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The Power of Optimised Pricing

Here’s a conundrum. Most motor and homeowners insurers around the world put a lot of effort into setting prices by very fine-grained segments – eg. in motor by age, driver history, car type, location etc, and some of their interactions.  But most insurers do not know the full impact of these segment-level prices on their profits!

If you put prices up in a given segment, will your profits rise or fall? Will the profits forgone from the policies you lose, more than offset the extra margin on the business that you acquire and keep? To answer this question you need to know not only what the variable net costs are by segment, but also how volume will change as you change the price by segment. 
So, quantifying both how costs and price elasticity vary by segment is critical to setting optimised prices – i.e. those prices which best meet your financial objectives. 

For example, let’s say that you have two segments of equal volume, which you have priced at equal margins over variable cost. For simplicity, let’s assume the segments have the same variable cost. If you knew that one segment was very elastic relative to the next, then the exhibit below shows that with a different set of prices you could achieve significantly better outcomes in terms profit or growth. 
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Most motor and homeowners insurers have made good to excellent progress in understanding their variable net costs by segment. Most insurers have models that predict expected claims for each new business and renewal applicant depending on a wide array of their characteristics. In addition many insurers are also developing models that allocate….

· Variable expenses – eg. between new business and renewal, by channel, and high vs low claims frequency segments

· Reinsurance costs – eg. between regions with high and low risk of catastrophes

· Capital Costs – eg. between segments with high and low volatility of claims

· Investment Income – eg. between segments with different levels of in-advance payment.

However most insurers do not have the same or indeed sufficient insight into how volume will change as you change the price – the price elasticity by segment: 

· Many insurers continue to rely on their  “gut feel” – their memory of the impact of past price changes and a sense of where competitors are priced

· Some insurers have sought to model price elasticity but only at an average for the whole portfolio, leaving lots of value “on the table”

· Other insurers are modelling elasticity by segment, but are getting it wrong or are incorrectly integrating elasticity with their cost models.

A few insurers are getting the modelling and deployment of segment-level elasticity right with outstanding results – in our experience, these insurers, already in the top quintile of industry profitability, have achieved annual profit before tax improvements equivalent to 2% to 6% of net premium!

Personal lines insurance is relatively unique in that there is no “sticker” price – all prices are customised depending on the applicants’ characteristics, and each applicant already expects to receive a different price. In such markets, there is therefore a unique and clearly valuable opportunity to use differences in customers’ price sensitivity to set “optimised” prices.

The next section outlines some of the “golden rules” for modelling and deploying elasticity models for effective optimised pricing, based on our experience of working with leading direct personal lines P&C insurers in lightly regulated and highly competitive markets like the UK and Australia.

The final section discusses how these lessons can be applied to markets that have more significant levels of price regulation (eg. USA, Canada) and/or intermediation via agents or brokers (eg. USA, Canada and most of Europe).

For a full copy of this paper, including these further sections, email Peter Orlay from Optimal Decisions Group at porlay@optimal-decisions.com
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