>uy,

b m
/ S Oh" (x)dx = dih(w). (B.2)
a k=1

where di = 5" (ug+) — 5" (ur—).
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From (i) it follows that s must be a cubic polynomial on each of the intervals
(ug, ur+1) and if it is twice continuously differentiable, it must be a cubic spline.
Furthermore, the condition (ii) says that it is natural. Starting from the conditions (i)
and (ii), we shall now construct an explicit expression for a natural cubic spline.

So we start from the fact that s is twice continuously differentiable and that it
satisfies (i) and (ii) in Lemma B.2. From (i) it follows that s’ (x) must be piecewise
constant between any two points uy and ug41. Furthermore, by (ii), s (x) must be

identically zero for x < u1 and x > u,,. Therefore, if x # uy, ..., uy,
m
()= diljuy<xy» (B.3)
k=1

with dj as in Lemma B.2. We note that

m m
de =0, deuk =0. (B.4)
k=1 ki
The first equality follows from the fact that ), dx = s"'(b) — 5”"(a) = 0, where
a <uy, b > uy. The second holds because >, dxuy = —fab s"(x)dx =5"(a) —

s"(b) =0.
We now derive an expression for s” (x), starting from (B.3). The primitive func-
tion of t — dilju,<xy is, if X # uk, x = bidpu<xy + (dix + bi) I(x>u,), for some

constants by and cg. Thus, if x Zuy, ..., uy,
m
s"(x) = Z (bl <xy + (dix + i) Ix=uyy) +a,
k=1

for some constant a. By letting x — u; from above and below, we have, due to the
continuity of s”(x), that by = dyuy + cx. From this we get

m

s"(x) = Z (drwr Iy <x) + dicx Tx=uyy) + b,
k=1

where b =Y J"_, cx + a. Since for x > uy,, s"(x) =Y j-; dix + b, we conclude
from (B.4) that b = 0. Again, using (B.4) we have

m m
S0 =Y deurTexy + Y dix Ty
= k=1

m m
diug Iy <xy +x (de - del{x<uk}>

k=1 k=1

1= TM: T

die (g — x) Ix <uy)-

o~
Il

1
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On the other hand,

m m
s"(x) = deukl{uk<x} + dexl{x>uk}
k=1 k=1

m m

m
=Y diug =Y diuglixsuy + Y dix Iy

k=1 k=1

~
Il
—_

Il
M=

di(x — uk)l{x>uk}-

~
Il

‘We thus have

25" (x) = 5" (x) + 5" (x)

m m
= de(uk - x)l{x<uk} + de(x - uk)l{x>uk}
k=1 k=1

d|x — ugl,

M= 0

k=1

and so

1 m
” _
s"(x) = 3 kg_l di|x — ugl. (B.5)

From (B.5) the following lemma is easily shown, using (B.4) again.

Lemma B.3 Assume that the twice continuously differentiable function s satisfies
(i) and (ii) in Lemma B.2. Then

1 m
s(x):E;dk|x—uk|3+ao+a1x, (B.6)

for some constants ay and a .

This is an explicit representation of a natural cubic spline: it is twice continu-
ously differentiable and between the knots it is a cubic polynomial; furthermore,
the condition (B.4) implies that it is natural. The next lemma shows that with this

representation, a simple expression for the integrated squared second derivative can
be easily derived.

Lemma B.4 With s(x) as in (B.6),

b 1 m m
/H (s”(x))2dx:EZZdjdk|uj —ug . (B.7)

j=lk=1
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Proof Taking h = s in (B.2), we get

b m
/ (" () dx =Y djs(uy)
a j=1

1 m m m m
= - Zdj delu,‘ — l/lk|3 —i—aoZdj +a Zdjuj.
=1 k=1 j=1 j=1
Thus (B.7) follows from (B.4). O
We are now ready to prove the following basic result.
Theorem B.1 For any uy,...,u, with uy < --- < u, and any real numbers
Vis ..., Ym there exists a unique natural cubic spline s(x), such that s(u;) = y;;

j=1...,m.

Proof Put ej; = |u; — ur|>/12. By Lemma B.3 we may represent natural cubic
splines as in (B.6). The conditions s(u1) = y1, ..., S(Umn) = Y, then become

endi +epndy + -+ eypdy + ao + arur = y1,

ex1di +exndy + -+ -+ expdy +ap +arux = y2,
(B.8)

em1dy +epady + - -+ epmdy +ap + ary = Y.

These are m equations with m + 2 unknowns, but if we add those in (B.4), we get
m + 2 equations. We introduce the matrix

€11 €12 -+ €ln
e e - ey
E= . ,
€nl  €n2 €nn
and the vectors
d 1 uj n
dy 1 uy 2
d=| . |, 1=, u=| . |, y=1| .

dm 1 Um Ym

We may then write (B.8) plus (B.4) using block matrices as

E 1 u d y
1 0 O0||an|=1|0 (B.9)
u 0 0]]|a 0
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If we can show that these equations have a unique solution, then the natural cubic
spline (B.6) with parameters d1, . .., dp, ap, a; corresponding to the solution will be
a (unique) interpolating natural cubic spline. It suffices to show that the matrix on
the left in (B.9) has full rank. To do this, we show that (using 0 to denote a vector of
m Zeroes)

1 u d 0
7 0 0||ag| =10 (B.10)
v 0 0 |a 0
implies
d 0
a =10 (B.11)
al 0
If (B.10) holds, we have
E 1 u d
[d’ aop al] 17 0 0||ag|=0. (B.12)
u 0 0 al
But if s(x) is the natural cubic spline with the parameters di, ..., dy, ag,a; in
(B.12), then by Lemma B.4 and (B.4),
E 1 u d
[d’ ao al] 17 0 0] |ao
u 0 0] |a
m m m m
:ZZdjdkejk-i-ZaoZdj+2a12djuj=/(s(x))2dx. (B.13)
j=1k=1 j=1 j=1

But (B.12) and (B.13) put together implies that s(x) must be linear, which means
that the jumps in the third derivatives, i.e. the d;, are all zero. Furthermore, using
this in (B.8), we get

ap+ayjuy =0,

ap +ajuz =0,

ap+ aju, =0.
Since the points u1, ..., u,, are distinct, this implies that a; = a» = 0. O

Finally, we have the result stating that among all twice continuously differen-
tiable functions with given values at certain points, the interpolating natural cubic
spline minimizes the integrated squared second derivative.
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Theorem B.2 Let u; < --- < uy,, let f(-) be any twice continuously differen-
tiable function and let s(-) be the natural cubic spline satisfying s(u;) = f(u;),
j=1,...,m.Then, for any a <u and b > u,,,

b b
/ (s"(x))?dx < / (f"(x))*dx. (B.14)

Proof 1t follows from Lemma B.2 that s satisfies (B.1) for any twice differentiable
h with h(uy) =0, k=1, ..., m. Thus the result follows from Lemma B.1. O

B.2 B-splines

It is immediate that the set of cubic splines with a given set of knots uy, ..., uy,
forms a linear space, and the same is true for quadratic and linear splines. What
is the dimension of these linear spaces? To begin with, a linear spline consists of
m — 1 linear polynomials, each having two parameters. The continuity restriction at
the internal knots yields m — 2 linear conditions involving the parameters. Thus the
dimension of the set of linear splines should be 2(m — 1) — (m — 2) = m. Similarly,
the dimension of the set of quadratic and cubic splines would be 3(m — 1) —2(m —
2)y=m+1and 4(m — 1) — 3(m — 2) = m + 2, respectively. We will soon verify
that this is the case.

We begin by defining a base for step functions with jumps at the knots. For k =
1,...,m—2,put

L ug < x <uwupg;
Box(x) = {O, otherwise, (B.15)
and furthermore
1, up—1 <x<uy;
Bom-1(x) = {0 ogle;wise " (B.16)

It is a matter of convention whether we choose to define these basis functions as left

or right continuous and it does not matter for what follows. Obviously, any left con-

tinuous step function may be written as a linear combination of the functions By .
For j > 0, we define the B-splines recursively by

X — Ug—j_1 Ukl — X
Bisip(x) = ——L— B 1(x)+ Bjr(x);
Up — Ug—j—1 Ukl — Uk—j
k=1,....m+j. (B.17)

In (B.17), usually referred to as de Boor’s recursion formula, Bj y(x) is defined to
be zero if k <0 or if k > m + j. Furthermore, we define uy = u; for k < 0 and
ur = uy, for k > m + 1. It is easy to see that Bj x(x) is positive on (ug—j,u 1)
and zero otherwise. Examples of linear, quadratic and cubic B-splines are shown in
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Fig. B.1 B-splines of order 1

Figs. B.1, B.2 and B.3. That the B-splines are continuous is immediate from the defi-
nition. We will now go on to show that they also satisfy the required differentiability
conditions. From the next proposition it follows that for j > 2, B  is continuously
differentiable.

Proposition B.1 For j > 0and x #uy,.

<oy U,
Jj+1 Jj+1
B;_,'_Lk(x):mBj’k_](x)—mBj’k(x). (BIS)
‘ — Uk 1~ Uk

Note: For j > 1, it follows from the continuity of B;;_; and Bj; that (B.18)
also holds at the knots.

Proof For j =0, (B.18) is easily verified directly upon differentiating in (B.17).
Now assuming that (B.18) holds for j, we shall prove that it also holds for j + 1.
Differentiating (B.17), we get

B, (x)= v . (x) + ——k=I=l pr ()
j+Lk g — g Jrk=1 g — g1 Jik—1
1 U] — X
- B+ —H T g, (B.19)

U1 — Uk—j Uk+1 — Uk—j
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Using the induction assumption and also de Boor’s recursion formula once more,
this becomes

1 X —Ugp—j—1 Up — X
Bj_1x—2x)+ —Bj_1i-1(x)
Up — Uf—j—1 \Uk—1 — Uf—j—1 Up — Uj—j
X —Up—j_1 J J
+ / ( Bj_1x-2(x) — 73,/—1,k—1(x)>
U — Uf—j—1 \Uk—1 — Uk—j—1 Uk — Uf—j
1 X —Uk—j Ukl — X
- ( LBy k—1(x) + +7ij1,1<()€)
Uk+1 — Ug—j \Uk — Uk—j Uk+1 — Uk—j+1
Up+] — X J J
+ ( Bj—l,k—l(x)—iBj—l,k(x))-
Up] — Ug—j \Ug — Ug—j Uk — Ug—j+1
This simplifies to
j+1 X —Up—i—1 Up — X
< ! Bj_1x-2(x)+ 731'—1,1(—1()6))
Uk — Uf—j—1 \Uk—1 — Uk—j—1 Uk — Uf—j
j+1 X — Uj—; U] — X
- ( LBy k—1(x)+ +7le,1¢(3€))
Uk+1 —Uk—j \Uk — Uk—j Uk+1 — Uk—j+1
j+1 Jj+1
=———Bj 1(x) - ———Bj ¢ (x). (B.20)
Uk — Ug—j—1 Uk+1 — Uk—j
Thus (B.18) holds for any j > 0. U

That the cubic B-splines are twice continuously differentiable follows from the
next proposition and the fact that the quadratic B-splines are continuously differen-
tiable.

Proposition B.2 For j >0and x #uy,...,un,

Jj+1 Jj+1

B =—— B - B . B.21
41600 Uk — Ug—j—1 k1) Uk 1 — Ug—j ) B2

Proof Follows directly from Proposition B.1. 0

Before proving that the B-splines of a certain order form a base for the splines of
that order, we prove the following important property.

Proposition B.3 Forany j >0,

Y Bjxx) =1, u1<x<up. (B.22)
k
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Proof Again the proof is by induction. For j = 0 the statement is trivially true.
Assuming that it holds for a certain j, de Boor’s recursion formula gives

Uk—j—1 U1
E Bjt1x(x) = E S Bji— 1(X)+§ L Bj i (x)
X k

U — Ug—j—] U] — Uk—j

,k(x>+ZLB,»,k(x>

uk—i—l — Ug—j Uf+1 — Uk—j
= ZBM(X) =1. (B.23)
k
O
The proof of the basis theorem uses the following lemma.
Lemma B.5 Suppose s(x) is a linear combination of B-splines of order j + 1:
s(x) = deBjH,k(x).
k
Then
Q41 — Ok
s'(x) = Z(; D Bk,
Uk—j
Proof This is a simple consequence of Proposition B.1. g
Theorem B.3 For a given set of knots, a spline s of order j may be written as
m+j—1
s= Y BBjx
for unique constants By, ..., Buyj—1.
Proof For j =1, we may write
m
s@) =Y BBii(x), (B.24)

k=1

with B = s(ux). The two sides of (B.24) coincide since they are both linear splines
and agree at the knots. Also, the representation is unique.

Assume now that the result holds for some j > 1 and consider a spline s of order
J + 1. Since s’ is a spline of order j, it may by assumption be represented as

S =Y BiBjx(x).
k
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Now let 1 =0 and define ay, ..., @y j—1 recursively by
s Mkl T Uk )
ajp1=0oj+ B i+l
If we define
m+j—1
S = Y aBjiixx),
k=1

then by Lemma B.5 we have §'(x) = s’(x) and S(u1) = 0. Thus, using Proposi-
tion B.3,

X
s(¥) = s(u1) + / s' () dy = s(uy) + S(x)
up
m+j—1 m+j—1
= Z s Bjt1k(x) + Z o Bjt1.k(x)
k=1 k=1
m+j—1
= Y (s(up) + o) Bjy1x(x).
k=1
Given that a1 = 0, the coefficients s, ..., @y j—1 are determined by the values of
Bt, ..., Bmtj—2. If ay was set to anything else, it would still hold that S(x) — S(u1)
would be determined by B, ..., B+ j—2. Thus uniqueness for splines of degree j
implies uniqueness for degree j + 1. O

Finally, we turn to computation of the §2 matrix, utilizing the recursion formulae
derived above. Put

-QIHZ/Blk(x)BM(x)dX»
-szz=/B§k(X)B§g(X)dx,
Qo = / BY, (x) B, (x) dx.

Let uy, ..., u,, denote the knots. Recall the conventions u; = u; for k < 0 and
up = uy for k > m + 1. With these in mind, put

2
ay=———7-——; k=1,...,m;
Uk+1 — Uk—1
3
ap=— k=1,...,m+1.
Uk+] — Uk-2
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The following proposition describes how to compute the £2 matrix. Note that, due
to the convention Bj; =0 for k <0 and k > m + j, certain £2 ;¢ occurring in the
formulae below are zero.

Proposition B.4 The numbers §2 ji¢ can be computed successively as follows.

(1) The numbers $21¢ are all zero, except the following:
Uf41 — Uk—1
3 9

Ukl — Uk
6 9

Qlkk: k:l,...,m;

21 jk1 = 2p k1, =

(i) The numbers $2or¢ are all zero, except the following:

Qo = a3 1 21 k—1k—1 — 2a2,k—102k 821 1,k + A2 214k
k=1,...,m+1;
2 k1 = 2241k = A2, k— 102k 21 k—1 & — A 2 1kk
+axar k+1821 k k15 E=1,00,m;

20k k42 = 8§22 k42.k = —@2k A2 k+1821 k15 k=1,....m—1.
(iii) The numbers $23¢ are all zero, except the following:

230k = ag,k_lﬂz,k—l,k—l —2a3 k-1a3k822,k—1,k + agkﬂzkk;
k=1,...,m+2;

23k k+1 = $23 k+1,k = A3 k—103k 822, k— 1,k — A3 k—103 k+1522 k—1 k+1
— a3 2ok + azkaz k120 ks k=1,...,m+1;

8§23k k+2 = $23 k42,6 = A3 k=103 k+1522,k—1 k+1 — A3kA3 k+1522 k k+1
+askaz k+2822.k k425 k=1,...,m;

$23 kk+3 = 23 k43 k = —a3ka3 k2822 k k2, k=1,....,m—1.

Proof As the computations in the various cases are similar, we do some of them,

leaving the verification of the rest to the reader.
Using the basic recursion formula, we have

Qlkk=/31k(X)Blk(x)dx

2

X — Ug—1 Ukl — X

= / (430,1(—1()6) + —Bo,k(X)> dx
Up — Uk—1 U1 — U

= (using that By x—1(x)Bo x(x) =0 and (Bo,k(x))2 = Bo,k(x))
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X — Uk—1 2 U+l — X 2
=/ <—> Bo k—1(x) + <7> Bok(x) | dx
U — Uk—1 Uk+1 — Uk
o x—up 1 \? Wl gy —x\2
up—yg \Uk — Uk—1 ug Uk+1 — Uk

Uh Mkt | Mkl T Uk Mkl Uk
3 3 3 '

Using Proposition B.1, we get
8§22 & k41 :/Bék(x)Bé,k+1(x) dx

=/(az,k7131,k71(X) — ayBix(x))

x (akBix(x) — a2 k+1B1 k11(x)) dx

= (using that By (x)Byx(x) =0unlessk=j—1,j,j+1)

2
= a 142k 821 k—1,k — A5 $21kk + Q2602 41521 e k+1-
Using Proposition B.2, we have
i 1
§23 fky2 = / B3k(x)B3,k+2(x) dx

= /(03,k—135,k_1(x) — a3 By (x))

X (a3,k11B5 1 (X) — a3 x12B) 4o (X)) dx
= (using that By (x)By(x) =Ounlessk=j—2,j—1,j,j+ 1,j+2)

= a3 k—103,k+1522, k—1,k+1 — A3k0A3 k+1522,k k+1 + A3k, A3, k+2522 k k2. U

B.3 Thin Plate Splines

We want to find an f € F, with F as defined in Sect. 5.7.1, minimizing the penalized
deviance

225\’ 2r \> [(o2r\
A(f):D(f)'i‘)\.// <a_xlz> +2(ax18x2> +(8_x%> dxdy.

The first step is to find the analogue of Lemma B.1.
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Lemma B.6 Ler S be a subset of F, such that

(i) Given any real numbers yi,..., Yy, there is a function s € S, such that

s@ik, 220) =y k=1,...,m
(ii) Foranys € S and any h € F with h(z1x,20t) =0 k=1,...,m

92 82h 92 9%h 9%s 9%h
//< : e e T dxidx;=0.  (B.25)

8x1 8x1 8x18x2 0x10x2 8x2 ax2 x5

Then for any f € F thereis an s € S, such that A(s) < A(f).
Proof Entirely similar to the proof of Lemma B.1. U

The next thing we did in the one-dimensional case was to carry out two integra-
tion by parts in the counterpart to (B.25), which led us to the condition

4

o 4s(x)— , forx#z1,...,2m. (B.26)

Partial integration is a bit more involved in R? and we leave the calculations until
the proof of Lemma B.7. There it is shown that the analogue of (B.26) is

a4s a4s ats

@4‘ W-’_W:O’ for (x1,x2) # (z11,221)s - - - » (Zim, 22m).  (B.27)

However, it turns out that in order to handle the technical details of the integration by
parts, things become much easier if we have an explicit expression for s. Therefore,
we interchange the order in comparison with Lemmas B.2 and B.3. Thus we first
figure out what s(x, x) ought to look like, based on (B.27) and then prove the
important analogue of (B.2).

In the one-dimensional case we found that the functions minimizing the penal-
ized deviance look like

1 m
s(x):EI;dk|x—zk|3+a0+a1x. (B.28)

They consist of a linear part and a part which is a linear combination of m func-
tions, each of which only depends on the distance from one of the observation
points. In R2, the distance from the point (z1k, zox) 1S given by rr(xy, x2) =
\/ (x1 — z1x)? + (x2 — z21)2. A conjecture worth testing is that the minimizing func-
tions in the two-dimensional case look like

s(x1,x2) =Y 8k (ra(x1, X2)) + ao + arx1 + azxa,
k=1

for some function ¢(-), and where there should be conditions corresponding
to (B.4). In the proof of Lemma B.7, it is shown that the solution to (B.27) re-
ally is of this form, with ¢ (r) = r?logr?. Furthermore, the integration by parts is
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carried out in detail, leading to a factor corresponding to the 1/12 in (B.28), and
the analogue of Lemma B.2. Here is the result, which due to Lemma B.6 gives an
explicit representation for the minimizing functions of the penalized deviance, once
we also show that the interpolation property (i) holds.

Lemma B.7 Let
1 m
s(x1,x2) = —— der;?(xl,xz)logrﬁ(xl, x2) +ap+aixy +axxa,  (B.29)
lom —

where

m m
de =0, deZlk =0, dezzk =0. (B.30)
k=1 k=1

Then s € F, and for any h € F,

925 a2h , s h 00
//( 77 +— dxld)Cz—deh(Zlk 22k)-

8x1 8x1 axaxz 0x10x7 8x 3x2 P
(B.31)

Proof This proof is quite long and some knowledge of calculus of several variables
is required. However, only basic results are used.
The starting point is the expression (B.25) in Proposition B.6:

8%s 82h 3%s  9%h 8%s 9%h
// + — dxidxy =0. (B.32)

Bxl 8x1 3)613)62 0x10x2 sz 8x2

In the one-dimensional case we carried out two successive integrations by parts and
we shall do this here too. Since not every reader may be up to date on integration by
parts in two dimensions, let us recall the necessary results. First we need the concept
of integrating along a curve in R?. Such a curve C may be represented as a mapping
t = (x1(#), x2(t)), where the parameter ¢ belongs to some interval in R and as ¢
traverses this interval the point (x(¢), x2(#)) moves along C. The analogy of the
fundamental relation between differentiation and integration in one dimension,

b
f Fl0ydx = fb) - f(a),

is Gauss’ theorem,

af g
f/ |:a_(x1,x2)+_(x1,x2):| dxldx2=/[f(x1,x2)dx2—g(xl,m)dxl].
ALdxy dx2 c
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Here A is a region in R? enclosed by a curve C. The right hand side is a shorthand
notation for

B
/ LF G (0), xa(0) 35 (1) — g (x1 (1), x2(0)) x| (D] i,

where the curve C is represented as ¢ +— (x1(¢),x2(¢)), o <t < f, and the ori-
entation of the curve is such that the region A lies on the left side of the curve
as t moves from o to B (since the curve is closed, we have that x| («) = x1(8),
x2(a) = x2(B). It is not required that x(¢#) and x(¢) are continuously differen-
tiable, only that the set of points where xi(t) and xé (1) fail to exist is finite. The
curve C can be quite involved. We shall need to consider the situation where A is
a large disc in R? and excluded from A are m smaller discs centered around the
points (211, 221), - - - » (Z1m» Z2m ) inside the large disc. We can then construct a curve
C moving along the circle which is the border of the large disc, then at certain points
following a path to one of the discs around a point (z1, z2k), move along the circle
around the point and then return to the large circle along the same path. Finally, after
visiting each of the interior discs, the curve ends where it started on the outer circle.
The integrals over paths to and from the outer circle to one of the inner circles will
cancel out, since the paths are traversed once in each direction and we will get

// [—(xl,x2)+a—(x1,x2)] dx1dx;
dx

m
=3 [ 1 dn - gt xdxl, (B.33)
k=0 Cr
where Co denotes the large outer circle and Cy, ..., Cy, the smaller inner circles,

remembering that the orientation of the curves are such that the region A lies to the
left. If the orientation is the other way round, the integral changes sign.

Using the rule for differentiating a product of two functions, Gauss’ theorem
gives the formula for integration by parts:

//( Bu )dxldxz—/[fudxz—gvdxl]
8x1
f/( +a—v>dx1dx2.
3)61

Here f, g, u and v are four continuously differentiable functions on A.

Let us now consider the integral in (B.32). The integration area is potentially
the whole of R, but the integral is to be understood as a limit. We therefore start
by considering the region A consisting of a disc of radius rg centered at the origin,
large enough to include the points (z11, 221), - - -, (Z1m» Z2m ), from which we exclude
the m discs of radius r around each of the points. The integral in (B.32) is to be
understood as a limiting value when r9 — oo and r — 0. Letting C denote the
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curve described above connecting all of the discs, the integration by parts formula
gives

82s a2h 3%s  9%h 3%s 32h
_— + — dxydxs
axl 8x1 8x18x2 0x10x2 8x2 8 2
92s 32h 3% 3%h 3% 3%h 8%s 3°h
+ +— dxdy
axl Bxl BX13x2 0x10x2  0x20x1 0x20x] 8x2 8x2
3%s oh 3%s  dh 3%s  dh  3%s dh
_ + ), — 0 Y ax
axl 8x1 0Xx20x] 0X) 0x10xp 0X1 8x2 8xz
33s 3h s oh 33s  oh 35 dh
3 s T T + 3 dxydx;.
dxy ox; 8x28x1 dxy  9xydxy 0x1 dx; oxa
Integrating by parts once more, we have
a3s ah s oh s oh 33 oh
+ — + == dxyidxs
axl 8x1 8x28x1 3xz 8x13x2 8x1 dx3 0x2
33 83 83 83

=/ oht =) dxy — [ = h k) dxy

c 0x7 dx10x5 dx10x; 8x2
4 84.5'
// — + ~a hdx)dx;.
Bxl Bxlﬁxz dx;

As in the one-dimensional case, we want the last integral to be equal to zero. This
will happen if the function s(x1, x2) satisfies

a4 a4 a4
AL A ) (B.34)
0x) 8x1 8x2 ax;
for (x1, y1) # (211, 221), - - - » (Z1m>» Z2m)- Recalling the Laplace operator,
32 f 3?f
Af = L
8x1 8x2
we observe that (B.34) may be written as
A(As) =0. (B.35)

At the same point in the one-dimensional case, we concluded that the solution to
the corresponding equation was a piecewise cubic polynomial. However, it is not
immediately clear what a function satisfying (B.35) looks like. It seems natural to
begin by putting S(x1, x2) = As(x1, x2) and try to solve the equation AS = 0. If
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this succeeds, we could find s by solving As = S. We note that AS = 0 is the
well-known Laplace’s equation. This equation does not permit explicit solutions in
general, only in special cases, for instance when S(x1, x2) depends only on the dis-
tance from the origin. Now, As should correspond to s”(x) in the one-dimensional
case and s”(x) has a particularly simple form, being a linear combination of the
distances from the points zi,...,Z;. We may try something similar in two di-
mensions by assuming that S(x, xp) = kazl Sk (rr(x1, x2)), where rr(x1, x2) =
V(x1 — z10)2 + (x2 — z2¢)2. To simplify the calculations slightly, we may as well
write ¥ (gi(x1, x2)) instead of ¢ (ri(x1, x2)), where gi(x1,x2) = r,f(xl,xz). We
then have

AS(xix) = 8 (w”(qk(xl,xz»( aff) + 9/ (qe(xr. x2) qf

k=1 X

0
+w”(qk(x1,xz>><3qk) + 9 (i (X1, x2)) "")
x2

X2

Ms

Sty (qr(x1, x2))(x1 — z12)? + 29 (qr (x1, X2))
k=1

+ 49" (qr(x1, X2)) (2 — 216) 4+ 29 (qr (x1, x2)))

3

=Y 8@y (g (x1, x2))qi (x1, x2) + 49 (i (x1, %2))).  (B.36)

k=1

Thus we see that if the function g — ¥ (g) satisfies

v (@)g +v'(q) =0, (B.37)

then AS = 0. But the left hand side of (B.37) is the derivative of v¥'(g)q, and so

Y¥'(q)g = c for some constant a. But ¥'(q) = a/q gives ¥(q) = alogq + b, for
some constant b. Thus we have

m
S(x1,x2) =Y 8(a+bloggi(x1, x2).
k=1

Possibly we will have conditions corresponding to (B.4), and in that case we may
choose a to be anything. Also b could be incorporated into the §;. But let us wait
with the constants and continue to see what form s(x1, x) may have. Again making
a conjecture based on the one-dimensional case, our guess would be

m
s, x2) =Y 8eep(q(x1, x2)) + ao + arx; + axxs.
k=1
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As in (B.36) we then get

As(x1,x2) =Y 849" (gr(x1, x2))qr (x1, x2) + 49 (gi (x1, X2))).
k=1

Thus if g — ¢(g) satisfies

¢"(q@)qg +¢'(q) =a+blogg, (B.38)
that is
d
%{Q¢(Q)}=a+blogq, (B.39)

for some constants a and b, we will get A(As) = 0. Now the function g — g logg
has derivative 1 -logg + g - (1/g) =logq + 1. Therefore, if we take ¢’(q) = logg,
then (B.39) is satisfied with a = b = 1. But that makes us realize that if we take
¢(q) = glogg, then ¢'(q) =logg + 1 and so (B.39) is satisfied with a = 2 and
b = 1. Thus we have found that if we define

m
(X, ¥) =Y Skqr(x1, x2) log(gi (x1, X2)) + ao + arx1 + azxa,
k=1

where gi(x1,x2) = (x1 — z1x)> + (x2 — z1x)?, then s(xq, x2) will satisfy (B.34).
There should be some normalizing constant corresponding to the 1/12 in front of
the sum in the one-dimensional case, but it will turn up below.

We now have to deal with the rest of the terms resulting from the integration by
parts. Let us begin with the term

f 3%s dh N 3%s  dh J 3%s  dh N 3%s dh J
—s — |dxy — — +—=—]dx
c 3x12 9x1  9x20x1 0x2 2 9x10x2 9x1 3x§ x2 !

- —z10)?\ oh
=/ > dy (210g61k(X1,X2) +4M> o
c|\io 0x1

qr(x1, x2)

m
— — oh
n de4(x1 z1x) (x2 — zx) R dxs
P qr(x1,x2) dy

B (de4(x1 — 21k) (x2 — 20k) 0h
k=1

qr(x1, x2) ax;
m 2
Xy — oh
+ >4 (2loqu(x1,xz)+4ﬂ>— dx; | (B.40)
= gk (x1,x2) / 9x2

We let rg > 0 and r > 0 and introduce the curves
Co={(x1,x2) € R : x] + x5 =ro},

Co={(x1,x2) R : (x1 —zi)* + (2 —220)* =7}, k=1,....m.
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Here r is assumed to be large enough for the circles Cy, k =1, ..., m to lie within

the circle Cy. As explained above, we can then divide the integral (B.40) as

=1l L)

The outer circle Cy is represented by
x1(t) =rpcost, x2(t) =rgsint, 0<t<2m.
We get that

qe(x1(D), x2(1) = (rocost — z1x)” + (rosint — z2¢)°
= rg — 2rozZ1k COSt — 2rozok sint + Z%k + z%k.
Using the well-known expansions
log(1—x)=—x4+0®x?, |x|<l,
ﬁ =1+x+0G%, |xl<l,

we get

log qi (x1(2), x2(t)) = logrg + log <1 — 2ZLk cost — ZZik sint + 3
1o ro g

= logrg — ZZLk cost — ZZik sint + O(l/rg)

ro ro

and

2
2. _ nZlk 21k
(x1 (1) —Zlk)2 ~ cos“t—2 o cost + pr

= 2 2
qr(x1 (1), x2(t)) 1 — zzrlok COSt — 2Zr2(f sinf + 2t

2
o

Z

—cos?t — 2% cost 425K cos3 1 + o(1/rd).
7o

ro

Thus, if we assume

m m m
Z&c =0, Z(Skmk =0, Z5kzzk =0,
k=1 k=1 k=1

we get

(x1(t) — z1x)? >

Z Sk (210g61k(X1 (1), x2(1)) + 461k(x1 O 00)

k=1

2, 2
21k +Z2k>

(B.41)
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m
Z1k 2k .
:de logr§—2—cost—2—smt
k=1 ro ro

+cos?t — 25K Cost +2Zﬁ cos>t + 0(1/V§)>
ro

ro
—o/r).
Likewise,

L () — zi) () — zk) )
5,4 =00/,

,; T g0, 0 0) (h/ro)

=z () —z220)% \ 2
ZfSk (210qu(x](t),x2(t)) +4m> = 0(1/rp).

k=1

Since by assumption 0k /dx and dh/dx, are O(1), we get

27
fc =/0 O/ O (1) + O(1/r2) O (L)1)
0
— (01O + 01/ O ()X, ()] di

2
:/ O(1/r§)rodt = O(1/r9).
0

Thus, due to the conditions (B.41), the integral over Cy tends to zero as rg — 00.
Consider now one of the smaller circles C;, represented by

x1(t) =z1j +rcost, x2(t) =zpj +rsint, 0=<t<2m.

Keeping in mind that the orientation of C; is opposite to Cy, the integral is

m
>
k=1 vCi

x —2—200%\ oh
+ <210qu(x1,x2) +4ﬁ> —) dx;

qi(x1, x2) 0x2

2

X1 —2 oh
- <<2loqu(x1,x2> +4M) o
qr(x1,x2) /) 9x1

(x1 — z1e) (2 — 201) Ok )d
I dx,

<4 (r1 — zue) (x2 — 22) 9h
qr(x1,x2) dxy

+4
qi(x1, x2) 0x2
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For the terms in the sum where k # j, due to the continuity of the integrand, the
integral becomes

2w
/ O()rdt = 0(r),
0

and thus tends to zero as r — 0. For k = j the integral is

2w

/‘[Qby3+ﬁ¥000)+4mnwm00)+4mnmw00)
0
+ (2logr? 4+ cos’ )0 (1)]rdt = O(rlogr),

which also tends to zero as r — 0.
We now turn to the final piece left over from the repeated integration by parts:

33 33 33s 3
/|:<—§+ sz)hdxz—(—-l- > hdx;
0xy 0x10x5 8x18x2 8x2
0 d
=/ —Ashdxy; — — Ashdx

C 8x1 8

8y o Lk e, —8Y e 222 pan |
/{Z qk(x1,xz) 2 Z qk(xl,xz) xl}

k=1 k=1

As above we split the integral into the integral over the outer circle Cp and the inner
circles Ci. Beginning with Cy we get in the same manner as before

x1(2) — 21k
qr(x1(1), x2(2))

1
- <1—2Zﬁ st—2zﬁsint+0(l/r02)> (rocost — z1x)
ro rO I"()

1 Z1k 21k Wk .
= cost —— —2—¢ szt—Z—s1ntcost+0(1/rg) .
ro ro ro ro

Thus, due to (B.41), we have

= x1(t) — z1k 3
—————=0(1 .
; o O

Similarly,

() - 3
5—
k; PRGN R
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Since dh/dx1 and 0k /dx, are bounded, the mean value theorem of differential cal-
culus implies that 4 (x1(¢), x2(¢)) = O(rg). Therefore the integral over Cp becomes

27
/ 0(1/r3)O(ro)rodt = O(1/ry).
0

Thus the integral tends to zero as rop — o0.
Finally, the integral over one of the small circles C; is

825k/ [ﬂhdm_uhd}cz]_
k=1

qr(x1, x2) qr(x1, x2)

As before, the integral is O (r) when k # j. When k = j, the integral becomes

2 :
t t
/ CIT rsing) — ZS28cost ) h(x1 (1), xa (1)) di
0 I"2 r2

2
:_/(; h(x1(t), xp(1)) dt.
Since

2
2n mig h(X1(t),X2(t))§/ h(Xl(t),m(t))dtSZﬂOma)z( h(x1(2), x2(1)),
0 <t<2m

0<t<2m

due to the continuity of /4, the integral tends to —2mh(z1;, z2;) as r — 0. Summing
everything up from the beginning, we get that the limit of the integral

3%s 82h ?%s  9%h  3%s 3%h
— 4 — dxydxy,
Bx] 8x1 3)613)62 dx19x2  9x3 ax2 x5
asrgp—ooand r — 0 is Z;C":O 1678 h(z1k, z22k). Finally, we put dy = 1678, to
get (B.31).
To conclude, note that the only properties of & that we used in the proof was

that the first partial derivatives are continuous and bounded. Since s satisfies these
requirements, we may take sz = s in the proof above and deduce that

2 2 o,
st 825
—3 dxidx> =Y dps(zik, 7o1).
// <8x1> <8xlax2) +<ax§> 1 ;:1: S (Z1k5 22k)

In particular, s € F. U

A function of the form (B.29) satisfying (B.30) is called a thin plate spline. The
name comes from the fact that the integral in the penalty term is an approximation
to the strain energy of a deformed infinite thin plate. The integral in the penalty term
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in one dimension has a similar interpretation in terms of the strain energy when
bending a thin rod.

We can now find an explicit expression for the penalty term.

Lemma B.8 With s(x1, x») as in (B.29),

2 2 2
3?f ( a?f ) 3?f
— ] +2 + | — dxidx;
/./ ( ax? > dx10x2 ax3
l m m
= Ten Z Zdjdkrlf(mj, 22j) logrlf(zlj, 22j).
j=1k=1
Proof Take h = s in (B.31) and use (B.30). O
Finally, we prove the interpolation property (i) in Lemma B.6 for the family S of
thin plate splines with knots (211, 221) - - - » (Z1m» Z2m)-
Theorem B.4 Let (z11, 221), - - -, (Z1m, 22m) be m distinct points in R? which do not
lie on a straight line, and let y1, ..., ym be any real numbers. Then there exists a
unique thin plate spline s(xy, x2), such that s (z1j,z2j) =yj, j=1,...,m.

Proof With minor modifications, the proof can be copied from the proof of Theo-
rem B.1. The elements in the matrix E are now instead

2 2
ejk =ri(z1j,225)logri (z15,225)/(167).
Of course, ej; = e;. Instead of the single vector z, we now have two vectors

<11 <11

212 212
Zl = . ’ ZZ = . ’
Z1m Zlm
and (B.9) becomes
E 1 ] 1) d y
7 0 0 O ap| |0
Zl/ 0 0 0 aq - 0
0 0 0 a 0

The rest of the proof is entirely similar and ends by concluding that ag = a1 =
ar =0, since the points (211, 221), - - - » (Z1m, Z2m) are non-collinear. O



Appendix C
Some SAS Syntax

There are many software solutions for non-life insurance pricing with GLMs, rang-
ing from specialized software where you more or less just “push the button”, to
manual programming of the numerics in a low-level language. The examples in
this book were generated using the SAS system, which falls somewhere in between
these two extremes. We will provide some sample code in this appendix, as an aid
for the reader who is already familiar with the basics of the SAS system. For full
information on SAS, we refer to the system manuals, see e.g. [SASIOS8].

We have chosen SAS because it is widely used in the insurance industry, but
we would also like to mention the possibility of using the software R—popular in
the academic world—or Matlab. For instance, see the book by Wood [Wo06] for a
treatment of generalized additive models with R.

C.1 Parameter Estimation with Proc Genmod

Here we give the code for claim frequency estimation that we have used for Ex-
ample 2.5. We assume that we already have a SAS table called moped containing
the data of Table 1.2. First chose a base cell by changing the name of its levels to
‘BASE’, the point being that ‘BASE’ comes after the others in the alphanumerical
ordering that SAS uses for sorting. The level with the value that comes last becomes
the base level in SAS. In the example, everything that starts with “mop” is an op-
tional name entered by the user.

data moped;
set moped;
if mopclass=’'1’ then mopclass='BASE’;
if mopage=’'2’ then mopage=’'BASE’;
if mopzone='4’ then mopzone='BASE’;
run;
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proc genmod data=moped;
class mopclass mopage mopzone;
model mopfreqg = mopclass mopage mopzone
/ dist=poisson link=log;
ods output ParameterEstimates=mopparam;
weight mopdur;
title ’'Claim frequency with Proc Genmod’;
run;

data moprel (keep= parameter levell rel);
set mopparam;
if Parameter='mopclass’ and levell='BASE’ then levell='1"’;
if Parameter='mopage’ and levell='BASE’ then levell='2"';
if Parameter='mopzone’ and levell='BASE’ then levell='4"';
if parameter='Intercept’ or parameter='Scale’ then delete;
rel = exp(estimate);
format rel 7.2;

run;

The proc genmod step is where the GLM analysis is performed. The state-
ment ods output ParameterEstimates=mopparam generates a SAS ta-
ble called mopparam, that contains the parameter estimates. With the weight
statement, the weight is set to the duration. The last data step makes the transition
from the B parameters to the multiplicative relativities y and resets the level names
to the original ones.

C.2 Estimation of ¢ and Testing

Proc Genmod uses as default the ML estimator of ¢ when a gamma distribution is
chosen. To get the Pearson estimator ¢x in (3.9) we have to add the option pscale
at the end of the model statement.

model mopfreq = x v z / dist=poisson link=log pscale;

Proc Genmod produces effect tests like those in Table 3.1 in its so called “Type 3
analysis”. If we add the type3 option to the model statement, SAS will produce a
table like Table C.1, where we have also used the pscale option.

Here the Source column gives the name of the excluded rating factor and
Num DF is the number of excluded parameters f, — f5, i.e., the degrees of freedom
in the LRT, while Den DF is the degrees of freedom f,,, — f, in é The F-statistic
displayed in the column F Value will be explained below. The LRT is given in the
Chi-Square column. Finally, Pr>F and Pr>ChiSq give the p-values for these
two tests.
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Table C.1 Moped insurance: output from SAS Proc Genmod. Test of excluding one variable at a
time. Multiplicative gamma model

LR Statistics For Type 3 Analysis

Sourse Num DF Den DF F Value Pr > F Chi-Square Pr > ChiSqg
mopclass 1 16 122.71 <.0001 122.71 <.0001
mopage 1 16 79.91 <.0001 79.91 <.0001
mopzone 6 16 1.30 0.3131 7.79 0.2539

The so called F'-statistic is obtained by dividing the LRT by its degrees of free-
dom:

oo (DM i) = Dy )/ (f; = £)
¢x
The F -statistic is familiar from the ordinary linear model, where it is F-distributed.
With other GLMs, we suggest that the LRT is used in the first place.

C.3 SAS Syntax for Arbitrary Deviance*

SAS Proc Genmod has built-in options for the most common EDMs (normal, Pois-
son, gamma, binomial, inverse Gaussian, and more); if, e.g., we want to choose the
Poisson variance function we add the option dist=poisson to the model state-
ment. Models that are not standard in Proc Genmod can be analyzed by specifying
the variance function and the deviance in special “programming statements”. We
illustrate the procedure by presenting code that gives the same result as if we had
chosen the option dist=poisson. The intention is that the reader should be able
to adjust this code as needed, e.g., in the case of Tweedie models with 1 < p < 2.
Note that _mean_ and _resp_ are automatic variables provided by the system,
representing  and y, respectively, and do not have to be specified by the user.

proc genmod data=moped;
class mopclass mopage;
a=_mean_;
y=_resp_;
if y=0 then d=2%*a; else d=2*(y*log(y/a)-(y-a));
variance var=a;
deviance dev=d;
model mopfreqg = mopclass mopage /link=log pscale;
weight dur;
run;
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C.4 Backfitting of MLFs

We will not give all SAS syntax for performing the backfitting algorithm in
Sect. 4.2.2, since this is mostly a question of straight-forward data steps. How-
ever, we shall give a hint on how to easily obtain u; = uy; from the pre-
dicted values that can be retrieved from Proc Genmod by adding the statement
ods output ObStats=Predval;

After an initial Proc Genmod step with this statement included, the u;—here
called mu—can be computed and added to your data as follows, where uof £ is the
offset variable log(u ),

data infile;
merge infile Predval (keep=pred) ;
mu=pred/exp (uoff) ;
drop pred uoff;

run;

C.5 Fitting GAMs

The SAS procedure Proc GAM fits generalized additive models using smoothing
splines and thin plate splines. A drawback is that the procedure, at least at the time
of writing, does not provide a weight statement, which prohibits a simple anal-
ysis of claim frequencies. Hopefully, this will be amended in future versions. For
documentation, see [SASIO8].

Our own implementation of GAMs was carried out using data step programming
and SAS/IML.

C.6 Miscellanea

Interaction between two variables x1 and x2 may be tested in SAS by including
an interaction term in the model statement, like this:

model vy = x1 x2 x1*x2 X3
/ dist=poisson link=log;

Once a significant interaction effect is found we strongly suggest that a new com-
bined rating factor is introduced rather than using the above code.

Offsetting  is done in SAS by including the option offset=z in the model state-
ment, if z is the offset variable on the linear scale.
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Polynomial regression with Proc GenMod requires only some slight changes to
the code in Sect. C.1. Assume that we have prepared the same SAS table with the
difference that the categorical variable mopage is replaced by a numerical variable
called mopyrs, which is the moped age in years: 0, 1,2, .... To produce the es-
timates, representing the effect of moped age using a third degree polynomial, the
code is as follows:

proc genmod data=moped;

class mopclass mopzone;

model mopfreqg = mopclass mopzone mMOpPYyrs mMOPYrsS*mopyrs

mopyrs*mopyrs*mopyrs / dist=poisson link=log;

ods output ParameterEstimates=mopparam;

weight mopdur;

title ‘Claim frequency with Polynomial regression’;
run;

Thus in the model statement the mopage variable is replaced by three variables,
corresponding to the linear, quadratic and cubic part of the polynomial, and these
three variables are not included in the class statement.

In the numerical solving of the ML equations in Proc Genmod, Fisher’s method
is used in step 1, and Newton-Raphson thereafter, unless one specifies the option
Scoring=n in the Model statement, by which Fisher’s method is used in the n
first steps. It is, of course, futile to try to find the optimal value of n, but if one
should encounter problems with the convergence of Proc Genmod, it is worth trying
some n > 1 in the option Scoring.



References

[AnO7] Andersen, R.: Modern Methods for Robust Regression. Sage, Thousand Oaks (2007)

[Ba63] Bailey, R.A.: Insurance rates with minimum bias. In: Proceedings of the Casualty
Actuarial Society, vol. L (1963)

[BPP84] Beard, R.E., Pentikiinen, T., Pesonen, E.: Risk Theory. Chapman & Hall, London
(1984)

[BW92] Brockman, M.J., Wright, T.S.: Statistical motor rating: making efficient use of your
data. J. Inst. Actuar. 119, 457-543 (1992)

[Bii67] Biihlmann, H.: Experience rating and credibility. ASTIN Bull. 4(3), 336-341 (1967)

[BGO5] Biihlmann, H., Gisler, A.: A Course in Credibility Theory and Its Applications. Uni-
versitext. Springer, Berlin (2005)

[BS70] Biihlmann, H., Straub, E.: Glaubwiirdichkeit fiir Schadensitze. Bull. Swiss Assoc.
Actuar. 70, 111-133 (1970)

[Ca86] Campbell, M.: An integrated system for estimating the risk premium of individual car
models in motor insurance. ASTIN Bull. 16(2), 165-184 (1986)

[DKGY96] Dannenburg, D.R., Kaas, R., Goovaerts, M.J.: Practical Actuarial Credibility Models.
Institute of Actuarial Science and Econometrics, Amsterdam (1996)

[DPP94] Daykin, C.D., Pentikdinen, T., Pesonen, M.: Practical Risk Theory for Actuaries.
Chapman & Hall, London (1994)

[dBo01] de Boor, C.: A Practical Guide to Splines, revised edn. Springer, Berlin (2001)

[Di05] Dickson, C.M.: Insurance Risk and Ruin. Cambridge University Press, Cambridge
(2005)

[GH87] Goovaerts, M.J., Hoogstad, W.J.: Credibility Theory. Survey of Actuarial Studies,
vol. 4. Nationale-Nederlanden, Den Haag (1987)

[Gr08] Grgic¢, V.: Smoothing splines in non-life insurance pricing. Master Thesis, Institute of
Mathematical Statistics, Stockholm University (2008)

[GS94] Green, PJ., Silverman, B.W.: Nonparametric Regression and Generalized Linear
Models: A Roughness Penalty Approach. Chapman & Hall, London (1994)

[Gu95] Gut, A.: An Intermediate Course in Probability. Springer, Berlin (1995)

[HR96] Haberman, S., Renshaw, A.E.: Generalized linear models and actuarial science. Statis-
tician 45, 407-436 (1996)

[HT90] Hastie, T.J., Tibshirani, R.J.: Generalized Additive Models. Chapman & Hall, London
(1990)

[1J07] Ismail, N., Jemain, A.A.: Handling overdispersion with negative binomial and gen-
eralized Poisson regression models. In: Casualty Actuarial Society Forum, Winter
(2007)

[1J09] Ismail, N., Jemain, A.A.: Comparison of minimum bias and maximum likelihood
methods for claim severity. In: Casualty Actuarial Society Forum, Winter (2009)

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models, 171

EAA Lecture Notes,

DOI 10.1007/978-3-642-10791-7, © Springer-Verlag Berlin Heidelberg 2010



172

[Je74]
[J687]

[J697]
[JS94]

[Ju68]
[KPWO04]

[LNO96]
[LNPO6]

[Li93]
[Ma91]

[McC83]
[MNg9]

[Me04]

[MBLO0]

[NW72]
[OhO5]
[OhO08]
[0JO6]
[Re94]
[Ro91]
[RT97]

[Ro02]
[SASIO8]

[SS91]
[Su03]
[Su80]
[Su87]

[Wo06]

References

Jewell, W.S.: Credible means are exact Bayesian for exponential families. ASTIN
Bull. 8, 336-341 (1974)

Jorgensen, B.: Exponential dispersion models. J. R. Stat. Soc. Ser. B 49, 127-162
(1987)

Jorgensen, B.: The Theory of Dispersion Models. Chapman & Hall, London (1997)
Jorgensen, B., Paes de Souza, M.C.: Fitting Tweedie’s compound Poisson model to
insurance claim data. Scand. Actuar. J. 1994, 69-93 (1994)

Jung, J.: On automobile insurance rating. ASTIN Bull. 5(1), 41-48 (1968)

Klugman, S.A., Panjer, H.H., Wilmot, G.E.: Loss Models, from Data to Decisions,
2nd edn. Wiley, New York (2004)

Lee, Y., Nelder, J.A.: Hierarchical generalized linear models. J. R. Stat. Soc. Ser. B
58(4), 619-678 (1996)

Lee, Y., Nelder, J.A., Pawitan, Y.: Generalized Linear Models with Random Effects.
Chapman & Hall, London (2006)

Lindgren, B.: Statistical Theory, 4th edn. Chapman & Hall, London (1993)

Mack, T.: A simple parametric model for rating automobile insurance of estimating
IBNR claims reserves. ASTIN Bull. 21, 93-109 (1991)

McCullagh, P.: Quasi-likelihood functions. Ann. Stat. 11, 59-67 (1983)

McCullagh, P., Nelder, J.A.: Generalized Linear Models, 2nd edn. Chapman & Hall,
London (1989)

Meng, R.: Estimation of dispersion parameters in GLMs with and without random
effects. Institute of Mathematical Statistics, Stockholm University (2004)

Murphy, K.P., Brockman, M.J., Lee, PK.W.: Using generalized linear models to build
dynamic pricing systems for personal lines insurance. In: CAS Winter 2000 Forum
(2000)

Nelder, J.A., Wedderburn, R.W.M.: Generalized linear models. J. R. Stat. Soc. Ser. A
135, 370-384 (1972)

Ohlsson, E.: Simplified estimation of structure parameters in hierarchical credibility.
In: The 36th ASTIN Colloquium, Ziirich (2005). http://www.astin2005.ch/

Ohlsson, E.: Combining generalized linear models and credibility models in practice.
Scand. Actuar. J. 2008, 301-314 (2008)

Ohlsson, E., Johansson, B.: Exact credibility and Tweedie models. ASTIN Bull. 36(1),
121-133 (2006)

Renshaw, A.E.: Modelling the claims process in the presence of covariates. ASTIN
Bull. 24(2), 265-285 (1994)

Robinson, G.K.: That BLUP is a good thing—the estimation of random effects. Stat.
Sci. 6, 15-51 (1991)

Rootzén, H., Tajvidi, N.: Extreme value statistics and wind storm losses: a case study.
Scand. Actuar. J. 1, 70-94 (1997)

Ross, S.: A First Course in Probability, 6th edn. Prentice Hall, New York (2002)
SAS Institute: SAS Product Documentation (2008). http://support.sas.com/
documentation/index.html

Sibson, R., Stone, G.: Computation of thin plate splines. SIAM J. Sci. Stat. Comput.
12(6), 1304-1313 (1991)

Sundberg, R.: Conditional statistical inference and quantification of relevance. J. R.
Stat. Soc. Ser. B 65(1), 299-315 (2003)

Sundt, B.: A multi-level hierarchical credibility regression model. Scand. Actuar. J.
25-32 (1980)

Sundt, B.: Two credibility regression approaches for the classification of passenger
cars in a multiplicative tariff. ASTIN Bull. 17(1), 42-70 (1987)

Wood, S.: Generalized Additive Models: An Introduction with R. Chapman & Hall,
London (2006)



Index

A

Additive model, 26
Adverse selection, 2
Attritional losses, 64

B

B-spline, 106, 145
B-splines, 145
Backfitting algorithm, 116
Base cell, 10, 26, 82, 165
Bayes’ theorem, 137
Bonus/malus, 73

C
Canonical link, 29, 30
Car model classification, 71
Ceteris paribus, 12
Claim, 4
Claim frequency, 4

MLE, 31

probability distribution of, 18
Claim severity, 4

MLE, 33

probability distribution of, 20
Compound Poisson distribution, 25
Confidence intervals, 44, 45, 47
Conjugate prior, 89
Credibility estimator, 72
Credibility factor, 72
Credibility theory, 72
Cross-validation, 121
Cumulant function, 17

Cumulant-generating function (CGF), 21

E. Ohlsson, B. Johansson, Non-Life Insurance Pricing with Generalized Linear Models,

EAA Lecture Notes,

D
D-subtraction, 43
De Boor’s recursion formula, 145
Deductible, 64
Design matrix, 27, 45
Deviance, 60, 104
scaled, 40
unscaled, 40
Direct method, 34
Dispersion parameter, 17
Dummy variables, 26
Duration, 4

E
Earned premium, 4
Effect test, 44, 166
Estimate of ¢, 42
Estimating equations, 59
Exact credibility, 89
Experience rating, 71
Exponential Dispersion Models, 18
expected value, 22
variance, 22
Exponential family, 18
Exposure, 6

F

Fisher information, 44
Fisher’s scoring-method, 50
Frequency function, 17

G

Gamma distribution, 20

Gamma function, 135
Gauss-Markov Theorem, 59
Generalized additive model, 103

DOI 10.1007/978-3-642-10791-7, © Springer-Verlag Berlin Heidelberg 2010

173



174

H
Hierarchical credibility, 90
Homogeneity assumption, 7

I
Identity link, 28
Independence assumption
in time, 7
of policies, 6
Index parameter, 20
Interaction, 62
in SAS, 168
Inverse normal distribution, 25

K
Key ratio, 4

L

Large claims, 63

Law of total probability, 136
Likelihood-ratio-test, 43
Link function, 28

List form, 16

Log link, 28

Logit link, 28

Loss ratio, 4

M

M-estimator, 60

Method of marginal totals, 11
Mixed Poisson distribution, 19
ML equations, 32

MLE of Generalized Linear Models, 31

Model matrix, 27
Moment-generating function, 21

Moped insurance, 3, 5, 12, 34, 39, 46

Multi-level factor, 71, 81
Multiplicative model, 9

N

Negative binomial distribution, 55

Newton-Raphson’s method, 50
Nil claims, 4, 5
Normal distribution, 18

0
Occam’s razor, 62

Offsets, 63
Ordinary rating factor, 81

Overdispersed Poisson model, 60

Overdispersion, 54

P

Pareto distribution, 37

Partial casco, 35

Partial residual, 116, 117, 119
Pearson’s chi-square, 42
Poisson distribution, 18
Poisson process, 18

Posterior distribution, 137
Prior distribution, 137

Pure premium, 4

R
Random effect, 74
Rating factors, 2

Relative binomial distribution, 37

Relative Poisson distribution, 19
Relativity, 10

Reproductive, 19, 20, 24
Residuals, 53

S

Saturated model, 32, 39
Scale invariant, 24
Scale parameter, 20
Score function, 32
Spline, 104

T

Tabular form, 16

Tariff, 3

Tariff analysis, 4

Tariff cell, 3

Thin plate spline, 126, 152
Tweedie models, 24

Type 3 analysis, 166

\'%
Variance function, 22

V4
Zone, 3,72

Index



	3642107907
	EAA series - Textbook
	Non-Life Insurance
Pricing
with Generalized
Linear Models
	Preface
	Contents
	Acronyms
	Non-Life Insurance Pricing
	Rating Factors and Key Ratios
	The duration of a policy
	A claim
	The claim frequency
	The claim severity
	The pure premium
	The earned premium
	The loss ratio

	Basic Model Assumptions
	Means and Variances

	Multiplicative Models
	The Method of Marginal Totals
	One Factor at a Time?

	Exercises

	The Basics of Pricing with GLMs
	Exponential Dispersion Models
	Probability Distribution of the Claim Frequency
	A Model for Claim Severity
	Cumulant-Generating Function, Expectation and Variance
	Tweedie Models

	The Link Function
	Canonical Link*

	Parameter Estimation
	The Multiplicative Poisson Model
	General Result
	Multiplicative Gamma Model for Claim Severity
	Modeling the Pure Premium

	Case Study: Motorcycle Insurance
	Exercises

	GLM Model Building
	Hypothesis Testing and Estimation of phi
	Pearson's Chi-Square and the Estimation of phi
	Testing Hierarchical Models

	Confidence Intervals Based on Fisher Information
	Fisher Information
	Confidence Intervals
	Numerical Equation Solving*
	Do the ML Equations Really Give a Maximum?*
	Asymptotic Normality of the ML Estimators*

	Residuals
	Overdispersion
	Estimation Without Distributional Assumptions
	Estimating Equations
	The Overdispersed Poisson Model
	Defining Deviances from Variance Functions*

	Miscellanea
	Model Selection
	Interaction
	Offsets
	Polynomial Regression
	Large Claims
	Deductibles*
	Determining the Premium Level

	Case Study: Model Selection in MC Insurance
	Exercises

	Multi-Level Factors and Credibility Theory
	The Bühlmann-Straub Model
	Estimation of Variance Parameters
	Comparison with Other Notation*

	Credibility Estimators in Multiplicative Models
	Estimation of Variance Parameters
	The Backfitting Algorithm
	Application to Car Model Classification
	More than One MLF

	Exact Credibility*
	Hierarchical Credibility Models
	Estimation of Variance Parameters
	Car Model Classification, the Hierarchical Case

	Case Study: Bus Insurance
	Exercises

	Generalized Additive Models
	Penalized Deviances
	Cubic Splines
	Estimation-One Rating Variable
	Normal Case
	Poisson Case
	Gamma Case

	Estimation-Several Rating Variables
	Normal Case
	Poisson Case
	Gamma Case

	Choosing the Smoothing Parameter
	Interaction Between a Continuous and a Categorical Variable
	Bivariate Splines
	Thin Plate Splines
	Estimation with Thin Plate Splines

	Case Study: Trying GAMs in Motor Insurance
	Exercises

	Appendix A Some Results from Probability and Statistics
	The Gamma Function
	Conditional Expectation
	The Law of Total Probability
	Bayes' Theorem
	Unbiased Estimation of Weighted Variances

	Appendix B Some Results on Splines
	Cubic Splines
	B-splines
	Thin Plate Splines

	Appendix C Some SAS Syntax
	Parameter Estimation with Proc Genmod
	Estimation of phi and Testing
	SAS Syntax for Arbitrary Deviance*
	Backfitting of MLFs
	Fitting GAMs
	Miscellanea
	Interaction
	Offsetting
	Polynomial regression


	References
	Index

