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Risk Has a Cost Whether or Not You Buy Insurance

Volatility

Portfolio
of risk

Claims
Management

Retained Losses

All of these costs are variable — depend on frequency and severity of
claims and particular risk issue
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Reducing Cost of Risk Requires Understanding Nature of Risks
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« High likelihood and low financial impact
— Implement controls to reduce cufts

Avoid These
(Ideally)

+ Low likelihood and high financial impact

— Transfer risk via insurance, hedging,
outsourcing etc.

Mitigate These
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« High likelihood and high financial impact
— Avoid if possible or mitigate and transfer

Frequency

 Low likelihood and low financial impact

— Cost to mitigate or fransfer may be higher
than cost to retain

Accept These RielaNEI@IglENs
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Risk Mitigation is Most Powerful for Reducing Costs

. Claims
Portfolio Management

of risk

Retained Losses

Retained Losses Cost to manage Volatility can be Cost reduction
= f(Severity, claims increases more claims or benefits flow
Frequency) with number of bigger claims

through to risk

claims than expected
= fransfer costs too




Analyze Historical Claims Trends to Identify Opportunity

Severity Projections Top Five Causes of Loss
Average Incurred by Reporting Lag
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Reducing Loss and Volatility With Pre- and Post-Loss Solutions

Loss Mitigation Strategies

+  Auto safety programs *  Claims handling procedures
«  Ergonomics programs « Litigation support

«  Limits of liability +  Claims handling vendors

« Emergency response planning »  Fire protection systems

*  Fire warning systems *  Predictive modeling

«  Employee training
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Reducing Claims Costs Through Program Design and

Management
Claim Cost
+ Vendor selection + Legacy management
— Industry standard — unit pricing «  Disability duration — return-to-work
— New model - outcome-based *  Medicalmanagement
+ Bundled vs. unbundled managed care *  Audits

* Internal structure and management
approach

*  Process improvements
— Triage
— Predictive modeling
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Best practices/reserving
Performance guarantees/incentive
Managed care

Leakage audits
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Buying Insurance Introduces Two New Cost Categories

Premium is a known amount paid . Collateral is security required by insurers for
to an insurer fo fransfer unknown : deductible programs to protect insurers from
amount of loss and volafility Premium Collateral credit risk of insured
- Applies to all insurance - Applies only to certain types of
insurance

We should see a reduction in Retained Losses, Claims Management Expenses
and Volatility in exchange

Volatility

Claims
Portfolio Management

of risk

Retained Losses




Risk Transfer is More About Reducing Cost Variance than
Reducing Cost

ANNUAL EXPECTED RISK RISK
LOSSES APPETITE BEARING CAPACITY

VISIBLE IMPACT

LOW IMPACT EQUITY AT RISK

PROBABILITY

1
I
i ON KPIs
1
| |
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1 1
1 1
: : SEVERITY
1
1 1 1
ANNUAL AVERAGE SEVERITY HIGH SEVERITY
OVER-PERFORMANCE Affordable variance Unaffordable cost variance

Losses lower than expected
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Assessing Risk Bearing Capacity

Rating Agency

Debt Coverage Liquidity

Fund/Budget Operating Expense
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Premiums Are Easy Targets For Cost Reduction But May
Ignore Other Costs

E&O Loss Potential
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Incorporating Volatility Puts Various Risk Treatment Options
on a Level Playing Field

Traditional View of TCOR How We Should View TCOR

Insur:gnce 1 - Ins::'gnce [ -
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Insurance
IS acost

Current
Program
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Program Program Creation
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Assess Efficiency of Insurance Purchase Relative to
Expected Loss and Volatility

Tradm

Analysis YO U R
INSURER LAPITAL
JCAPITAL fitrim

Cost of Capital
Expenses & Profit Margin
Expected Losses

What impact do unexpected losses have on your earningse On your balance sheet?

Consider insurance as a source of capital, not just an expense to be minimized
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Optimizing Total Cost of Risk Requires Comprehensive
Understanding of Cost Components for Each Risk

Volatility

Collateral
Risk Transfer
Premium

Optimized
Total

Total Cost of Risk

Claims
Management

Cost of
Risk
Retained Losses

Prioritize Cost quings Opportunities I

v v v v

ﬁcgggleigcg Risk Transfer

Alternative Collateral

Vendor Analysis and

Fleet Safety Selection

Benchmarking

Program Structure

Ergonomics Litigation Support

Review Solutions
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Aggressive Claim
Optimization

Closure

Pre-Loss Engineering

Claim Advocacy

Predictive Models

Procedures and
Controls
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In Practice: Using Analytics for Risk Transfer Decision Making

Economic
Cost of Risk

Coverage Limit

Adequacy Adequacy (ECOR)

Manage risk Manage risk Drive down Manage

within Risk within limits; cost and insurance
Bearing balance sheet volatility recoveries
Capacity protection
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In Practice: Using Analytics for Decision Making

Option 2

There may be non-financial considerations

tion 1 .
Option that rule out an option

$40M
$40M $40M

Economic Efficiency of Payoff Limit Coverage
Cost of Risk Risk Transfer Probability Adequacy Adequacy Is $40M the
right limite
~pton Gpion D /.co s
Option 2 Option 2 Option 2
JW&

The remaining options might have trade-offs

Select option that best aligns with
corporate objectives

Analysis might identify other considerations
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©&» MARSH

Marsh is one of the Marsh & McLennan Companies, together with Guy Carpenter, Mercer and Oliver Wyman. This document is not intended to be taken as advice regarding any individual situation and should not be
relied upon as such. The information contained herein is based on sources we believe reliable, but we make no representation or warranty as to its accuracy. Marsh shall have no obligation to update this publication
and shall have no liability to you or any other party arising out of this publication or any matter contained herein. Any statements concerning actuarial, tax, accounting or legal matters are based solely on our
experience as insurance brokers and risk consultants and are not to be relied upon as actuarial, tax, accounting or legal advice, for which you should consult your own professional advisors. Any modeling, analytics, or
projections are subject to inherent uncertainty, and the Marsh Analysis could be materially affected if any underlying assumptions, conditions, information, or factors are inaccurate or incomplete or should

change. Marsh makes no representation or warranty concerning the application of policy wording or the financial condition or solvency of insurers or re-insurers. Marsh makes no assurances regarding the availability,
cost, or terms of insurance coverage. Although Marsh may provide advice and recommendations, all decisions regarding the amount, type or terms of coverage are the sole responsibility of the insurance purchaser,
who must decide on the specific coverage that is appropriate to its particular circumstances and financial position.

Copyright 2014 Marsh Inc. All rights reserved.
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