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To clearly identify what separates commercial
insurance leaders from laggards, PwC has used
our Insurance Performance Measurement (IPM)
approach to analyze the market. After scrutinizing
data covering 2014 to 2018, our conclusion is a
few key traits define the leaders compared to their
competitors. What stands out in particular is that -
contrary to established opinion - leading insurers
select risks with the lowest volatility and price to
maximize returns. This flies in the face of the long-
accepted maxim “high risk, high reward,” but our
research bears out this surprising fact.

More specifically, our findings note that the following define leading
insurers:

Greater underwriting profit at less risk — Strategic risk selection
and pricing continues to distinguish the leaders from the rest.
Financial theory posits that increased returns come at the cost of
greater levels of correlated volatility (or “beta”). However, our results
show the exact opposite: leading insurers earn economic returns by
underwriting at lower levels of correlated volatility. In other words,
leading insurers select the best risks (i.e., lowest volatility and/or
correlation profile) and price to maximize returns. Our underwriting
betas for leading insurers were 54%, compared to 68% for the pack
and 129% for laggards.
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Low risk does not mean low reward.

Operationally driving profitable underwriting

- Effective underwriting fuels insurers’ economic
returns. Insurers with efficient portfolio management,
risk appetite/sourcing, and process capabilities have
consistently lower loss ratios than their competitors.
In fact, the average loss ratio of leading insurers is
47%, compared to 73% for laggards.

Moreover, leaders rely on their underwriting acumen
to fuel performance and profitability, not their
investment expertise. In fact, leaders actually have
lower investment returns than other insurers, have
lower yields than the P&C industry on average
(including both pack and laggard cohorts), and are
not seeing any significant improvements. Yields
for the leaders have remained at just under 3% in
our last two analyses, while both “laggards” and
the “pack” have experienced (marginally) improved
investment returns.

In addition, leaders do not rely on superior loss
adjustment expense (LAE) capabilities to fuel
performance. They actually have higher LAE ratios
than the others, including those in the pack and the
P&C industry on average (though this is impacted by
business mix). LAE ratios for the leaders deteriorated
this year compared to last and no longer differentiate
the leaders from the rest.

Operating Profit (Select Components)

Cost of P&C Equity
(Select Components)

Loss LAE Ratio | Expense Yield UW Betas
Ratio Ratio

Leaders 47.1% 12.5% 24.2%
Pack 52.7% 11.9% 31.0%
Laggards 72.7% 13.4% 31.7%
P&C 54.2% 12.4% 30.3%

Investment returns and loss adjustment
expense capabilities do not fuel leading
insurers’ economic returns.

Disciplined expense management - Although
expense ratios have improved for the industry overall,
the expense ratio gap has remained the same. This
underscores the continued importance of disciplined
expense management to support profitable
underwriting. The leaders’ average expense ratio is
24%, compared to 32% for laggards.

Strategic diversification - Instead of focusing on
one line of business, leading insurers generally have
more diversified books of business. This allows
them to more effectively navigate the underwriting
cycle over time. In contrast, laggards tend to have
less diverse portfolios. Over 60% of their books are

2.9% 54% 13.9%
3.4% 68% 1.7%
3.4% 129% -23.7%
3.2%

concentrated on one line, compared to only 36% for
leading insurers. With this in mind, it is unsurprising
that insurers with national footprints and/or strategies
tend to outperform those with regional strategies.

Leading insurers generally have more
diversified books of business.

A winning formula

The path forward is clear. To outperform the industry
in an increasingly challenging market, market leaders
bring together the four imperatives we list above
through tight governance and controls.

What typifies this governance and control? In leading
companies, senior leadership manages the overall
risk portfolio against clearly defined metrics that the
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company monitors and follows. In addition, strategic
and tactical underwriting capabilities (e.g., product
line governance, business unit governance, etc.)
support senior leadership to out-select and out-price
risk resulting in balanced and profitable portfolios.
Although some lines, geographies, or business
classes may underperform in the short term,
establishing the right form of governance from the
start helps create portfolios that out-perform

over time.

Establishing the right form of
governance from the start will help
create an overall portfolio that
performs well over time.

In sum, effective governance helps market leaders
to underwrite better business at less risk, manage
operations and expenses more effectively, and
diversify where it makes economic sense. The
leaders consistently synthesize and leverage internal
and external forms of information to out-select and/
or out-price the competition. They connect the dots
across underwriting, claims, actuarial, and finance
to quickly identify and explain variations in
underwriting activity (e.g., submissions, quotes,
binds) and claims activity (e.g., frequency, severity)
and control results accordingly.
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Approach

We used PwC’s Insurance Performance Measurement (IPM) approach to analyze
the top 100 commercial lines P&C insurers by commercial lines NWP in the US.
IPM gauges an insurer’s operating performance while accounting for volatility of
results: IPM = Insurance Operating Profit - Cost of P&C Equity.

We divided the top 100 insurers into three groups based on how they performed
over the five years from 2014 through 2018.

e |PM leader - insurers whose performance exceeded the mean by at least one
standard deviation

e |PM pack - insurers whose performance was within one standard deviation of
the mean

¢ |PM laggard - insurers whose performance was more than one standard
deviation below the mean

The composition of leaders, laggards and the pack has remained consistent. This
year, there were 11 leaders, 76 in the pack, and 13 laggards. Not surprisingly, the
leaders have remained relatively consistent. Of the 11 current leaders, 8 were also
leaders last year.

Moreover, from both a business and geographic perspective, the composition has
remained relatively consistent from year-to-year:

e Business Focus: As defined by S&P, commercial lines, commercial property,
and personal lines carriers comprise the majority.

e Geographic Focus: As defined by S&P, national & Midwest carriers make up
the majority.

Summary of Observations

The IPM gap between the leaders and the industry remains strong; loss ratio and
expense ratio drive profitability. We found that, according to this metric, leaders
have pulled away from the pack in recent years. IPM Leaders now outpace the
industry average for IPM by 14%, which although is slightly lower than last year,
still remains strong.

Separating IPM into its sub-components demonstrates that like last year, loss
ratio & expense ratio still drive a carrier’s operating profit.

The most profitable carriers also tend to have lower UW Betas - they have above
average returns despite below average volatility.
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What drives leading performance?

Business Focus 2018 Analysis 2017 Analysis

Comm. Lines

@8 %) 8 %) (85%) (9%) © %) (83%)

Comm. Prosert 1 5 19 1 2 24
omm. Froperty (4%) (20%) (76%) (4%) (7%) (89%)

Comm. Liabilit 0 0 6 0 0 4
: y (0%) (0%) (100%) (0%) (0%) (100%)

1 0 2 1 0 4
Comm. MedMal (33%) 0%) 67%) (20%) 0%) (80%)

Workers’ Com 2 2 9 s 3 10
P (15%) (15%) (69%) (19%) (19%) (63%)

. 0 1 7 1 0 6

Reins.

(0%) (13%) (88%) (14%) (0%) (86%)

5 3 11 4 2 12

Personal Lines (26%) (16%) (58%) (22%) (67%)



7 | PwC Commercial insurance performance measurement

Geo Focus 2018 Analysis 2017 Analysis

# # # # #
Leaders Laggards Pack Leaders Laggards

National 5 9 48 6 4 47
8%) (15%) 77%) (11%) (7%) (82%)
Vidwest 3 1 11 1 1 14
(20%) (7%) (73%) (6%) (6%) (88%)
1 0 7 1 1
Northeast (13%) (0%) (88%) (11%) (11%)
Southern 1 1 > 3 1
(14%) (14%) (71%) (30%) (10%)
Western L 2 B ! 2
(13%) (25%) (63%) (13%) (25%)

IPM = [Operating Profit] - [Cost of P&C Equity]
IPM = [Net Cost of Float + Yield] - [CAPM Cost of Equity + P&C Risk Premium]
IPM = [Net Cost of Float + Yield] - [CAPM Cost of Equity + (UW Beta * P&C Market Cost of Float)]
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