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2015 MAIN EVENT CONFERENCE REPORT

Product lines were on the minds of attendees who 
gathered in Santa Barbara, Calif. for the 2015 AAIS 
Main Event conference.

“Products and Performance” was the theme of the 
conference, and the principal session was devoted 
to the emergence of product management as a 
defined discipline.

That session opened with a surprising assertion 
from session leader John Kadous, AAIS vice 
president of personal lines, who said: “One thing that 
everybody really needs to understand about product 
management is it’s not about the products.

“Product management is about people,” he continued. 
“It’s about customers, and it’s about markets, and it’s 
about how we develop products that meet the needs 
of individuals in the markets we serve.”

Kadous was selected to lead the session because 
he has been instrumental in implementing 
product management at AAIS. Under his general 
guidance, six AAIS staff members have earned the 
designation of Certified Product Manager from the 
Association of International Product Marketing and 
Management (AIPMM).

“Product management doesn’t happen at one point 
in time,” Kadous told the audience. Rather, “it’s about 
managing the life cycle of the product, from idea 
generation through design, building, implementation, 
all the way up until it’s time to retire a product and 
move on to something different.”

Data 
Timely, accurate data is essential to insurance 
products, and data was the emphasis of the annual 
report of AAIS President and CEO Edmund J. Kelly.

In his report, Kelly told attendees that the AAIS Data 
Resource Center (DRC) had moved from concept 
to reality in terms of its structure and architecture. 
(For a report on the development of the DRC, see the 
previous edition of Viewpoint, Issue 1-2015.)

“The DRC is much more than a data warehouse,” 
Kelly said. “It includes tools and processes that give 
us the ability to develop and deliver quality programs 
for our members.”

Within the DRC, AAIS will collect, organize, and analyze 
data submitted by its statistical reporting affiliates, as 
well as data contributed by other carriers seeking to 
support AAIS and utilize some of its services.

“They contribute data because they want us to 
continue to develop programs that give them choices 
in terms of advisory services,” Kelly said.

As that data comes in, AAIS actuaries will spend less 
time organizing it and more time analyzing it under an 
“actuarial-analytics integration” initiative described 
by Rich Yocius, AAIS vice president or actuarial 
services and chief actuary.

Products and
Performance 

JOHN KADOUS

Product management doesn’t 
happen at one point in time, it’s 
about managing the life cycle 
of the product.



VIEWPOINT | FALL 2014VIEWPOINT  |  ISSUE II  |  2015 10

“You have to think of our work in two phases,” 
Rich said, “one involves getting the data ready for 
analysis, the other is actually doing the analysis.”

AAIS actuaries have traditionally played a big role in 
organizing the data submitted to it, Rich explained, 
but the establishment and expansion of the DRC will 
lift much of that burden from AAIS actuaries, allowing 
them to concentrate on data analysis.

“We estimate that when this is done is that it will 
improve the productivity of my team by about 25%,” 
Rich said. “This will allow us to do more analysis, to do 
additional lines of business, do deeper analysis, and 
do some consulting work on behalf of our affiliates.” ■ 

Product Competition a New 
Demand on P/C Insurers

Mark MacGougan has seen a lot of changes in his 34-
year insurance career, but perhaps none so important 
as the growth of product competition among carriers.

“When I started in this industry,” he told the audience 
at the 2015 AAIS Main Event, “we didn’t compete with 
one another on product, by and large.

“We competed fiercely, but we competed on price, 
we competed on service, we competed on agent 
commission. It was almost like having a gentlemen’s 
agreement: ‘Don’t compete on product.’”

Today, he said, “companies need to differentiate their 
products from one another, because that’s the world 
we live in. We live in a world where people focus on 
product. People expect to have choices and make 
buying decisions based on product features.”

Given the history, however, product innovation 
is not part of the “organizational DNA” of most 
insurers, according to MacGougan, vice president 
for product development for The Hartford Steam 
Boiler Inspection and Insurance Co. (HSB). HSB 
provides key product components for equipment 
breakdown and several other types of coverage for its 
reinsurance clients.

“When we think of innovation in insurance,” he said, 
“we think more typically of innovations in systems, 
distribution, or some other area, and not so much 
the product.”

Brand 
There are numerous challenges to implementing 
an operating strategy based on product innovation, 
according to MacGougan.

For many carriers, the process entails a profound 
cultural and organizational shift to align the 
expectations and behaviors of internal stakeholders 
with a business strategy based on product.

The process involves dealing with unprecedented levels 
of uncertainty, especially as a carrier explores ►  
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new types of insurance for which there is little if any 
data or established policy provisions to draw upon, and 
for which it is difficult to predict market demand.

The undertaking also brings a host of new 
underwriting, financial, market, and reputational risks, 
including the question of “brand elasticity.”

“Brand elasticity” refers to buyers’ acceptance 
or rejection of you as a credible, reliable source 
of a product or service that departs in some way 
from your traditional offerings and your perceived 
strengths as an organization.

To MacGougan, “brand elasticity is simply a fancy 
way of saying: Will the market accept this product 
from me, my company? This was an issue for HSB 
when we made our first large-scale effort to expand 
our franchise beyond our traditional core strength in 
equipment breakdown coverage.”

As HSB developed its program to provide data breach 
coverage to commercial insureds, “we weren’t sure  
if people would accept this from HSB,” MacGougan 
said. “We have ‘steam boiler’ in our name. We have 
trains on our business cards. That doesn’t make 
people think about identity theft.

“As it turns out, the program was successful for us 
and our client companies,” he said. “We were able to 
communicate the fact that, although the details of 
the subject were different, the skills that went into 
developing and maintaining it fit very well with the 
traditional strengths of HSB.”

Ideas 
In describing the process HSB uses to develop 
products, MacGougan suggested starting with a 

“funnel” with a wide opening to gather as many ideas 
from as many sources as possible.

Once you’ve winnowed the list to identify the most 
promising ideas, MacGougan then recommended 
that companies “start small” with the actual process 
of developing them.

“It’s like rolling a snowball down a hill,” he said. 
“Typically, we’ll start a project with one or two 
people. If it looks promising, you can add people from 
different disciplines, bring in expertise as needed, and 
the team will grow as the project adds momentum.

“By the time you have a product that is complete 
and ready to launch, you should have a working team 
covering all of the necessary functional areas.”

Owner 
While a collaborative, cross-functional team is critical 
to the success of a product, MacGougan emphasized 
that “somebody needs to own this process.

“Someone needs to guide the gathering and 
winnowing of ideas, and the process of picking those 
that are going to get resources devoted to them.

“Someone else then needs to own the product 
management process and be connected to  
senior management.”

Finally, he advised attendees to “Be patient. It takes 
time. There’s a lot of inertia in the insurance market.

“Don’t budget for a lot of premium the first year  
or two, but if there is a market, and you’ve done  
your homework, you’ll find it eventually, with the 
right effort.” ■

11



VIEWPOINT | FALL 2014VIEWPOINT  |  ISSUE II  |  2015

STEPHEN BUSHNELL

A transformative product, 
addresses a new, unrecognized, 
or under-served market. At the 
same time, it’s evolutionary,  
not revolutionary.

Transformative Product Development 
Has Benefits Beyond the Bottom Line

Insurance product development usually happens 
in an incremental fashion, Stephen Bushnell 
told attendees at the 2015 AAIS Main Event 
conference. According to the former product 
director for Fireman’s Fund, now an independent 
consultant, product development often entails 
adding an exclusion or a supplemental coverage 
within the confines of existing underwriting and 
pricing strategies.

“A transformative product,” he said, “addresses a new, 
unrecognized, or under-served market. At the same 
time, it’s evolutionary, not revolutionary. It plays on 
established insurance principles.”

Beyond meeting the carrier’s business objectives, 
said Bushnell, a transformative product will gain 
widespread attention from within and outside 
of the insurance industry, thus enhancing the 
insurer’s reputation.

As an example of transformative product development, 
Bushnell described the process he and his Fireman’s 
Fund team followed to develop the company’s well-
known “green” commercial property coverages.

Among other things, the company’s “green 
upgrade” coverage would restore damaged 
property to a condition required to retain a 
designation of environmental quality awarded by a 
“green building” organization.

Benefits 
Bushnell emphasized that he did not come to 
green coverage out of environmental sensibilities 
or conviction. Rather, he discovered the risk-related 
benefits of green construction as an insurance 
product manager charged with developing products 
for real estate owners and managers.

By attending meetings of trade associations in 
that sector, he learned how property owners and 
managers were intensely interested in energy 
efficiency, and that the energy efficiency provided 
by emerging green construction techniques could 
reduce utility bills by 30%. 

“This struck me as interesting, because I knew that 
most real estate accounts paid much more for their 
utility bills than they did for insurance,” Bushnell said. “I 
thought, there may be something here, so I made myself 
into a subject matter expert on green buildings.” ►
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Contrasts 
What he learned showed Bushnell just how 
challenging it would be to insure green construction 
separately from other commercial property.

For one thing, green construction involved some new 
types of exposures—including rooftop solar panels, 
vegetated roofs, and a range of relatively untested 
materials and building techniques—for which there 
was no appreciable underwriting experience.

Furthermore, green insurance, particularly coverage 
for an upgrade to a higher level of green certification, 
raised some fundamental questions about the nature 
of insurance coverage.

“Most property policies replace what’s destroyed with 
like kind and equality,” he said. “With green upgrade 
coverage, you have to make insureds better off than 
they were before the loss. There were real questions 
about the principle of indemnity; real questions about 
moral hazard.”

Work proceeded, however, largely due to a 
determination that green buildings posed less of a 
risk for loss than conventional structures.

“We concluded that a green-certified building was 
less risky, and we created a rate credit to reflect that,” 
he said. “For the upgrade coverage, we determined 
that the premium would best come from setting 
the total insured value higher than what we would 
normally use.”

Well-received 
The concept was well-received among regulators, 
and the product was approved in all states within 
six months of its initial filing in 2006. Fortunately for 
Bushnell and Fireman’s Fund, the launch came at a 

time of intense interest in green construction, and 
he was sought out for numerous media interviews 
and appearances.

According to Bushnell, more than half of Fireman’s 
Fund’s commercial accounts had green coverage 
endorsement in two years, and those accounts 
outperformed the overall book in both retention and 
loss ratio.

In the course of that, Bushnell and his team learned 
something else: owners of green properties were 
more careful stewards of their properties than 
property owners on average.

“Our conclusion was that insureds who bought this 
form were more concerned with the basic principles of 
risk management,” he said. “We [in effect,] have a very 
good selection process that gave us this good book.”

Despite its success, green coverage is often a tough 
sell to agents, Bushnell added. 

“Agents were very slow to adapt to it, particularly 
the smaller independent agents” he said. “When 
we launched the program, a lot of agents thought 
[environmental consciousness] was our major 
emphasis. We had to continue to emphasize that this 
is a risk management approach.”

Today, he added, “many commercial insureds are 
asking their agents for the green coverage, rather 
than having their agents recommending it to them.” 

The ultimate measure of the “transformative” nature 
of green property coverage, said Bushnell, was the 
number of carriers who copied the concept—even 
down to a typographical error in one of the Fireman’s 
Fund forms. ►
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When Managing Products, Take Care 
of Your Customers

Property/casualty insurers are facing more 
serious disruption of their business, especially in 
distribution, than at almost any time in the history of 
the industry.

That was the message from Michael Reilly, managing 
director for insurance strategy for Accenture, in his 
address to the 2015 Main Event. “There are more 
disruptions occurring now than I’ve seen in my entire 
career,” he told the audience.

Citing findings from Accenture’s insurance industry 
surveys, Reilly identified several major “disruptors” 
creating both problems and opportunities for 
carriers today.

First, “retail agents are under a lot of pressure. 
There’s a lot of consolidation going, and the 
wholesalers are taking off. The major brokers are 
definitely growing, and all of them are using their 
power to influence the market.”

Secondly, there has been a divergence between 
large carriers and small to mid-sized carriers 

regarding the nature of the investment in their 
underwriting operations.

“Usually, when we’ve done that study, we’ve found 
that small, middle market, and large commercial 
carriers were all generally investing in the same 
things,” he said.

In the latest study, conducted in 2013, things were 
different. This time, in contrast to the small and mid-
sized insurers, “the large carriers were doubling down 
in data analytics,” he added.

Given the fragmented nature of data gathering in 
large companies with multiple legacy systems, “some 
of that investment is to get their own houses in order,” 
Reilly said. “More importantly, they’re starting to look 
beyond internal data to [utilizing] new sources of 
external data to help evaluate risks.

“If you’re not thinking through the data sources that 
are out there, and how those data sources might 
affect your underwriting, you’re at risk.”

MICHAEL REILLY

We get the product in place and 
move onto the next product, and 
we don’t take the time and effort 
to keep those products up to date.

Michael Reilly
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Expectations 
Thirdly, Reilly said, the expectations of an insurer’s 
customers (both buyers and agents) will not be 
established by competing carriers, but by leading 
technology players outside of insurance.

“The perception whether you are leading in digital 
delivery of service does not come from comparisons 
with the people in this room,” he said. “The perception 
comes from what Target is doing, what Google is 
doing, and what others do.”

Given all these disruptors at play, Reilly urged the 
audience to re-consider the “product” not only as 
the insurance policy that’s delivered, but the entire 
experience of acquiring and maintaining it. If they do 
that, there’s a good chance they’ll find success.

Agents certainly have concerns over aspects of the 
product, narrowly construed, Reilly said. Surveys 
indicate they certainly want consistency in a carrier’s 
pricing and risk appetite.

“A lot of times, we get the product in place and move 
onto the next product, and we don’t take the time 
and effort to keep those products up to date,” he said. 
“Our pricing becomes spikey and we have to make 
corrections, and that’s what agents really don’t like.”

Those same surveys show, however, that “the vast 
majority of agents” are principally concerned with 
how a carrier takes care of their customers, and only 
secondarily with compensation.

“Sometimes,” Reilly said, “[agents] couldn’t  
care less about the product. What they care about  
is the service. ■ 

Long Way to Go on Public-Private 
Disaster Planning

The good news is that the catastrophes of the past 15 
years have taught us that a planned approach to risk-
sharing between the public and private sectors can 
reduce costs for both of them.

The bad news is that many households, organizations, 
and communities are inadequately insured for the 
types of catastrophes likely to occur in their regions.

Unless things change, the outcome is likely to be 
more costly, ad hoc reactions after the fact to large 
catastrophes, particularly earthquakes and floods.

The RAND Corporation, the renowned research 
organization based in Santa Monica, Calif., created 
its Center for Catastrophic Risk Management and 
Compensation to study disasters and identify means 
to reduce the level of losses and the time and money 
needed to recover.

Lloyd Dixon, a senior economist for RAND and 
director of the center, addressed the topic of “Public 
and Private Roles in Today’s Risk Environment” in 
his keynote address to the 2015 AAIS Main Event in 
Santa Barbara. ►
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LLOYD DIXON

Let’s try to put in place programs 
so that, when the next one hits, we 
have more of a plan to deal with it, 
as opposed to the ad hoc response 
that currently happens after events.

Mechanisms 
There are four principal mechanisms for providing 
assistance following a major “event,” Dixon said: 
private insurance, government assistance, private 
charity and philanthropy, and the court system.

Taken together, Dixon said, the interaction of these 
mechanisms “determine the transaction costs, the 
legal costs, the administrative costs, the claims 
processing costs, and how long it takes people to 
receive payment.”

Taking the example of the Sept. 11th attacks, an almost 
wholly unanticipated disaster, Dixon noted how more 
than half the $38 billion paid for recovery through 
2005 had come from private insurance, a little more 
than 40% came from government assistance, about 
7% from private charity, and an almost negligible 
percentage from non-insured liability.

“One of the things that stand out is how large the 
insurance role was,” he said.

After Sept. 11th, however, Insurers threatened to pull 
back from terrorism coverage unless there was some 
sort of public commitment to sharing losses. At the 
same time, some members of Congress balked at 
what they saw as a new commitment to increased 
government spending.

Dixon and his colleagues at RAND determined, 
however, that for every dollar of uninsured loss during 
a disaster, there was a corresponding one dollar 
increase in federal disaster outlays.

Terrorism 
During debates over the renewal of the Terrorism Risk 
Insurance Act (TRIA), RAND could argue, in Dixon’s 

words, that “with TRIA in place, insurance for terrorism 
is more readily available, the cost is less, and the rate 
of take-up is higher. Thus, there will be fewer uninsured 
losses with TRIA in place, and that means less federal 
spending on disaster assistance.”

In an exhibit, Dixon demonstrated how federal 
spending in the wake of a terrorist attack was likely to 
be less with TRIA in place for any event with less than 
$50 billion in losses. 

Even though recovery under the program would be 
triggered by $35 billion in losses, net federal spending 
would not exceed projected levels without TRIA 
until an event of $50 billion or more, thanks to the 
continued presence of private insurance.

Underinsured 
Unfortunately, even publicly-backed insurance is not 
widely in force for two major catastrophe perils: flood 
and earthquake.

In the wake of Superstorm Sandy, the public learned 
that only about half of the structures in New York 
City’s highest risk areas had flood insurance. 

Even among structures in flood zones with mortgages, 
which supposedly carry flood insurance to meet the 
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requirements of the secondary mortgage market, only 
about 65% were so insured. Barely 20% of structures 
without mortgages were insured for flood.

Similarly, take-up rates for earthquake insurance in 
quake-prone California are low. Even with coverage 
available through the state-sponsored California 
Earthquake Authority (CEA), fewer than 10% of 
properties in the state are insured for earthquake, 
according to Dixon, including only 12% of properties 
in the seismically active area of San Francisco Bay.

Improving preparedness in these areas involves 
recognizing and addressing key factors where the 
private and public sectors can complement each 
other, according to Dixon.

Responses 
To adequately address low frequency, high severity 
events under current conditions, he said, private 
insurers must charge risk premiums far in excess of 
the expected losses on individual insured properties, 
effectively stifling demand.

Government-sponsored pools don’t have that 
problem, he said, because they do not have to 
accumulate as much in reserves. But public pressure 
for subsidies of one sort or another makes it very 
difficult for public insurance mechanisms to charge 
risk-based rates.

One response, Dixon said, would be for the federal 
government to accede to a longstanding desire of 
private insurers to accumulate catastrophe reserves 
on a tax-free basis.

Another possibility would be for the federal 
government to guarantee bonds issued by entities 

such as the CEA, allowing such entities to purchase 
reinsurance more easily and decrease the risk 
premium they must charge.

In any event, Dixon said, action must be taken 
to either require property owners to purchase 
catastrophe insurance, or give them very strong 
incentives to do so. 

Referring specifically to earthquake insurance, Dixon 
said: “One option would be to require homeowners 
insurance policies to cover earthquake losses, with 
the underwriting risk ceded to the CEA.

“Another approach would be [to impose] a property 
tax assessment or state income tax penalty on 
homeowners who fail to purchase coverage.”

Pre-emption 
The RAND Center for Catastrophic Risk Management 
and Compensation is well along in developing a 
blueprint for a planned response to one type of 
catastrophe: an environmental event with a clearly 
responsible party, such as an oil spill or release of 
toxic substances.

Dixon’s group is promoting the development of “Pre-
emptive Claims Resolution Facilities” that would, 
in essence, speed the processing and payment of 
claims, thus reducing the overall time and expense of 
recovering from an event.

By forgoing the usual processes of tort litigation, 
Dixon said that “the idea would be to get resources 
(payments) out more quickly and lower the 
transaction costs and the legal costs so that the 
injured parties actually get a larger share of the 
overall outlays. ►
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“From the point of view of the responsible party, the 
advantage of this type of arrangement would be in 
reduced overall outlays,” he said, “first because of 
reduced transaction (litigation) costs, and secondly 
because if the money gets out more quickly, it 
reduces the economic ripple effects of the disaster 
and reduces the total amount of losses.”

As beneficial as that sounds, there is a lot of 
negotiating needed to get potential claimants and 
plaintiffs’ attorneys to accept the decisions of a 
facility administrator, and to earn the confidence of 
a responsible party that it will not have the facility’s 
decisions challenged in court.

“We’re looking at both the legal and organizational 
framework in anticipation and following disasters,” 
Dixon said. “Let’s try to put in place programs so that, 
when the next one hits, we have more of a plan to 
deal with it, as opposed to the ad hoc response that 
currently happens after events.” ■

A New Point of Entry for Prime 
Personal Lines Accounts

Shifts in population patterns may force personal 
lines insurers to rethink the role of renters’ policies 

in their product lineup. Reversing a decades-long 
tendency toward urban sprawl, jobs have begun to 
migrate back into central cities, and young educated 
professionals are embracing urban living over 
suburban homeownership, said Patrick Sullivan in his 
address to the 2015 AAIS Main Event.

Sullivan is associate editor of the Auto Insurance 
Report and Property Insurance Report, two newsletters 
that monitor market trends personal lines.

“Jobs have begun to migrate back into cities in a way 
they haven’t done before in our lifetimes,” he said. 
“The suburban job market is shrinking nationally 
compared to a slowly growing urban core.”

As examples of the trend, Sullivan noted that 
Hillshire Brands, Motorola, and United Airlines had all 
relocated their main offices from suburban locations 
to downtown Chicago. Similarly, the web posting 
service Pinterest has moved its offices from Silicon 
Valley to San Francisco.

Where jobs go, people follow. According to Sullivan, 
the educated young population grew 37% in urban 
areas, but only 17% outside urban areas. Whereas in 
2000 young adults (age 25-35) were 77% more likely 
than others to live in or near an urban core, by 2012 
they were 126% more likely to do so.

This growth was not confined to large cities or 
certain areas, but is in evidence throughout the U.S. 
For example, the population of young adults with 
four-year degrees grew 20% in Kansas City, 27% in 
Raleigh-Durham, 29% in Pittsburgh, 44% in Austin, 
Tex., 47% in Denver, 48% in Nashville, and 57% in 
Oklahoma City.

Patrick Sullivan
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Patterns 
The demographic shift is reflected in housing 
patterns. According to census results cited by 
Sullivan, building permits for apartment construction 
in 2013 had almost completely recovered from pre-
crash levels, while single-family housing starts were 
at less than half their level of 2005.

Even an abundance of inventory left over from the 
real estate bust is not enticing to debt-burdened and 
debt-wary young adults, Sullivan said.

Patterns in housing are, in turn, reflected in 
insurance coverage. 

According to figures from the National Association 
of Insurance Commissioners, the number of renters 
policies (equivalent to the AAIS HO 0004) in force 
rose 73% from 2002 through 2011, from 6.2 to 10.7 
million. Similarly, the number of unit-owners policies 
(equivalent to the AAIS HO 0006) rose 36%, from 3.7 
million to 5.1 million.

The number of owner-occupied policies is still 
much larger, 51 million policies in 2011, but grew 
only 7% in 2002-11.

“Rental and condo insurance have exploded 
compared to homeowners insurance,” Sullivan told 
the audience. “For years, I’ve been saying renters 
insurance is a bigger opportunity than it appears.

“On the surface, renters’ insurance looks like a terrible 
product,” he said. “Its average premium was $186 ten 
years ago, and now it is at $185. It’s barely worth an 
agent’s time to pick up the phone.”

Changing 
The market for renters is changing, however, 
according to Sullivan, who added that renters 
insurance can and should become an important 
product offering for property/casualty carriers, 
despite its relatively low premium volume.

“In this economy, renters are staying longer in their 
apartments,” he said. “They’re having their first child 
there. They’re collecting art. They’re creating a more 
complex, more affluent life, and they have things they 
need insured.”

New technology tools are making it easier to 
inventory contents and streamline underwriting 
and claims, Sullivan said, efficiently allowing 
carriers to increase insured values and premium for 
renters policies.

Also, landlords are becoming a boost for sales, as 
they increasingly require tenants to be insured. With 
insured tenants, landlords are less likely to be sued 
over dog bites or other damage or injuries arising 
from tenants, and the landlord is better protected 
against loss due to property damage by tenants. ►
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PATRICK SULLIVAN

Rental and condo insurance 
have exploded compared to 
homeowners insurance.



VIEWPOINT | FALL 2014VIEWPOINT  |  ISSUE II  |  201521

Touch Point 
Renters policies may increasingly become the  
first “touch point” between a consumer and an 
insurer, Sullivan said, due to profound changes in 
auto insurance.

For generations, a young person’s first encounter with 
insurance would be through auto coverage, but that’s 
likely to become less and less the case.

“The romance of motor vehicles is dissipating for 
millennials,” he said. “They don’t rely on the car the 
way prior generations have.”

According to Sullivan, millennials use public 
transportation far more and private autos far less 
than other generational groups, even when they were 
younger. He added that the percentage of 19-year-
olds with driver’s licenses fell from 87% in 1983 to 
68% in 2012.

“If I don’t have an auto insurance policy at age 16, 
when is the first time I’m going to be interacting with 
an insurance company? It’s probably going to be a 
renter’s policy.” ■

Price Optimization Bans Could 
Complicate The ‘Journey of  
Pricing Sophistication’

The insurance industry has been “on a journey of 
pricing sophistication,” Claudine Modlin told the 
audience at the 2015 AAIS Main Event, but that 
journey may soon get more complicated.

Modlin leads the property/casualty pricing and 
product management team for Towers Watson, the 
global actuarial and professional services firm. In that 
capacity, she plays a leading role in helping carriers 
implement “price optimization,” a relatively new term 
for the systematic application of some not-so-new 
pricing practices.

Some insurance departments have sought to ban 
price optimization, while others are scrutinizing 
the practice critically. A task force of the National 
Association of Insurance Commissioners (NAIC) is 
scheduled to release a white paper this year that may 
guide the drafting of model laws on the topic.

Modlin described the evolution of price optimization 
within the context of increasingly precise insurance 
pricing, and identified questions that need to be 
addressed if price optimization is to be regulated.

CLAUDINE MODLIN

Claudine Modlin

Would adhering strictly to  
cost-based prices be in anyone’s 
interest? How are we to  
address issue of availability  
and affordability?
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From a carrier’s perspective, said Modlin, “price 
optimization is a process for adjusting prices away 
from a strict cost-based benchmark to better achieve 
a corporation’s objectives.

“In general,” she continued, “carriers are seeking 
to do one of two things: maximize profit, subject to 
some volume threshold, or maximize volume, subject 
to some profit threshold.”

Efficient 
Price optimization utilizes economic modelling to 
identify an “efficient frontier” (a line on a graph) 
that indicates the possible trade-offs between some 
measure of size or growth (for example, retention 
rate or new business growth) versus profit for a book 
of business.

Generally speaking, the higher the rate, the 
greater the profit, but the lower the retention rate. 
Companies make a strategic choice that weighs 
current profits against market share and the lifetime 
value of accounts.

The information that is integrated includes expected 
losses and underwriting expenses, plus models that 
predict factors reflecting the “demand side:” new 
business conversions, current account renewals, mid-
term amendments, mid-term cancellations, cross-
sells, “up-sells,” and more

“It enables you to derive certain metrics, like expected 
volume, expected profit, and expected lifetime value 
for each individual customer,” Modlin said.

According to Modlin, European insurers have been 
able to improve their operating results through the 

use of price optimization, as they are more free than 
their U.S. counterparts to establish individual prices.

The challenge for U.S. carriers, she said, is to 
reconcile the insights of price integration with state 
department of insurance concerns about availability, 
affordability and fairness.

Practices 
Insurance departments have started to come out in 
opposition to the use of demand factors they label 
as “price optimization,” but price optimization also 
includes practices that regulators have accepted or 
welcomed for years, said Modlin.

For example, she said, adding a rate factor for a 
demand consideration is “almost analogous to 
rate capping.

“There are a lot of discounts, whether they’re new 
business discounts or renewal discounts, that are not 
actuarially indicated, which means they’re not cost-
based,” she said. “Rate capping is another example 
of price optimization that has been fully accepted, at 
least in some states.”

Turning the topic on its head, Modlin asked: “Would 
adhering strictly to cost-based prices be in anyone’s 
interest? How are we to address issue of availability 
and affordability?”

She indicated that some companies choose  
to experiment with and develop price 
optimization for commercial lines first, where 
pricing discretion in business-to-business 
transactions is widely accepted. ■
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As The Volume of Data Grows, So Do 
Regulatory Concerns

One might say that the National Association of 
Insurance Commissioners (NAIC) is in something 
of a race with Congress to establish the standards 
governing data protection by insurers.

As the AAIS Main Event gathered in Santa Barbara, an 
NAIC task force had just ratified 12 guiding principles 
for state regulation of insurers’ collection and 
protection of data on consumers, and overall “cyber-
security” practices.

At the same time, Congress was preparing to act on 
at least two of nearly two dozen bills introduced in 
this session to address concerns over cyber-security.

Some of the proposals in Congress would put 
important components of insurance operations 
under the regulation of the Federal Trade Commission 
(FTC), a prospect not welcomed by Charles 
Chamness, president and CEO of the National 
Association of Mutual Insurance Companies.

“We don’t find the FTC to be the type of regulator 
we would like to have working around our industry,” 
Chamness said in his remarks to the Main Event. 
“There was a lot of pressure on the NAIC to move 
quickly and get it right.”

Insurers have reason to be pleased with the outcome 
of the NAIC deliberations, he said.

“I think the principles are reasonable as a starting 
point,” he said. “We’re glad they’re principles and 
not specific directives that would be prescriptive. On 
balance, I think the statement of principles moves in 
the right direction.”

National Security 
Growing scrutiny of insurer data practices and policies 
comes at a time of heightened national concern 
over cyber attacks and data security, Chamness 
said. Beyond the usual concerns about how insurers 
deal with their customers, data breaches also raise 
questions about national security, he said.

“Our concern today is not just how you deal 
with the breaches, but how you report them to 
the government,” he said. “Then, what does the 
government do with that information?

“Can an average citizen then write to the Dept. of 
Homeland Security and say, ‘I’d like to see all the 
records that have been reported.’ Will this information 
be subject to the Freedom of Information Act?”

The same concerns will apply to AAIS as it expands 
its pool of data, said Robin Westcott, AAIS vice 
president of government affairs, in her remarks 
during the session.

“We’re [acquiring] more data to support our loss 
cost filings and to support the initiatives AAIS is 
undertaking for the future,” she said.

“We have the same obligations and responsibilities 
for the collection, use, and protection of data that you 
would see in a company,” she added. “We are taking 
that very, very seriously.” ■
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