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ABSTRACT

New Perspectives and Methods in Loss Reserving
Using Generalized Linear Models

by Jian Tao

Loss reserving has been one of the most challenging tasks that actuaries face since
the appearance of insurance contracts. The most popular statistical methods in the
loss reserving literature are the Chain Ladder Method and the Bornhuetter Ferguson
Method.

Recently, Generalized Linear Models (GLMs) have been used increasingly in in-
surance model fitting. Some aggregate loss reserving models have been developed
within the framework of GLMs (especially Tweedie distributions). In this thesis we
look at loss reserving from the perspective of individual risk classes. A structural
loss reserving model is built which combines the exposure, the loss emergence pattern
and the loss development pattern together, again within the framework of GLMs.
Incurred but not reported (IBNR) losses and Reported but not settled (RBNS) losses
are forecasted separately. Finally, we use out of sample tests to show that our method
is superior to the traditional methods.

In the third chapter we also extend the theory of limited fluctuation credibility
for GLMs to one for GLMMs. Some criteria and algorithms are given. This is a
byproduct of our work but is interesting in its own sake. The asymptotic variance of
the estimators is derived, both for the marginal mean and the cluster specific mean.
Keywords: GLMs, GLMMs, IBNR, RBNS, UMSEP, asymptotic variance, full cred-

ibility, loss reserving, individual risk classes.
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Glossary

Accident year (AY) the relative year to the beginning of the business or the be-
ginning of the data available (base year) in which a claim incurred, starting

from 1.

Case reserve an estimate of the amount for which a particular claim will ultimately

be settled or adjudicated.

Exposure the measurable extent of risk, for instance it could refer to the number of

insurance contracts in one accident year.
IBNR Incurred but not reported.
Loss reserve an estimate of the value of a claim or group of claims not yet paid.

Payment delay (PD) the relative year to the notification of a claim in which a

payment was made for that claim, starting from 0.

Payment year (PY) the relative year to the occurrence in which payments were

made for one claim, starting from 0.

RBNS Reported but not settled.

Reporting delay (RD) the relative year to the occurrence of a claim in which the

claim was reported, starting from 0.

Settlement delay (SD) the relative year to the notification of a claim in which the

claim was closed, starting from 0.



Settlement year (SY) the relative year to the occurrence in which one claim was

settled, starting from 0.

x1



Symbols

N® number of claims in risk class k with AY = i, RD = 3, k = 1,2,... K,

2¥)

1=1,2,...,mand j=0,1,...,m— 1.

S;; the cumulative paid losses of accident year ¢ and up to payment year j for the

whole portfolio, 1 =1,2,...,mand j=0,1,...,m — 1.

Z;; the incremental paid losses in accident year ¢ and payment year j for the whole

portfolio, t =1,2,...,mand j =0,1,...,m — 1.
N theset {N" [ k=1,2,...,K, i=1,2,...,mand j=0,1,...,m — 1}.
N® the set {N") |i=1,2,...,mand j=0,1,...,m—1} for k=1,2,..., K.

N; the set {Nz(];) |k=1,2,...,K,and j =0,1,..., m—1} fori=1,2,...,m.

pg.k) probability for one specific claim in risk class k& to be reported with RD = j,
k=1,2,...,Kand 7=0,1,...,m— 1.

wgk) exposure for risk class k in accident year ¢, k=1,2,... . K andi=1,2,...,m.

x;(,k) claim payment covariates for risk class k =1,2,..., K.

x" claim severity covariates for risk class k =1,2,..., K.

x}k) claim frequency covariates for risk class k =1,2,..., K.

x,(nk) claim reporting delay covariates for risk class k =1,2,..., K.

B regression coefficient vector for claim frequency.

xil



B, regression coefficient vector for claim payments.
B, regression coefficient vector for claim reporting delay.

B regression coefficient vector for claim severity.

xiil



Chapter 1

Introduction to Loss Reserving

1.1 Introduction to Run-off Process

Figure 1.1 illustrates the run-off (development) process of a general insurance claim.
A claim occurs at a certain point ¢;, consequently it is reported to the insurer at t,
and one payment, several payments or no payment may follow until the settlement

of the claim at tg.

Occurrence Loss payments

Closure

Notification

& L 4 b

Settlement Delay (SD)

Reporting Delay (RD) |

Figure 1.1: Development of a General Insurance Claim.



Most of the time, we do not know the exact time point, but only the calendar
year (or month, quarter) these actions fall into. Suppose that the reference is year
2000 (base year), an accident happened in 2003, it was then reported to the insurer
in 2008, one payment was made in 2008 and another payment in 2010, settling the
claim in that same year. Then we know that for this specific claim that AY = 4,
RD =5, SD = 2, and that there are two payment delays: PD,=0, PDy=2.

If we focus on the claim emergence and claim reporting patterns, Table 1.1 gives
us a general picture of the reporting process for all claims. The entries [V; ; denote
the number of reported claims in the portfolio that happened in accident year ¢ and
notified to the insurer with a reporting delay of j. Most papers in the literature set the
upper-bounds on the accident year and the reporting delay to be equal (i.e. I = J),
so we are more familiar with the sub-table below the dash line, which is a right-angle

isosceles triangle, however Table 1.1 describes the general situation.

Accident Reporting Delay

Year 0 1 e g e J =2 J—1

1 Nip Nig o Ny Ni,j—2 Nij-1

2 Nayg Nojy w0 Ny o Ny g No j_1
I+1-J Nrigo Npiga Nr-gj Nra—gg—2 Npaogi—
I+2—J Nrogo Np2gr -+ Npeg; -+ Npoggo

I—y NI—Q,O NI—j,l NI—M

I-1 Niao  Npaga

I Nrio

Table 1.1: Aggregate Report Table

The core idea of our individual method is that in this portfolio, policyholders are



classified according to their attributes (covariates, predictive variables) into different
risk classes k = 1,2,..., K. Hence we can draw the individual risk class version of
Table 1.1 by adding a superscript k to each NN, ;.

The claim payment process is a little more complicated than the reporting pro-
cess (frequency), since we are not dealing with count data, but continuous data that
usually exhibit a larger variance. One strategy is to first calculate the total losses
associated with each claim that has currently settled (i.e. at evaluation time). Pro-
jections of total losses for future reported individual claim are based on these settled
claims. Combined with the projection of future reported claim numbers, we can then
give IBNR losses for each risk class. Finally adding them up, we obtain the total
IBNR losses for the whole portfolio.

Some decision makers are also curious about the way future total losses are dis-
tributed to each payment year so reserves can be set year by year dynamically. Note
that at any given time there might be some claims that have been reported and may
have initiated some loss payments but that are not fully settled yet. That is another
reason for which we want to model the claim payment pattern and picture the RBNS

losses.



1.2 Literature Review

1.2.1 Chain Ladder Type Methods
1.2.1.1 Pure chain ladder method

The most widely used method for loss reserve projections is the chain ladder method,
due to its simplicity and the fact that it is distribution free. Here and henceforth for
the ease of exposition and without loss of generality, we set the accident year (AY)
i=1,2,...,m and payment year (PY) j =0,1,...,m — 1. If we refer to S;; as the
cumulative paid losses of accident year ¢ and up to payment year j, for the whole
portfolio (see Table 1.2), then the corresponding observed incremental losses are given
by

Zis— Sio s if j =0, L)

Sij—Sijo1, it1<j<m—1.

The chain ladder technique estimates the corresponding development factors by

Accident Payment Year

Year 0 1 | ceeom—1 ooom—2 m-—1
1 S10 S11 Sy o Sime o Stm—2 Stm-1
2 52,0 S2.1 o Sa o Some o Someo

v Si0 Sia S v Sitlm—i

m—j Smfj,O Smfj,l s Smfj,j

m—1 Sm-10 Sm-11

m Sm70

Table 1.2: Chain Ladder Triangle

. S
DY i T (1.2)



then the projection up to the jth payment year of the total paid losses is given by:

~ A A

Sij = Sim—i * Dmi1—i * Dypgo—i- - bj; 1+ >m, (1.3)

while the predictor of incremental paid losses is obtained by differences:

- gzm 1-i— Sim—i, j=m+1—1,
Zig = ) (1.4)

~ ~

Sij — Sij-1, otherwise.
For a long time, no statistical model justified this method until Renshaw and Verrall
(1998) found that the chain ladder projection could be interpreted as the result of a
Poisson regression with categorical variables for accident years and payment years.
In their model, it is assumed that the incremental losses Z; ; ~ Poisson with mean
{5, independently Vi, j, where log p; ; = p + oy + ;. Here the reference parameters

satisfy: a; = 1 = 0. Projections are done as follows:

7 i = pfirtditB; (1.5)
and .
J ~
Si,j = Sim—i + Z eﬂJré”JrBl, (1.6)
l=m—i+1

where &; and Bj are the maximum likelihood estimators (MLE) of the parameters «;
and ;.

At first sight it seems that explicit formulas for the predictor are impossible.
However, Renshaw and Verrall (1998) found that these predictors give the same result
as the chain ladder technique. The problem arises since Poisson regression is more
appropriate for count data, thus it is more reasonable to model the reported or paid
claim number N; ; rather than total losses Z; ; as in (1.5).

Rosenberg (1990) developed a method for modelling the claim reporting or settle-
_ b
Zm_ol Pk

accident year 7, known to have been reported or settled, is reported or settled with

ment pattern. Denote p(;); = the conditional probability that a claim with

RD = j. Rosenberg (1990) writes the likelihood function through the multinomial
distribution to get the MLEs p;:

:H{ ml;ﬂj\; pr} (1.7)

7.7 ]O



—1
where C i = ZNW . Then the projection for total claim number Cj,,—; in
i=1

accident year 7 is gi_ven by:

A Oz m—i
Cima=—"—F"" (1.8)
I
j=m—i+1
The projected incremental claim number NZ] is given by:
Ni,j = éi7m—1 " Djs i+7>m. (1.9)

This approach reproduces the chain ladder method (CLM) for claim number triangle,
that is to say it is equivalent if we replace the entry S;; in the run-off triangle in

Table 1.2 with C; ; and apply the chain ladder projection.

1.2.1.2 Bornhuetter Ferguson method

In the method of Bornhuetter and Ferguson (1972) (BF), it is assumed that there

exist parameters oy, o, ..., and Yo, Y1, - - -, Ym—1, With v,_1 = 1, such that:
E[S; ;] = au;, foralli=1,2,...,mand j=0,1,...,m — 1. (1.10)

Thus «; = E[S;,,] represent the expectation of total losses in accident year i (row
effect), and 79,7, ..,Ym—1 form the development pattern (column effect). This
method is based on the prior estimators &q, s, ..., &, and Ay, Y1, ..., Ym_1 Where
Ym-1 = Ym—1 = 1. These prior estimators could be obtained from internal infor-
mation which is contained in the run-off triangle and external information obtained
from market statistics for some other similar portfolios. In this sense, any complex
projection using external information belongs to the scope of the BF method. How-
ever, in their paper Bornhuetter and Ferguson considered the aggregate cumulative
run-off triangle, as in Table 1.2, and the cumulative losses projection S’ff is defined

straightforwardly as:

SPI = Sim—i+ (3 — Am-i)dq,  foralli=1,2,....,mandj=0,1,...,m— 1.
(1.11)



From this formula we can see that for those accident years that convey less informa-
tion, i.e. 7 is close to m, the prior information is dominant in the total losses projection.
Prior information is especially useful when we find that the data is poor and unreli-
able. So the BF method solves the well known weakness of the CLM against outliers
and it is more robust than the CLM which relies completely on the data contained

in the run-off triangle.

1.2.1.3 Munich chain ladder

Reserves for a portfolio are often calculated on the basis of a paid losses run-off
triangle for most of the methods. Sometimes we can also use case reserves to create a
reported losses run-off triangle. Most decision makers choose one between paid losses
and case reserves and neglect the information from the other or treat them separately.
Quarg and Mack (2008) criticize this separate chain ladder (SCL) for the following

reasons:

1. Most of the time the projection based on paid losses differs from the projection
from reported losses. There is no strong argument to select one triangle over

the other.

2. Projections based on paid losses triangles arbitrarily ignore the fact that large

reported losses will lead to large paid losses in the future.

3. Projections based on reported losses use case reserves (predictions of claim

amounts), not true paid losses, thus often leading to bias.

4. If we extrapolate both the paid and the reported triangles, denoted as P and
I (known as incurred), use the chain ladder method and create the associated
(P/I) quadrangle by dividing each term in these two quadrangles, then the
weakness of SCL becomes clearly apparent. Usually an above-average or below
average (P/I) will lead to an above-average or below average projection (P/I)

at the end of the quadrangle. Some years the projection (P/I) at time m will



be greater than 100%, other years the ratio will be far less than 100%. Both

cases contradict what is observed in practice.

Hence Quarg and Mack (2008) develop in their paper the Munich Chain Ladder
(MCL) method to correct the drawbacks of SCL. First, they plot P, ;41 against Q; ; =
P, ;/I; ;, and find a negative correlation. In plain words, a relative low P/I ratio is
followed either by relatively high development factors for paid losses P or relatively
low development factors for reported losses and vice versa. It is reasonable since if up
to now the paid losses are much less than the reported losses, then much larger paid
losses over reported losses ratios must come later, since in the end the paid losses
P, ,,,—1 should be equal to the incurred I ,,,—.

In the MCL method, regression is used. The development factor M becomes
a random variable and its conditional mean (given Q; ;) is a first-order pgjlynomial in

terms of @); ;, i.e. there exists a constant Ap such that for all j =0,2,...,m — 2 and

alli =1,2,... m:

]E(Res<P]ngf1 ‘ Ti(j)> ‘ Bi(j)> = )\P-ReS(Q;jl ‘ Pi(7)), (1.12)

27‘7

where P;(j) := {P.o,..., P } stands for the condition that the paid information is
given until the end of payment year j for accident year i, B;(j) := {Po,..., P},
Lo, ..., 1;;} stands for the knowledge of the development of both processes up to the

end of payment year j for accident year i, and the residual is defined as:

Res(% | %(j)) _ T —E[P;jf | ﬂ%(j)]

= \/V(PP— | 2.0)

(1.13)

Quarg and Mack (2008) also give:

E(Res(]if’jjfl | L-(j)) | Bi(j)) = A1 -Res(Qi; | Zi(j)), foralli =1,2,...,m,
ij

and j =0,...,m—2,
(1.14)

where Z;(j) := {L,...,1;;} stands for the condition that the incurred development

of accident year ¢ is given up to and including j. These mathematical equations are

8



used to model the dependence of the paid and incurred development factors on the

preceding (I/P) and (P/I) ratios.

1.2.1.4 Merz-Wiithrich paid incurred chain

Aside from the MCL model, Merz and Wiithrich (2010) present a novel stochastic
model for claim reserving that addresses the paid or reported dilemma. They as-
sume that the ratio of any two neighbours in paid chain ladders or reported chain
ladders (also called incurred chain ladders) are log normal distributed. Figure 1.2
gives a sketch of the approach. Starting from P;_; defined as 1, they successively
simulate &o,&1,...,&m—1, alongside calculating Py, Pii,...,F; -1 according to
P, ; = P, j_1exp(&;), finally to reach P ,,—1 = I;;m—1. The next step is a backward
recursion: I; ;1 = I; jexp(—¢;j—1). This model overcomes the problem of SCL where

P, ;1 does not equal to I; ,,_1. Also the dependence between P, ;11/P;; and P, ;/1; ;

is automatically introduced due to the structure of multivariate normal distribution.

€i0 Eil £i2 gimf2 fz’mfl

1 Pi,O -Pi,l T -Pi,m—2 - -Pz',m—l
[z 0 CZO [’L 1 gll Cim—3 [z m—2 'sz 2 Iz m—1

Figure 1.2: PIC Model

1.2.1.5 Double chain ladder

Miranda et al. (2012) derive a simple method for forecasting IBNR and RBNS claims
at the same time using the information of reported count data (in a triangular array
N) as well as the paid run-off triangle (A). Both of these two triangles are usually
relatively easy to obtain.

The lifetime of a claim is divided into two: the IBNR delay and the RBNS de-

lay. Unlike most other reserving methods, these two separate sources of delay are



estimated separately.

The maximum reporting delay is m — 1. However, in Miranda et al. (2012),
the payment year may exceed m — 1 due to the settlement delay, see Figure 1.3.
Up to the evaluation time, we have the information of aggregated reported counts
N={N;|i=12...,m, j=0,1,...,m— 1} and aggregated payments A =
{Zi;|i=1,2,....m, 7=0,1,...,m—1}.

Payment year (j)

0 1 m—1 m md—1
[ [ [ [ [
1 ° ®
2 'Y 'Y
P
= T
=
[<b]
=
o
<
m—1 ® ®
m - ° ®

Figure 1.3: Index Sets for Aggregate Claims Data, Maximum Delay Equals d.

The reported counts N; ; are assumed to be independent random variables from

a Poisson distribution with multiplicative parametrization:

E[Ni,j]:Ckiﬁj, i:1,2,...,m, j:(),l,...,m—l, (115)

where Z;:ol B; = 1.

A new variable Nf ;’fld is introduced representing the components of V; ; that have
settlement delay SD = [. Here the conditional distribution of N7 ;.Lfld given N, ; is
supposed to follow a multinomial:

(NP, NPOD) ~ Multi(Niipo, - pa),  i=1,2,...,m, j=0,1,....m—1,
(1.16)

10



where p = (po, p1,. .., pa) denotes the settlement delay probabilities such that py +
p1+ -+ pg =1 with the maximum delay d < m — 1.

In Miranda et al. (2012), it is assumed that for each claim there is only one
payment associated with it. The individual payments Yl(]k) in Z; ; are mutually inde-

pendent with mean p; and variance o7 such that

— (k) 2. (k)Y — 2.2 —
125 _E[}/z,] ]_:u,yl and 0; _V(K,j )_U’Yia 2_1727"'am7
j=0,1....,m—1,
(1.17)
with ¢ and 02 being mean and variance factors, and 4 is the inflation over the accident
years.

Under the above assumptions the conditional mean of Z; ; becomes

min(j,d) min(j,d)

E[Zi;|N] = Z Nijapippyi = i 1 Z Bi—ipi, fori=1,2,...,m,
=0 1=0

and j=0,1,...,m—1. (1.18)

min(j,d)
Introduce &; = «; 1 y; and Bj = Z Bj—ipi- Then Z; ; has the same multiplicative

1=0
structure as IV; ;:

E[Z,]=af;, i=1,2,...,m, j=01,...,m—1. (1.19)

),

With these distributional assumptions, the likelihood function can be written as:
Lya = Ln- Lap. (1.20)

The likelihood function of N is maximised using the chain ladder method and the
other term Ly is approximated using an over-dispersed Poisson distribution. The

parameters here are:
1. Delay probabilities: po, ..., pa.
2. Individual payment parameters: u, 0% {v; |i=1,...,m}.
3. Claim counts parameters: «;, 3;, forte=1,...,m, j=0,...,m — 1.
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A shortcut is found by applying the standard chain ladder method (CLM) twice to
the set N of N, ; values in (1.15) and to the set A of Z; ; values in (1.19) to get the
estimates of oy, §;, a;, Bj, then use formula (1.18) to get all the subsequent parameter
estimates.

The prediction of RBNS and IBNR reserves is done separately and finally grouped
into the forecast of ZAH (for i +j > m).

The IBNR component always uses:

i—m-+j—1
Zr = Z Nij Dt i, for i + j > m. (1.21)
1=0

There are two possible estimates for the RBNS component:

Zi = Z Nijup i,  fori+j>m, (1.22)
l=i—m+j
and ‘
J
Z:I]ms(Q) Z Nij—1 P15, for i +j > m, (1.23)
l=i—m+j

where ]\Af” = éziBj. In the cases that [ > d, then p; = 0.
It is shown in Miranda et al. (2012) that with (1.23) for the RBNS component, the
estimate of outstanding claims using DCL will be exactly the same as the standard

CLM within the non-tail area J:
Zrbns( ) + Zzbm" - ZAEJL (124)

However, differences appear when the real count formula in (1.22) is used. Unlike
CLM, which only produces forecasts over the region [J, DCL also takes into account
the tail part 7, which is omitted by CLM.

More than the point forecasts of the IBNR and RBNS reserves, Miranda et al.
(2011) introduce the bootstrapping procedure to the DCL model for the predictive
distributions of the IBNR and RBNS reserves.

A weak point of the DCL method is the lack of stability because the underwriting
year inflation near m might be estimated with significant uncertainty. Miranda et al.
(2013) propose a model close to DCL but with the inflation v; estimated from the

less volatile incurred data, then transfering these to the DCL model.
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1.2.2 Aggregate Loss Reserving Using GLMs

Wiithrich (2003) applied Tweedie’s compound Poisson model, represented as a mem-
ber of the exponential dispersion family by Jorgensen (1987), to the run-off problem.
He defines the model as:

1. The number of payments R, ; in accident year ¢ and payment year j (i.e. cell
(,7)) are independent and Poisson distributed with parameter A; jw;. The

weight w; > 0 is the exposure of each accident year.

2. The individual payments in R;; are independent and gamma distributed with
mean 7; ; > 0 and shape parameter v > 0.
3. Denote Z; ; the total incremental payments paid in cell (¢, j), and Y; ; = Z; ;/w;.
If we skip the indices 7 and j. The distribution of Y is parametrized by three param-
eters A\, 7 and ~:
1-p 2—p
wop H
Sy, 0fw, p) = cy; ¢/w, p) exp {—(y - )} y=0. (125
¢\ l—p 2-p

Here the new parameters u, ¢ and p are chosen to be:

p=0+2)/(v+1), pe(1,2),
=T,
o= )\171’7'2*1”/(2 — D).

A multiplicative model is used to include row and column effects:

pig = a(i) - f(7). (1.26)

Compared to the Poisson regression model of Renshaw and Verrall (1998), which is
a special case for p = 1, it allows more freedom for the distribution of Z; ;.

Guszcza and Lommele (2006) also question the traditional methods using only
the summarized loss triangles. They point out that these methods can not incorpo-
rate the changes in the company’s business mix into their estimates of outstanding

losses. Another danger of using summarized loss triangles is that they could mask
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heterogeneous loss development patterns. Finally, traditional methods throw away a
large amount of information, prohibiting the use of predictive variables that might
determine the loss development. Considering these shortcomings and also for math-
ematical convenience, Guszcza and Lommele (2006) use a GLM for the development

factor in each individual risk class. It is assumed that:

(%)

S(jg’ — exp(Bx¥) + o, (1.27)

ij—1

where x*) represent predictive variables for risk class k and o is an overdispersed

Poisson-distributed error term.

1.2.3 Micro Level Loss Reserving

Lately, a small stream of literature has appeared with a focus on micro-level loss
reserving.

In Antonio and Plat (2014) the claim process is treated as a position dependent
marked Poisson process. A monthly constant Poisson process is used to model the
claim occurrences. A mixture of one Weibull distribution and nine degenerate com-
ponents are used for the reporting delay. A multiple decrement process defines the
development process. The payments are fitted with Burr, gamma, and lognormal
distributions with covariate information of initial reserves and the development year
for each payment.

Pigeon et al. (2013) suggest the multivariate skew normal distribution for modeling
these development factors at a individual claim level.

Let the random variable Yj;;(> 0) represent the jth incremental partial amount
for the kth claim (k =1,..., K;) from accident year i (i = 1,2,...,1). Denote by
the number of period(s) with partial payment (> 0) after the first one. For a claim
(1k) with a strict positive value of ug, the vector Affk 41 of length u;, + 1 gives the
development pattern:

AP = Vi AP LAY (1.28)

u Uik
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where

+1
A — 2z Yier (1.29)
’ 21:1 Yikr
Definition 1.1. Let p = [u1, pa, ..., px|" be a vector of location parameters, ¥ a
(k x k) positive definite symmetric scale matriz and A = [Aq, Ao, ..., Ay]" a vector of

shape parameters. The (kx1) random vector X follows a multivariate skew-symmetric

(MSS) distribution if its density function is of the form

o (k) k
) 1/2 _ w(y=1/2(4 Iy-1/20
MBS (s B, 8) = oo (80— ) [T HAE™ 0= ), 130
where g*(x) = Hle g(z;), g(-) is a density function symmetric around 0, H(-) is an
absolutely continuous cumulative distribution function with H(-) symmetric around 0
and €} are the elementary vectors of the coordinate system R®*) . The MSN distribution

is obtained from (1.30) by replacing g(-) and H(-) with the pdf and cdf of the standard

normal distribution, respectively.

For closed claims it is assumed that In(A,,, 1) is MSN distributed as:
MSN<1n(Auik+1);ll‘uik+17 Eilil/'j-Fl’Auik‘i’l | uﬂﬂ) (1'31)

A dependence structure between each partial payment associated with one claim is

introduced by this flexible multivariate distribution.
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Chapter 2

Full Credibility for GLMMs

In this chapter, we digress temporarily from loss reserve models and study the theory
of limited fluctuation credibility for generalized linear mixed models, also called full
credibility for GLMMs.

Generalized linear mixed models (GLMMs) are a particular type of mixed model.
It is also an extension to the generalized linear model in which the linear predictor
contains random effects in addition to the usual fixed effects. It is most widely used
for longitudinal data or clustered data analysis. The earliest application of GLMMs
in actuarial science could date back to Hachemeister (1975) credibility regression
model for U.S. data that showed linear inflation trends in claims. Recently, GLMMs
are gaining popularity as a statistical method for insurance data since they combine
credibility and GLM for premium rating. The GLMM empirical Bayesian estimator
(EBE) is nothing but Bithlmann’s Bayesian estimator. In this chapter we extend the
theory of limited fluctuation credibility for GLMs to the one for GLMMs. We test
the influence of three key factors on the limited fluctuation probability. These are the
number of clusters, number of subjects within each cluster and the variance of ran-
dom effects. Parametric bootstrapping is suggested to derive the limited fluctuation

probability with the marginal mean for a general link function.
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2.1 Introduction

In actuarial science, Mowbray (1914) first develops a full credibility formula for
worker’s compensation premium.

If the probability of a small difference between the estimator X and the parameter
it estimates, m, is “high enough”, then the insurer may find X credible as an estimator

of m. Statistically, this can be defined as
P{—rm < X —m <rm} >p, (2.1)

for a chosen tolerance level » > 0 and probability p.

Biithlmann (1967) derives a Bayesian credibility estimators which minimize the
square loss function. Jewell (1974) shows that linear credibility estimates are exact
when certain natural conjugates are governing the realizations of risk parameters.
Hachemeister (1975) worked on U.S data that showed linear inflation trends in claims.
This trend differed from one state to the other and also from the average national
inflation trend. After a long development of credibility theory, especially in the 60’s
and 70’s, Nelder and Verrall (1997) show how credibility theory can be encompassed
within the theory of GLMs. Frees et al. (1999) develop links between credibility theory
in actuarial science with longitudinal data models in statistics. They show that many
credibility models including Bithlmann, Biihlmann-Straub and the regression model
of Hachemeister can be expressed as special cases of the longitudinal data model.

More recently, Zhou and Garrido (2009a) study how the limited fluctuation prob-
ability of GLM estimators depend on the sample size, the distribution of covariates
and the link function. At the end of their paper, an extension to full credibility
for GLMMs is mentioned. However, the formula in Theorem 3.3 of that paper is
not strictly a full credibility criterion. We correct this omission and give a real full
credibility formula for GLMMs for two quantities: the marginal mean and the clus-
ter specific mean. We show how the limited fluctuation probability depends on the
number of clusters, number of subjects within cluster and magnitudes of variance
of random effect. Parametric bootstrapping is introduced to simulate the prediction

error for the marginal mean.
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The outline of this chapter is as follows: Section 2 introduces the notation and
numerous computational methods to fit GLMMs. Section 3 shows the application
of GLMMs in actuarial science and under which circumstances GLMMs should be
preferred over GLMs. Section 4 presents the full credibility results for the marginal
mean and also the cluster specific mean of GLMMs. Section 5 shows some numerical
experiments we do to inspect the key factors that influence the limited fluctuation

probability. Section 6 concludes our work.

2.2 Model and Notation for GLMMs

Generalized linear mixed models (GLMMs) are extensions of both generalized linear
models (GLMs) and linear mixed models (LMMSs), where the linear predictors contain
random effects in addition to the usual fixed effects and the error is not restricted
to normal distributed. There are now various books on GLMMs and related topics,
see McCullogh and Searle (2001), Demindenko (2004) or Jiang (2007). Antonio and
Beirlant (2007) apply GLMMs to estimate and compute several actuarial statistics.
Suppose that data are collected from k different locations or k different years. Each
location or year is called a cluster. For the ith cluster we have response data y;;, j =
1,2,...,n;. Let x;; and z;; denote the p and ¢ dimension vectors representing fixed
effect covariates and random effect covariates associated with the response y;;. Here
it is assumed that for each cluster there are random effects u; which are added into
the regression model to account for the correlation within cluster data. Conditional
on u;, y;; is exponential dispersion distributed with density function of the form:
fyij | wis B, 03) = exp {l;—%j(yz‘jez‘j — b(0;;)) + C(yz‘jﬂg/wz‘j)}, yij € Hp,  (2:2)

where w;; is the weight associated with y;; and the conditional expectation of y;; is:
E(yi;|u; B, 05) = ¥ (05), i=1,2,...,kand j=1,2,...,n,. (2.3)

The regressor is connected with the expectation through a link function g:
g(b'(0i5)) = mi5 = xB + 2z, 1=1,2,...,kand j=1,2,...,n,. (2.4)
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The random effects for different clusters are assumed to be i.i.d. random variables

distributed as 7(u;|D), usually assumed to be g-variate normal random variables:

u; ~ N(0,D), D = diag(o?,03,. .. ,02). (2.5)

In the following discussion, we will always assume that D is in diagonal form. As
long as the distribution of random effects is completely specified, essentially it makes
no difference which distribution is assumed in the development of full credibility.
We use 0% = (03,07, ...,02) to denote the unknown dispersion parameter oo and
those in the diagonal of D, and % to denote the unknown parameters for the whole
model: ¥ = (B, (62)').
Generalized linear mixed models can be fitted through maximizing the marginal

likelihood function for 4 based ony (vy;;, i =1,2..k, j =1,2,..n;):

k n;
P = argénax Lly) = arg;nax H [/ [Hf(yij]ui,ﬂ,US)}ﬂ(ui\D)dui], (2.6)

e
which involves a multidimensional integration over random effects. Usually these
integrals do not have closed-form expressions, with the exception of the normal case.

Various approximation methods have been developed for the ML estimator. The
Laplace approximation is one of them, and maybe the earliest one to approximate
the likelihood integral. However, Vonesh (1996) shows that under the Laplace ap-
proximation:

(B — B) = Op(max{k~2, (min(n;))~'}). (2.7)

Intuitively, the k=2 term comes from standard asymptotic theory while (min(n;))™*

comes from the Laplace approximation error of the integral. Thus the approximated
ML estimator B will be consistent only when both &k and min(n;) — co.

Almost at the same time, Wolfinger and O’Connell (1993) develop a pseudo-
likelihood estimation based on linearization. The advantages of their linearization
based method is that it includes a relatively simple linearization form that is well-
known and easily fit in linear mixed models (LMMs). Models with correlated errors,
a large number of random effects, crossed random effects, and multiple types of sub-

jects can resort to linearization methods. However, the same problem as with the
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Laplace approximation arises: the absence of a true objective function for the overall
optimization process results in potentially biased estimates, especially for binary data
when the number of observations per cluster is small, see Breslow and Lin (1995) and
Lin and Breslow (1996).

For these reasons, methods involving Gauss-Hermite quadrature (Liu and Pierce,
1994) and Markov chain Monte Carlo with Gibbs sampling (Zeger and Karim, 1991)
have increased in use with the increasing computing power and advancing numerical
methods. Both techniques are now available in some SAS and R packages.

After obtaining the estimator '{ﬁ, we can plug it into the joint likelihood function
to get empirical posterior mode estimator

™ = axgma { ([ 70 | w8 o)D)}, 29
j=1

u;

or empirical posterior mean estimator

/ui (T f Wi | wi.B.63)) m(w|D) du
aPeE = F_ . (2.9)
/(Hf(yij | w;,B,62)) 7(w|D) du,
j=1

Ra

For linear mixed model, the posterior mean estimator equals posterior mode esti-

mator, actually they are well known as best linear unbiased predictor (BLUP).

2.3 GLMDMs in Actuarial Science

In the most recent decade, GLMMs are gradually adopted in actuarial analysis.
GLMMs extend GLMs by including random effects in the linear predictor. The
random effects not only determine the correlation structure between subjects in the
same cluster, but also take account of heterogeneity among clusters. In this section,
we will list some application of GLMMs in actuarial science and the advantages of

GLMMs over GLMs one by one.
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2.3.1 Bayesian estimator

The actuarial motivation to use GLMMs is that they provide a way of introducing
credibility into a generalized linear model setting for ratemaking. It is Biithlmann
(1967) that first developed these Bayesian credibility estimators. The Bayesian cred-
ibility estimator is the solution that minimize the square loss function.

Klinker (2010) uses GLMs to model the ratio of observed losses to expected losses
under current rating plan. He chooses a Tweedie distribution with exponent p between
1 and 2 for this experience ratio. His case study is based on real data from the
International Service Office (ISO). In the study, he finds that since there are poorly
populated levels in some effects, the standard errors of some estimates are quite
larger than for others. Then he applies a GLMM to this data by specify these effects
as random effects in SAS PROC GLIMMIX. Note that GLIMMIX should give the
estimates in (2.9). After comparing the estimates in these two methods, the evidence
of shrinkage to 0 in GLMM estimates compared to GLM estimates is revealed. He
also calculates Biihlmann-Straub form credibility estimates at the end of his article.
At least in his case study, GLMM estimates are very close to Biihlmann-Straub form
credibility estimates.

Jewell (1974) shows that exact credibility occurs (that means that Biithlmann’s
linear approximation equals the exact Bayesian estimate) when certain natural conju-
gates are governing the realizations of risk parameters. Thus the Bayesian estimator
is a linear combination of exogenous information and sample experience.

Ohlsson and Johansson (2006) extend this result, showing that the exact credi-
bility holds for a class of Tweedie models, including Poisson, gamma and compound
Poisson distributions with a special parametrization of random effects.

The Tweedie distribution is generally used in private motor car insurance. The
model of the car is an important rating factor, both for third-party liability, hull and
theft. Nevertheless, usually we are left with thousands of car models, some of which
represent top selling cars with sufficient data available, whereas most classes have

moderate or sparse data. In this case, car model can be modelled as random effect in
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Tweedie models.
Later on, Ohlsson (2008) demonstrates how to use Bithlmann Straub credibility
model in a multiplicative GLM environment and gives the iterative GLMC (GLMs

with credibility) algorithm to estimate the parameters.

2.3.2 Efficient estimators

Suppose that we organize data in different clusters, here one cluster could be the data
in one territory, in one year or one model of car. If you treat the cluster as a fixed
effect, i.e. a categorical variable in GLMs, we may end up drawing good inference
about the clusters in the sample. But for a new cluster where we have no experience,
we can not set a fair premium for that cluster. In addition, for that new cluster, the
value of a random effect would also be a mystery. The marginal mean for that cluster

is in the following form:

pM =E[yl =E[E(y | u)] =E[g' (X8 +2'u)] = /g‘l(X’ﬁ +2z'u) 7(u | D) du.
(2.10)

The variance matrix D of random effects is only acquirable with GLMMs rather than
GLMs.

Another solution is simply averaging the estimators of the risk parameters u in
different clusters using GLMs to give the estimator of the marginal mean. This is
indeed a solution to the question. The average has the advantage of its unbiasedness
and consistency properties. However, it is not an efficient estimator, as is the GLMMs
maximum likelihood based estimator.

Recall that for Hachemeister credibility regression model, De Vylder (1981) proves
that

k k
B=XC'X)'XCTY =0 "M)"Y MB (2.11)

has the smallest covariance matrix among all the linear unbiased estimates for 8 (for
the definition of matrices C and M, see Appendix B). Frees et al. (1999) show that

Hachemeister credibility regression model can be interpreted as a linear mixed model
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where Z; = X,;. After a simple matrix transformation, we will find that ,B in (2.11) is
identical to the best linear unbiased estimator (BLUE).
In other words, simply averaging the risk parameters in different clusters gives the

following estimate:

L — (2.12)

which is not as efficient as the linear mixed model maximum likelihood estimate ,B .
See Appendix B for the comparison of the covariance matrices of these two estimates

using matrix notation.

2.3.3 Correlation and over-dispersion

Another important feature of generalized linear mixed models is that the random
effects determine the correlation structure between observations in the same cluster,
since they share the same random effects u;.

We can write the covariance of y;;, and y;;, as two parts:
COV (Yijy, i) = COVIE(yijy [ui), E(yisy [ui)] + E[COV (30, yigo [us)]
= COVIE(yij, ), E(yij, [us)], (2.13)

therefore GLMMs allow for dependence among these observations. Note that in the
GLMs, COV (yij,, ¥ij») = 0, the observations in the same cluster are independent.

For one observation y;;, ,
V(yij) = COVIE(ysj, [wi)] + E[V (yi5, [wi)] > E[V(ys, [us)]. (2.14)

We can see the inclusion of a random effect introduces over-dispersion. From the
above two points in this section, we can see that GLMMSs have wider applications in

practice than GLMs.

2.3.4 Incidental parameter problem

Lastly, GLMMs are good solutions for the incidental parameter problem of GLMs

that usually brings asymptotic inconsistency.
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The incidental parameter problem is typically seen to arise with longitudinal data
models when the cluster specific intercepts are allowed in a regression model. The
problem is that maximum-likelihood estimates of the structural parameters need not
be consistent.

There are two famous examples in the literature:

Example 1. Let y;; be distributed as:

1 . .
f(ylj) = mexp{_(yz] - ui)2/202}7 L= 1727 - '7k7 J= 1727 N2

u; is the cluster specific intercept. If we treat it as a linear regression model with
different intercept for each cluster, then maximum likelihood estimates of u; and o2

are:

ﬁi = Yi,
k _
2 D i1 Z?:l(yij — ¥i)
- = .
kn
"QXi(nq)

It is known that 62 ~ with expectation o%(n — 1)/n. When k — oo, but

kn
n is constant, we see that the estimators of o2 are not consistent. The bias is not
mitigated by increasing the number of clusters.

From a Bayesian point of view, it suggests a way of thinking about the construction
of a reasonable prior for the intercept u;. It is easy to see that if the intercepts u; are
i.i.d. and normally distributed, then the maximum likelihood estimators of o2 in this

linear mixed model is consistent with the number of clusters.

Example 2. In a binary data model, suppose y to be binary with:
E(yw) = lOglt(’U,Z -+ ﬁﬂj‘ij), 1= 1, 2, ceey k, j = 1, 2, o, .

For these models the maximum likelihood estimates is generally inconsistent as k —
oo for B. For example, when n = 2, z;; = 0, x5 = 1 then 3 — 28 (Andersen (1970)).
However, if u; are i.i.d. and normally distributed, then the maximum likelihood esti-
mates of 4 in this logit-normal model are consistent.

See Lancaster (2000) for a detailed survey of the history of incidental parameter

problems in statistics and in the econometrics literature.

24



2.4 Full Credibility for GLMMs

Zhou and Garrido (2009a) study the limited fluctuation probability of GLM esti-
mators. At the end of their paper, an extension to full credibility for GLMMs is
mentioned.

They calculate the following variance function:
V(X;j,[;—mj) = V(X%,B—X;jﬂ—z;jui) = V(x;jﬁ)—i—V(z;jui) = x;jQxij—l—z;jDzij, (2.15)

X 3 is the predictor for the fixed effect part. The linear component 7;; = x},8 + z{;u;
is a random variable since it includes u;. @ = COV(,B) is the variance-covariance
matrix of the fixed-effects parameter estimator B . D is the covariance parameter for
random effects, see equation (2.5).

However, in terms of credibility, we are not looking at the mean square difference
between a predictor and a random variable. What we really care about is the proba-
bility that an estimate falls into a small region around the fixed (the marginal mean)
or the realized value (the cluster specific mean). Then we can see how efficient and
credible the estimate is, and what the crucial factors are.

Note that V(z;;u;) = z;;Dz;;, a value that does not converge to 0 with increasing
sample size, so using the formula in Zhou and Garrido (2009a) we cannot reach the
accepted truth that the limited fluctuation probability converges to 0 as observations
increase.

Next we give a more proper credibility criterion for the marginal mean and also

for the cluster specific mean.

2.4.1 Full credibility for marginal means

For insurance practice, we need to set fair premium for the next year based on previous
years data. An essential and indispensable value is the expectation of future losses. If

future losses depend on the realization of the random effect, then the total expectation
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(marginal mean) for the subject (x,z) is expressed as the following integral:

M =E[y] =E[E(y | u)] =E[g~' (x84 2z'u)] = /g‘l(X’/)’ +z'u) 7(u | D) du,

(2.16)

here x, z are column vectors representing the covariates for the subject we considered.

2.4.1.1 The log link function

Lemma 2.1. The log-link function which is widely used in claim frequency and sever-
ity modeling to prevent the appearance of negative estimators, whereby u™ has a closed

form formula:

g 1
pM = /exp(x’ﬂ+z'u) (27)"2|D| 2 exp(—ﬁu'D_lu)du

RY

1
= exp(xX'B+ éz’Dz). (2.17)

The integral here is similar to the moment generating function for a multivariate

normal distribution or the expectation of a log-normal distribution.

Lemma 2.2. Use iM = exp(x/B—i—%z’]jz) as the estimator of p™. Then for a chosen

tolerance level v > 0, the limited fluctuation probability

x = B — ] <y = P - ) < gV < (14 )
=P{In[(1 - r)p"] < In(@") < In[(1+ )]}
= P{ln(1—7) < XB+ %z']jz) - (xX'B+ %Z/DZ) <In(1+7r)}

=P{ln(1—r)<x(B—B)+ %Z/(f) —D)z<In(1+r)} (2.18)

Lemma 2.3. The ML estimator'{ﬁ s a consistent and asymptotic normally distributed

estimator of ¥:
¥~ ~N(O.I7' ) (2.19)
where () is the fisher information matriz associated with the likelihood function in

(2.6).
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Booth and Hobert (1998) use this in an logistic-normal example. Jiang (2007)

is a good reference for the asymptotic properties of different inference approaches to

GLMMs.

Theorem 2.1. If we denote by

—ZOZ
2

where z o z is the element-wise product of z with itself, also known as Hadamard
product, and 0 is the coefficient for g which is not used in the estimate p™, then we
have that:

X'(B—B) + %z’(f) —-D)z =~ N(@OmM Z'(%)m). (2.20)

Denote by s = (m' T71(1) m)%, put it back into (2.18), and finally we get:

In(1 —i—'/’)) B (I)(ln(l —r)

~ o
T ( s s

), (2.21)

where ® is the cumulative distribution function of standard normal variable, and ¢ is

the corresponding probability density function.

2.4.1.2 The probit link function

Lemma 2.4. For the probit link function (g~ = ®) and normally distributed random
effects (D is not necessarily diagonal), we can simplify the integral in (2.16) as follows:

x'B >,

_— 2.22
V1 4+ z'Dz ( )

q 1 1
/CI)(X',B +z'u)(27)"2|D| "2 exp(—ﬁu’Dflu) du = <I>(
Ra
which is the multi-dimensional version of the following result in the normal integral,

see Owen (1980):

/ O(a+ bx) ¢(z) dz = @(ﬁ). (2.23)

— 00
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Lemma 2.5. Use M = @(X/—ﬂ> as the estimator of u™M for the probit link

V 1+2'Dz
function. Then for chosen tolerance level r > 0, the limited fluctuation probability
m=P{|p" —pM| < ru}

=P{(1 —r)p™ <M < (14 1)}

A

_ IP{(1 — r)cp(—\/%> < @(—%) <1+ r)cb(—\/%> }

(2.24)

It is hard to get a closed-form expression for m with the probit link function. How-
ever, parametric bootstrapping can help us solve this problem. The implementation
of parametric bootstrapping is quite similar to the nonparametric bootstrapping, the
only difference is that instead of simulating bootstrapped samples that are i.i.d. from
the empirical distribution, we choose to simulate bootstrap samples that are i.i.d. from
the estimated parametric model. This technique is especially useful in a regression
framework, since there we do not have i.i.d. samples. Since the estimates of regres-
sion coefficients and other scale parameters are available, finally we can give any
bootstrapped quantity of interest.

We start with the parametric bootstrapping method for limited fluctuation prob-

ability in GLMs, the notation here is the same to that in Zhou and Garrido (2009a).

1. Based on the sample data Y = {Y;,...,Y,}, get the coefficient estimator ,B and

dispersion parameter ¢. Plug B into the mean estimator fi; = g_l(X;B).

2. Simulate samples Y* = {Y}*, ... Y¥} from the exponential dispersion distribu-

tions with the parameters ,B and qg

Sk
3. Recalculate the estimator 8~ from the new sampling Y*, plug it into ¥ =
~k
g H(X!B") and check the inequality |iF — ;| < rfi;. If it is hold, then ¢, = 1,

otherwise ( = 0.

4. Repeat step 2to 3 for k=1,2,...,m.

1 m
5. Estimate m; by m; = — )
Y - ; Cr
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This algorithm can be greatly simplified if we apply the asymptotic distribution
of 8% which is the normal distribution N(8,Z-*(8)). Finally we will get the same
result as Theorem 3.2 in Zhou and Garrido (2009a).

Next we apply bootstrapping to formula (2.24):

1. Based on the given sample data Y = {y;; |1 =1,2,...,k,j =1,2,...,n;}, ob-
tain the maximum likelihood estimator 't/A) and the observed variance-covariance

~

function Z7*(3).

2. Generate zlvk from the normal distribution N (30, Z71(3)).

: v (1 x8" x'B _ B
3. Check the inequality (1 r)@(m) < @(m) < (1+7")<I><\/m>,

if the two-sided inequality holds, then (, = 1, otherwise (; = 0.

4. Repeat step 1 to 2 m times.

m

1
5. Estimate m by 7 = — E Che-
m
k=1

2.4.1.3 The general link function

The logit link function is widely used in the modeling of binary data. If we want
to give a limited fluctuation probability in this case, then the difficult task is the
evaluation of the following integral to determine the inequality [Z™ — pM| < rp? is
true or false. Note that this expression is the mean for the logit normal distribution,
and there is no analytical solution for it:

/ exp(x'B + z'u)
1 + exp(x/'B + z'u)

1
(2m)~3|D| 2 exp(—;w'D 'u)du (2.25)
RY
The good news is that we can simplify this multivariate integral to a univariate

integral, since z'u enters into the logit function as a unit, we simplify it as:

L(B,D) = /g_l(x'ﬂ +7u)(27) " 2|D| 2 exp(—%u’D_lu)du

Ra
= / “U(x'B +y) (2m) 2|2’ Dz| 7 exp ( By )d (2.26)
g Y 92Dz Y .
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thus significantly reducing the computation burden.
Finally, we summarize the parametric bootstrapping method to develop a full

credibility criterion for general link function:

1. Based on the given sample data Y = {y;; | i =1,2,...,k,j=1,2,...,n;}, ob-
tain the maximum likelihood estimator 'tlv and the observed variance-covariance

function Z~! ().
2. Generate z,zvk from the normal distribution N (30, Z-1(3)).

kA Ak A .
3. Evaluate L(B ,D*) and check the inequality |L(8",D*)— L(B8,D)| < r L(8,D).
If it holds, then ¢, = 1, otherwise (; = 0.

4. Repeat Steps 1 to 2 m times.

m

1
5. Estimat by 7 = — )
stimate m by 7 mZCk

k=1

ok
For log link GLMMs, Theorem 2.1 will save the work of generating ¢ as well as the
~k
evaluation of the integral (2.16) for each generated random % . In terms of probit
K
link GLMMs, it is hard to avoid simulations to generate ¥ , but Lemma 2.4 saves the

trouble of evaluating the integral in (2.16).

Proposition 2.1. The limited fluctuation probability m in (2.21) is a generalization
of the one in Theorem 3.1 of Zhou and Garrido (2009a). If the model specification is
that there are no random effects, i.e. D = 0, then 7 in (2.21) is exactly the same to
that in (3.11) of Zhou and Garrido (2009a). Our full credibility criterion is applicable
for GLM model, random coefficient model (Bayesian GLM), random intercept model
and random effect model (generic GLMM).

2.4.2 Full credibility for cluster specific means

We know the random variables in GLMMs consist of two parts Y = {y;; | i =
L2,...kj=12,....n;and U={wu; |i=1,2,...,k}. Here Y are observed while

U are latent variables.
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The cluster ¢ specific mean for subject (x;;,2;;) is defined as:
fij = g_l(xgjﬂ + z;jui). (2.27)

We introduce two notation 0, and 1;, where:

u; = argmax L(u; | y;, %) = arg max Hf(yij | w;,B,00). (2.28)

u; u; j=1

and .
ﬁi = argmax L(uz | }’w{b) = arginax H f(yl] | ui7B7 5-8)7 (229)

u; u; j:1

where B and 62 are estimated through (2.6).

Fitting u; with given 9 could be done using the GENMOD procedure in SAS with
yi as the observation, u; as the regression coefficient, z;; as the covariate and x;j,B
as the offset-that is, a regression variable with a constant coefficient of 1 for each
observation.

After all we can give an estimator for the cluster specific mean by the following:
Mg = X[,B + 7. (2.30)

We do not use the empirical Bayesian estimator to derive the full credibility for cluster
specific mean estimators since we can not have a compact formula with full credibility
for EBE. Also for a fixed u;, asymptotically distributions of EBE and EBM converge
to the distribution for ﬁz with large n;.

Note that our estimator 7);; in (2.30) is a function on Y only. However, the target
value 7;; which we want to see how credible the estimator 7);; is has latent variables
U included.

We use P to denote the probability space of (Y, U). Since 7;; is a function of Y,
it is also a random variable which we could denote as 7);;(Y). Generally speaking,
n;; is still a random variable, since it includes U, and more precisely u;, thus we can
denote it by 7;;(u;).

In Figure 2.1 we use the set on left side to denote the probability space P. (Y, U)

is an element in this space. It is mapped to two points on the real line R, 7;;(Y)
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and 7;;(u;) respectively. 7;;(Y) is known while 7;;(u;) is unknown, so we use dashed

arrow pointing to 7;;(u;).

7 (Y)
nij (i)

Figure 2.1: GLMM Random Variable and Estimate

A problem of credibility arises for our estimator 7);;. In other words, in which
circumstance we could adopt 7);; as an estimator of 7,; with an acceptable error.

We suggest the conditional limited fluctuation probability P{|f;; — ;| < 7 | wi}
as a credibility criterion. In Figure 2.2, a subset in the probability space P is defined
as S = {(Y,U) | u; = ul}, where u! is the value of the random effect for cluster 7 in
the given sample. It is easy to see that each element of this subset should generally

map to different 7);;, but they all map to the same n;;, that is 7;;(u?).
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Figure 2.2: GLMM Random Variable Subset and Estimates

From the figure above we see that P{|f;; — pij] < rpi; | w;} is a measure of
dispersion for the image set 7,;;(S) in the real line. In other words, we have no idea
about the exact distance between 7);; and 7;; in the given data set, but we do know
that our sample is an element for the subset S and luckily it is feasible to give the
dispersion rate of 7;;(S) in R.

Lemma 2.6. Let g be a monotonic increasing link function. Then p;; = Ely;; | w] =
9 (ni;) = g7 (x};B + zi;u;). The conditional probability
mij (W) = Py faij — puig| < rpig | wiy = PL = 7)pij < frig < (04 7)pg | g}
= PLgl(1 = r)pis] = 9(pig) < 9(fuiz) = 9iz) < gl(1+ 7r)pis) — g(pag) | Wit
= P{gl(1 = r)pij] = mij < i — mig < gl(L+7)pig] = mij | @i (2.31)
In practice, g[(1 — 7)pij] — nij and g[(1 + r)pij] — ni; are replaced by their estimated

values. For a log link function, we can simplify these to log(1 — r) and log(1 +r) as

found in Zhou and Garrido (2009a).
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Theorem 2.2. Asymptotically, 1;; — n;; could be conditionally approzimated, given
u;, by:

The technical derivations can be found in Appendix A. Similarly to Theorem 2.1, let

D=

sij = (AL QA + 2 (Z]WZ;) ' 2;5)2,
and for a log link function, insert this into (2.31) to get

(ln(l + 7")) B (I)(ln(l —r)

ma(w) ~ O
) (2

). (2.33)

Proposition 2.2. When the fixed effect covariates X; is identical to the random
effect coefficient design matriz Z;, then in (2.32) we have A;; = 0, and Aj,QA;; =0,
therefore s;; = (zgj(Z;WOZi)_lzij)% = (x}; (X;WOXi)_lxij)%. It is easy to see that
our limited fluctuation probability in (2.33) is exactly the same to the one if we take
the responses in the ith cluster out, and apply the GLM credibility criteria in Zhou and
Garrido (2009a) to those data. Note that when X; = Z;, this is a random coefficient
model. The implication of this proposition is that for a random coefficient model, all

the information useful to estimate the cluster specific mean bears in the cluster itself.

2.4.3 Unconditional mean square error of prediction

The conditional limited fluctuation probability 7;;(u;) is a criterion to determine
whether we should use 7);; for n;; in this given sample. Not like full credibility with
GLM, since it is conditional on the random effect w;, it is inappropriate to use this cri-
terion again with the same covariates but for a different sample. Unconditional Mean

Square Error of Prediction (UMSEP) seems to be good solution for this problem.

Definition 2.1. UMSEP is defined as the expectation of the square error between our
predictor (estimator) 10;; and n;; (the expectation of y;;):

UMSEP = E[(7; —n;)°]. (2.34)
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Lemma 2.7. Using the tower property of conditional expectation, we can write UMSEP

as:

UMSEP = E[(it; — )] = E[E[( — )" | u]. (2.35)

If we replace E [(ﬁij—mj) ? ! ui} with the asymptotic conditional variance Aj QA ;; + z;
(Z;WVZ;)"'z;; in Theorem 2.32, then we have:

— _4g _1 1 —
/ (AQJQAM +z§j (Z'WVZ;) lzij) (2m)"2|D| 2 exp(—§u2D 'w) du;. (2.36)
Ra
In Section 2.5.3 we apply a Gauss-Hermite Quadrature to this integral and compare

the approximation with Monte Carlo simulations.

2.5 Numerical Illustration

In this section we use a simulated Poisson-normal GLMM to detect the key factors
that influence the full credibility for the marginal mean and the cluster specific means.

In this example, the R side covariates (fixed effect covariates) are set to be xj; =
(1 b;;), where the covariate b;; is simulated from the normal distribution N(1,0.252).
Fixed effect coefficient B’ = (6o 1) are chosen to be (1 1). The G side effect
includes only the random intercept for each cluster, which is assumed to be distributed
as N(0,0%).

After all the covariates and parameters are fixed, we first simulate a random
intercept effect:

u; ~ N(0,07), fori=1,2,...,k. (2.37)

Then we continue to simulate the response y;; as:

yij  ~  Pois(exp(xj;Bi; + us)), fori=1,2,...,kand j =1,2,...,n;. (2.38)

2.5.1 Marginal mean

The GLIMMIX procedure in SAS/STAT (2006) is a useful package. The Hessian

matrix is included in the output when we specify the “H” option. The covariance
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matrix
cov(Bo, o) cov(Bo, B1) cov(By,62)
I_l("ﬁ) - COV(Bh Bo) COV(BhBl) COV(Bh 5%) (2.39)
cov(62, By) cov(62,31) cov(62,62)
is calculated by the observed inverse Fisher information matrix, which equals 2H™!.
First we fix the number of clusters £ = 10, o0y = 1 and allow the number of sub-
jects within clusters to vary. Using (2.20), we give 2H™! and the limited fluctuation

probability for the subject with fixed coefficient (1 1):

0.0590021 —0.01049 —0.000753
n; = 20, —0.01049 0.0098112 —0.000016 | , 7 = 0.3050573.
—0.000753 —0.000016 0.0461208

0.0524326  —0.000452  —0.000057
n; = 200, —0.000452 0.0004264 —1.71E—6 |, m = 0.2930831.
—0.000057 —1.71FE —6 0.0540886

0.0551134  —0.000099  —0.000017
n; = 2000, —0.000099  0.0000936  1.8257E —7 |, m = 0.282379.
—0.000017 1.8257E —7  0.0605255

We find that prediction error for zy and o can not be reduced when we increase the
number of subjects within clusters and full credibility is not assigned to the marginal

mean.

Next we keep the n; at 20, set k = 1000 and give the new 2H™! :
0.0010455  —0.000073 —0.000019

—0.000073  0.0000685  —1.957TE —T7 |, m = 0.9915864.
—0.000019 —1.957E —7  0.0019003

Prediction error is negligible and limited fluctuation probability is already at 99%.
Intuitively, as more clusters are included, more experience is added about the distri-

bution of the random effect, estimation of the random effect variance parameter oy

36



should be more accurate. Finally it will contribute to the precision of the marginal
mean estimator through formula (2.17).

Then we keep k£ = 10,n; = 20, and compare the results with different o;:

0.0590021 —0.01049 —0.000753
o1 =1, —0.01049  0.0098112 —0.000016 | , 7 = 0.3050573.
—0.000753 —0.000016 0.0461208

0.0140964 —0.011708 0.0000476
op = 0.1, —0.011708 0.0110104 —0.000064 | , m = 0.9346788.
0.0000476 —0.000064 0.0000523

We find that the less variation the random effect has, the more credible our marginal

mean estimator is.

2.5.2 The cluster specific mean

Now we turn to the conditional limited fluctuation probability for the cluster specific
mean of the subject x{; = (1 1). We fix the random effect vy = 0 and n; = 10 (i =

1,...,k), vary the number of clusters,

k=2, n,=10 | k=20, n; =10 | k=200, n; =10 | £ =2000, n; =10 | k =2, n; = 200
711 (uy) 0.6377517 0.6596258 0.6714299 0.6882975 0.9995769

Table 2.1: Cluster Specific Mean and n;

We find that increasing the number of clusters could increase 711 (u1) to a certain
extent but this stops at some upper-limit. The reason is that increasing the number
of clusters will eliminate the first variance component in (2.32) but has no influence
on the second component.

However, increasing the number of subjects within cluster lets 711 (u;) increase

to 1. Since we will have enough experience in each cluster, intuitively we should
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trust the cluster specific mean estimator 7);;. Statistically we find that both variance
components in (2.32) diminish when we increase n; to infinity.

We could also explain this phenomena in plain words. Since the linear predictor
711 includes B and u;, adding more clusters will offer more experience only for 8. But
adding more subjects in cluster 1 will provide more experience to infer about both g
and u;.

Next we show the extent to which the conditional limited fluctuation probability
m11(u1) is determined by u;. We set k = 50, n; = 20 and besides 711 (u;) we also give

71, (u1) from the Monte Carlo simulations.

Uy -3.0000 | -2.0000 | -1.0000 | 0.0000 | 1.0000 | 2.0000 | 3.0000
M1 -1.0000 | 0.0000 | 1.0000 | 2.0000 | 3.0000 | 4.0000 | 5.0000
1 -1.1700 | -0.1689 | 0.9001 | 1.9342 | 3.1041 | 3.9806 | 5.0146

A

V(i | wg) | 0.1848 | 0.0583 | 0.0223 | 0.0059 | 0.0018 | 0.0008 | 0.0003
711 () 0.1845 | 0.3222 | 0.4981 | 0.8076 | 0.9812 | 0.9995 | 0.9999
7 (u) 0.2720 | 0.3281 | 0.5210 | 0.8062 | 0.9661 | 0.9997 | 0.9999

Table 2.2: Conditional Variance and Random Intercept

Figure 2.3 plots 7y, and 7, against u;. From the picture we see that when
the random intercept u; takes negative values near —3, the difference between our
estimator 7;; and the real value of 7, is relatively large. And as the random intercept
increases, 711 and 7;; converge.

Therefore, we can say that the random effect on which our conditional limited

fluctuation probability in (2.31) is conditioned has a large impact on 711 (uy) .
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Figure 2.3: 711 versus 713

2.5.3 Numerical approximation for UMSEP

Let UMSEP* denote the UMSEP calculated by integrating the conditional variance
over uy, and UMSEP” represent the estimates of UMSEP using Monte Carlo simula-
tions with 10,000 iterations. Table 2.1 shows the results for different £ and n;.
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k=20, n;=20| k=50, n; =20 | k=50, n; =40
UMSEP* 0.011531 0.010366 0.005731
UMSEP* 0.012247 0.010958 0.005979

Table 2.3: Integration over Conditional Variance vs Monte

Carlo Simulation

We find that our algorithm for deriving UMSEP gives a good performance and

saves significant computation time compared to Monte Carlo simulations.

2.6 Summary

This chapter discusses the motivations to use GLMMs beyond GLMs. The inclusion
of random effects in the linear predictor not only offers the correlation structure within
clusters but also provides one way to combine credibility rate making with GLMs.

The important definitions and concepts on model formulation, numerical estima-
tion and prediction are summarized.

Then we study the credibility of the marginal mean and cluster specific mean
estimators obtained from generalized linear mixed risk models. Some closed forms of
full credibility criteria are given as well as a parametric bootstrapping algorithm for
approximating the limited fluctuation probability.

In addition to the sample size, the number and distribution of the covariates and
the link function that are noticed previously in the study of full credibility for GLMs,
the random effect is a new decisive factor in the full credibility for GLMMs.

Most of our work is based on previous research, we generalize their results to the

random effects case.
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Chapter 3

Individual Loss Reserving Using

GLMs and GLMMs

As we said in Chapter 1, most of the loss reserving methods are based on aggregate
loss development triangle and were created in an age when the computing power
was expensive. Each method has its advantages and disadvantages but cannot all
be applied simultaneously. These methods are not fully adequate to capture the
complexities of the stochastic reserving for general insurance. Verdonck et al. (2009)
illustrate that the outstanding claims reserves by the CLM are strongly affected by
outliers. Another potential danger is that they mask the heterogeneous loss develop-
ment patterns for different risk classes. Fuchs (2014) shows that generally the CLM
estimates applied to full portfolios are different from the sum of CLM estimates ap-
plied to sub portfolios. It seems that only a method based on individual risk class
level data could incorporate the changes in the company’s mix of business into the
estimates of outstanding losses.

Zhou and Garrido (2009b) establish a complete structural reserving method on
individual risk class level. They incorporate loss emergence and development patterns,
connecting frequency and severity, and embed them all in the framework of GLMs. In
this chapter, we refine their original work. First, several parametric functions are used
to fit the claim reporting delay in an interval censored and right truncated regression

model, similar to the method in Rosenberg (1990). Then we proceed to the loss
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emergence mechanism, using a Poisson regression model. Since real life count data
are frequently characterized by over-dispersion and excess zeros, we also apply the
zero-inflated negative binomial regression model. After that we estimate the future
reported claim numbers for each risk class. Claim severity and claim settlement delays
are modeled next. Finally, we give the estimates of the IBNR losses and RBNS losses
separately for each risk class, similarly to the method used in Miranda et al. (2012),

then add them up to get the estimates for the total loss reserve in the overall business.

3.1 Reporting Delay

3.1.1 Truncated data and interval censored data

Let Y denote a random response variable, and let y denote its observed value, T® and
T denote the random variables for the left-truncation and right-truncation threshold
respectively, and let t®) and ) denote their realized values for one observation.

If there is no left-truncation, then t) = 7;, where 7; is the smallest value in the
support of some given response distribution, so F(t!)) = 0; similarly if there is no
right-truncation, then t) = 73,, where 7, is the largest value in the support of the
distribution, so F(tM) = 1.

Let C® and O denote the random variables for the left-censoring and right-
censoring limit, respectively, and let ¢) and ¢ denote their values for an observation,
respectively. If there is no left-censoring, then c¢) = 7, so F(c) = 1. If there is no
right-censoring, then ¢ = 7;, so F(c™) = 0.

In SAS/STAT (2009), the set of input observations can be categorized into the

following four subsets:

1. E is the set of uncensored and untruncated observations. The likelihood of
an observation in F for a response that has a parametric distribution Fg with

corresponding density fg is

l=Pr(Y =y)= fo(y)
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2. FE, is the set of uncensored observations that are truncated. The likelihood of

an observation in F is

. fe(y)
l&=WW:MW<Y§“U:%wm—%wW

3. (' is the set of censored observations that are not truncated. The likelihood of

an observation in C' is

l.=Pr(c” <Y <) = Fo (D) — Fo ().

4. C is the set of censored observations that are truncated. The likelihood of an

observation in C} is

F@(c(l)) — Fe(c(r))
Fo(t) — Fo(t®)

le, = Pr(c” <Y <D0 <y <) =

3.1.2 Distribution with scale parameter

We fit the reporting delay (RD) by a distribution family F(©) which has a scale
parameter or log-transformed scale parameter ©. If the regression effects are not

modelled, then the distribution for response random variable RD is assumed to be:
RD ~ F(6y),

for a particular “true” scale parameter ©,. We add regression effects to the distri-
bution, then the shape of distribution of RD is spread out or compressed according
to:

RD ~ exp (Zﬁ:ﬂxff“))?(@o).

If © is a scale parameter for the family &, then

exp (3 Bix19)5(00) = F(exp (D Bx) 6y ).

Table 3.1 gives the predefined distribution that could be used by the SEVERITY
procedure in SAS/ETS (2010b).
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Name Distribution Parameters Pdf (f) and Cdf (F)
BURR Burr 0>0,a>0 flz) = mfzz—fzam
v >0 Flz)=1-(75)"
EXP Exponential 0>0 f(x) =3e*
Flz)=1—¢"
GAMMA  Gamma 0>0,aa>0 flz) = ire(a;
F(z) = 12
GPD Generalized 0>0,6>0 flz)=1(1+¢&) 171
Pareto F(z)=1— (14 ¢&2)7V¢
IGAUSS Inverse Gaussian 6 > 0, > 0 flx) = %me#
(Wald) Fla) = o((z = 1)y/T) +0( = (z+1) /)¢
LOGN Lognormal g (no bounds), f(x)= Ml%e_% (%>
5 >0 Flx) = oot
PARETO  Pareto 0>0,aa>0 flz) = %
Fo)=1- (%)
WEIBULL Weibull 0>0,7>0 flz) = iTzTe_ZT
Flz)=1—¢*
Notes:
1. z = x/0, wherever z is used.

. 0 denotes the scale parameter for all the distributions. For LOGN, log(#) = p.
. Parameters are listed in the order in which they are defined in the distribution model.

v(a,b) = fob t*~te~tdt is the lower incomplete gamma function.

. O(y) = %(1 + erf(\%)) is the standard normal cdf.

Table 3.1: Parametric Function for Reporting Delay
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3.1.3 Likelihood function for reporting delay parameters

Denote the likelihood function for reporting delay parameters B, as L.(B, ’ N), we

can write it as the product of separate likelihoods for each risk class:
K
k=1

The contribution to L, (8, | N®) due to one reported claim in NZ-EI;) is:

F(j+1; 0r) — F(j; 0k)
F(m+1—i; 6;) ’

(3.2)

where 6, = exp (Zﬂ;xﬁk)) - 0y, and 6y is usually inside an exponential function as
the intercept.
Therefore combining with Table 3.2, we know that:

TN R4 0y) — F(5 o 0)\ N
L8 | N) = TTIT (P ) 3.3

i=1 j=0

Accident Reporting Delay

Year 0 1 e g ceeoom—1 ooom—2 m-—1
k k k k k k

L NN N NG NYm—z N
k k k k k

2 Ny Ngd - Nl N Ny

v N, f,]fi) N z(];) -+ N, 2(];) -~ N, i(f)l,mfi
k k k

m—=7 anlgo anzj,l anzm

m—1 an 1,0 N7(7f11 1

m Nfrﬁ)o

Table 3.2: Claim Count Run-off Triangle

Other than the ready-made SEVERITY procedure in SAS, also the optimization
subroutines of the IML procedure in SAS/IML (2010) can be used to maximize the
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likelihood function L, (B, | N) for parameters 3,. These two methods give the same
result, but the interactive matrix language (IML) give us more freedom to specify
even some piecewise functions for reporting delay.

Based on the parameter estimates Br, we know that 0%) = exp ( > ,B;x,(ﬂk)) -0y and

the estimates of p§k) can be written as:

By = F(j+1: 00) = F(j 5 0%), (3.4)
and R .

V3 F(m+1—i; 6®)
where p§k) and pgf))j are the individual level p; and p(;); , see Rosenberg (1990).

3.2 Claim Numbers

3.2.1 Poisson regression model

In Zhou and Garrido (2009b), a Poisson regression model is used to fit the claim counts
for different accident years. The overall incurred claim number in accident year ¢ and
risk class k is assumed to be Poisson distributed with mean w exp(,B’ ) A log

link function is used here to prevent negative numbers.

Lemma 3.1. In addition to the Poisson assumption for claim count, if we assume that

k)

the reporting delay for each claim is independent, then we know NZ-(J are independently

distributed as:

NZ-(E) ~ Pois(wgk) exp( }chk))p§-k)), fori=1,2,....mandj=0,1,...,m— 1.
(3.6)

In Zhou and Garrido (2009b), the parametric function F' chosen for reporting
delay is either EXP or WEIBULL (see Table 3.1), ﬁ;k) is then calculated according
0 (3.4). Based on Lemma 3.1, the likelihood function for By is:

K K m
LBy s N, p) =] LBy s NO 5™ =TI TITI 26855 NG 2). 37)
k=1



here p = {p\" [k =1,2,...,K, j=0,1,...,m—1} and p® = {5 | j = 0,1,...,m—
1}. L(By ; Nisl;), A§-k)) is calculated based on (3.6).

There are also two methods to get the estimates of B, either by nonlinear opti-
mization or using the GENMOD procedure in SAS/STAT (2013). Note here if we
resort to the GENMOD procedure, ln(wgk)pgk)) is set as the offset.

Estimates of INBR claim numbers are given by:

N&® = wgk) exp(B/fx;k))ﬁ;k), i+j>m. (3.8)

1’7]

This method seems to be the simplest method when applying GLMs to individual

level loss reserves and could be implemented easily with any statistical software.

3.2.2 Negative binomial and zero-inflated model

In some occasions, claim count data may not follow the usual Poisson distribution, in
particular if they are zero-inflated and over dispersed. The number of observed zeros
may exceed the number of expected zeros under the Poisson or the negative binomial
distribution assumptions.

We apply a zero-inflated negative binomial model to the claim frequency data
since it includes the Poisson model, negative binomial model, zero-inflated Poisson
model.

Let y denote the number of claims incurred in one accident year for one policy-

holder. The assumption of zero inflated negative binomial regression model is:

o + 1_7T)NB(y7)‘>¢)a lfy:O,
ZINB(y ; T\ 6) =4 o (3.9)

(1 —m)NB(y; A\ o), ifyezZr.
mo = mo(Y'z) is called zero-inflated link function. It relates 4'z, the multiplication
of zero inflated covariates vector z and regression coefficient 7 to the probability of
excess zeros. Usually it is set as either a logistic function or the standard normal
cumulative distribution function (the probit function).

NB is negative binomial distribution as:

I'y+o o \°/ A\
NB(y; A ¢) = ;?F(¢))<¢+A> <¢+/\)’ y €N, (3.10)
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where usually the mean A is linked to 'fxf through:

A = exp(Bxy).
Lemma 3.2. The mean and variance of the zero inflated negative binomial model

Efy] = A1— 7o), (3.11)
Vly] = AL —mo)(1+A(mo + 9). (3.12)

Notice that zero inflated negative binomial model exhibits overdispersion if at least

one of two parameters my and ¢ are greater than 0.

For the fitting of zero inflated models, we use the “COUNTREG” procedure in
SAS, see SAS/ETS (2010a).
See Appendix C for the use of the zero inflated negative binomial model for claim

frequency and how to give the estimates for the future reported claim numbers.

3.2.3 Hurdle model

The hurdle model is another interesting alternative to Poisson and negative binomial
models for the analysis of claims reported by an insured. It includes the zero inflated
model as well as models with less zeros than expected.

There are two processes controlling the hurdle model. The basic idea is that firstly
a Bernoulli probability governs the binary outcome of whether the count variate is a
zero or positive realization. Then if the realization is positive, the hurdle is crossed,
and the conditional distribution of the positive values is governed by a truncated-at-

zero count data model. Thus the hurdle model is formulated as:

To, if Yy = 07
H(y) - /o (3.13)
y
1 —my)———, if AR
( 7T0) 1 — f(0)7 nyec
Lemma 3.3. The hurdle negative binomial distribution is defined as:
To, Zf Yy = O;
HNB(y ; 70, \, ¢) = NB(v: \ (3.14)
(1—71'0) <y7 7¢) ny€Z+;

1—NB(0; X ¢)
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where NB(y ; A\, ¢) denotes the negative binomial distribution as in (3.10).
It could also be defined as a mixture of hurdle Poisson distributions:
700, ny = 0>

HPois(y ; m, A\, 7) = Pois(y ; A7) N (3.15)
1-—- 7 ' Z
(1= o) 1 —Pois(0; A7)’ fyezt

where Pois(y ; A7) denotes the Poisson distribution with rate equal to AT and the

prior distribution for T is:

1 —exp(=Ar) ¢°
1-(%)" T(9)

BN

9(1; ¢, A) = " lexp(—¢7), T >0. (3.16)

See Appendix D for the use of the hurdle negative binomial model for claim
frequency and how to give the estimates for the future reported claim numbers.

Boucher et al. (2007) present and compare different risk classification models for
the annual number of claims reported to the insurer. They choose the best distribution
describing the data based on several specification tests for nested or non-nested models

and goodness-of-fit test.

3.2.4 Accident year effect

In the Poisson model for claim numbers, the Poisson rate for the same risk class is
assumed to be constant over the accident years. However, it is possible that there are
some accident year effects which could inflate or deflate the expected claim numbers.

Note that in the double chain ladder model, a chain ladder method is applied to
the aggregated reported claim counts triangle N. Since the chain ladder method is
equivalent to a Poisson regression model with accident years and reporting delays as
categorical covariates, thus, there are m levels oy, as, ...a,, for accident year effects,
where a, is often set to 0 to prevent multicollinearity.

However, since N is a triangle, there are few data in the last few rows, therefore
there will be larger standard errors for the estimates of the accident year effect in
last few accident years than the estimates for the first few accident years. This is a
problem as the projection of future reserve is composed mostly of the entries in the

last few rows.
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In other words, the introduce of the accident year effect may reduce the unbiased-
ness, but it will increase the variance of the reserve estimations. Instead of blindly
applying a chain ladder method to the reported claim triangle N, a statistical hy-
pothesis test on a; =0 (i = 1,2,...,m — 1) should be done first. See Appendix F for
the simulation study on this issue.

Another way to grasp the year effect is to assume that for each accident year there
is a common prior for the random year effect u;.

Gigante et al. (2013) assume a hierarchical overdispersed Poisson model for the
incremental payments with gamma distributed risk parameters.

The overdispersed Poisson-gamma model estimated through the h-likelihood ap-
proach provides, for each origin year, a reserve estimate that is a mixture of two
reserves: one based on the run-off data, the other based on external data.

The advantage of the random effect model is that when the data is too scarce to be
credible in the last few rows, the random effect model will give a Bayesian credibility

estimate.

3.3 Future Reported Numbers

For future reported numbers, i.e. the numbers of the incurred but not reported claims,
we only need the reporting delay model and the claim frequency model. The first
step is to choose the best parametric distribution in Table 3.1, and get the estimators

Ag-k). Then we treat the estimates ﬁ(k) as the real values, plug them into the claim

J
frequency modeling process. Finally we give the estimates of \ Z(];) (t4+7 > m) for

each risk class.

3.4 Claim Severity

For claim severity (total payments associated with one claim), Zhou and Garrido

(2009b) use a gamma GLM. Probability distributions of the response Y are parame-
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terized as follows, see SAS/STAT (2009):

fly) = (7> exp ( - %) (3.17)

where E[Y]| = p, V[Y] = '% and ¢ = v~!. Through a link function g, the expected
response 1 = E[Y] is related to the linear predictor n = f'x, that is g(u) = n. Here v
is the “scale” parameter displayed in the standard output of the GENMOD procedure
in SAS.

In the fitted claim severity process, each payment is discounted first by an inflation
index before they are added up for each closed (settled) claim, then this sum Y is used
as the response For each risk class, u® is assumed to be related to the explanatory

variables x\* through
) = exp(Bix™). (3.18)

For comparison, other distributions such as lognormal, or Burr could also be used to

model severity.

3.5 Incurred But Not Reported (IBNR)

So far, we have fitted the reporting delay, claim count and claim severity which is
sufficient for the projection of INBR losses. It is enough for us to get the IBNR losses

for risk class k:

BNR" Z Z N p® (3.19)

=1 j=m—+1—1

Summing up all the K equations in the whole portfolio, we get:

m—1

K K m
BNR-Y BNR = Y N i (3.20)

k=1 k=1 i=1 j=m+1—i

3.6 Settlement Delay

The settlement delay (SD) is defined as the relative year to the notification of a claim

in which the claim was closed, starting from 0. We use the same method to model
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the settlement delay as for the reporting delay in Section 3.1. Finally we will get the
estimates of

¢, k=12 Kj=01...4d (3.21)

where q ) denotes the probability for the claim in the risk class k£ to have the settle-

ment delay equal to j.

3.7 Reported But Not Settled (RBNS)

With the estimation of settlement delay probabilities, we can give the IBNR and
RBNS entries in the reserve matrix for the overall business.

The IBNR entries for the reserve matrix are given by:

K i1—m+4j—1
Zir =% Z Mgk fori4j>m, (3.22)
k=1 1=0
k k o (k S o (k o (k ok
Nz'(,o) o Nz(ni—a Ni(,rr)L—l-l—i N(W)H- RN Ni(,jzl Ni(,j) """ Ni(,n)L—1

Zibnr
Zl’]
Figure 3.1: IBNR Entries
and the RBNS entries for the reserve matrix are given by:
7rbns k? ~ . .
ZZ’J’ = Z Z e lu(k ), for i+ 75 > m, (3.23)

k=1 l=i—m+j

here Ql(k) is defined as 0 if [ > d.
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Figure 3.2: RBNS Entries

Finally, we can give the estimations of each entry for the lower-right half of the

reserve matrix:

Zi,_j = ZZS”T + Z;?ns, for i +j5 > m. (3.24)
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Chapter 4

Simulation Results

In this chapter, we use a Monte Carlo simulation method to compare different loss
reserve estimation methods, including the traditional chain ladder method (CLM),
the double chain ladder (DCL) by Miranda et al. (2013), the aggregate Tweedie GLMs
reserve method and our individual GLMs reserve method. Since the properties of the
estimators cannot be studied analytically, statistical simulation is a well-accepted
technique for comparing various methods of estimation. Our approach is similar to
those of Stanard (1985) and Narayan and Warthen (1997).

When we are estimating the reserves, only the top-left half of the loss triangle is
available to us as data, and is used to estimate the lower-right half of the triangle,
which represents the projection of ultimate losses.

We compute the deviations of the estimated reserves from the empirical reserves.
Finally, we use several criteria to compare the deviations of estimated versus empirical

under various reserving methods.

4.1 Simulation of Random Loss Triangles

Our loss triangles are simulated based on the ideas of Narayan and Warthen (1997).

Our method is described below:

1. Generate NZ.(k)7 the frequency of claims for risk class k£ and accident year ¢ as a

(k) (k) (k)

Poisson variate with mean w;"” exp(8;x; "), where w;"’ is the number of insured
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for risk class k and accident year i.

2. For each claim, generate Weibull distributed variates RD and SD for the re-

porting delay and settlement delay.

3. The claim amounts for a claim follow a gamma distribution with mean exp (,B;xgk))

and scale parameter v.
4. Repeat the steps through for all the risk classes and accident years.

5. These claims are added up to create the aggregate reported claim counts matrix

and aggregate paid losses matrix.

See Appendix E for the detailed descriptions of parameters in this simulation method.

4.2 Comparison of Methods

We generate 1,000 realizations of hypothetical reserve data for this simulation method.
For each of the 1,000 sets of hypothetical data, the reserves were estimated by CLM,
DCL, aggregate Tweedie GLM, and our individual GLMs. The deviations of the
reserve estimates using different methods from the actual reserves are computed.

Then we give a table of the basic descriptive statistics for these deviations:

Individual GLMs CLM DCL Tweedie GLM

Min. -64,613.0 -97,128.0 -89,260.0 -97,097.0
1st Qu. -17,767.0 -24,095.5 -22,062.8 -24,171.5
Median -942.5 -459.5 765.5 -639.0

Mean -774.5 -419.8 1,378.6 -447.6

Jrd Qu. 14,820.8 22,215.5 22,803.2 22,692.2
Max. 71,787.0 114,752.0 113,492.0 114,896.0
Variance 5.563E8 1.225E9 1.119E9 1.225E9

Table 4.1: Summary of Deviations
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We continue to produce a box plots of the calculated deviations:

(@)

0 8 °
% 8 ° 8
‘CI_J [¢] o o

8

5
S i
o
+ —
(]
0
o
o
+ —
O]
o
3 5
o 1
+ !
(] '
Lo '
: -
o _ R S—
S 0 o
[
i\ I I I I
Individual_GLMs CLM DCL Tweedie_GLM

Figure 4.1: Box Plot of Deviations

A box plot is a convenient way of graphically describing groups of numerical
data through their quartiles. The bottom and top of the box are the first and third
quartiles, and the band inside the box is the median. The ends of the whiskers
represent the lowest datum still within 1.5 Inter Quartile Range (IQR) of the lower
quartile, and the highest datum still within 1.5 IQR of the upper quartile.

The histograms of these 1000 deviations for each method are plotted below:
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Figure 4.2: Histograms of Deviations

Then we fit a density curve to each histogram using smooth kernel estimates, and

collect all the density curves in one picture:
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Figure 4.3: Kernel Density Plot of Deviation

From the statistics and plots above, we see that:

e The density function of our individual GLMs deviations are peaked, concen-
trated around 0 and have lighter tails. The word “lighter” is different from
light (heavy) tailed in probability theory. It only means to be lighter than the

traditional reserve methods.

e The deviations for the CLM and Tweedie aggregate reserve methods are very
close. The reason is that CLM is nothing but an aggregate Poisson GLM reserve
method, and the Poisson GLM is a member of Tweedie GLMs. For our simu-

lation parameter choices the differences between CLM and Tweedie aggregate
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reserve method are not significant enough to be noticed.

e The DCL method offers a better performance than CLM, but it is hard for it

to compete with our individual GLMs reserve method.

4.3 Changing Exposures

Next we let the weight wgk) change with the accident year i, i.e. the weights of
different risk groups in the overall business change with time. A lognormal distributed
multiplicative factor is multiplied to the base weight w(()k) to get the real weight for

each accident year:

w® =" M N(-0.045,0.3), i=1,2,....m, k=1,2,... K.

(2

We compare the fitted density curves of the reserves in the most recent accident year

with fixed exposures and changing exposures for each method:
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Figure 4.4: Comparison of Changing Exposures and Fixed Exposures

The blue lines represent the deviations when the exposures are fixed and the red
line represent the deviations when the exposures are changing with time. From the
above pictures, we see that our individual GLMs reserve method can deal with the

changing exposures, but the traditional methods do not work properly.

4.4 Excess Zeros for Claim Number

In this section, we make a minor change to the simulation method described in Section

4.1. Rather than using Poisson variates for claim counts, we use zero inflated Poisson
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variates for claim counts.
In the first scenario, we let the probability of extra zeros my = 0.2. We give the

histograms below:
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Figure 4.5: Densities of Poisson and Zero Inflated Poisson (my = 0.2)

The blue lines represent the deviations when a Poisson assumption is used for
claim counts and the red line represent the deviations when the Zero Inflated Poisson
assumption is used. We also calculate the variances of the new deviations and their

ratios to the original variances:
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Probability

Probability

Method Individual GLMs | CLM DCL | Tweedie GLM
VAR (Poisson) 5.563E8 1.225E9 | 1.119E9 1.225E9
VAR (ZIP) 4.327E8 9.420E8 | 8.885E8 9.423E8
Ratio 0.778 0.770 0.794 0.770

Table 4.2: Variances with Poisson and Zero Inflated Poisson (7

Then we do the same for 7 = 0.6:

1.0e-05 2.0e-05

0.0e+00

1.0e-05

0.0e+00

Individual GLMs

-1e+05 -5e+04

0e+00 5e+04 1e+05

deviation

DLM

-1e+05 -5e+04

0e+00 5e+04 1e+05

deviation

—— Poisson

0.2)

CLM
/I \\
8
2 T
= O
Q o
[ -
Q
<}
o
o
o
I - -
3 - - -2
g T T T T T
-1e+05 -5e+04 0e+00 5e+04 1e+05
deviation
Tweedie GLM
II \\
e} ,I \\
z 9
= [0
Qo o
[ R
Qo
e
o
o
o
T -
3 - - ——
g T T T T T
-1e+05 -5e+04 0e+00 5e+04 1e+05
deviation
--- ZIP

Figure 4.6: Densities of Poisson and Zero Inflated Poisson (my = 0.6)
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Method Individual GLMs | CLM DCL | Tweedie GLM
VAR (Poisson) 5.563E8 1.225E9 | 1.119E9 1.225E9
VAR (ZIP) 2.212E8 4.683E8 | 4.410E8 4.669E8
Ratio 0.398 0.382 0.394 0.381

Table 4.3: Variances with Poisson and Zero Inflated Poisson (7 = 0.6)

From these two examples, we see that:

e With excess zeros, the variances of deviations for all the four methods decrease

simultaneously.

e The variances of deviations for all the four methods shrink at almost the same

rate.

e Since the original variance of the deviations using our individual GLMs reserve
method is smaller than the other three, after we add the excess zeros assumption

to the claim counts, it still offers a better performance then the other methods.

e The rates at which the variances shrink are approximately equal to 1 — .

4.5 Conclusions of Simulation

Our individual GLMs reserve method provides an useful tool to structurally estimate
the loss reserve and also a stable and efficient way to improve the estimates of ultimate
loss reserve in actual applications.

Our model leverages the frequency and severity estimation, both in ratemaking
and loss reserving, making it more consistent and easier to interpret.

A reserve estimation method that incorporates some underlying assumptions about
the claim process will provide a better estimate of the loss reserve if those assumptions
are satisfied.

It is not suggested that actuaries blindly apply the chain ladder method to ag-
gregate data. Efficiency is lost by the throwing away of a great variety of detailed
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information on the actual claim process. The estimates of development factors in
CLM are vulnerable to outliers. The bias in one development factor will be passed
to the projections of losses in the subsequent development periods.

When the exposures of different risk groups are changing with accident years, the
weaknesses of traditional chain ladder methods are exacerbated.

Finally we really hope that the individual GLMs reserve method in the actuarial

field will become popular and used in the future.

64



References

Andersen, E. B. (1970) “Asymptotic properties of conditional maximum-likelihood
estimators.” Journal of the Royal Statistical Society Series B (Methodological),
vol. 32(2): pp. 283-301.

Antonio, K. and Beirlant, J. (2007) “Actuarial statistics with generalized linear mixed

models.” Insurance: Mathematics and Economics, vol. 40(1): pp. 58-76.

Antonio, K. and Plat, R. (2014) “Micro-level stochastic loss reserving for general

insurance.” Scandinavian Actuarial Journal, vol. 2014(7): pp. 649-669.

Booth, J. G. and Hobert, J. P. (1998) “Standard errors of prediction in generalized lin-
ear mixed models.” Journal of the American Statistical Association, vol. 93(441):

pp. 262-272.

Bornhuetter, R. and Ferguson, R. E. (1972) “The actuary and IBNR.” Proceedings
of the Casualty Actuarial Society, vol. 59: pp. 181-195.

Boucher, J.-P., Denuit, M. and Guillén, M. (2007) “Risk classification for claim
counts: a comparative analysis of various zero-inflated mixed Poisson and hurdle

models.” North American Actuarial Journal, vol. 11(4): pp. 110-131.

Breslow, N. and Lin, X. (1995) “Bias correction in generalised linear mixed models

with a single component of dispersion.” Biometrika, vol. 82(1): pp. 81-91.

Biihlmann, H. (1967) “Experience rating and credibility.” ASTIN Bulletin, vol. 4(3):
pp- 199-207.

65



De Vylder, F. (1981) “Practical credibility theory with emphasis on optimal param-
eter estimation.” ASTIN Bulletin, vol. 12: pp. 115-131.

Demindenko, E. (2004) Mixed Models: Theory and Applications. John Wiley & Sons,
Hobeken, New Jersey.

Fahrmeir, L. and Kaufmann, H. (1985) “Consistency and asymptotic normality of the
maximum likelihood estimator in generalized linear models.” Annals of Statistics,

vol. 13(1): pp. 342-368.

Frees, E. W., Young, V. R. and Luo, Y. (1999) “A longitudinal data analysis interpre-
tation of credibility models.” Insurance: Mathematics and Economics, vol. 24(3):

pp. 229-247.

Fuchs, S. (2014) “Consistent loss prediction for a portfolio and its subportfolios.”
Scandinavian Actuarial Journal, (6): pp. 561-581.

Gigante, P., Picech, L. and Sigalotti, L. (2013) “Prediction error for credible claims
reserves: an h-likelihood approach.” European Actuarial Journal, vol. 3(2): pp.

453-470.

Guszcza, J. and Lommele, J. (2006) “Loss reserving using claim-level data.” Casualty

Actuarial Society Forum, Fall 2006: pp. 111-140.

Hachemeister, C. (1975) “Credibility for regression models with application to trend.”
In “Credibility, theory and applications, Proceedings of the Berkeley Actuarial
Research Conference on Credibility,” pp. 129-163.

Jewell, W. S. (1974) “Credible means are exact Bayesian for exponential families.”

ASTIN Bulletin, vol. 8(1): pp. 77-90.

Jiang, J. (2007) Linear and Generalized Linear Mixed Models and their Applications.
Springer, New York.

Jorgensen, B. (1987) “Exponential dispersion models.” Journal of the Royal Statis-
tical Society Series B (Methodological): pp. 127-162.

66



Klinker, F. (2010) “Generalized linear mixed models for ratemaking: a means of
introducing credibility into a generalized linear model setting.” Casualty Actuarial

Society E-Forum, Winter 2011, vol. 2: pp. 1-25.

Lancaster, T. (2000) “The incidental parameter problem since 1948.” Journal of

Econometrics, vol. 95(2): pp. 391-413.

Lin, X. and Breslow, N. (1996) “Bias correction in generalized linear mixed mod-
els with multiple components of dispersion.” Journal of the American Statistical

Association, vol. 91(435): pp. 1007-1016.

Liu, Q. and Pierce, D. (1994) “A note on Gauss-Hermite quadrature.” Biometrika,
vol. 81(3): pp. 624-629.

McCullogh, C. and Searle, S. (2001) Generalized Linear and Mixed Models. Wiley,
New York.

Merz, M. and Wiithrich, M. (2010) “Paid-incurred chain claims reserving method.”

Insurance: Mathematics and Economics, vol. 46(3): pp. 568-579.

Miranda, M. D. M., Nielsen, B., Nielsen, J. P. and Verrall, R. (2011) “Cash flow
simulation for a model of outstanding liabilities based on claim amounts and claim

numbers.” ASTIN Bulletin, vol. 41(1): pp. 107-129.

Miranda, M. D. M., Nielsen, J. and Verrall, R. (2012) “Double chain ladder.” ASTIN
Bulletin, vol. 42(1): pp. 59-76.

Miranda, M. D. M., Nielsen, J. P. and Verrall, R. (2013) “Double chain ladder and
Bornhuetter-Ferguson.” North American Actuarial Journal, vol. 17(2): pp. 101-
113.

Mowbray, A. (1914) “How extensive a payroll exposure is necessary to give a depend-
able pure premium.” Proceedings of the Casualty Actuarial Society, vol. 1: pp.

24-30.

67



Narayan, P. and Warthen, T. V. (1997) “A comparative study of the performance
of loss reserving methods through simulation.” Casualty Actuarial Society Forum,

Summer 1997, vol. 1: pp. 175-196.

Nelder, J. and Verrall, R. (1997) “Credibility theory and genralized linear models.”
ASTIN Bulletin, vol. 27(1): pp. 71-82.

Ohlsson, E. (2008) “Combining generalized linear models and credibility models in
practice.” Scandinavian Actuarial Journal, vol. 2008(4): pp. 301-314.

Ohlsson, E. and Johansson, B. (2006) “Exact credibility and Tweedie models.”
ASTIN Bulletin, vol. 36(1): pp. 121-133.

Owen, D. (1980) “A table of normal integrals: A table.” Communications in Statistics-

Simulation and Computation, vol. 9(4): pp. 389-419.

Pigeon, M., Antonio, K. and Denuit, M. (2013) “Individual loss reserving with the
multivariate skew normal framework.” ASTIN Bulletin, vol. 43(3): pp. 399-428.

Quarg, G. and Mack, T. (2008) “Munich chain ladder: a reserving method that re-
duces the gap between INBR projections based on paid losses and IBNR projections
based on incurred losses.” Variance, vol. 2(2): pp. 266-299.

Renshaw, A. and Verrall, R. (1998) “A stochastic model underlying the chain ladder
technique.” British Actuarial Journal, vol. 4: pp. 903-923.

Rosenberg, P. (1990) “A simple correction of AIDS surveillance data for reporting
delays.” Journal of Acquired Immune Deficiency Syndromes, vol. 3: pp. 49-54.

Sagae, M. and Tanabe, K. (1994) “Upper and lower bounds for the arithmetic-

)

geometric-harmonic means of positive definite matrices.” Linear and Multilinear

Algebra, vol. 37(4): pp. 279-282.

SAS/ETS (2010a) COUNTREG Procedure.  SAS Institute Inc., Cary, NC,
9.22 ed. http://support.sas.com/documentation/cdl/en/etsug/60372/HTML/

default/viewer.htm#etsug_countreg_sect001.htm.

68



SAS/ETS (2010b) SEVERITY Procedure. SAS Institute Inc., Cary, NC,
9.22 ed. http://support.sas.com/documentation/cdl/en/etsug/63348/PDF/

default/etsug.pdf.

SAS/IML (2010) Interactive Matrix Language. SAS Institute Inc., Cary, NC,
9.22 ed. http://support.sas.com/documentation/cdl/en/imlug/63541/PDF/
default/imlug.pdf.

SAS/STAT (2006) GLIMMIX Procedure. SAS Institute Inc., Cary, NC, 9.1 ed. http:
//support.sas.com/rnd/app/papers/glimmix.pdf.

SAS/STAT (2009) SAS/STAT 9.2 User Guide. 2 ed. SAS Institute Inc., Cary,
NC.  http://support.sas.com/documentation/cdl/en/statug/63033/HTML/

default/viewer.htm#titlepage.htm.

SAS/STAT (2013) GENMOD Procedure. SAS Institute Inc., Cary, NC, 13.1 ed.

http://support.sas.com/documentation/onlinedoc/stat/131/genmod.pdf.

Stanard, J. N. (1985) A simulation test of prediction errors of loss reserve estima-
tion techniques. Ph.D. thesis, New York University, Graduate School of Business

Administration.

Verdonck, T., Van Wouwe, M. and Dhaene, J. (2009) “A robustification of the chain-
ladder method.” North American Actuarial Journal, vol. 13(2): pp. 280-298.

Vonesh, E. (1996) “A note on the use of Laplace’s approximation for nonlinear mixed-

effects models.” Biometrika, vol. 83(2): pp. 447-452.

Wolfinger, R. and O’Connell, M. (1993) “Generalized linear mixed models: a pseudo-
likelihood approach.” Journal of Statistical Computation and Simulation, vol. 4:

pp. 233-243.

Wiithrich, M. (2003) “Claim reserving using Tweedie’s compound Poisson model.”

ASTIN Bulletin, vol. 33(2): pp. 331-346.

69



Zeger, S. and Karim, M. (1991) “Generalized linear models with random effects;
a Gibbs sampling approach.” Journal of the American Statistical Association,

vol. 86(413): pp. 79-86.

Zhou, J. and Garrido, J. (2009a) “Full credibility with generalized linear and mixed
models.” ASTIN Bulletin, vol. 39(1): pp. 61-80.

Zhou, J. and Garrido, J. (2009b) “A loss reserving method based on generalized linear
models.” Tech. Rep. 2, Concordia University. http://www.mathstat.concordia.

ca/resources-and-links/technical-reports/REPORTS/2_09.pdf.

70



Appendix A

Derivation of Conditional Variance

For the approximation of 7;;(u;) in (2.31), we first decompose the difference 7;; — 7;;

into three parts:
flij — Mij = (x;jB — X} ) + <z;jﬁl - z;jﬁi> + (Z;jﬁi — z;jui). (A1)
The first term arises from the difference between the ML estimator B and the true
fixed effect coefficient 8. The third error term represents the difference between the
random effect estimator 01; and true random effect u;. Finally, the second error term
is a reflection of the difference between plugging the estimator B in (2.28) or using the
true B (we find o is not used here). However, the second term is not usually noticed.
Let {(u;, B,00ly:) = 27:1 log{f(yij]ui,ﬂ,ag)}. It is a log-likelihood function

with arguments u;, 8 and oy. We know that:

0 Zm Wij Yij — iy 1
14 uivﬂao- yi) = J = ! Zij, A2
du; ( o — op Vi) g'(g) (8.2)

g(pij) = mij = ng,B + Z;jui‘

0
Notice here that 0; is the solution to —£(u;, B, 0¢|y;) = 0 based on true 8 and oy:

aui

0
a_uig(uivﬂv O-O‘yi) w—t,; = 07
and 1; is the solution based on the MLE «}:
0 5
8_114'6(111‘“3’ O-O‘yi) N = 07

here oy and &g are scale parameters so they are not used.

71



Lemma A.1. Applying the inverse function theorem, we have that:

~

o — 4

82
¢ uilea 00|Yi)

. —1 82
~| g w=i] [ e(w, B only:)

8uz(9,31

w = ;| (8 - B).
(A.3)

where the approximation error is 0(,3 - B).

From further calculations we get that:

0? .
mf(uiﬁ, 00|yi) = —Zéwlzi, Z;, = (21'1, Zi2y v e s ,Zmi)/,
82
W(ﬁiaﬂv 00|Yi) = —Z;W1X¢, X = (%’1, Ti2y .- >$ini)/7
and Wy = diag(wy,wy, ..., w, ) with
ol — wi ws (s — ) V()9 (i) + V' ()9’ (1)
T ag Vi) (9 (1i))? Y ag (Vi(uig))2 (g ()3

M}j = gil(xgjﬂ + ZZjﬁi>‘
Denote by
F1 Z’W1ZZ, F2 = Z,/LW2Z1 and FO =F = Z;WOZZ,

where Wy = diag(wi, w3, ..., w3 ), with

- wi; o (o — 1Y Wid)g" (i) + V' (pig)g' (i)
U )@ Y T ) T e R )P

Hij = g_l(xﬁjﬁ + Zgjuz'%

w..
and Wy = diag(w?, wy, ..., w? ), with w? = Y :
0 = RS 00 W = g )P |

F is the information matrix in the GLM fitting process in (2.28) and let Fz (F2') be

its left (respective right) square root.
Fahrmeir and Kaufmann (1985) studied the consistency and asymptotic normality
of maximum likelihood estimator in generalized linear models. They showed the

following results.
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Lemma A.2. Under some regularity conditions:

/

N |=

1. F2 (; — w) 4 N(0,1), I is the identity matriz.

2. E(Fg) =F, and Fa/n; converges to F/n; for large n;.

Using the first property, we could regard the asymptotic behavior of &; — u; as

1
N(0,F!), see Zhou and Garrido (2009a), and F~! converges to 0 at a speed of O(—).
n.

1

This makes it possible to replace Wy in (A.3) by Wa. We continue to replace Wy
by Wy according to the second property. Finally we have:

Theorem A.1. Under some reqularity conditions,
W — W~ (—Z/WoZ,) " H(ZIWoX,) (B — B). (A.4)

The approximation error is

A~ 1 A~

o(B = B) + Op(n; *)(B — B).
Proposition A.1. We list some special cases of formula (A.4):

1. When X; = Z;, formula (A.4) gives O — 0 ~ —(ﬁ — B), but obviously they
are equal. Since in this special case B + 0; enter into the regressor as a unit,
no matter if the real B or its ML estimator B is used, the sum B + 0; is not

changed, thus equal to ,B + 1.

2. When X; s part of the columns of Z;, for example:

I
X, = Z; S
0(g—p)xp
then formula (A.4) turns into
. I, .
u —u; =~ — (:B_:B)
0(g—p)xp

However, for the same reason we know they are actually equal.
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3. If the exponential dispersion distribution is normal and the link function is

canonical, then w? = =4 and the model is:
0

Vi :XZ,B—l—Zzu%—ez, €ij NN(O,O'S/U)W)
It is easy to see that the MLFEs are:
W = (Z}WoZ;)™'Z; Wo(y: — XiB),
U = (Z'WoZ) "' Z! Wo(y; — X.B).
Subtracting these two equations, we will get the same result:
0 — ;= (—ZWoZ:) " (ZiWoX,)(B — B). (A5)
Note here that given u; in (A.4) the term (—Z/WyZ;) ' (Z;WX;) is constant in
value, as it does not depend on y; any more. It helps us easily derive the asymptotic
variance of ; — 11; as well as makes (X;j,B —x;;8 +z;jf1i —2;;1;) independent of &; —u;
conditional on u; (,3 — B depends on y_;, @; — u; depends on y;).

Combining (A.4) with the first term in (A.1), we have:
(X/ij — X} ) + <z§jﬁi — zgjﬁz)
~{x); + 75 (—ZiWoZi) " (ZEWoXo) H(B - B). (A.6)
If we denote by Aj; = xj; + zi;(—Z;WoZ;) " (Z;WX;), then
x\;B — xi;B + zit; — 2z, | w; ~ N(0,ALQA)), (A7)

Notice here the variance-covariance matrix € of the fixed-effects parameter estimates

~

B is a submatrix of Z71(¢).

Lemma A.3. For 0i;, we know that the asymptotic conditional behavior given u; s
the same to that in the GLMs:
0, —w; ~ N(0, (ZWoZ;) ™),
thus, conditionally on u;,
zj;0; — zju; ~ N(0,2); (ZiWoZ;) ' z;5), (A.8)

see Lemma 2.1 in Zhou and Garrido (2009a).
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Note that (3 — B) and (@ — u;) are conditionally independent due to the leave
one out method, we add (A.7) and (A.8) to get that conditional on u;:
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Appendix B

BLUE in LMM and De Vylder’s Minimum Variance

Estimate

In linear mixed model, the response y;; is distributed as:

Yij = XyB + 2 + €, i=1,2,....,kand j=1,2,...,n,,

where

u; ~ N(0,D), D = diag(o?,03,...

and

Eij ~ N(O, 0'(2)/’11}2])

7O_q)7

At the cluster level, the response is written in matrix form as:

YZ:XZ,B—FZZUZ—}-E“ 221,2,

where
Yi1 Xy Zj
Yz - ) Xz = : y Zz = )
Ying X;m Zéni
and

€ ~ N(0,V,), V, = diag(ag/wﬂ,ag/wﬂ, e

On the sample level, it is written in matrix form as:
Y = X8+ Zu +e,

76

) k’
€i1
€, =
eiTLi
2
Non /me) )

(B.1)

(B.2)

(B.3)

(B.6)



where

Z, 0 - 0
Yl X1 u;
0 Zog -+ 0
Y = S X= . Z= . u= ,
Yy, Xk, - - uy,
0 0 --- Z
VvV, 0 0
€
0 V, 0
€= : e ~ N(0,V), V=
€
0 0 --- V,

Lemma B.1. Let € = Zu + €, then the linear mized model can be expressed as:

Y = X8 + €*, e ~ N(0,C), (B.8)
where
C =767 +V,

and

D 0 0

0 D 0

9 =
0 0 D

Lemma B.2. The joint distribution of Y and u is multivariate normal distributed

Y ~ N X5 : C z . (B.9)
u 0 §Z' S
Lemma B.3. Using Lemma B.1, the MLE or weighted least square estimator of B
18:
B =(X'C'X)'X'CY. (B.10)
EulY] = 0+ GZC (Y — XB) = GZ'C (Y — XB) is the best linear unbiased
predictor of u (BLUP).
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Hachemeister (1975) worked on U.S data that showed linear inflation trends in
claims. This trend differed from one state to the other and also from the average
national inflation trend.

Frees et al. (1999) show that Hachemeister credibility regression model is one

special case of linear mixed model where Z; = X;, fori =1,2,... k.

Lemma B.4. Suppose that Z; = X;, fori = 1,2,... k. Define B, as B + u;, then

the generalized least square estimator of B; based on the data in ith cluster is:
B, = (X, VX)) "' X!V Y, (B.11)

Lemma B.5 (Sherman-Morrison-Woodbury). If A and B are square and invertible

matrices, then:
(A+XBX) ' =A"T"- A XB '+ X AX)IX'AT (B.12)
|A +XBX'| = [B||A||B~! + X'AX]. (B.13)

Lemma B.6. Following B.4, let C; = X; D X!+ V; denote the unconditional covari-

ance matrix for Y;, then BZ can be expressed as
B, = (X] C7'X;) 7' X[CY (B.14)
Proof. Apply Lemma B.5 to C;
(X} C71X)(X] VX)) T X Vi

=(X} (Vi + X;DX})™'X,)(X; V' X)X, Vi

=XH(V; P = VIAX(D !+ X VX)XV XX VX)X VT

=X,V =X, VIX(D T+ X VX)X VT

=X, (V;'=V'X;(D™'+ X V. 'X;) "X, Vi)

i

:X; Ci_l’

thus (X! V;'X;) !XV = (X! C X)) IXAC O
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Lemma B.7. De Vylder (1981) shows that among all the linear combination of Bw
the minimum variance unbiased estimator for B is
k k
O M) MB, (B.15)
i=1 i=1
where M; = D X/(X; D X/+V;)"'X; = D(D+(X} V;'X;)™) ™ = cov(8;) cov(ﬁi)*1
1s the credibility factor for BZ

Lemma B.8. The MLE estimator B i Lemma B.3 is exactly the minimum variance

estimator above:
PN k k A
B=XC'X)'XC'Y =0 M) Mg, (B.16)
; i=1

i=1
Proof. Use B.5, we know:

X(X; DX, + V,) 7' X;(D + (X} V;'X,) ™)
=X((Vi' = VXD + XV X)XV XG(D + (X VX))
=X;V,'X,D+I- XV 'X;(D™' + X[V X)) "' X[V 'X;D

- XVIX (DT XVIIX) !
=I+X;V;'X;(D- (D" + X]V;'X;) {(X|V;'X;D +1))
=I+X,V;'X;(D - D)

=I.
the rest of the proof is easy and left to the reader. O]
ko,
LB )
Let 8 = Z:}c . It still has the consistency and unbiasedness properties as S.

However, this estimator is not efficient. To show ,B is superior to B, we first calculate

the their covariance matrices:
Lemma B.9.
R k
1. COV(B) = (X'C'X) = (3. X|C;'X,) !
i=1

S (XCTIX) !

2. COV(B) = P

79



In order to compare the two covariance matrix, we use the matrix form harmonic-

geometric-arithmetic-mean inequality.

Lemma B.10 (harmonic-geometric-arithmetic-mean inequality). Let wy, ..., wy be
positive numbers such that wy + -+ +w, = 1, and let Hy, ..., Hy be n X n positive

definite Hermitian matrices. Consider weighted power means of the matrices H;,

defined by:
1

N, = (wHj + - +w,H})s,  s#0, (B.17)

and

1/2 /yy—1/2¢71/2 —1/2¢51/2 -1/2 —1/2vur vrl/217—1/2\u 1/2
NO:Hk/ (Hk /Hk/fl"'(Hi’» /Hz/ (H2 /H1H2 /) 1H2/ H3 /)2"'Hk/71

H, ) Y, (BA8)

where u; = 1 — fori=1,....k—1. Sagae and Tanabe (1994) give the

mequalities:

N <No< Ny (B.19)

Replacing H; with (X} C;'X;)™!, we will find that:

- 1
COV(B) = % N_,
and
—~ 1
According to Lemma B.10, we know that COV(B) < COV(B), the equality holds
when X|C'X; = X,Cy' Xy = -+ = X},C ' X,

For a new subject with covariates vector x, we can either use x'8 or x' as the

estimator for its marginal mean. However the above results tell us:
V[x'B] = x' COV(B)x < x' COV(B)x = V[x'B]

Since x’ ,B has a smaller variance, the limited fluctuation probability for x’ B is larger

than x'B for a given tolerance level.
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Appendix C

Zero Inflated Negative Binomial

Let ZINB(y ; mo, A, ¢) denote zero inflated negative binomial distribution as in (3.9),
and NB(y ; A, ¢) denote the negative binomial distribution as in (3.10).

Lemma C.1. Suppose y is zero inflated negative binomial distributed as ZINB(y ; mo, A, @),
and given y, the vector (Yo, Y1, - - -, Yma) follows a multinomial distributed with prob-

ability mass function:

y! yo! . Ym-1! (C.1)
Yolyr! - - 'ym—upo P .

wherey; € N, y = yo+. . .+Yma and po, . .., pm are event probabilities (Z’;:é p;=1),

then y; is also distributed as zero inflated negative binomial distribution as ZINB(y; ; o,

Apj, @), for j =0,1,...,m—1.

Lemma C.2. Following the assumption in Lemma C.1 and suppose we only observe

t
Yo, - .- Y, where t < m — 1, then Y y; is a sufficient statistics for ¢ and \. It is
j=0
t
distributed as ZINB(

t
Jj=

pj7¢)'

0

Yj 5 0, A
0 J

Lemma C.3. Following the assumptions in Lemma C.1 and Lemma C.2, the condi-

m—1
tional distribution of Y y; given Yo, Y1, - .., Yp 1S

j=t+1
m—1 t
. ZINB( 3 yj ;5 Tet, Aet, @), if 22 y; =0,
]P( Z Y; ‘ Yo, Y1, - - - 7yt) = m—JIZH_1 JTO (C2)
j=t+1 NB( Y v A2, 02), if Yoy # 0,
j=t+1 J=0
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where

el = 7T0<7T0 + (1 - Wo)(*ﬁ)i

o+ A Zz':o Dj

¢ m—1
At = A———— D p;
AD_pj+ ¢ i=tH
=0

¢01 - ¢a
and

t
Zoyj_’_gb m—1

o = AS—— > i
AD o pj+ ¢ i=tH
=0

¢02 - ¢+ Zy]
=0

When we fit a zero inflated negative binomial model to the

claim frequency, we use

Lemma C.2 to fit the model to the truncated data, then use Lemma C.3 to estimate

the future reported numbers of claims, i.e. NZ’“]
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Appendix D

Hurdle Negative Binomial Model

Let HNB(y ; 7, A, ¢) denote the hurdle negative binomial distribution as in (3.14),
and NB(y ; A, ¢) denote the negative binomial distribution as in (3.10).

Lemma D.1. Suppose y is hurdle negative binomial distributed as HNB(y ; m, A, ¢),
and given y, the vector (Yo, Y1, - - -, Ym-) follows a conditional multinomial distributed
with probability mass function:

Yoluy! y' ym—_”pg(’! ceph, (D.1)
wherey; € N, y = yo+. . .+Yma and po, . .., pm are event probabilities (Z;:é p;=1),
then y; is also distributed as the hurdle negative binomial distribution HNB(y; ; m;,

Xoj, @), for 5 =0,1,...,m—1, where

Aoj = Ap;.

Lemma D.2. Following the assumption in Lemma D.1 and suppose we only observe
t

Yo, -, Yt, where t < m — 1, then Yy, is a sufficient statistics for ¢ and \. It is
j=0

¢ ¢
distributed as HNB(Y" y; ; s, A Y. p;, ¢), where
=0

i=0

¢ ¢
() - (&)

s
1= (55)

7TE:7T0+(1—7T0) (DZ)
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Lemma D.3. Following the assumptions in Lemma D.1 and Lemma D.2, the condi-

m—1
tional distribution of Y y; given Yo, Y1, - .., Yp S

j=t+1
m—1 t
m—1 HNB(Z Yj s 7rd17)\d17¢d1>7 Zf Z Yj = 07
P( Z y] ’ Yo, Y1, - - - ayt) = m]_:1t+1 ]TO (DB)
j=t+1 NB( > vj; Az, ba2), if > y; #0,
j=t+1 Jj=0
where
i 1= (&) m
a1 = ,
@ [
(1= G2 m+ ((Grse)" — (%)) =)
¢ m—1
A = A > ¥,
Adpi+¢ It
7=0
(bdl = ¢7
and

Ay = AT Z Djs

a2 = O+ Z%*
=0

When we fit a hurdle negative binomial model to the claim frequency, we use Lemma
D.2 to fit the model to the truncated data, then use Lemma D.3 to estimate the future

reported numbers of claims, i.e. Nikj.
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Appendix E

Assumptions and Parameters in Simulations

The claim number and claim severity assumptions for different risk classes comes from
Table E.1. There are 12 accident years in our simulations.

The reporting delay is assumed to be Weibull distributed, which is widely used
in survival analysis. The probability of reporting delay for different risk groups are
displayed in Table E.2, the maximum reporting delay is assumed to be 9.

The settlement time is assumed to be exponential distributed, unlike reporting
delay, the maximum settlement delay is assumed to be 2, see Table E.3.

“Merit” and “Category” are used as regression covariates.
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Risk Class | Merit | Category | Claim Count Rate | Claim Severity Rate
1 3 1 0.084 296
2 3 2 0.109 318
3 3 3 0.129 297
4 3 4 0.137 344
5 3 5 0.100 270
6 2 1 0.106 289
7 2 2 0.138 311
8 2 3 0.163 291
9 2 4 0.174 336
10 2 5 0.126 264
11 1 1 0.115 289
12 1 2 0.149 311
13 1 3 0.177 291
14 1 4 0.189 337
15 1 5 0.137 264
16 0 1 0.133 310
17 0 2 0.172 333
18 0 3 0.204 312
19 0 4 0.217 361
20 0 5 0.158 283

Table E.1: Exposure, Claim Number and Severity
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Risk Class | dO dl d2

1 0.60 | 0.24 | 0.16
2 0.63 | 0.23 | 0.14
3 0.67 | 0.22 | 0.11
4 0.71 ] 0.21 | 0.09
5 0.74 | 0.19 | 0.07
6 0.56 | 0.25 | 0.19
7 0.60 | 0.24 | 0.16
8 0.63 ] 0.23 | 0.14
9 0.67 | 0.22 | 0.11
10 0.71 ] 0.21 | 0.09
11 0.52 | 0.25 | 0.23
12 0.56 | 0.25 | 0.19
13 0.60 | 0.24 | 0.16
14 0.63 | 0.23 | 0.14
15 0.67 | 0.22 | 0.11
16 0.49 | 0.25 | 0.26
17 0.52 ] 0.25 | 0.23
18 0.56 | 0.25 | 0.19
19 0.60 | 0.24 | 0.16
20 0.63 ] 0.23|0.14

Table E.3: Probability of Settlement Delay
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Appendix F

Simulation Study on Incurred But Not Reported Claim

Number Estimation

Here we use the same assumptions and parameters as in Appendix E. Rather than
focusing on the total reserve, we are mainly concerned with the estimates of the
incurred but not reported claim numbers using double chain ladder and our individual
chain ladder method. We give the summary table for the simulated deviations between

the estimates and the empirical ones:

Individual GLMs DCL SDCL
Min. -292.00 -361.00 -367.00
1st Qu. -47.00 -53.00 -50.00
Median -2.00 -0.50 5.00
Mean -0.86 -1.05 2.88
3rd Qu. 48.00 53.00 56.25
Max. 203.00 242.00 243.00
Variance 5,010.40 6,349.75 6,540.58

Table F.1: Summary of Deviations

“SDCL” represents the sum of the double chain ladder estimates based on each
individual class.

We also draw the histogram, the kernel density plot and the box plot of the
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simulated deviations.
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Figure F.1: Histograms and Kernel Density Plot of Deviations
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Figure F.2: Box Plot of Deviations

From the above plots, we see that DCL estimates of total incurred but not reported
claim numbers have greater variance than our individual GLM estimates.

As we say in Section 3.2.4, one important reason is that the parameter a; for the
accident year effects are used in the double chain ladder method. It is over-fitted since
in the assumption of our simulations, the policyholders in each class are assumed to

have fixed accident rates over the accident years.
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