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Abstract

Due to the continuous rise in the amount of data over the recent years, insurance compa-
nies regularly seek for an improvement in their statistical analysis of the insurance claims
data. Our main goal in this thesis is to investigate D-vine quantile regression, introduced
by Kraus and Czado (2017), as a modelling approach for motor insurance severity rate.
For that purpose we present three additional regression methods; lognormal and gamma
regression which are standard approaches in modelling positive, right-skewed data, and
linear quantile regression which can be easily compared to D-vine regression since both
regression methods predict conditional quantiles.

After laying the necessary fundamentals and the framework of the four regression methods,
we perform an extensive exploratory data analysis for lognormal and gamma regression
on two real-life motor insurance claims data sets. Then, we proceed with model fitting
using the different regression methods. Finally, we evaluate and compare the resulting
models based on several performance measures, some of which are the log likelihood, the
training and test error and the interval score.



Zusammenfassung

Aufgrund des kontinuierlichen Anstiegs der Datenmenge in den letzten Jahren suchen
Versicherungsunternehmen regelméflig nach einer Verbesserung ihrer statistischen Anal-
yse der Versicherungsschadendaten. Unser Hauptziel in dieser Arbeit ist es, die von Kraus
und Czado (2017) eingefithrte D-Vine-Quantilregression als Modellierungsansatz fiir die
Kfz-Schadensquote zu untersuchen. Zu diesem Zweck stellen wir drei weitere Regression-
smethoden vor: die Lognormal- und die Gamma-Regression, die Standardansatze fiir die
Modellierung positiver, rechtsschiefer Daten sind, und die lineare Quantilsregression, die
leicht mit der D-Vine-Regression verglichen werden kann, da beide Regressionsmethoden
bedingte Quantile vorhersagen.

Nachdem wir die notwendigen Grundlagen und den Rahmen der vier Regressionsmethoden
festgelegt haben, fithren wir eine ausfiihrliche explorative Datenanalyse fiir Lognormal-
und Gamma-Regression an zwei realen Datensatzen von Kfz-Versicherungsanspriichen
durch. Dann fahren wir mit der Modellanpassung unter Verwendung der verschiedenen
Regressionsmethoden fort. Schliellich bewerten und vergleichen wir die resultierenden
Modelle auf der Grundlage verschiedener Leistungsmafle, darunter die Log-Likelihood,
den Trainings- und Testfehler und den Intervallwert.
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1 Introduction

Modelling insurance claim severity is characterized by a response which is a positive and
right-skewed random variable. One of the common approaches in severity risk modelling
is the lognormal regression model, which is a subclass of the classical linear regression
model. The transformation of the response using the logarithmic function ensures pos-
itive predicted values of the response, while the relationship between the transformed
independent variable and the predictors is linear. The advantages of the linear regression
models are that they are easy to interpret and have low computational cost, which is why
they are applied in almost every discipline.

Another common approach in severity risk modelling is the gamma regression model,
which falls into the class of generalized linear models (GLMSs), first introduced by Nelder
and Wedderburn (1972). Compared to linear regression models, this class of models allows
for non-normally distributed responses, while still keeping the linear relationship via the
link function. The gamma regression model relaxes the assumption of constant variance
in the linear regression model. In particular, it allows for increase of the variance of the
response, as the mean of the response increases. Therefore, the gamma regression model
offers more flexibility, while maintaining low computational cost and complexity. How-
ever, both the lognormal and gamma regression are limited to prediction of the mean of
the response. An alternative approach which predicts conditional quantiles and is more
robust against outliers is the quantile regression, first introduced by Koenker and Bassett
(1978).

Linear quantile regression (Koenker and Bassett (1978)) complements linear regression by
providing a more accurate modelling of the relationship between the variables, especially
in the tails. In our case this is particularly useful, since insurance companies are interested
in the extreme claim severity observations in the tails. However, this method can lead to
issues like quantile crossings, transformations, interactions and collinearity. Additionally,
Bernand and Czado (2015) show that the linearity assumption is strong and almost never
fulfilled.

One of the ways to overcome the shortfalls of linear quantile regression is to use vine
copula quantile regression. This method was introduced by Kraus and Czado (2017) and
models multivariate data using bivariate building blocks, a procedure called pair copula
construction (PCC), by sequentially adding variables in the model based on the maximum
conditional log likelihood. The D-vine quantile regression results in a highly flexible model
with easily extractable conditional quantiles. In addition to Kraus and Czado (2017), we
also refer to the work of Tepegjozova, Zhou, Claeskens and Czado (2022) where a fully
nonparametric D-vine quantile regression is discussed. In particular, our main goal in this
thesis is to analyse the performance of this regression approach compared to the lognor-
mal, gamma and linear quantile regression.

The remainder of the thesis is organized as follows. Chapter 2 gives a review of the statis-
tical concepts our analyisis builds on. In Chapter 3, we introduce the third party liability
motor claims data set and the division of this data set to two different data sets, based on
the bonus malus class of the policy holders, and we present the exploratory data analysis
performed on the training data sets which is a necessary preprocessing step for lognormal
and gamma regression. In Chapter 5, we present the fitted regression models on the data
set where the policy holders belong to the best bonus malus class and we compare the
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models using the performance measures presented in Chapter 2. Similarly, we repeat this
procedure more extensively on the second data set in Chapter 5, since the dej of the
lognormal models on this data set was slightly higher than the lognormal models fitted
on the first data set. Chapter 6 concludes.



2 Theoretical background

In this chapter we will present the necessary theoretical background for the remainder
of this thesis. First, we define some univariate and multivariate distributions. Then, we
discuss four different statistical models that we fit to our data. Finally, we explain the
performance measures used to compare the models.

We denote vectors with bold letters, random variables with capital letters and observed
values with small letters.

2.1 Univariate and multivariate distributions

We present all probability distributions we use in this thesis. We denote by f the prob-
ability density function (pdf) and by R, the set of all positive real numbers. For this
section we consult Czado and Schmidt (2011), Ahsanullah (2017), Basso, Lachos, Cabral
and Ghosh (2010) and Czado (2019).

Definition 2.1.1 (Uniform Distribution)
Let X € R be a random variable following the uniform distribution. Then the probability
function of X at x is defined as

flz) =

T <z<
{b_a fora<z <D (2.1.1)

0 fora>xz orx>0b

and we write X ~ U(a,b). Ifa =0 and b =1 1ie X ~U(0,1), X follows a standard
uniform distribution.

Definition 2.1.2 (Normal Distribution)
Let X € R be a random variable following the normal distribution with mean p € R and
variance o> > 0. Then the probability function of X at x is defined as

@) = =—sexp { = 50— w2}

(2.1.2)

and we write X ~ N (p,02). If u=0 and 0> =1 i.e. X ~N(0,1), X follows a standard
normal distribution and its probability function is presented by ¢, whereas its cumulative
distribution function by .

Definition 2.1.3 (Lognormal Distribution)
Let X € Ry be a random variable following the lognormal distribution with location pa-
rameter u > 0 and scale parameter 0> > 0. Then the probability function of X at x is

defined as
f(z) ::;exp{—%<@>2}, x>0 (2.1.3)

and we write X ~ LN (u,0?). If X ~ N (p,0?), then for the random variable Y = X it
holds that Y ~ LN (u,0?).
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Definition 2.1.4 (Skew-Normal Distribution)

Let X € R be a random wvariable following the skew-normal distribution with location
parameter 1 € R, scale parameter 0®> > 0 and skewness parameter X € R. Then the
probability function of X at x is defined as

f) = 26(eln, )N, (2.1.4)

where ¢(+|u,0%) denotes the density of an N(u,c?) random variable and ® denotes the
distribution function of the standard normal distribution, and we write X ~ SN (u, 02, \).

Definition 2.1.5 (Gamma Distribution)
Let X € Ry be a random variable following the gamma distribution with shape o > 0 and
rate B > 0. Then the probability function of X at x is defined as

f(z) = %xa_le_ﬁz, x>0 (2.1.5)
and we write X ~ Gamma(a, 8), where I' is the gamma function defined as

['(a) ::/ t*te7tdt, a > 0. (2.1.6)
0

Definition 2.1.6 (Chi-squared Distribution)
Let X € Ry be a random wvariable following the chi-squared distribution with degrees of
freedom n > 0. Then the probability function of X at x is defined as

1
L

[SIE]

f(z)

= Wl’ e 2, T> 0 (217)

and we write X ~ x2, where T is the gamma function defined with Equation (2.1.6).
If Xi,...,X,, are v.i.d. N(0,1) random variables, then 'Y, =3 " | X7 is x2-distributed.

Definition 2.1.7 (t-Distribution)
Let X € R be a random variable following the t-distribution with v > 0 degrees of freedom.
Then the probability function of X at x is defined as

L(“4) a?\ T
folz) = W<l + 7) (2.1.8)

and we write X ~ t,, where I" is the gamma function defined with Equation (2.1.6).
If X ~N(0,1) and Y ~ X2 are independent, then T = ff ~ ty.

If Xy,..., X, are vi.d. N (u, ({2) random variables, then X—gﬁ n e~ t,_ 1, with
S="L>3" (X=X and X =230 | X,

Definition 2.1.8 (F-Distribution)
Let X € R, be a random wvariable following the F-distribution with degrees of freedom
n,m > 0. Then the probability function of X at x is defined as

nn/Qmm/Q I%—l

f(z) = Bn/2.mJ2) (m & o) x>0 (2.1.9)
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and we write X ~ F, ,, where B is the beta function defined as

1
B(a,b)—/ 11 —)tdt, a,b>0. (2.1.10)
0

If V.~ x2 and W ~ X2 are independent random variables, then for F := %77; it holds
that F' ~ I, .
IfY ~t,, then X =Y% ~ Fy,,.

Definition 2.1.9 (Multivariate Normal Distribution)
A continuous p-dimensional vector X = (Xi,...,X,)" is said to have a multivariate
normal distribution if it has probability density function

el 1 _
f@) =0 HE e { - S@-n) S @ -n)}. (2.1.11)
with p € R? and positive definite (p x p)-matriz £. We write X ~ N,(u, ).

Definition 2.1.10 (Multivariate t-Distribution)

A continuous p-dimensional vector X = (Xi,...,X,)" is said to have a multivariate
t-distribution with v degrees of freedom, location parameter p, and (positive definite) dis-
persion matriz X, if it has probability density function

(v +p)/2) <1 N (z—p) Yz — ,L)><u+p)/2

f@) = B2 (vm) T0/2) ~ (2.1.12)

and we write X ~t,(u,X).

2.2 Data preprocessing

In this section we describe the transformed response variable used as a response variable
for the lognormal, linear quantile and D-vine quantile regression models, as well as the
split of a data set to a training and a test data set.

Data transformation

Throughout the thesis, we are interested in predicting a response variable using several
predictors. In case of a positive response variable with wide range, an useful transfor-
mation of the response can be the natural logarithm (Fahrmeir, Kneib, Lang and Marx
(2013)). This guarantees that our predicted values will be positive. We denote the natural
logarithm with the abbreviation In(-). If Y € R, is the response variable then In(Y") will
be the transformed response variable.

Data splitting
As discussed by Hastie, Tibshirani and Friedman (2009), in a data-rich situation the

best approach for model selection and model assessment is to randomly divide the data
set into training and test data sets. The training data set is used to fit the models and
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the test data set is used for assessment of the error of the final chosen model. The test
data set should be brought out only at the end of the analysis, when we perform model
evaluation. It is difficult to give a general rule on how to choose the number of observa-
tions in each of the two parts, as that depends on the data itself as well as on the sample
size. In this thesis, as we have large data sets, we split them to roughly 90% training
sample and 10% test sample. More details are given in Chapter 3.

2.3 Lognormal Regression

Linear regression is one of the most commonly used statistical methods. As a first type
of regression analysis to be studied, it offers a lot of advantages. It can be implemented
easily and the results are straightforwardly interpretable. As a response variable we
use the transformed response variable In(Y') defined in the previous section. The use
of transformed response variable implies that the original response variable Y follows a
lognormal distribution. Therefore, this model is called lognormal model. After the fitting,
we can easily bring the predictions on the original scale using the exponential function.
Following Olive (2017) and Fahrmeir, Kneib, Lang and Marx (2013) we provide a basis
for this model.

Definition 2.3.1 (Lognormal Regression Model)
The lognormal regression model is defined as

(YY) =Bo+xafi+ - +rabete =z B+e (2.3.1)

with strictly positive random variables Y;, i = 1,...,n. Here n is the sample size and the
random variable ¢; is the i" error term . The error terms are independent and normally

distributed random variables, with Ele;] = 0 and constant variance Var(e;] = o2.

In matrix notation, these n equations become
W =XB+e, (2.3.2)

where W = (In(Y3),...,In(Y,))" is an n x 1 vector of dependent variables, X is an n x p
matrix of predictors also called design matriz, B is a p x 1 vector of unknown coefficients
and € ~ N,,(0,1,,0?) is an n x 1 vector of unknown error terms, where I, is an n X p square
matrix with ones on the main diagonal and zeros elsewhere, and p = k + 1. Equivalently,

ln(Yl) 1 2 x2 -+ ik Bo €1
In(Y>) _ 1 2o @ -+ w9 5?1 . 5.2 . (2.3.3)
1n<Yn> 1 Tpl Tp2 - Tnk Bk €n

The p = k + 1 regression parameters are unknown and have to be estimated from n
observations (z,,In(y;)) = (1,24, T, - -+, i, In(y;)),i = 1,--+ ,n , where In(y;) are the
observed values of the random variables In(Y;).
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Parameter estimation

There are two different methods that can be used for parameter estimation for the linear
regression model: least squares and maximum likelihood estimation. If the assumptions
of independence, homogeneity and normality are fulfilled i.e. € ~ A,(0,I,0?), these two
estimation techniques yield the same estimate. Here we present the maximum likelihood
(ML) estimation (Fahrmeir, Kneib, Lang and Marx (2013)).

Assuming normally distributed error terms we have W ~ N,,(X B, I,,0?), which yields the
likelihood

LB.o) = G expl g (w - XA (w-XB).  (234)

where w = (In(y1),...,In(y,))". The log likelihood is thus given by

(B, c*w) = —g In(27) — gln(ag) - %ﬂ(w ~XB) (w — XB). (2.3.5)

When maximizing the log likelihood with respect to B, we can ignore the first two terms in
Equation (2.3.5), because they are independent of 8. Maximizing — 55 (w—X8)" (w—X )
is equivalent to minimizing (w — XB)" (w — XB), which results in the equations

B (w—XB)=0. (2.3.6)
If X "X is nonsingular, then the unique solution is given by
B=(XTX)"'XTw, (2.3.7)

from which we immediately have

A

B~ N,(B,c(XTX)™). (2.3.8)

The vector of fitted values is w = (ﬂy\l),...,n/(yj))T = X8 = XX'X)"'Xw,
where the n x n matrix H := X(X"X)7'X " is also called hat matriz. Therefore, W =

—

(In(Y7), ... ,ln(/m)T = HW ~ N, (XB,0?H). Differentiation of the log likelihood with
respect to o2 and setting to zero, yields

5 = =3 (n(ys) — () (2.3.9)

However, from Equation (2.3.9) an unbiased estimator of o2 can be derived:

n
1 — n

§% = p— Z(ln(m —In(Y;))? = 52, (2.3.10)

Under the normality assumption, it follows that

(n —p)s? _ > i (In(Y;) — @)2 ~X (2.3.11)
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Hypothesis testing

To check whether a particular covariate has a significant influence on the model, we use
hypothesis testing. In particular, we present our problem as

HDI ﬂj:OandHl: 53#0

Under the assumption that Hy is true, from Equations (2.3.8), (2.3.11) and the Definition
of t-distribution we obtain the test statistic (Fahrmeir, Kneib, Lang and Marx (2013))

T, = b Oty (2.3.12)
S2(XTX)

where (XTX) " is the jth diagonal element of (XTX)™'. We define the statistical hy-
pothesis test as follows.

Definition 2.3.2 (Test of significance (t-test))

Suppose we have a regression model as defined in Definition (2.3.1) and let t; be the
observed value of T;. Then, testing the significance of one particular coefficient can be
done as follows

Reject Ho: B; =0 wvs Hy: 3; # 0 at level a & [tj| >, p1a,
where t,_p1-g is the (1 — § )-quantile of the t-distribution with n — p degrees of freedom.
Additionally, we are interested in testing the significance of multiple covariates simultane-

ously, or comparing two different models. In particular, we have the following hypothesis
testing

Hy: Bo=0and Hy: B2#0

where 5 is a vector of length ps of the coefficients whose significance we want to test. We
can write the design matrix as X = (X, X5) where X is an n x (p— py) matrix and X is
a n X po matrix. Therefore, we introduce the reduced model W := X8, +¢€, where B is
the vector of the parameters who are not components of Bs. Let Hp := X (X X )X N
be the hat matrix of the reduced model and we define the random vector of fitted values
of the reduced model as W = (In(Y1) p, ..., In(Y,,)5) " = H W . For the purpose of this
hypothesis testing we define the test statistic (Fahrmeir, Kneib, Lang and Marx (2013))

o —

T () ~n(Y),)? = S (n(Y) ~ In(¥)* B (2313)

b2 2im(In(Yi) = In(Y7))?

For more details about the derivation of this test statistic, one can look in Section 3.3 in
Fahrmeir (2013).

Definition 2.3.3 (F-test)

Suppose we have a full lognormal regression model as defined in Definition (2.3.1), and
reduced lognormal regression model as defined above. Let F(w) be the observed value of the
test statistic F. Then, testing the significance of the coeficients B can be done as follows
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Hy: Ba=0wvs Hy: By #0 at level o & F(w) > Fyy n—pi—a;

where Fy, _p1—q 18 the (1 —a)-quantile of the F-distribution with py and n —p degrees of
freedom.

Consequently, using the F-test we can compare the two models, the full one and reduced
one. When the null hypothesis is rejected, we can say that at least one of the covariates
which are not included in the reduced model is significant.

Handling of covariates

Before we proceed with model diagnostics and evaluation, we want to give a deeper ex-
planation on how we handle different types of covariates, using Section 3.3 of Olive (2017)
and Section 3.1 of Fahrmeir, Kneib, Lang and Marx (2013). In general, we differentiate
between two different types of covariates, quantitative and qualitative. Let a qualitative
also called categorical covariate has ¢ different categories aq,...,a.. Then this factor is
incorporated into the regression model by using c-1 indicator variables

{1, if the observation is in category a;
j —

0, if the observation is not in category a;

for j =1,...,c— 1, where one of the levels a; is ommited.

On the other hand, if the quantitative also called continuous covariate shows nonlinear
relationship with the response variable, we can either transform it or do polynomial re-
gression. Common transformation functions are f(r) = In(x), f(z) = /z in case of a
positive covariate, as well as f(z) = % A good indicator of a proper transformation for a
continuous covariate is when the scatterplot of the transformed covariate against the re-
sponse shows linear relationship. If the nonlinear relationship of the continuous covariate
x and the response variable looks polynomial, then we fit polynomial regression i.e. we
include the covariates z, 22, ..., 2! in the model instead of x, where [ is the degree of the
polynomial we choose. In this thesis, we use orthogonal polynomials, since the fitting of
these polynomials has proven more stable numerically.

Apart from the quantitative and qualitative covariates which are also called main effects,
we also define interactions. An interaction between covariates exists if the effect of a
covariate on the response depends on the value of other covariate. In the following we
present the modelling of interaction in three different cases:

e Let x and z be two categorical variables with ¢ and m categories respectively. Let us
choose the last category as the reference category for both x and z and we denote
the respective dummy variables as z;,7 = 1,...,c—1 and 2,k = 1,...,m — 1.
For modelling the interaction effect we have to consider all possible combinations
of the values of x and z (with the exception of the reference categories), specifically
X121y ooy T12me15 X221, « + + s Lo 1 Zm—1-

e Let x be continuous and z be categorical variable, with m categories. As before, we
choose the last category of z as reference category and denote the dummy variables
2z, k=1,...,m—1. In this case, for modelling the interaction effect of x and z, we
need to include xz, ..., xz2,,-1 in our model.
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e Let x and z be continuous variables. For modelling the interaction effect of x and
z, we need to include xz in our model.

Important remark is that when the lognormal regression model contains a covariate with
power [, then all lower degrees of the covariate should be included in the model. Addition-
ally, when the lognormal regression model contains interactions, then all corresponding
main effects should be in the model as well.

Model selection criteria

When fitting a lognormal regression model we can have a lot of variables to choose from.
What we want is our chosen model to contain all influential covariates, but to discard
all insignificant variables. In this section, we define our model selection criteria used in
the thesis, some of which are more rigid towards the complexity of the model. All of
the defined criteria can be found in Fahrmeir, Kneib, Lang and Marx (2013). First, we
introduce the coefficient of determination R2.

Definition 2.3.4 (Coefficient of determination)
Let us have a regression model as defined in Definition 2.5.1. Then the coefficient of
determination R? is defined as

- 2 (In(yi) — w)* -
where In(y;),i = 1,...,n are the observed values of the random variables In(Y;),1 =

1,...,n respectively, In(y;),i = 1,...,n are the fitted values and w = %Z?:l In(y;). It
holds that 0 < R? < 1.

R? is usually used as a goodness of fit measure. We can interpret it the following way:
the closer R? is to 1, the fit to the data is better. What R? tells us, is what proportion of
the variability of the data is explained by our model. However, the R? is not appropriate
for model comparison, since the coefficient of determination will always increase with the
addition of a new covariate into the model. The adjusted coefficient of determination is
an alternative criterion, which accounts for the number of parameters in the model.

Definition 2.3.5 (Adjusted coefficient of determination)
Let us have a regression model as defined in Definition 2.3.1. Then the adjusted coefficient

of determination R, is defined as

n—1
n—p

R, =1-—

adj *

(1— R?). (2.3.15)
In the following we introduce two additional model selection criteria, which are widely
used for model choice within the scope of likelihood based inference.

Definition 2.3.6 (Akaike Information Criterion)
We define the Akaike information criterion AIC as

AIC = =21(B,6%w) + 2q, (2.3.16)
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where [ (,B , &Q\w) 18 the maximum value of the log likelihood, since the estimated parameters
are inserted and q is the number of parameters in the model. For the lognormal model
qg=p+1.

Definition 2.3.7 (Bayesian Information Criterion)
We define the Bayesian information criterion BIC as

BIC := —21(B,6*|w) + In(n)q, (2.3.17)

where [ (,B , &2\11)) 1s the maximum value of the log likelihood, since the estimated parameters
are inserted and q is the number of parameters in the model. For the lognormal model
g=p+1.

For both these criteria, AIC and BIC, smaller value indicates a better model fit. The
main difference between them is that BIC penalizes the complex models much more
than AIC. Addittionally, for variable subset selection we use backward elimination. This
procedure starts with the full model containing all potential covariates. Subsequently, in
every iteration, the covariate which provides the greatest reduction of the model choice
criteria (AIC or BIC) is eliminated from the model. The algorithm stops when no further
reduction is possible.

Model diagnostics and evaluation

Once we have our chosen model, we can use several graphical tools for assessment of the
assumptions of the lognormal regression model. For that purpose, using Fahrmeir, Kneib,
Lang and Marx (2013) we introduce the following definitions.

Definition 2.3.8 (Raw residuals)

Let In(y;),i = 1,...,n be the observed values and In(y;),i = 1,...,n be the fitted values

of In(Y;),71 =1,...,n respectively. Then, the raw residuals are defined as
ry = In(y;) — n(y,), i=1,...,n. (2.3.18)

Definition 2.3.9 (Internally studentized residuals)
We define internally studentized residuals as

T )
§; = ———, 1=1,...,n, 2.3.19
S/ 1-— h“ ( )
where r; is given in Equation (2.53.18), s in Equation (2.3.10) and hy; is the ith diagonal
element of the hat matric H = X (X" X)7'XT.

To check the model assumptions we can plot the internally studentized residuals s;,7 =
1,...,n against the observation number. This plot should show random fluctuation
around the zero with constant variance, since under the model assumptions these residuls
are NV(0, 1) distributed. Additionally, we can check the distributional assumptions using
Q-Q plot, where the empirical quantiles are compared to the quantiles of the theoretical
distribution. If the data follows the distribution, the points should closely follow the 45°
bisecting line.

Now we define leverage and Cook’s distance which are helpful for detecting outliers and
influential observations.
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Definition 2.3.10 (Leverage)
The ith leverage

18 the ith diagonal element of the hat matriz H.

It is shown that one can use h; > %,i =1,...,n as a benchmark for high leverage points.
We introduce the Cook’s distance as defined in Olive (2017), p.131.

Definition 2.3.11 (Cook’s Distance)
We define Cook’s distance as

D= — , 1=1,...,n, 2.3.21
p 1 —hy ' " ( )

where s; are defined with Equation (2.3.19) and hy; with Equation (2.5.20).

Observations with Cook’s distance larger than 1 should be studied and if necessary, re-
moved.

2.4 Gamma regression

After introducing lognormal regression, we present another useful regression for modelling
strongly positive response. Namely, the Gamma regression model falls into a group of
models called generalized linear models (GLMs) (first introduced by Nelder and Wedder-
burn (1972)), which are regression models for non-normal response variables with certain
common properties. This class of models is extensively studied in McCullagh and Nelder

(1989).
Gamma regression model as a GLM

Definition 2.4.1 (Components of a generalized linear model)

1. Random Component: Responses Y;,i = 1,...,n are independent with probability
density function or probability mass fuction from the exponential family with pa-
rameter 0 and ¢ > 0 given by

Oy — b(6)
a(e)

where ¢ is a dispersion parameter, 0 is called canonical parameter and the functions
b(-),a(-) and c(-,-) are known.

£(516,6) = exp { +ely,9) ) (24.1)

2. Systematic Component: The quantity

n(B) ==z B =P+ iz + ...+ Bruk (2.4.2)

is called the linear predictor and B = (Bo, ..., Bx)" are p unknown regression param-
eters.



2.4 Gamma regression 13

3. Parametric Link Component: The link function

(i) =n(B) =z, B (24.3)
defines the relationship between the linear predictor n; and the mean p; of Y;.

Many known distributions are members of exponential family class, one of which is the
gamma distribution. For the moments of a random variable Y with exponential family
distribution, it holds that

E(Y) = t'(0)

Var(Y) = 0'(8)a(6), (244)

where the functions b(-), a(-) are defined in Definition 2.4.1. To show that the gamma
distribution indeed belongs to the exponential family class, let us have a random variable
Y ~ Gamma(v,v/p), whose density is defined with Equation (2.1.5).
- In
Then 8 = —1, b(8) = —In(=0),6 = L, a(6) = 6 and e(y, 6) = 2 In(y) — & —In (1(L)),
Using the Equations (2.4.4) we derive
1 11 P
/ /!
B(Y) =¥(6) = —5 = p, Var(Y) =¥(0)a(d) = 5o =
For more details regarding this derivation, one can look at De Jong and Heller (2008).
As a link function in gamma regression, we use the log link function ie. g(u) = In(u).
Therefore, for exploratory data analysis in gamma regression we plot z;; versus In(y;) for
¢t =1,...,n. If the resulting plot looks linear for all j = 1,...,k, then the link function
is appropriate. We handle covariates the same way as in lognormal regression.

Parameter estimation

Given n observations of n independent random variables Y; ~ Gamma(v,v/p;) and a
n x p matrix of predictors X = (x;;)i=1,. nj=1,. p, We define the likelihood with

-----

Lyl6,¢) = [ ] f:(wil6:, 0). (2.4.5)

i=1

where the functions f;,i = 1,...,n are defined with Equation (2.4.1). Therefore, the log
likelihood is defined with

e, Ply) = Zln Filwil6i, 0), (2.4.6)
where g = (j11, ..., 4n)". The mazimum likelihood estimator ,B maximizes the log likeli-
hood. The maximum-likelihood equations for 3;,j =1,...,p are given by

Zwl ’L Z Z ’L :0’ j:17"'7p7 (2'4'7)
dp;
where w; = [%(325)2]_1 with V; = b"(6;) for ¢ = 1,...,n. For more details one can

refer to McCullagh and Nelder (1989). However, an important realization is that when
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a(¢p) = ¢, the dispersion parameter disappears, as is the case in the gamma regression
model. Fisher’s scoring method uses the gradient vector g—é = u, where [ denotes the log
likelihood, and minus the expected value of the Hessian matrix

021
B E(@ﬁraﬁs)r,se{l ..... o A4 (2:4.8)

Now given the current estimate b of B8, the new estimate b* = b + db of B satisfies the
equation

A =Ab+u (2.4.9)
Since (Ab); = >, w;(b)x;;m;, we obtain that the new estimate b* satisfies
* - dﬂz
(Ab%); = > wi®)asy o+ (s — pi) 3 (2.4.10)
i=1 '
where w;(b),7 = 1,...,n are defined as in Equation (2.4.7). These equations have the form

of linear weighted least-squares equations with weight W (b) = diag(w,(b), ..., w, (b)) and
dependent variable z(b) = (2,(b), ..., 2,(b))" where

5(6) = 1+ (i — ) (2.4.11)
According to the stopping criterion, the algorithm typically converges close to a maximum
after a number of iterative steps. X

After we obtain the maximum likelihood estimator B of B8, we can estimate the dispersion
parameter ¢ using moments, as suggested by McCullagh and Nelder (1989). Namely,
from Var(Y;) = ¢b”(6;) and denoting by v(u;) = 0”(0;) the so-called variance function, as
well as using the implicit dependence of b”(6;) on p; since b'(6;) = p; fori = 1,...,n we
can derive a consistent estimator for the dispersion parameter in gamma regression by

n

gg: 1 Z(Yz‘—ﬂi) _ 1pz<n—ﬂi)2’ (2.4.12)

n—pi3 v(fis) n-—= i

Measuring the goodness of fit

The main goodness of fit we will be concerned with is that formed from the logarithm
of a ratio of likelihoods, called the deviance. For the theory in this section we consult
McCullagh and Nelder (1989). Given n observations we can fit a model to them containing
up to n parameters. The full model has n parameters, one per observation, thus the y;,7 =
1,...,n derived from it match the data exactly. Although this model is uninformative
since it only repeats the data, it gives us a baseline for a goodness of a fit measure for a
model with p parameters. Let [(f, ¢;y) be the log likelihood maximized over B with length
p for a fixed value of the dispersion parameter ¢. The maximum log likelihood achievable
in a full model with n parameters is I(y, ¢;y). Then we define the scaled deviance as

D(p,y; ¢) == —2[l(f2, ¢;y) — l(y. ¢;9)] (2.4.13)
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and the deviance as

D(p,y) = ¢D(p,y; 0). (2.4.14)
In particular, the deviance of a gamma regression model is given by
N - Yi Yi — fi
D(t,y) =-2) [ln (ﬁ) - T} (2.4.15)
i=1 7 7

Criteria for model selection

Following De Jong and Heller (2008), we define two criteria for model selection for gener-
alized linear model. To assess a model fit, we can use the residual deviance test. We can
use the deviance statistic to test the null hypothesis Hy that the model assumptions of
the specified generalized linear model are satisfied, i.e. 7; = szBz =g(pi),i=1,...,n for
a specified link function g. The alternative hypothesis is that the specified GLM is not a
good fit for the data. The asymptotic distribution of the deviance is
¢

when Y = (Y4,...,Y,)" follows the generalized linear model with deviance D(f,Y’) and
dispersion parameter ¢. Then we obtain

_pasn — 00 (2.4.16)

Reject Hy at level a < % > Xr pla

where ¢ is an estimate of ¢ and x2_,,_, is the (1 — a)-quantile of x? distribution with
n — p degrees of freedom.

To compare two nested models i.e. to test the hypothesis Hy : B2 = 0 against Hy : 85 # 0
where B85 is a subvector of 8 we can use the partial deviance test. This corresponds to
comparing two models, namely, the reduced one defined by B2 = 0 and the full model.
We will use the subscripts F and R to denote the estimates of the full and reduced model
respectively. Then we obtain

Reject Hy at level a < w > XZ2,1—a

where ps is the length of B85 and ng%lw is the (1 — a)-quantile of x? distribution with p,
degrees of freedom.

Additionally, as a model criteria we can use AIC and BIC defined with Equations (2.3.16)
and (2.3.17) where we can plug in the maximized log likelihood of the gamma regression
model and ¢ = p + 1.

2.5 Copulas

In this section we introduce copulas, a popular model class for analysing multivariate data
(Czado (2019)). Their popularity rose due to the separation of margins and dependence by
copula approach, tail asymmetries and separate multivariate component modelling. We
want to characterize the dependence between random variables with common marginal
distribution given by the uniform distribution. Thus, copulas are useful tool to separate
the dependence between the components from the marginal distributions. Referring to
Czado (2019), we build a foundation for the theory of copulas.
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Concept of Copulas

Definition 2.5.1 (Probability integral transform (PIT))
If X ~ F s a continuous random variable and x is an observed value of X, then the
transformation u := F(x) is called the probability integral transform (PIT) at z.

Moreover, if X ~ F' then U := F(X) is uniformly distributed, since
PU<u)=PF(X)<u)=PX < F'u)=FF (u)=u

holds for every u € [0,1]. Therefore, we can apply the PIT on our vector of interest
X = (Xy,---,X,)" and obtain uniformly distributed data U = (Uy,...,Uy)", where

U= (U, ,Uy)" is called u-scale or copula scale data.

Definition 2.5.2 (Copula)
A d-dimensional copula C' is a multivariate distribution function on the d-dimensional
hypercube [0, 1]¢ with uniformly distributed marginals.

Definition 2.5.3 (Copula density)
The corresponding copula density for an absolutely continuous copula is denoted by ¢ and
can be obtained by partial differentiation, i.e.

ad
C(Ul, . ,ud) = mC(ul, c. ,'U,d) (252)

for allu in [0,1]%.
One of the fundamental theorems is proven by Sklar (1959). It allows representation of

multivariate distributions in terms of their marginal distributions and a corresponding
copula.

Theorem 2.5.1 (Sklar’s Theorem)
Let X be a d-dimensional random vector with joint distribution function F' and marginal

distribution functions F;, i = 1,...,d, then the joint distribution function can be expressed
as
Flan,...,24) = C(Fa(wy), .., Fa(wa), (2.5.3)
with associated density or probability mass function
fz, .. xq) = c(Fi(xy), ..., Fy(xa)) fi(x) . .. fa(za) (2.5.4)

for some d-dimensional copula C with copula density c. For absolutely continuous distri-
butions, the copula C'is unique.

The inverse also holds: the copula corresponding to a multivariate distribution function
F with marginal distribution functions F;, i =1,...,d can be expressed as

Cur, ... uq) = F(F7 (w), ..., Fy ' (ug)) (2.5.5)
and its copula density or probability mass function is determined by

M), By ()
A () - falFy ()

c(ug, ..., ug) (2.5.6)
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Proof. The proof can be found in the book by Nelsen (2006) in Section 2.3.

Lemma 2.5.1 (Conditional densities and distribution functions of bivariate distributions
in terms of their copula)
The conditional density and distribution function can be rewritten as

fip(@i|ze) = ci2(Fi(21), Fa(22)) fa(22) (2.5.7)
Fipp(xq|xg) = %Cm(Fl(xl)au2)|u2=F2(962)
26 (2.5.8)
=: mOm(Fl(xl);Fﬂ@))‘

Proof. The proof can be found in the book by Czado (2019) on page 20.

Remark 2.5.1 Lemma 2.5.1 can also be applied to the bivariate copula distribution Cis.
In particular, it follows that

0
01‘2(u1|u2) = a—u26(12(u1,162)7 Yu, € [O, 1] (259)

The relationship between Fyp and Chjp using Lemma 2.5.1 is therefore given by

0
F1\2<:C1’x2) - _au 012(F1(1'1)7u2)|u2:F2(z2) = Cl|2(F1(ac1)\F2(x2)). (2510)
2

Applying (2.5.10) yields a relationship among the inverse function of the conditional dis-
tribution functions:
Ff‘;(ul\xg) = Fl_l(C'leI(uﬂFg(xQ)). (2511)

The conditional distribution function Cjj; associated with a copula is denoted as an h-
function.

Definition 2.5.4 (h-functions of bivariate copulas)
The h functions corresponding to a bivariate copula Cio are defined for all (uy,us) € [0, 1]2
as

0
h1|2(U,1’U2) = %Clg(ul,UQ) (2512)
2
0
haj1 (uz|ur) = 87012(’&1,%2)- (2.5.13)
1

Dependence measures

To capture dependence between two random variables we introduce the measure Kendall’s
tau and the notion of tail dependence (Czado (2019)). The advantage of the Kendall’s tau
measure is that it is rank-based and therefore invariant with monotone transformations of
the marginals. Additionally, it can be expressed solely in terms of the associated copula,
so its value does not depend on the marginal distributions.
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Definition 2.5.5 (Kendall’s tau)
The Kendall’s T between the continuous random variables Xy and X, is defined as

7(X1, Xo) = P((X11 — Xo1)(X12 — Xo9g2) > 0) — P((X11 — Xo21) (X2 — Xa99) < 0), (2.5.14)
where (X1, X12) and (Xa1, X9o) are independent and identically distributed copies of
(X1, Xo).

For the estimation of Kendall’s 7 we define concordance and discordance.

Definition 2.5.6 (Concordant discordant, and extra pairs)
The pair (z;,x;) where x; = (T, Ti2) and x; = (41, T;2) is called
e concordant if the ordering in &' := (x;1,241) is the same as in % = (s, Tj2) i€,
i < 21 and T < Tjo holds or x> x5 and x4, > xj9 holds,

e discordant if the ordering in x' is opposite to the ordering of ¥*, i.e. x;1 < xj; and
Tig > Tj2 holds or x;; > ;1 and T < Z ;2 hOldS,

o cxtra xy pair if v, = xj1 holds,
o cxtra xo pair if T, = xjo holds.

Definition 2.5.7 (Estimate of Kendall’s T)

Let N, be the number of the concordant pairs, Nq be the number of the discordant pairs,
Ni be the number of extra x1 pairs, and Ny be the number of extra xo pairs of random
sample x;1, 0,1 = 1,...,n from the joint distribution of (X1, X3). Then an estimate of
Kendall’s T 1s given by

Ax Nc_Nd
T, = .
VNe + Ng+ Ny x /N + Ng + N,

Theorem 2.5.2 (Kendall’s T expressed in terms of the copula)
Let X1 and X5 be two continuous random variables, then Kendall’s T can be expressed as

(2.5.15)

T = 4/ C(Ul, UQ)dC('LLl,UQ) — 1. (2516)
[0,1]2

Proof. The proof can be found in the book by Czado (2019) on page 32.
Finally, we define tail dependence coefficients, which are helpful for analysis of joint
extreme events.

Definition 2.5.8 (Upper and lower tail dependence coefficients)
The upper tail dependence coefficient of a bivariate distribution with copula C'is defined
as

AP — lim P(Xy > F2_1(t)|X1 > F1_1<t>)

t—1—
12+ C(t1) (2.5.17)
= lim ,
t—1— 1-—1

while the lower tail dependence coefficient is

Aower — fim P(X, < FyL(1)| X, < FrL (1)
= lim C(t’t)-
t—0t+ t
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Bivariate copulas

After defining copulas, we introduce different construction approaches of bivariate copulas.
First we define parametric copulas using Czado (2019) and Joe (2014). One way of
constructing parametric copulas is applying the elliptical distributions to each margin,
which yields the class of elliptical copulas (Czado (2019)). Another class of parametric
copulas is Archimedian copulas (Czado (2019)), which is obtained with help of generator
functions. Additionally, we define the BB copulas (Joe (2014)), which depend on two
parameters.

Example 2.5.1 (Elliptical copulas)

e Bivariate Gaussian copula
We denote by ®(-) the distribution function of a univariate standard normal distri-
bution with mean 0 and variance 1, and by ®s(-,-; p) the distribution function of a
bivariate standard normal distribution with zero means, unit variances and correla-
tion p. By applying Equation (2.5.5), the inverse statement of Sklar’s Theorem, we
obtain the bivariate Gaussian copula:

C(uy, ug; p) = Po(® H(uy), @ (ug); p). (2.5.19)

e Bivariate Student t copula
We denote by T, (-) the distribution function of a univariate Student’s t distribution
with mean 0 and v > 0 degrees of freedom, and by Ty, (-, -; p) the distribution function
of a bivariate Student’s t distribution with zero means, v > 0 degrees of freedom and
correlation p. Again, by applying Equation (2.5.5), the inverse statement of Sklar’s
Theorem, we obtain the bivariate Student t copula:

C(uy,ug; v, p) = Too (T (uy), T, (u2); p)- (2.5.20)

Example 2.5.2 (Bivariate Archimedean copulas with a single parameter)

e Clayton copula

=

Clug,up) = (u7® +uy® —1)75, (2.5.21)

where 0 < § < oo control the degree of dependence. Full dependence is obtained
when 6 — co. Independence corresponds to 6 — 0.

e Gumbel copula
C(uy,uz) = exp[—{(= Inuy)® + (= Inus)?}5], (2.5.22)

where 6 > 1 is the parameter of dependence. For 6 — oo we have full dependence,
while = 1 corresponds to independence.

e Frank copula

1
1—ed

C(uy, up) = —% In ( [(1—e™) —(1—e™)(1— 65“2)]>, (2.5.23)

where the parameter 6 € [—o0,00] \ {0}. When 6 — 07 we obtain the independence
copula.
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e Joe copula

|

Clur,uz) = 1 — ((1 ) (1= ) — (1 —w)’(1— u2)5) , (2.5.24)
where d > 1. The independence copula corresponds to 6 = 1.

Example 2.5.3 (Independence copula)
From the definitions of different Archemedean bivariate copulas, we obtain the indepen-

dence copula:
C(Ul, UQ) = U1U9. (2525)

Example 2.5.4 (Bivariate BB copulas)

e BBI1 copula
Clu,v;0,6) = {1+ [(u™? = 1)° + (b= = 1)%5} 77, (2.5.26)

where 0 > 0 and 6 > 1. For § — 0" and § — 11 the independence copula arises.

e BB6 copula

=

Clu,v;0,8) =1 — (1 - exp{ —[(~In(1 — @))° + (—In(1 — @9))5]%}) . (2.5.27)
whereu=1—u,v=1—v,0>1 and d > 1.

e BB7 copula

=

Ou,v:0,8) =1 — (1 -1 —w)) (1= (1— ) —1]" ) (2.5.28)

where @ > 1 and § > 0. The independence copula corresponds to 8 =1 and 6 = 0.

e BBS copula
O(u,v:0,8) = 57! (1 Sl - (1w -(1— 51;)9]}%), (2.5.29)
wheren =1—(1-0)?,0>1 and 0 <6 < 1.

Example 2.5.5 (Rotated copulas)
In order to extend the range of dependence, using Czado (2019) we introduce clockwise
rotations of the copula density c(-,-) by

e 90° : coo(ur, ug) := (1 — uy, uz),
e 180° : cy50(ug, uz) :=c(1 —uy, 1 —uy), and
o 270° : copo(uy, us) := c(ug, 1 — us).

Next, we introduce a nonparametric construction approach of bivariate copulas (Nagler

(2014)).
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Example 2.5.6 (Local likelihood transformation estimator)
Let U;,Vi,i = 1,...,n be pseudo data. We define W; = (U;, V;) and Ay, (z,y) as the
euclidean distance between (x,y) and its k,th closest observation amongst all

(@' (Wy))._ = (1), @' (V;)),_, - For all (u,v) € [0,1]?, the local likelihood

1,...,n 1
transformation estimator of a copula density c(u,v) with nearest-neighbor factor Ay, and
bandwidth matrixz B is given by

77777

exp {a1 (7' (uw), ' (v))}

R S EC IO .
where iy (O~ (), &1 (v)) can be found via
a(r,y) =
arg mRX{ Z K oy (2, 9) — 071 (W) Paa((2,) — 0 (W) (2.5.31)
[ Kovtal(0) - 07 @) 00 {Paal(.) 07 2)
with
Paey2(2,y') =a1(2,y) + as(,y)(x — ') + as(y — /) (2.5.32)

+ag(z— 2 +as(e — )y —y) +as(y —y')?

and Kp(x) = K((B'(z)),)K((B™'()),), where K is called kernel function and it

denotes some symmetric probability density.

The most commonly used kernel function is the density of the standard normal distribu-
tion, which is called Gaussian kernel. For more details we refer to Nagler (2014).

Exploratory Visualization

Copula visualisation is useful for analysing the bivarate parametric copulas we introduced
so far. One useful tool is a scatterplot. However, as the support of the copula is the unit
square, the copula densities for the different classes discussed before are not easy to
interpret. Solution to this problem is normalized bivariate copula contour plot (Czado
(2019)), which is the contour plot of a bivariate density obtained from a copula density
transformed to achieve standard normal margins. We look at the transformed density

9(21, 22) = c(P(21), D(22))P(21) P(22) (2.5.33)
of (Z,Z,), where Z; := &~ Y(U;) = &1 (F;(X;)) for i = 1,2. Here, ®(-) and ¢(-) are the
distribution and density function of a N/ (0,1) variable.

Bivariate parametric copula estimation

Now we proceed with estimation of bivariate parametric copulas and their parameter.
Let us have bivariate pseudo-copula data u = {(w;1,u2),7 = 1,...,n}, which we will
use for estimation of the copula parameter of the bivariate copula family. For parameter
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estimation in bivariate copula models we define the mazimum likelihood method (Czado
(2019)).

Then the (pseudo) maximum likelihood estimator 6, maximizes the likelihood, which
is given by

((0;u) = Hc<ui17ui2;0>> (2.5.34)
i=1

where ¢(+, -;0) is the respective copula density of a chosen bivariate copula family.

2.6 Linear quantile regression

Before introducing D-vine regression model, we would like to define a simpler quantile
regression model, based on the work of Koenker (2005). The linear quantile regression
model was first introduced by Koenker and Bassett (1978) as an extention of the ordinary
least square regression method, as a class of more flexible statistical models which provide
more complete picture of the stochastic relationships among the random variables. As
a regression method which is more robust against outliers of the response variable, it is
nowadays widely used in almost every discipline.

For the definition of quantile regression, we first introduce the concept of quantiles. Given
an univariate ramdon variable X, characterized by its distribution function

F(z) = P(X <),
we define the ath quantile of X as the ”inverse” function of F,
F'a)=inf{z: F(z) > a} :=qu(7), 0<a<1. (2.6.1)

Namely, quantiles arise from a simple optimization problem that is fundamental to quan-
tile regression. Assume we want to solve a simple decision theoretic problem: a point
estimate for a random variable X with a distribution function F. We define the loss
function as a piecewise linear function,

pol(z) =z(av — I(x < 0)), a€(0,1) (2.6.2)

where I(-) denotes the indicator function. Our aim is to find & which minimizes the

expected loss function
argminE[p, (X — )], (2.6.3)

X
which can be written down as

z

Elpa(X — )] = (@ — 1) /

—00

(z — #)dF(2) + a / (o — $)dF () (2.6.4)

By differentiating Equation (2.6.4) with respect to & we obtain
0=(1— a)/ dF(z) — a/ AF(z) = F(3) — a. (2.6.5)

F' is monotone function, therefore any element of {z : F(x) = o} minimizes the expected
loss function. If the solution is unique, then # = F~!(«), otherwise we obtain an interval
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of ath quantiles, from which the smallest element is chosen, which leads to the definition
of our target function ¢, (x) = inf{z : F(z) > a}.

For the purpose of quantile regression we first introduce the conditional distribution func-
tion, as defined by Bernand and Czado (2015).

Definition 2.6.1 (Conditional distribution function for a continuous random variable)
Given a continuous response variable Y and predictor variables X1, ..., Xy, the conditional
quantile function for a € (0,1) is defined as

Go(T1, ..., xp) = F;|§<17...,Xk<a|X1 =z1,..., Xk = Tp)

' (2.6.6)
=inf{y € R|Fy|x, . x,(y) > a}.

Now we proceed with definition of the first quantile regression model introduced in
Koenker and Bassett (1978), where the conditional quantiles depend linearly on the pre-
dictors.

Definition 2.6.2 (Linear quantile regression model)

Let Y be a continuous response variable depending on set of predictors Xy, ..., Xp, k > 1.
For every a the conditional quantiles of Y given X1 = x1,..., X = x are given as
k
Qvix,..x (el . x) = Bo(e) + > Bjla)z;. (2.6.7)
j=1

As proposed in Koenker and Bassett (1978), given n observations of the response variable

Y and the predictors X1, ..., Xy, we estimate the coefficients B(oz) = (Bg(oz), Bl(a), o
Br(a)) € R*1 by solving the minimization problem

. T
min oy —x; pla 2.6.8
pun ;p (y; — 2! B(e)) (2.6.8)
where p,, is the loss function defined with Equation (2.6.2) and 2, = (1, x;1,. .., z4) is the
ith observation of the predictors X, ..., X}, including the intercept. This optimization

problem might be solved by a linear programming technique such as the simplex method,
and its solution can be found in Section 6.2 of Koenker (2005).

Linear quantile regression has however few drawbacks. One of them, as pointed out by
Koenker (2005), is quantile crossing, where the regression lines of different quantiles lev-
els may cross due to different slopes. This may be problematic when we use predicted
quantiles as upper and lower bounds of prediction intervals. Namely, for central 90% pre-
diction interval we can use the predicted conditional 0.05- and 0.95-quantiles. If these two
quantiles cross, i.e. §o.o5 > o.95, we do not obtain reasonable prediction interval. Another
drawback, which is pointed out by Czado and Bernard (2015), is that the assumption of
linearity of the conditional quantiles is strong and almost never fulfilled. Additionally,
this regression method is prone to typical issues like multicollinearity, necessary variable
transformations and interactions. D-vine quantile regression takes care of these issues and
allows for more flexible models, as presented in the following section.
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2.7 D-vine quantile regression

In this section we want to introduce a method of modelling n-dimensional data using
only bivariate building blocks (Kraus and Czado (2017)). Such a tool is called pair copula
construction (PCC), which allows us to decompose multidimensional density to a bivariate
copulas and conditional distribution functions. D-vine copulas allow for representation
of the data through a graph theoretical model given by a sequence of trees. Moreover,
D-vine quantile regression overcomes issues like collinearity, need for transformation and
interaction of variables (Kraus and Czado (2017)).

Illustration of PCC in three dimensions

Before defining regular vines and D-vine based quantile regression, we want to present
an example of pair copula construction of three-dimensional joint density (Czado (2019)).
Let X1,X5 and X3 be random variables. Using recursion we can rewrite their joint density
as

fr2s(@1, @2, 23) = fapa(ws|r, v2) fop (wa|r) fi(an)- (2.7.1)
Now we continue with decomposing each part separately. For fsq2(23|21, 22) we consider
the bivariate conditional density figp(@1,z3|z2), which by Equation (2.5.4) in Sklar’s
Theorem can be written as:

f13\2(I1, 1’3|1U2) = 613;2(F1|2(I1’$2), F3|2($3|$2); xz)f1|2($1|$2)f3|2($3|152)7 (2-7-2)

where ¢13.9(+, -; x2) denotes the copula density associated with the conditional distribution
of (X1, X3) given Xy = z5. Now, applying Lemma 2.5.1 to Equation (2.7.2) we get:
Fana(s|zr, ) = fi3(w1, T2, 23) o f13|2(561,903|$2)f2(I2)
3112(T3]|T1, T2) = =
| fra(a1, 22) fia(w1]z2) folw2)
013;2(F1|2(1L’1|$2),F3|2(333\$2);96’2)f1|2($1‘$2)f3|2(333‘$2)

B Jrja(@1|z2) (2.7.3)

= 013;2(F1|2($1|$2)7 F3|2($3|$2)§ xz)f3\2($3|$2)

= 013;2(F1|2(951|$2), F3|2(333‘$2); 952)023(F2(132)7 F3(333))f3($3)

Again, directly applying Lemma 2.5.1 to fo; (@2|71) we can rewrite Equation (2.7.1) in a
form of pair copula decomposition:

f123($1, $2,$3) = 013;2(F1|2(I1’$2), F3|2($3|$2);$2)C23(F2($2); Fs(l’a))
X cro(F1(21), Fa(x2)) f3(2s) fa(x2) f1(21)-

Important note is that this decomposition is not unique, since

(2.7.4)

f123($1,l’2,$3) = f2\13(962|$1,$3)f1|3($1|$3)f3(x3)
= craa(Fis(21|23), Fas(w2las); a3)crs(Fi(2), Fa(as)) (2.7.5)
X Co3(Fa(22), F3(x3)) f1(@1) f2(@2) f3(23)
and
f123($1, $2,$3) = f1\23(151|$2, Is)f3|2($3|$2)f2(I2)
= coz1 (Fapn (w2|21), Fjn (ws]21); 21)cas(Fi (1), Fs(as)) (2.7.6)
x c1a(F1(1), Fa(@2)) fi(@1) fa(x2) f3(3).
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In Equation (2.7.4) the copula density c¢3.2(-, -; 22) depends on the value z5. It is common
one to make the assumption that this dependence can be ignored. In such a case we talk
about making the simplifying assumption (Czado (2019)). In this thesis, we assume that
the simplifying assumption holds. In three dimensions, this means that for any x, € R,

C13;2(U1U2; Ig) = 013;2(U1UQ>, for Uy, U € [O, 1] (277)

holds. However, we are often interested in considering the dependence structure charac-
terized by the copula on its own. Therefore, a three-dimensional parametric copula family
with parameter vector 8 = (612, 623, 013.2) can be defined as

C123(U17 U2, U3 0) = 013;2(C1|2(U1 |U2), 03|2(U3|U2); 913;2)023(U27 Uus; 923)

2.7.8
X 012(u1,u2;912), ( )

where Cyja(-|uz) and Cya(-|uz) are the conditional distribution functions of U; given U, =
up and Us given Us = uy respectively, as Equation (2.5.9) shows.

Using the density expression from Sklar’s Theorem (Theorem 2.5.1) gives the copula
density of (Uy, Us) given Us = uy:

6123(Cﬂ21 (u1|uz), ug, C?,]% (uslus))

5 2.7.9
Cl2(cvli|21 (u1|u2), u2)623(u27 C?:|21 <U3|U2)) ( )

013;2(U1U3; U2) =

where the inverse conditional distribution functions as shown with Equation (2.5.11) are
given by

Oy (wi|ug) = Fy ' (Fyy (w]2)) (2.7.10)
Oy (uslus) = Fy ' (Fyy (usls)) (2.7.11)
and uy = Fy(x3).
Discrete PCCs
We also define PCCs for discrete ordinal margins Y7, ..., Y,,, as introduced in Panagiotelis,

Czado and Joe (2012). Similarly to Equation (2.7.1), we can decompose the probability
mass function as
PYi=y,...Yn=yn)=PYi=wnlYa=y,.... Yo = yn)
X PYo=uplYs=vys,....Y0 =Yn) ... P(Yyn = Um)-
The terms on the right-hand side of Equation (2.7.12) have the form P(Y; = y;|V =v),

where y; is a scalar element of y and v is a subset of y which does not contain y;. We
choose a single element of V', V},, and let V'\;, be its complement. Then

P(Y; = y;, Vio = vp|V\i = v\n)
PV, = up|V\n = v\n)
Zijzo,l Zih:071(—1)ij+ihp(}/} <y — 15, Vi <vp — ih|V\h = 'U\h)
a P(Vi = on[Viy = v1p)
2im01 im0t (Z DTGy v, (Frv, (8 = i5l0wn) Frw, (0 — infon)
- P(Vh = vV = v1) )

(2.7.12)

P(Y; = y;|V =v) = (2.7.13)
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where Fyp(alb) is notation for the distribution function P(A < a|B = b). Equation
(2.7.13) can be recursively applied to Equation (2.7.12) which results in decomposition
of the multivariate probability mass function into bivariate copula building blocks. The
arguments of the copula functions in Equation (2.7.13) have the form

Cy, v, (Fy, v, (W5lvan), Fuv, (vnlow)
P(Vh = Uh’V\h = ’U\h)

~ Oyvv (Fyva ilon), v, (on = Lo)

P(Vh = Uh|V\h = ’U\h)

F‘GIVh,V\h(?Jﬂvh,v\h) =
(2.7.14)

Now we want to investigate Sklar’s theorem in a discrete case. For V\j, = v\;, Sklar’s
theorem defines a unique copula with a domain given by the Cartesian product of the
ranges of the cdf’s of Y}-]V\h = v\, and the range of the cdf’s of V3|V, = v\;,. Given that
a copula denoted by Cy; v, v, exists over all possible values of V\, = v\, it holds that
the copula will be unique over the union of these domains. Let ag) < a@) < ... < a)
be the unique points corresponding to the ranges of Fy,v,, in increasing order, and let
by < bay < ... < b, be the ranges of Fy, v, Let aq) = boy = 0 and ag,41) =
b(@_i_l) = 1. We denote CLyjh,\h = P(}/j < yj|V\h = 'U\h), bvh‘v\h = P(Vh < Uh|V\h = 'U\h)
and py; v, v, = P(Y; <y, Vi, <vp|V\p, = v\p). Then the constraints

CYJ',Vh|V\h (&yj [v\p, 1 b'Uh|'v\h) = Py; opvo\n (2'7'15)

OYJ',VhIV\h (ayjlv\m 1) = Qy; o\ p s OYJ»VhlV\h(L bvhlv\h) = bvh\”\h? (2.7.16)
must be satisfied for all y;,v, and v\;, which leads to 3k constraints, where x is the
product of the cardinalities of the sets of possible values for Y}, V}, and V;. Therefore, a
bivariate copula C' = CY]-,V;LIVW constant over v\;, exists if a solution to these constraints
exists, such that all (k1 + 1)(k2 + 1) unknowns Rj; = C(a),bu) + C(ag-1),bw)) —
Clagy, b-1)) + C(ag-1), bg—1y) are nonnegative.
More details regarding discrete PCCs can be found in Panagiotelis, Czado and Joe (2012).

D-vine copulas

The theory for D-vine copulas can be found in Chapters 4 and 5 in Czado (2019). Before
defining D-vine tree sequence, we first present a necessary background from graph theory.

Definition 2.7.1 (Graph, node, edge, degree, path, connected graph, cycle)

e A graph is a pair G = (N, E) of sets such that E C {{x,y} : z,y € N}.

o The elements of E are called edges of the graph G, whereas the elements of N are
called nodes.

e The number of neighbours of a node v € N s the degree of v denoted by d(v).

e A path is a graph P = (N, E) with node set N = {vg,v1,...,v;} and edges E =
Hwvo, v} {v, vafs o {vk—1, vk}
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o A graph G is called connected if any two of its nodes are linked by a path in G.
o A cycle is a path with vy = vy.
We define the term tree through the following theorem:

Theorem 2.7.1 (Characterization of trees)
The following statements are equivalent for a graph T = (N, E):

1. T is a tree.
2. Any two nodes of T are connected by a unique path in T.

3. T is minimally connected, i.e. T is connected but T — e is disconnected for every
edge e € F.

4. T is mazimally acyclic i.e. T contains no cycle but T + {z,y} does for any two
nodes x,y € N that are not connected by an edge in T.

Now, we can finally define reqular (R-) vine tree sequence.

Definition 2.7.2 (Regular (R-) vine tree sequence)
The set of trees V = (11, ..., Ty_1) is a reqular vine tree sequence on d elements if

1. Fach tree T; = (N;, E;) is connected.

2. Ty is a tree with node set Ny = {1,...,d} and edge set Ej.

3. For j <2,7Tj is a tree with node set Nj = E;_; and edge set Ej.
4. Forj=2,....,d—1 and {a,b} € E; it must hold that |a Nb| = 1.

Remark 2.7.1 (Prozimity condition) The property 4. is called proximity condition. It
ensures that if there is an edge e connecting a and b in tree T;, j < 2, then a and b (which
are edges in Tj_1) must share a common node in T;_;.

Definition 2.7.3 (Complete union and conditioned sets)
For any edge e € E; we define the set called complete union:

Ac:={j € Ny|Fes € Ey,...,e;_1 € E;_1 such that j €e; € ...€;1 € €}. (2.7.17)
The conditioning set D, of an edge e = {a, b} is defined by
D, = A, N A, (2.7.18)

and the conditioned sets C., and C.; are given by

Cea i =Au\ D,
667(, = Ab \ De (2719)
Co:=CogUCep.

We often abbreviate each edge € = (Ce q, Cep; D.) in the vine tree sequence by

e = (eq,ep; De). (2.7.20)
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In the following part we add stochastic component to the regular (R-) vine tree sequence.

Definition 2.7.4 (Regular vine distribution)
The joint distribution F for the d dimensional random vector X = (Xy,...,Xy) has a
reqular vine distribution if we can specify a triplet (F,V,B) such that:

1. Marginal distributions: F = (F,...,Fy) is a vector of continuous invertible
marginal distribution functions, representing the marginal distribution functions of
the random variable X;, i=1, ..., d.

2. Regular vine tree sequence: V is an R-vine tree sequence on d elements.

3. Bivariate copulas: The set B = {C.le € E;;i = 1,...,d — 1}, where C, is a
symmetric bivariate copula with density. Here E; is the edge set of tree T; in the
R-vine tree sequence V.

4. Relationship between R-vine tree sequence V and the set B of bivariate
copulas: For each e € E;, 1=1 , d-1, e = {a,b}, C. is the copula associated
with the conditional dzstmbutzon of Xcm and X¢,, given Xp, = Zp,. Further
Ce(+,+) does not depend on the specific value of €p,, which is also called simplifying
assumption.

Definition 2.7.5 (Pair copula and copula density associated with edge e)
We will denote the copula C. corresponding to the edge e by Ce, ,c.,;p. and the corre-
sponding density by cc, ,c. ., respectively. This copula is also called a pair copula.

In this thesis we will focus on D-vine tree sequence, which we define next.

Definition 2.7.6 (D-vine tree sequence)
A regular vine tree sequence V = (T1,...,Ty_1) is called D-vine tree sequence if for each
node n € N; we have |{e € E;|n € e}| < 2.

Remark 2.7.2 For a D-vine tree sequence the proximity condition of Definition 2.7.2
induces that once tree Ty is fixed all other trees Ty to Ty are determined.

Given a set of random variables (X, ..., X ), distinct indices 4,7 and D = {iy,... iz}
with ¢ < j and 7; < ... <1 in the following theorem we use the abbreviation

Ci,j;D ‘= Ci,j;D(Fz’\D(ﬂ?i\iBD), Fj\D<xj|$D)3xD)- (2-7-21)

Theorem 2.7.2 (Drawable vine (D-vine) density)
The joint density fi.. a of continuously distributed random vector X = (Xy,...,Xy) can
be decomposed as

d—1d—j
fl,...,d(mla ces X |:H ch, (i47);(i4+1)...(¢+5—1 :| |:H fk Tk :| (2722)

j=11i=1

where we used the abbreviation from Equation (2.7.21). The distribution associated with
this density decomposition is called drawable vine (D-vine).
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The distribution associated with the density decomposition (2.7.22), if the marginals are
uniformly distributed, is called D-vine copula.

Definition 2.7.7 (Simplifying assumption for D-vines)
If it holds that

¢igip(Fyp(xilep), Fjip(xl®p); £p) = ¢ijip(Fyp(xilep), Fjip(z;|p)) (2.7.23)
for all xp, then the corresponding D-vine distribution is called simpified.

Next we present an Example of simplified five dimensional D-vine density given by Kraus
and Czado (2017).

1,2 2.3 3.4 45

T 2,3 3.4 4,5

1,4;2,3 2.5:3.4
1, (s (23 (354
1,5;2,3,4
T, 1,4;2,3 2.,5:3.4

Figure 1: D-vine tree sequence in five dimensions.

Example 2.7.1 (Simplified five dimensional D-vine density)
As illustrated in Figure 1 and stated in Theorem 2.7.2, for d=5 the simplified D-vine
density has the following form

f12345($17172,$3,$4,$5) = 012(F1(9€1),Fz(ﬁz))023(F2($2),F3(9€3))C34(F3(5U3),F4($4))
X 045(F4($4)7 F5($5))613;2(F1\2($1‘xz), F3|2(I3|$2))
X 024;3(F2|3(9€2|$3), F4|3(334\xz))035;4(F3|4($3‘iU4), F5\4($5|954))
X Craz23(Fuys (21|22, 3), Fujos(w4| w2, 23))
X o534 (Fopa(@alws, 24), Fza(ws|rs, 24))
5
X 015;234(F1|234(371|9€2,$37$4), F5\234(905|$2,$3,$4))[H fz(%)]

i=1

As presented in Kraus and Czado (2017), the conditional distributions Fjp(z;|zp) ap-
pearing in the PCC can be evaluated using only pair-copulas specified for D-vine from
lower trees by applying the following recursion. Let [ € D and D_; := D \ {l}, then

Fip(xi|lxp) = hiy,p_,(Fyp_,(xi|lxp_,) | Fyp_,(zi|TDp_,)), (2.7.24)

where for 4,5 ¢ D,i < j,hiyjp(ulv) = 0Cijp(u,v)/0v = Cy;;p(ulv) and analogously
hjji;p(ulv) = 0C;j,p(u,v)/0u = Cj;;p(ulv) are the h-functions associated with the pair-
copula Cjj.p.



30 2 THEORETICAL BACKGROUND

Using this formula on the first argument of ci4,93 from Tree 3 in Example 2.7.1, we can
evaluate Fjp3(21|z2, 23) using the h-functions associated with Cig,0, C12 and Chz from the
first two trees:

F1|23(1’1’=752,$3) = h1\3;2(F1\2(iC1|952)’F3|2(96’3’9€2))
= hipa(hua(Fi(z1) | Fa(z2)) [ hae (F3(23) [ Fa(2))).

D-vine based quantile regression

D-vine quantile regression was first introduced by Kraus and Czado (2017). In this section
we follow their work. The focus of interest is modelling the response variable Y given the
outcome of some predictor variables Xi,..., Xy, d > 1, where Y ~ Fy and X, ~ I}, j =
1,...,d. Therefore, we want to predict the o € (0, 1) quantile of the response variable Y
given X, which can be achieved by a joint modelling of (Y, X)" and using the conditional
quantile function

Go(T1, ... xq) == F;|1X17“.7Xd(a|x1, cey X)) (2.7.25)

As shown by Kraus and Czado (2017), we can estimate the conditional distribution
Fyix, .. x,lzr, ... 2q) = P(Y <y|Xy <o, , Xg < 2g)

using D-vine copulas. First we transform all the variables to the u-scale using the proba-
bility integral transforms V := Fy(Y') and U, := F;(Xj), with corresponding PIT values
v = Fy(y) and u; := F;(z;). It follows that

Fyix,,..x,Wx, ... 2q) = P(Y <yl Xy =21,..., Xq = 24)

= P(Fy(y) < v|Fi(z1) = uq, ... Fy(xq) = ug) (2.7.26)
= Cviv,,..u,(V|ug, . .. ug).
Therefore,
Folyrox, (@, wa) = B Y (Co o (alun, . ug)). (2.7.27)
Under the assumption that the margins Fy, Fj, for j = 1,...,d are known, we can
obtain an estimate of the conditional quantile function F;|1X17“_’Xd by only estimating

the conditional distribution function Cyy, . p,. We denote the estimated inverses of
the marginal distributions by Fy L Fj_l, j =1,...,d and of the conditional distribution
function by CA’V|U1,M,Ud such that

Gol1, ... xq) = FHCTE

V|U1,...,Ud(a‘/a17 s 7ﬁd))7 (2728)

where 4, = F](x]) for j=1,...,d. Let Cyp, .. v, be the (d+1)-dimensional copula asso-
ciated with the joint distribution of (Y, X)T. The problem of estimating this multivariate
copula can be solved in sequential way using D-vine pair copula constructions. Therefore,
we fit a D-vine copula to (V,Ui,...,U,)", with V as the first node in the first tree and
order V —U, —...— U, where (I,...,l3)" is an arbitrary permutation of (1,...,d)". To
obtain the conditional distribution function Cy v, . v, from the copula Cyy, . v, we will
use Equation (2.7.24) to express the conditional distribution function in terms of nested h-
functions and consequently, C‘jﬂthUd(awl, ..., Ug) in terms of inverse h-functions (Kraus
and Czado (2017)).
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Example 2.7.2 (Expressing Cyy, ... v, using h-functions and C\;\lUl,...,Ud using inverse h-
functions in four dimensions)

Given a D-vine with order V. —Uy — Uy —Us, using the Equation (2.7.24) we can recursively
express the conditional distribution of V' given (Uy, Uy, Us)" as

Cvjty, U205 (VU1 Ug, uz) = hviugu, v, (Cvivy v, (v, u2) | Cuyjo v, (us|ug, uz))
= hvjus;vn,vs (v vaso (Ovio, (v|un) | Cryju, (uz|ur)) [ o0, (Cug o, (us|u2) | Co, o, (w1 uz) )

= hV|U3;U1,U2 (hV|U2;U1 (hV|U1 (U|u1)‘hU2\U1 (u2|u1)) ‘hU3|U1;U2 (hUS\Uz (u3|u2) ‘hUl\Uz (ul |u2)))
Inversion yields

C‘;‘lUl,Uz,Ug <&’u17 Ua, Ug) =

h;/'\lUl [h;/\lUg;Ul {hX;|1U3;U1,U2 (O“hUs\UuUz (hUs\Uz (u3‘u2)|hU1\U2 (u1|u2))> ’hU2|U1 (UQ‘ul)}

],

This example can be easily expanded to higher dimensions. Now we proceed with the
estimation process of ¢,(x), which is a two step estimation procedure. In the first
step we estimate the marginal distribution functions Fy,Fj,j = 1,...,d and in the
second step we estimate the D-vine that specifies the pair copulas needed to evaluate
C;\lUl,,,,yUd(ahlh PN ,ﬁd).

Lety := (y(i))i=1,...,n7 X = (Ig'i))j:l,...,d,i:l,...,n be n independent and identically distributed
observations of the random vector (Y, X1,...,X,)". In the following two sections we in-
troduce the steps of the estimation procedure.

Estimation of the marginals

There are two ways we can fit the marginal distributions, either parametrically or non-
parametrically. As a parametric approach we use finite mixture of distributions, which are
beneficial for multimodal data. We use their estimation implemented in the R package
mixsmsn (Prates, Lachos and Cabral (2013)). Let X be a continuous random variable
which has (skewed) density function with more than one mode. We approximate its
density using the density of a finite mixture of distributions, which has the form

9(@|¥) := sz‘fi($|¢i)7 (2.7.29)

where p; > 0, =1,...,g with Y7 | p; = 1 are called mixing weights, the density f;(-[1;)
is the ith component of the mixture, which is indexed by the (possibly multivariate)
parameter ¥;,i = 1,...,gand ¥ = ((p,...,p,) ", ¥1,...,%; ). Furthermore, we assume
that the components of the mixture belong to the class of the scale mixtures of the
skew-normal distributions (SMSN), which is a rich class of flexible distributions.
However,the components of the mixtures that we use are either normal or skew-normal
distributions, which are accommodated by the SMSN family of distributions, as shown

below the following definition (Prates, Lachos and Cabral (2013)).
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Definition 2.7.8 (Univariate SMSN distribution family)

The distribution of a random wvariable Y belongs to the univariate SMSN family when
Y = u+ UY2Z, where u € R is a location parameter, Z ~ SN(0,0%, \) is a skew-
normal random variable and U 1s a positive random wvariable, independent of Z, with
distribution function H(-|v). The parameters c* > 0 and A € R are called scale and shape
parameters respectively, and H(-|v) is known as the mizing scale distribution, indexed by
(possibly multivariate) parameter v. The density of Y at y has the form

SMSN (y|lp, o A\, v) =2 /OO (b(y]u,u_la2)<l>(u%>\a_l(y — 1))dH (ulv). (2.7.30)
0

When U =1 and A = 0 we obtain

SMSN(y|p, 0%) = d(y|p, o),

which is the univariate normal distribution. Similarly when U = 1,

SMSN (ylp, 0%, X) = 20(y|p, 0*) (Ao (y — )

the distribution of Y results in univariate skew-normal distribution. The estimation pro-
cedure is maximum likelihood via an EM-type algorithm, which is explained in detail
in Basso, Lachos, Cabral and Ghosh (2010) and Cabral, Lachos and Prates (2012). We
choose appropriate mixture of distributions for each marginal using the AIC and BIC
criteria. In the final step we integrate the fitted density functions gy (-; \Ily) (s 7 i), J =
1,...,d to obtain the cumulative distribution functions of the marginals, Fy( ,\i’y) and
}A?’j(g\ilj),j = 1,...,d. We use these to transform the observed data to pseudo copula
data 0 := Fy(y®;¥y) and ﬂg-i) = Zﬁj(wg.i);\ilj),j =1,...,dyi=1,...,n

Modelling the marginals as well as the copula parametrically might result is biased and in-
consistent parametric estimator if one of the parametric models is misspecified. Therefore,
we introduce the kernel smoothing estimator as a nonpammetm’c approach for estimation

-----

nhz (z—x( ) vER, (2.7.31)

where K (z f k(t)dt with k(-) being a symmetric probability density function and
h>0a bandw1dth parameter. This estimator is implemented in the R package kde1d
(Nagler and Vatter 2022). Hence, we obtain Fy and Fj as estimates for the marginal
distibution functions. We use these to transform the observed data to pseudo copula data
o = Fy(y(i)) and ﬁgz) = Fj(xg-’)),j =1,....d,i=1,...,n

estimator as

Estimation of the D-vine
...... mljl — ((ﬂ(l))T7 o (,&(n))T)T _

section is an approximately i.i.d. sample from the PIT random vector (V,Uy,...,Uy)"
and is used by Kraus and Czado (2017) to estimate the D-vine copula. For the estimation
of the D-vine with order V — U, —...—U,, the orderingl = (l1,...,l5)" can be generally
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Figure 2: Extending the current D-vine (black) by adding U; in the k-th step of the algorithm.
The gray pair-copulas need to be estimated.

chosen arbitrary. However, we want to choose an ordering such that the model has the
highest explanatory power. One option is to compare all d! possible orderings, but this
is infeasible solution. Therefore, Kraus and Czado (2017) introduce an algorithm which
sequentially adds the most influential covariates. In each step, we add the covariate to the
model that improves the model’s fit the most. As a goodness of fit measure we define the
conditional log likelihood (cll) of an estimated D-vine copula with orderlng l, estimated
parametric pair-copula families F and corresponding copula parameters ] given pseudo

data (0,U) as
cll(l, F.0.U Zln v (001a;1, F,9). (2.7.32)

The conditional copula density cy |y can be expressed by the product of all pair copulas
of the D-vine that contain V:

va( i ,l7j‘-,9) = cyy,, (00 Ul(),fVUl 79\/Ull)><

A NOIRNQ) ~ (1) A NOIFO)! NOIRY
HCVUlj;Ull...Ulj_l <CV|U11...Ulj,1(U g, -ty ), Cuy oy (g [, Gy

FVUlj;Ull...Ulj_l ) 9VUlj;Ull...Ul]._1> )

where F; and 0; denote the estimated family and parameter(s) of the pair copula c;.
The algorithm which we introduce sequentially constructs a D-vine while maximising the
model’s conditional log likelihood in each step. At the beginning of the kth step of the
algorithm, the current D-vine contains k-1 predictors. As illustrated in Figure 2, for each
of the remaining variables U; that have not been chosen yet, we fit the pair copulas needed
for extension of the D-vine with order V. — Uj, — ... — U, _, — U, (see the gray circles)
and compute the resulting model’s conditional log likelihood. Eventually, the model is
updated by adding the variable corresponding to the highest cll, concluding step k. This
way, the covariates are sequentially added based on their power to predict the response.
If none of the remaining covariates is able to increase the model’s cll in the kth step, the
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algorithm stops and returns the model containing the k-1 covariates chosen so far. This
algorithm is called an automated forward selection procedure.

The conditional log likelihood given by Equation (2.7.32) can be easily generalized for
nonparametric bivariate copulas too, as shown by Tepegjozova, Zhou, Claeskens and
Czado (2022).

For comparison of nested parametric models and deciding whether a predictor significantly
improves a model if added to it, we use the following statistical test (Tepegjozova (2019)):

Definition 2.7.9 (Conditional likelihood ratio test)

Let Cy be a D-vine with order V —U, —...=U, and Cy a D-vine with order V—U; —...—
Up—1. Additionally, we assume that we are given n observations on each of the considered
variables, i.e. v,u;,j = 1,...,p. We define the conditional likelihood ratio test between
the vine copula models C; and Co as the test which rejects the null hypothesis

Hy : Adding U, to the model Cy does not improve the fit
at level a € (0,1), if
cll(Cy,v, (uy,...,up)) — cll(Ca,v, (Ug, ..., up_1)) > Xf—a,lt‘)ll—léz\’ (2.7.33)
2

1—av,|61] 02|
denotes the (1-a)-quantile of a x*-distribution with |01] — 02| degrees of freedom.

where 91 and 92 denote the parameters in the D-vines C; and Co respectively, and x

Derivation of the log likelihood

In order to compare the fitted D-vine model with order V' — U;, — ... — U, with the
other regression models, we need to derive the log likelihood of the model, with Y as a

response variable and Xj,,..., X;, as covariates included in the model. In particular, we
want to derive the conditional density fyy,, ., of Y|X,,,...,X;,. Under the simplifying
assumption,
fyaaaWs 2, )
Pt Wl o ay,) = Dot .
|11 d 19 » Flg fll,...,ld(xllv""xld)
_ Tvtalty o s Tl - T ) fi o (T, )
fld”lrn,ld—l(%ld‘xlp <. ’wld71)fll,...,ld,1 (xll, C ’xld71>
= Yigla,-la— (FYllh-u,ldfl (y|l'l1a S >$ld—1)a F}d‘ll7..-,ld—l (l'ld|xll7 s 7l'ld—1))
X fY‘llv"-vld—l(ylxh? s 7xld,1>‘

Now we can apply the same steps to fyy, .1, ,-We repeat this until we obtain construction
of all bivariate copulas that contain Y:

fY|ll,-~~,ld(y|xl17 s ’xld> - fY(y)CYl1(FY(y)7 E1 (mh))
d

H CYlj;l1...l]'_1 (FY|11...ZJ‘71 (y|xl1 ce mlj—l)) Fvlj|ll...lj,1 (l’lj |$l1 s xl]‘_l)) .

Jj=2

(2.7.34)
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Therefore given the observed data (y, X’), the pseudo copula data ('f),l:{ ), the pair copula
families F and the corresponding copula parameters 6, the likelihood of the model is

(2.7.35)

where ¢y is the conditional copula density from Equation (2.7.32) and fy is the fitted
density function to the response variable Y. The log likelthood of the model is given by

~

I0LF.0.U)=> "Infy(y?) + i, F.0.U), (2.7.36)

where cll(l,F,0,U) is defined with Equation (2.7.32). In case of nonaprametric D-vine
regression model we follow the same steps, where we just discard the copula parameters
0.

Similar as before, using this log likelihood we can compute the AIC and BIC for the
model using the Equations (2.3.16) and (2.3.17), where as number of parameters we take
the parameters (degrees of freedom) used to fit the D-vine, and in case of parametric
estimation of marginals also the number of parameters used for their estimation.

2.8 Comparison of different regression models

After we fit different regression models to the training data sets, we want to compare them.
For comparison we use the log likelihood, AIC, BIC, training and test error, as well as
interval score, all of which are calculated on the original Y scale. The log likelihood,
AIC, BIC and training error are calculated on the training data set with n; number of
observations, whereas the test error and the interval score on the test data set which
contains n;.q; number of observations.

For the purpose of defining log likelihood on original Y scale for the models which use the
transformed variable In(Y) as a response variable, we denote the transformed response
variable as Y = In(Y’). Having the density fy of Y, we obtain the density fy of Y =

g(Y) = exp(Y) (Lefebvre (2006)) using the formula

foly) = fy<gl<y>>'@;—ly<y>\. (2.8.1)

Without loss of generality, let us denote the estimated density of Y by f5(-|¢), where @
is the vector of the estimated parameters in the respective regression model. Given ny,
observations ¢;,i = 1,...,ny. of Y and ny- observations y;,7 = 1,...,ny of Y, such that
v; = In(y;),i = 1,...,ny we derive the likelihood on Y scale

Ntr Ntr . 1 o Ntr 1
Lo = [[wlo) = [[ ol ~ Lo ][+ @82
i=1 i=1 v i=1 7"
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where L(y, ) is the likelihood of the respective model. From this it follows that the log
likelihood on Y scale is

Ntr

0y, ) =1(3,9) — Zln(y», (2.8.3)

where [(y, @) is the log likelihood of the respective model. Additionally, we give a general
definition of the criteria AIC and BIC defined with Equations (2.3.16) and (2.3.17). For
a given model M, we define the Akaike information criterion (AIC) and Bayesian infor-
mation criterion (BIC) (Fahrmeir, Kneib, Lang and Marx (2013)) on the original Y scale
as

AICM = 221(9,9) +2¢ (2.8.4)
BICM := —2I(y,®) + In(ny,)q, (2.8.5)

where [(y,®) is the maximized log likelihood of the respective model M and ¢ is the
number of parameters in the model. The number of parameters used for AIC and BIC for
the lognormal and gamma regression model is p+1, where p is the length of the vector
of estimated parameters B; for the linear quantile regression model with conditional «
quantiles is the length of the vector of the estimated parameters B(«); for the D-vine
regression model we take the number of parameters used to estimate the marginals and
the bivariate copulas in the model. The models with larger log likelihood and smaller
AIC and BIC are better.

Further, we define the training and test error of a model M (Hastie, Tibshirani and
Friedman (2009)) on the original Y scale as

Nir

- 1 2

eyt = — <yi,tr - yﬂf) (2.8.6)
=1
1 Ntest 2

W?gf@t = Nipost Z (yi,test - g%/,\;lest> ) (287)
est S

where ny,. and ny.s are the number of observations of the training and test data sets and
Yitrs Yitest are observations of the original response variable in the training and test data
set respectively. The values yj{}fr,i =1,...,n4 and @{}fest,i = 1,..., Nt We define for
each model M separately as:

e Lognormal regression model: Let ,B be the vector of estimated parameters in the
model and z,,.¢,.,, be the vector of the ith observation of the predictors present
in the model including the intercept, in the training and test data set respectively.

Then

~ T . ~ T p .
y;'/,\;tr' = exp (xi,trﬁ)7l = 17 coey Ny and y;-/};lest = exXp (x’i,testﬂ)72 = 1, vy Niest-

o Gammoa regression model: Let B be the vector of estimated parameters in the model

and z;,,.2; .., be the vector of the ith observation of the predictors present in the

model including the intercept, in the training and test data set respectively. Then

~M A o T 7 .
yi,tr - /’Li7t7’ = €Xp (xi,trﬂ)7l - 17 ey Ny and

~AM A _ T 2\
yi’test - ﬂ'i,test - eXp (mi’testﬂ> 9 1= 17 o 7nt88t'
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e Linear quantile regression model with original response Y : Let 3(0.5) be the vector
of estimated parameters in the model, where oo = 0.5, and ../, be the vector
of the ith observation of the predictors present in the model including the intercept,

in the training and test data set respectively. Then

?)i/,\?r = Jo5(Tir) = .’IIZW,B(O.5),Z' =1,...,n and
Gy = 05 @i pest) = TLesB0.5),0 = 1, Nger.

e Linear quantile regression model with transformed response In(Y): Let B(0.5) be the
vector of estimated parameters in the model, where a = 0.5, and ZZtmetest be the
vector of the 7th observation of the predictors present in the model including the

intercept, in the training and test data set respectively. Then

Q{,\fr = exXp ((j()ﬁ(zi,tr)) = eXp (xz—'l,—tr:B(O'5))7i =1,...,m and
g{,\?est = €xXp (QO.E)(xi,test)) = eXp (xiT,testB<O'5)) 7i = 1; <oy Ngest -

o D-vine quantile regression model with original response Y: Let xztr,a:ztest be the
vector of the ith observation of the predictors present in the model, in the training

and test data set respectively. Then
gi/,\;(r = CjO.E')(x'i,tr)ai = 17 ey Mgy and gi\?@st - qAO.S(xi,test)ai - 17 cooy Niest -

e D-vine quantile regression model with transformed response In(Y): Let .2/,
be the vector of the ith observation of the predictors present in the model, in the
training and test data set respectively. Then

g;'/?;lr = eXp (%.5(%,&)) ai = 17 ceey Ty and Qﬁf@st = eXp (dO.S(xi,test)) 7i = 17 <oy Ntest -

Typically, the training error is an overly optimistic estimate of the overall error, since the
same data is used to fit the model and assess this error. Therefore, we favour the com-
parison of the test errors more. Models with smaller training and test errors are better.
Additionally, we compute the interval score for a (1 — a)100% prediction interval, intro-
duced by Gneiting and Raftery (2007), on original scale Y on the test data set. This
measure rewards the model for narrow prediction intervals and it incurs penalty, the size
of which depends on «, if an observation misses the interval. Therefore, smaller interval
scores are better.

First we need to define the (1 —a)100% central prediction interval of the original response
Y for each regression model. For the gamma regression models we use the prediction in-
terval derived by Wasef Hattab (2016). For the models that use the transformed response
In(Y'), we use the exponential function to transform the prediction interval on the original
scale. This transformation of the prediction intervals is allowed because the exponential
function is strictly increasing.

e Lognormal regression model: Let B be the vector of estimated parameters in the
model. The prediction interval for a future observation In(yg) of the lognormal
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model at location &y with level 1 — « is given by (Fahrmeir, Kneib, Lang and Marx
(2013))

.’IIg,B - tn*p,P%S\/l + .’I:S—(XTX)_le,zOTB + 2fnﬂo,lf%S\/l +zg (XTX) o,

where ¢,,,1-2 is the (1 — §) quantile of the t-distribution with n — p degrees of
freedom, X is the hat matrix, s is the unbiased estimator of 02 defined with Equation
(2.3.10), n is the number of observations in the training data set i.e. n = ny, and p is
the length of the vector of estimated parameters ,B . Using the exponential function,
the prediction interval for a future observation yq at location xy with level 1 — « is
given by

[exp (xg,B — tn,pgl,%S\/l + xg(XTX)_ll'o);

exp (mgﬁ + tn_m_%S\/l + xOT(XTX)—la:())] :

(2.8.8)

Gamma regression model: We derive the prediction interval for a new observation
following Wasef Hattab (2016). For a future observation y, at location ¢, under the
model’s assumptions, it holds that Yy ~ Gamma(v,v/exp(z]B)) and that Yj is in-
dependent of Y. The MLE estimator of 8 for a gamma regression with log link func-
tion, B, follows a normal distribution asymptotically, i.e. 8 ~ N, (B8, (XTX)™/v).
Using that for X ~ Gamma(a, ), it holds ¢X ~ Gamma(a, 5/c) for a constant
¢ > 0, and that x2 random variable is Gamma(%, 3) distributed (Czado and Schmidt
(2011)), we obtain that 2vYy/ exp(z] B) ~ X3,

Next, we define the delta method (Jiang (2010), Example 4.4), which allows for

derivation of the asymptotic distribution of a nonlinear transformation of param-

eters whose asymptotic distribution is known. Let a, (£, — ¢) e Voasn — 0,
where a,, is a sequence of positive constants such that a,, — oo as n — oo, £, is a se-
quence of s-dimensional random vectors, ¢ is a constant s-dimensional vector and V'
is an s-dimensional random vector. If g(z) : R®* — R is a continuously differentiable
function it holds that

an (g({n) - g(c)) N [%@)] V as n — oo, (2.8.9)

where g—i(c) = <§—é(c), e %(c))T

Using B < N,(B,(XTX)™'/v) and the delta method (Equation (2.8.9)), we obtain
Yo = exp(@ B) ~ N(exp(z] B), exp(2z] B)zl (X TX)zo/v), from which it can be
derived that Y/ exp(z B) ~ N (1,2 (XTX)'zo/v). If we take into account the
uncertainty from estimating v, and the asymptotic independence of 7 and B , We can
estimate the distribution of Y5/ exp(x] B) by tn_p\/Zq (X X )12 /0 + 1, where n is
the number of observations in the training data set i.e. n = ny. and p is the length
of the vector of estimated parameters B in the model. We define

X3y
NG

G .=
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where the random variables in the nominator and denominator are independent.

Consequently,
20Y, Yo Gaj2Yo Gia/2Yo
PGy < - < Goasm) = P(—E= <Y, < — 7
(Clarn < exp(xlB)  exp(ziB) — /) ( 2w — T )

where Y, and Y, are independent random variables and G(q/2) and G(1_q/2) are
the /2 and 1 — /2 quantiles of the G distribution. Therefore, the asymptotic
(1 — @)100% prediction interval for y, is given by

[G(a/2) eXp(xoTB) G(l—a/2) eXp(%TB)

2.8.10
2v ’ 2v ’ ( )

where G is G with ¥ replacing v. In this thesis we find é(a/2) and é(l_a/g) using
100 000 simulations of the x3, and t,_, distribution.

For the application of this method of deriving a prediction interval for a new observa-
tion for gamma model with log link function, an important discussion is the estima-
tion of v. In the framework of the gamma model in this thesis, we defined that ¢ = %
and the estimator of ¢ using the moments is given by 7! = qg = n%p Yo <YM;“) 2.
Another estimator of ¢ is using the deviance,

= 6= . (2.8.11)

Wasef Hattab (2016) discusses that both these estimators are apppropriate choices
for estimation of v, however in this thesis for the derivation of the prediction intervals
we use the estimator given by Equation (2.8.11), which is also the choice in the case
studies in the paper.

e Linear quantile regression model with original response Y: Let B(%), B(l — %) be the
vector of estimated parameters in the linear quantile regression models with § and
1 — ¢ conditional quantiles respectively. Then the (1 — «)100% prediction interval
for a future observation gy, at location x is given by

[dg (@0), G1-2(z0) |, (2.8.12)

where ga (o) = zgﬁ(%) and §;—a(2o) = z]B(1 — $). When calculating prediction
intervals using linear quantile regression models, one needs to be cautious about
quantile crossing which leads to unreasonable prediction intervals. In this thesis
however, we do not face quantile crossing in the prediction intervals calculation.

e Linear quantile regression model with transformed response In(Y'): Let B(%), B(l—%)
be the vector of estimated parameters in the linear quantile regression models with
$ and 1 — § conditional quantiles respectively. Then the (1 — a)100% prediction

interval for a future observation gy, at location xq is given by
[exp (qg (xo)) , eXp (le—%@?o))], (2.8.13)

where ga (zo) = zJ B(2) and G- () = zJ B(1—2). Again, we do not face quantile
crossings, which guarantees reasonable prediction intervals.
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e D-vine quantile regression model with original response Y: The (1 —a)100% predic-
tion interval for a future observation yq at location zq is given by

[ég (@o), ng(xo)} : (2.8.14)

e D-vine quantile regression model with transformed response In(Y): The (1 —a)100%
prediction interval for a future observation yy at location x, is given by

[exp (cj% (m0)>,exp (c_}l_%(zo)ﬂ. (2.8.15)

Finally, let M . and @, be the lower and upper limits of the prediction interval by

1,tes i,test

model M for the ith observation in the test data set. We define the interval score for the
(1 — a)100% prediction interval as (Gneiting and Raftery 2007))

P 1 Ntest R 2 . .
~M M M M
ISOt = n Z [(ui,test - li,test) + a (li,test - yi7t55t>1{yi,t65t < li,test}
test i=1 (2816)
2 ) N
+ a (yiﬂfest - u%ggt)]{yi,test > u%est}} 9
where y; jest,7 = 1, ..., yesr are the observations of the original response in the test data

set and I{-} denotes the indicator function, which has value 1 when the condition in the
brackets is satisfied and value 0 otherwise.
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3 Data sets

After explaining some estimation methods and discussing statistical models in Section
2, we now apply them to a real-world data sets. In particular, we are interested in the
performance of the different models in modelling severity in motor insurance. For that
purpose we consider a data used for the 2017 pricing game of the French Institute of
Actuaries organized on November 16, 2017. The two data sets can be found in the R
package CASdatasets.

3.1 Introduction to data sets

The data set pgl7trainpol contains 100 000 policies for private motor insurance and
pgl7trainclaim contains 14 243 third party liability claims related to those 100.000 poli-
cies, which occurred in a span of one year. The data set of 100 000 policies contains all
the relevant collected information for the insured object and the policy holder of each
policy, whereas the data set of the claims contains only the individual claim amount and
the corresponding policy number.

We are interested in modelling the total claim amount occurred per insurance policy,
which is why we merge the two data sets, we aggregate the claim amount per policy and
we consider only the policies which notified a claim during this one year. We also add
an additional column with the number of claims per policy. However, knowing only the
total claim amount per policy is not sufficient because it depends on the policy’s coverage,
also called exposure. Since this information is not provided in our data, as coverage we
take the vehicle’s value, which is the replacement value of the vehicle in Euros without
inflation (so it is stable from a year to another). Finally, we can define our response
variable standardized claims as

total claim amount
Y = . 3.1.1
number of claims x vehicle value ( )

Before we aggregate the claim amount, we remove the observations that have a nega-
tive claim amount, which appear when the driver’s liability is not engaged so there’s a
legal recourse. For the lognormal models we use In(standardized claims) as a response
variable, for the gamma regression models we use standardized claims, and for the linear
quantile and D-vine quantile regression models we use both the transformed response
In(standardized claims) and the original response standardized claims as a response vari-
able.

We present the continuous variables of the data in Table 1 and the discrete variables
are summarized in Table 2. Before these summaries we removed the observations with
a license age bigger than 90 (of either driver) and observations with a wvehicle weight
0. They are unrealistic and we can’t be sure why such observations are present, there-
fore we remove them. This data cleaning results in a data set with 10599 observations.
Additionally, we introduce the additional covariate

difference in duration := policy duration-policy situation duration, (3.1.2)

as we want to investigate whether the period duration before the current policy conditions
affects our response significantly.



42

3 DATA SETS

Continuous Variable | Name ‘ Measurement unit ‘ Range Description
Response
. . . . Standardized claims as described
standr_claims standardized claims - [0.0008,16.6426] andarcized claims as descrbe
with Equation (3.1.1).
In_standr_claims In(standardized claims) - [-7.092,2.812] Logarithm of the standardized claims variable.
Covariates
French bonus malus system. The coefficient
starts at 1 and every year without a claim it
pol_bonus bonus malus class - [0.5, 1.56] decreases by 5% until it reaches a minimum of 0.5.
When a claim occurs, it increases by 25%,
with maximum of 3.5.
pol_duration policy duration Years [1,37] Represents hov&t Old the policy is, accounted from
the beginning of the current year.
The policy current endorsement duration and
pol_sit_duration policy situation duration Years [1,20] can differ from policy duration, because of change
of coverage,vehicle, drivers etc.
p e betwoe FP "
pol_diff_duration difference in duration Years [0,33] The dlﬂererlfe )gtwee} 1 policy (jlurdtlon
and policy situation duration.
Age of driver 1 ¢ d fr he beginning
drv_agel driver 1 age Years (19,103] ge of driver LOuTlt?d rom the beginning
' of the considered year.
Age of driver 2 counted from the beginning
drv_age2 driver 2 age Years [19,92] of the considered year. In policies with no driver 2,
the value is 0.
Age of the driving licence of driver 1. It is count
drv_age licl driver 1 license age Yoars [1,72] ge of the driving licence o driver t is counted
from the beginning of the current year.
Age of driving license of driver 2. T licies with
drv_age lic2 driver 2 license age Years [1,71] ge of driving jeense o driver 1 policies with
no driver 2, the value is 0.
The difference between the year of release of
vh age vehicle age Vears [1,51] 1e di erence between the year of release o
the vehicle and the current year.
. . . Engine cylinder displacement of the vehicle.
vh_cyl engine cylinder displacement ml [425,5666] . - i .
Higher values correspond to more powerful vehicle.
vh_din motor power Watts [20,507] Motor power of the vehicle.
i . . . Years from the beginning of the current year
vhosale-begin vehicle sale begin Years [1.54] to the beginning of marketing years of the vehicle.
. Years from the beginni f the current yes
vh sale_end vehicle sale end Years [1,46] ears trom £16 DERmIng of Lhe CUrTen year
to the end of marketing years of the vehicle.
. The vehicle maximum speed, as stated by the
vh_speed vehicle speed km/h [88,285] o 7
manifacturer.
vh_weight vehicle weight kg [560,3200] Weight of the vehicle.

Table 1: Description of the continuous variables in the data set.

In Table 2 we can observe the discrete covariates with their corresponding levels and
the number of observations per category. As the level ” All'Trips” of the covariate policy
usage has only 20 observations and the level ”Hybrid” of the covariate type of fuel has 15
observations, we remove them from the data set. The resulting data set contains 10 564
observations. We define an additional covariate claim indicator

number of claims = 1

One,

(3.1.3)
MoreThanOne,

claim indicator = ] ,
number of claims > 1

with which we want to differentiate between single and multiple claims in a policy and
investigate its effect on the response.

The covariate wvehicle carmaker has 50 levels, so in the next step we want to reduce
the number of factors in this covariate. Let £ = (z],...,2],)" be the vector of vehicle
carmaker sorted per factor levels, and z;,7 = 1,...,50 have corresponding length n;,i =
1,...,50, and let y = (y{,...,y4,)" denote their corresponding values of standardized
claims. Then for each level we define the mean standardized claims per vehicle carmaker
as

1 &
U = — v, i=1,...,50, 3.1.4
= (3.1.4)

where y;; is the jth observation in y;.
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Discrete Covariates | Name Number of levels Levels and correspor}dmg Description
number of observations
Mini 190 The coverage category of the policy. "Mini” policies cover
. Median 1 663 only Third Party Liability claims, whereas ”"Maxi” policies
pol-coverage policy coverage 4 Median 2 1388 covers all claims, including Damage, Theft,
Maxi 8358 ‘Windshield Breaking, Assistance etc.
Monthly 3434
pol_pay freq prcmium payment 4 Ql.lartcrly ‘303 The price of t_hc insurance coverage can be paid
frequency Biannual 3041 annually, biannually, quarterly or monthly.
Yearly 3821
oLpavd olicy ver day 9 Yes 327 A dummy which indicates whether our client
pol-pay poliey ¥ Y No 10272 has subscribed a mileage-based policy or not.
AllTrips 20 It describes what usage the driver makes from his
. ) ) Professional 809 vehicle most of time. ”Retired” stands for retired people
pol-usage policy usage 4 Retired 2665 (who usually drive less often) and ” All Trips”
‘WorkPrivate 7105 is similar to Professional (includes pro tours).

. Yes 3763 A dummy indicating if there is a secondary
drv.drv2 driver 2 2 No 6836 " driver if the policy. !
dev_sex] driver 1 sender 9 F 4414 Gender of driver 1. F’ stands for female and "M”

© M 6185 for male.
6836 Gender of driver 2. ”” denotes the observations
drv_sex2 driver 2 gender 3 F 2338 where driver 2 is not present, ”F” denotes females
M 1425 and "M” denotes males.
Diesel 6681
vh_fuel type of fuel 3 Gasoline 3903 Fuel type of the vehicle.
Hybrid 15
r
vh.make vehicle carmaker 50 Eggégé? ;gg: The vch_iclc carmaker. We present here onl:V the three
CITROEN 1607 major brands Renault, Peugeot and Citroen.
T type rehicle type 9 Commercial 532 The vehicle type. There are more ” Commercial” types
Vh-typ ven yp Tourism 10067 for ”Professional” policy usage than for ” WorkPrivate”.
Lo L MoreThanOne 1028 A dummy variable which differs between only
claim_ind claim indicator 2 . . Lo .
One 9571 one claim and multiple claims in the policy.

Table 2: Description of the discrete covariates in the data set.

Finally, based on the quantiles of y;,7 = 1,...,50 we create new covariate class carmaker
as
Classl, g; € [0.01,0.05]
class carmaker := < Class2, y; = 0.06 . (3.1.5)

Class3, ; €[0.07,0.09]

This is summarized in Tables 3 and 4. The disadvantage of merging levels of a covariate
is that we lose information from the data. Additionally, another disadvantage of this way
of merging is that we include information from another column from the data set as a
criterion of merging. However, this results in effective merging since now it is more likely
that this covariate is significant. In our modelling, we consider only class carmaker and
discard wvehicle carmaker.

Additionally, we created the covariate gender which combines the covariates driver 1
gender and driver 2 gender the following way:

(F, only driver 1 is present and is a female
M, only driver 1 is present and is a male

FF, Dboth drivers are female

gender = (3.1.6)

MF, driver 1 is a male, driver 2 is a female
FM, driver 1 is a female, driver 2 is a male
MM, both drivers are male

\

and its summary can be seen in Table 4. For modelling we discard the covariates driver
1 gender and driver 2 gender and use only gender.
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i | Vehicle carmaker level z; ‘ n; ‘ Ui i | Vehicle carmaker level z; ‘ n; ‘ Ui

1 EBRO 1 0.01]26 SUBARU 7 0.05
2 IVECO 1 0.01|27 VOLKSWAGEN 653 0.05
3 PORSCHE 6 0.01 | 28 BMW 189 0.06
4 BUICK 1 0.02 |29 CITROEN 1601 0.06
5 DAIMLER 1 0.02 |30 DAIHATSU 8 0.06
6 JAGUAR 9 0.02 |31 DODGE 5 0.06
7 LEXUS 1 0.02 |32 FORD 449 0.06
8 PONTIAC 1 0.02] 33 HYUNDAI 77 0.06
9 AUDI 202 0.03 | 34 LANCIA 17 0.06
10 CHRYSLER 29 0.03 | 35 MINI 46 0.06
11 LADA VAZ 3 0.03| 36 NISSAN 210 0.06
12 LAND ROVER 31 0.03 | 37 OPEL 378 0.06
13 MITSUBISHI 35 0.03 | 38 PEUGEOT 2052 0.06
14 SAAB 13 0.03 | 39 TOYOTA 351 0.06
15 SSANGYONG 5 0.03 |40 DAEWOO 10 0.07
16 VOLVO 67 0.03 |41 FIAT 262 0.07
17 JEEP 23 0.04 | 42 HONDA 69 0.07
18 MERCEDES BENZ 375 0.04 | 43 KIA 55 0.07
19 MG 3 0.04 |44 MAZDA 62 0.07
20 SMART 15 0.04 | 45 RENAULT 2681 0.07
21 ALFA ROMEO 49 0.05 | 46 ROVER 19 0.07
22 ISUZU 2 0.05 | 47 ARO 1 0.08
23 SANTANA 8 0.05 | 48 SUZUKI 99 0.08
24 SEAT 128 0.05 | 49 CHEVROLET 31 0.09
25 SKODA 48 0.05 | 50 DACIA 175 0.09

Table 3: Levels of wvehicle carmaker sorted by the values of mean standardized claims. The
horizontal lines indicate the different levels of class carmaker.

Discrete Covariates | Name Number of levels Levels and corresporfdmg Description
number of observations
Class1 1717 Vehicle carmaker merged based on
class_make class carmaker 3 Class2 5383 ) . L
the values of mean standardized claims.
Class3 3464
F 2909
M 267
ender ender 6 FF 1225 Driver 1 gender and driver 2 gender
& & MF 3905 combined in a covariate.
FM 2065
MM 193

Table 4: Description of the discrete covariates class carmaker and gender.

Now we want to separate the data set into training and test data set. We will fit our
models on the training data set and then evaluate and compare them on the test data set.
We split them randomly, such that the training data set would contain 9564 observations,
whereas the test data set 1000 observations. An important realisation is that out of 10564
observations, 7950 are in the best bonus malus class 0.5. Intuitively, we would expect that
the ”good” drivers which are in the best bonus malus class show different behaviour than
the other drivers. For that reason we additionally separate the training and test data set
to data sets where the value of bonus malus class is 0.5 and data sets where the bonus
malus class is different than 0.5.

For D-vine quantile regression we consider the some of the continuous covariates as ordinal
(for eg. policy situation duration), because they have a small number of unique values
(more details in Sections 4 and 5). To make the data consistent, we remove one observation
of the Bad Driver test data set, which had a value of policy situation duration which was
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not present in the Bad Driver training data set. Finally, we summarize our final data sets
in Table 5.

Data set Name Number of obsevations | Number of variables Description
Good Driver Data

The training data set of observations
where the bonus malus class=0.5.
The test data set of observations
where the bonus malus class=0.5.

datal training data set 7214 26

test_datal test data set 736 26
Bad Driver Data

The training data set of observations
where the bonus malus class#£0.5.
The test data set of observations
where the bonus malus class#£0.5.

data2 training data set 2350 27

test_data2 test data set 263 27

Table 5: Final data sets we use in this thesis. In the number of variables we include the
response variables standardized claims and In(standardized claims). The number of variables for
Bad Driver Data is bigger because there we can consider bonus malus class as a covariate.

In Section 3.2 and 3.3 we present exploratory data analysis for Good and Bad Driver Data
respectively, which we perform on the training data sets. We only present the covariates
that show influence on the response variable.

3.2 Exploratory data analysis for Lognormal and Gamma re-
gression on Good Driver Data

For lognormal and gamma regression we need to analyse the relationship between the
response In(standardized claims) and the covariates on the Good Driver training data
set. In gamma regression, our response variable is standardized claims, but since we use
the log link function, we want the relationship between In(standardized claims) and the
covariates to be linear. Therefore, the exploratory data analysis for gamma and lognormal
regression coincides. We begin with the main effects.

Main effects

Continuous covariates

Scatterplots between the continuous covariates and the response In(standardized claims)
are presented and the relationship between the variables is analysed. Since in some of the
plots the relationship is nonlinear, which can be seen by adding a smoother line to the
plot, we transform the covariates with appropriate functions. In that case, we fit a linear
model using only the transformed covariate with In(standardized claims) as a response
variable, and add its fitted values to the scatterplot, in order to compare them with the
smoother line from the raw data. If the smoother line and the fitted linear model line are
almost identical, we know that our transformation is adequate. The influential continu-
ous covariates on In(standardized claims) in the Good Driver training data set with their
respective transformations are shown in Table 6.

Additonally, we present their scatterplots against the response In(standardized claims) in
Figure 3. All scatterplots are manually trimmed at the ends for better visualisation. The
number of observations omitted per covariate scatterplot is shown in Table 6. For driver
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2 age the number of ommited observations is so high because the value of driver 2 age is
0 in the observations where driver 2 is not present. However, as they are zeros, they do
not influence the response and the relationship between driver 2 age and In(standardized
claims), therefore we remove them from the plot.

. . . Number of ommited observations
Continuous variables | Transformations . R
in the scatterplots in Figure 3

pol_sit_duration - 20

drv_agel poly(drv_agel,2) 19

drv_age2 poly(drv_age2,2) 4.509

drv_age licl - 25

drv_age_lic2 poly(drv_age lic2,2) 18

vh_cyl log(vh_cyl) 18

vh_din poly(vh_din,5) 18

vh_speed - 14

vh_weight poly(vh_weight,3) 25

Table 6: Influential continuous covariates on In(standardized claims) in the Good Driver training
data set, where poly(-,n) is the orthogonal polynomial function of nth degree and log(-) is the
natural logarithm function. For some covariates no transformation was needed.

An important caution before we start modelling is to avoid multicollinearity, which is
a phenomenon in which one covariate can be linearly predicted from other covariate(s)
and is usually indicated by a high correlation between these two covariates, as it leads to
unstability of the models to small changes of the data. For that purpose we investigate
Kendall’s taus (defined by Definition 2.5.5) between these continuous covariates in Table 7.
We use Kendall’s tau as a correlation measure, because it does not depend on the marginal
distributions of the covariates, therefore is a more robust measure of correlation. We can
spot that some of the Kendall’s taus are high, which may lead to multicollinearity in our
models. We solve this by not includuing the covariates drv_age_licl and drv_age_lic2,
since the models with drv_agel and drv_age2 showed the most parsimonious fit. We
include both covariates vh_din and vh_speed to our models in the beginning, however the
reduced models, which showed a more parsimonious fit, do not include both covariates.

polsit_ | drv_ | drv_ | drv_age | drv_age | vhe | vho | vh_ vh_
duration | agel | age2 | _licl lic2 cyl | din | speed | weight

pol.sit- 1.00

duration

drv_agel 0.11 1.00

drv_age2 -0.05 0.01 | 1.00

drv_age

el 0.09 0.80 | 0.02 1.00

drvage |05 | 001 (096 001 | 100

ic2

vh_cyl -0.02 -0.07 | 0.03 | -0.03 0.03 1.00

vh_din -0.09 -0.06 | 0.06 | -0.02 0.06 0.57 | 1.00

vh_speed -0.06 |-0.03] 0.06 | -0.01 0.06 |042 0.72 | 1.00

vh_weight | -0.09 |-0.08 | 0.05 | -0.03 0.05 [0.59]0.61 ] 041 1.00

Table 7: Kendall’s tau correlations for the influential continuous covariates in Good Driver
training data set. The high Kendall’s taus are marked with gray.
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Legend = smoother line = fitted line of In(standardized claims)~(transformed) covariate
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Figure 3: Trimmed scatterplots of the influential continuous variables against the response
variable In(standardized claims) in Good Driver training data set.
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Discrete covariates

3 DATA SETS

The influential covariates on the response In(standardized claims) are shown in Table
8. Their respective boxplots against the response In(standardized claims), as well as the
density plots of In(standardized claims) for different levels of the covariates are presented
in Figure 4. As it can be seen in Figure 4, the influence of the levels "Maxi”, ” Median1”
and "Median2” on the covariate policy coverage on the response is similar (the medians
of In(standardized claims) on these levels are similar), which is why we transform it into
a new covariate policy coverage where we merge these levels into one level ”NoMini”.
Similarly, for the covariate class carmaker we merge ”Class2” and ”Class3” into one level
”Class2&3”. From this point on, when we mention the covariates policy coverage and class
carmaker of the Good Driver training data set, we refer to these transformed covariates.
Respectively, we will use these transformed covariates in our models.
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Figure 4: Boxplots and density plots of the response variable In(standardized claims) for different
levels of the discrete influential covariates from Table 8.
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. . m . Name of the Levels and corresponding number of Description of the transformed
Discrete covariates | Transformed covariate . i . . .
transformed covariate | observations of the (transformed) covariate covariate
) ) . ) Mini 109 We merge the levels " Medianl”, " Median2”
pol-coverage pol-coverage2 policy coverage NoMini 7105 and ”Maxi” in one level "No Mini”.
class_make class_make2 class carmaker Class] 1131 We merge the levels ”Class2” and *Class3”
- Class2&3 6083 in one level " Class2&3”.
vh_fuel ) ) Diesel 4523 B
Gasoline 2691
vh_type ) ) Commercial 400 B
- Tourism 6814
claim_ind . . MoreThanOne 685 B
One 6529

Table 8: Influential discrete covariates on In(standardized claims). For class carmaker and policy
coverage we introduce new versions which are created by merging some of their levels in one, as
described in the Description column.

Interactions

We only analyse interaction terms between the covariates which are included as main
effects. For the continuous covariates in polynomial form, we can include an interaction
term with them with any degree of polynomial which is smaller or equal than the degree
of the main effect. All the interactions that we consider in our models are summarized in
Table 9.

drv_agel:poly(drv_age2, 2)
drv_agel:vh_speed
drv_agel:poly(vh_weight,3)
drv_age2:poly(vh_weight,2)
log(vh_cyl):vh_speed
poly(vh_din,3):vh_speed
poly(vh_din,5):poly(vh_weight,3)
vh_speed:poly(vh_weight,3)
drv_agel:pol_coverage2
Continuous vs Categorical | drv_agel:claim_ind
poly(drv_age2, 2):pol_coverage2
Categorical vs Categorical | pol_coverage2:claim_ind

Continuous vs Continuous

Table 9: Interactions for Good Driver Data.

The surface plots of the interactions of continuous vs continuous variables are presented
on original scale, without their orthogonal polynomial transformations. We can spot an
interaction term due to the nonlinearity of the surfaces. The resulting plots are presented
in Figure 5.
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Figure 5: Plots of interaction terms between continuous covariates on original scale in Good
Driver training data set, which are summarized in Table 9.
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For interactions between continuous and categorical covariates, we tried to transform the
continuous covariate such that the different levels of interaction look linear, but for some
cases none of the transformations helped (for eg. the interaction of driver 1 age and policy
coverage). Therefore, we leave them on original scale. The interaction plot of driver 2 age
and policy coverage, which includes orthogonal polynomial of second degree of driver 2 age,
is plotted such that we show how different levels of policy coverage affect the polynomial
fit of driver 2 age and the response In(standardized claims). The interaction plots of
continuous vs categorical and categorical vs categorical variables are presented in Figure
6, whereas in Table 10 we can see number of observations per level of the interaction
between policy coverage and claim indicator. There are only 3 observations for the levels
Mini and MoreThanOne, which needs to be taken into account when interpreting the
boxplots and the estimated parameters in our models.

claim indicator
One | MoreThanOne
Mini 106 3
NoMini | 6423 682

policy coverage

Table 10: Number of observations per level of interaction for policy coverage and claim indicator.
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Figure 6: Plots of interaction terms for continuous vs categorical and categorical vs categorical
covariates in Good Driver training data set, which are summarized in Table 9.
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3.3 Exploratory data analysis for Lognormal and Gamma re-
gression on Bad Driver Data

Similarly as for Good Driver Data, we are interested in the relationship between the
response [n(standardized claims) and the covariates on Bad Driver training data set. In
particular, we are interested that this relationship in linear. We begin with the main
effects and then follow with interactions.

Main effects

Continuous covariates

We look at the scatterplots of the continuous covariates against the response In(standardized
claims). Some nonlinearity can be spotted, which is why we transform certain covariates
using polynomials, as these transformations showed a most parsimonious fit. To the scat-
terplots we add a smoother line as a reference for comparison with our fitted linear model
to the (transformed) covariates and the response In(standardized claims). The influential
covariates and their respective transformations can be seen in Table 11.

. . . Number of ommited observations
Continuous variables Transformations . A
in the scatterplots in Figure 7

pol_bonus - 10

pol_duration - 2

pol sit_duration - 3

drv_agel poly(drv_agel,4) 9

drv_age2 poly(drv_age2,3) 1698

drv_age_licl poly(drv_age_licl,3) 4

drv_age lic2 poly(drv_age_lic2,4) 7

vh_cyl poly(vh_cyl,2) 6

vh_din poly(vh_din, 3) 4

vh_speed poly(vh_speed, 2) 3

vh_weight poly(vh_weight,5) 9

Table 11: Influential continuous covariates on In(standardized claims) in Bad Driver training data
set, where poly(-, n) is the orthogonal polynomial function of nth degree. For some covariates
no transformation was needed.

We present their scatterplots against the response In(standardized claims) in Figure 7. All
scatterplots are manually trimmed at the ends for better visualisation and the number
of observations omitted per covariate scatterplot is shown in Table 6. For driver 2 age
the number of ommited observations is so high because the value of driver 2 age is 0 in
the observations where driver 2 is not present. However, as they are zeros, they do not
influence the relationship between driver 2 age and In(standardized claims), therefore we
remove them from the plot.
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Legend = smootherline = fitted line of In(standardized claims)~(transformed) covariate
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Figure 7: Trimmed scatterplots of the influential continuous variables against the response
variable In(standardized claims) in Bad Driver training data set.
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In this training data set, multicollinearity can be spotted too. The Kendall’t taus of the
continuous covariates are presented in Table 12. The highest Kendall’s tau is between
driver 2 age and driver 2 license age, which is why we avoid using both covariates at the
same time in a model. Additionally, driver 1 age and driver 1 license age, as well as motor
power and vehicle speed have also high Kendall’s tau values. Therefore, we do not include
the covariates drv_agel and drv_age_lic2 for the lognormal regression model, whereas for
gamma regression we omit the covariates drv_age_licl and drv_age_lic2. Additionally,
the reduced models of both regression methods, which showed most parsimonious fits,
contain vh_din but do not include vh_speed.

pol- pol_ polsit_ | drv_ | drv_ | drv_age | drv_age | vho | vho | vhe vhe
bonus | duration | duration | agel | age2 | _licl ic2 cyl | din | speed | weight

pol_

bonus 100

pol- 1 90 | 100

duration

polsit- | o7 | 027 1.00

duration

drve ) 20 | 031 0.16 | 1.00

agel

v 005 | 003 | 004 | 009 | 100

age2

drvase | o0 | 032 | 015 082 011| 100

licl

d“l’i*:;ge 2015 | 0.03 20.04 | 008 [0.97| 0.11 1.00

vh_cyl -0.07 -0.01 -0.03 0.01 | 0.09 0.04 0.09 1.00

vh_din -0.08 -0.01 -0.08 0.03 | 0.10 0.07 0.10 0.57 | 1.00

vh_speed | -0.05 -0.03 -0.07 -0.01 | 0.07 0.01 0.07 0.45 ] 0.74 | 1.00

vh_weight | -0.08 0.01 -0.06 0.06 | 0.12 0.09 0.13 0.59 | 0.62 | 0.43 1.00

Table 12: Kendall’s tau correlations for the influential continuous covariates in Bad Driver
training data set. The high Kendall’s taus are marked with gray.

Discrete covariates

The influential discrete covariates on the response In(standardized claims) are shown in
Table 13. Their respective boxplots against the response In(standardized claims), as well
as the density plots of In(standardized claims) for different levels of the covariates are
presented in Figure 8. As for Good Driver training data set, the influence of the levels
"Maxi”, ”Medianl” and "Median2” of the covariate policy coverage on the response is sim-
ilar (the medians of In(standardized claims) on these levels are similar), which is why we
transform it into a new covariate policy coverage where we merge these levels into one level
"NoMini”. Similarly, for the covariate class carmaker we merge ”Class2” and ”Class3”
into one level ”Class2&3”, for policy usage we merge ” Professional” and ”WorkPrivate”
to "NoRetired”, and for gender we merge "F” and "FF” to ”FemalesOnly” and "FM”,
"M” "MFE”, "MM” to 7 AllOther”. From this point on, when we mention the covariates
policy coverage, class carmaker, policy usage and gender of the Bad Driver training data
set, we refer to these transformed covariates. Respectively, we will use these transformed
covariates in our models.
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Figure 8: Boxplots and density plots of the response variable In(standardized claims) for different
levels of the discrete influential covariates from Table 13.
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. . m . Name of the Levels and corresponding number of Description of the transformed
Discrete covariates | Transformed covariate . i . . .
transformed covariate | observations of the (transformed) covariate covariate
) ) . ) Mini 65 We merge the levels "Medianl”, ” Median2”
pol.coverage pol.coverage? policy coverage NoMini 2285 and "Maxi” in one level "NoMini”.

§ ) . ) Retired 274 We merge the levels " Professional” and
pol-usage pol-usage? policy usage NoRetired 2076 " WorkPrivate” in one level "NoRetired”.
class_make class_make2 class carmaker Class] 108 We merge the levels ”Class2” and *Class3”

B Class2&3 1942 in one level " Class2&3”.
gender sender? gender FemalesOnly 829 We merge "F” and "FF” to "FemalesOnly”
© ’ AllOther 1521 and all other levels into ” AllOther”
Diesel 1522
vh-fuel ) ) Gasoline 828 B
claim_ind . . One 2106 .
- MoreThanOne 244

Table 13: Influential discrete covariates on In(standardized claims). For policy coverage, policy
usage, class carmaker and gender we introduce new versions, which are created by merging some
of their levels in one, as described in the Description column.

Interactions

We only analyse interaction terms between the covariates which are included as main
effects. For continuous covariates in polynomial form, we can include an interaction term
with them with any degree of polynomial which is smaller or equal than the degree of the
main effect. Additionally, in the models for Bad Driver training data set we don’t consider
any categorical vs categorical variable interaction since there seems to be no interaction
between the influential categorical covariates. All the interactions that we consider in our
models are summarized in Table 14.

Continuous vs Continuous

pol_bonus:poly(drv_agel,4)
pol_bonus:drv_age_licl
pol_bonus:vh_cyl
pol_bonus:poly(vh_din,3)
pol_bonus:poly(vh_weight,2)
poly(drv_agel,4):vh_cyl

drv_age licl:vh_cyl
drv_agelicl:poly(vh_din,3)
drv_age licl:poly(vh_weight,5)
vh_cyl:vh_din
vh_cyl:poly(vh_weight,2)
vh_din:poly(vh_weight,2)

poly(drv_agel,4):poly(vh_weight,2)

Continuous vs Categorical

pol_bonus:pol_coverage2
pol_bonus:class_make2
drv_age licl:pol_coverage2
vh_din:vh_fuel

Table 14: Interactions for Bad Driver Data.

The surface plots of the interactions of continuous vs continuous variables are presented
on original scale, without their orthogonal polynomial transformations. We can spot an
interaction term due to the nonlinearity of the surfaces. The resulting plots are presented
in Figure 9 and Figure 10.
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Figure 9: Plots of interaction terms between continuous covariates on original scale in Bad
Driver training data set, which are summarized in Table 14.
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Figure 10: Plots of interaction terms between continuous covariates on original scale in Bad
Driver training data set, which are summarized in Table 14.
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Figure 11: Plots of interaction terms for continuous vs categorical covariates in Bad Driver
training data set, which are summarized in Table 14.

The interaction plot of a continuous vs categorical covariate,is plotted such that we show
how different levels of the categorical covariate affect the smoother line of the continuous
covariate with respect to the response In(standardized claims). We tried to transform the
continuous covariate such that the different levels of interaction look linear, but for some
cases none of the transformations helped (for eg. the interaction of driver 1 license age
and policy coverage). Therefore, we leave them on original scale. The interaction plots of
continuous vs categorical variables are presented in Figure 11.
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4 Modelling on Good Driver Data

In this section we present the lognormal, gamma, linear quantile and D-vine quantile
regression results for the Good Driver Data. After the exploratory data analysis in Sec-
tion 3.2, we can proceed with fitting of lognormal and gamma regression with log link
function. We fit D-vine regression using both the original response standardized claims
and the transformed response In(standardized claims), with nonparametric marginals and
nonparametric bivariate copulas. Consequently, we fit two linear quantile regression mod-
els using the same covariates which were selected in the D-vine regression models. At the
end of the section we compare all four model approaches.

4.1 Lognormal regression model

Due to the high correlation of drv_age_lic1 and drv_age_lic2 with drv_age1 and drv_age?2
respectively, we don’t include drv_age_licl and drv_age_lic2 in our lognormal models.
This decision was based on fitting different models by removing one of the covariates who
is highly correlated to another one. Therefore, the main effects lognormal model which
includes the covariates presented in Section 3.2 is:

LogLM1_main<-1m(1ln_standr_claims~pol_sit_duration+poly(drv_agel,2)+
poly(drv_age2,2)+log(vh_cyl)+poly(vh_din,5)+vh_speed+
poly(vh_weight,3)+pol_coverage2+
vh_fuel+claim_ind+class_make2+vh_type, data=datal)

R* =9.31%, R.y = 9.06% Estimate Std. Error t value Pr(>|t])
(Intercept) 0.08 0.88 0.09 0.93
pol_sit_duration 0.00 0.01 0.51 0.61
poly(drv_agel, 2)1 5.71 1.23 4.66 0.00
poly(drv_agel, 2)2 3.80 1.10 3.47 0.00
poly(drv_age2, 2)1 -0.77 .09 -0.70 0.48
poly(drv_age2, 2)2 -1.00 119 -0.84 0.40
log(vh_cyl) -0.37 0.10  -3.50 0.00
poly(vh_din, 5)1 -5.90 3.87  -1.53 0.13
poly(vh_din, 5)2 0.14 1.42 0.10 0.92
poly(vh_din, 5)3 -0.82 1.22  -0.67 0.50
poly(vh_din, 5)4 -0.57 1.16  -0.49 0.62
poly(vh_din, 5)5 3.58 1.10 3.25 0.00
vh_speed -0.00 0.00 -1.17 0.24
poly(vh_weight, 3)1 -7.03 239 -2.94 0.00
poly(vh_weight, 3)2 2.77 1.41 1.96 0.05
poly(vh_weight, 3)3 1.82 129 141 0.16
pol_coverage2NoMini -0.54 0.11 -5.08 0.00
vh_fuelGasoline 0.17 0.04 4.55 0.00
claim_indOne -0.16 0.04 -3.68 0.00
class_make2Class2&3 0.10 0.04 2.75 0.01
vh_typeTourism 0.01 0.06 0.19 0.85

Table 15: Maximum likelihood estimates, estimated standard errors, t-values and corresponding
p-values, as well as R? and Rad] for the model LogLM1_main.



4.1 Lognormal regression model 61

As already discussed, in the case when a high degree term of a polynomial shows signif-
icance but lower degree terms are not significant, we keep all lower degree terms of the
polynomial in the model too, which is the case of the covariate vh_din. The advantage of
using orthogonal polynomials in our models is that the significance of the parameters of
a polynomial can be interpreted as significance of each term isolated from the influence
of all lower terms of the polynomial. The overall fit of this model is not very good, since
the dej value is less than 10%. Additionally, we can see that some of the main effects
are not significant, which is why we reduce the covariates of the model using the step
function with BIC criterion. The backward model however does not include the covariate
class_make2, which shows significance in LogLM1_main, therefore we manually add it to

the model. The resulting model is:

step(LogLM1_main,direction="backward",data=datal,k=1n(nrow(datal)))

LogLM1_main_red<-1lm(ln_standr_claims ~ poly(drv_agel, 2)+
log(vh_cyl)+vh_speed+poly(vh_weight,3)+
pol_coverage2+vh_fuel+claim_ind+class_make2,
data = datal)

R?*=9.11%, R?,, =8.97% Estimate Std. Error t value Pr(>[t|)

adj
(intercept) 0.72 0.68 1.06 0.29
poly(drv_agel, 2)1 5.50 1.10 5.00 0.00
poly(drv_agel, 2)2 3.91 1.09 3.60 0.00
log(vh_cyl) -0.40 0.09  -4.25 0.00
vh_speed -0.00 0.00 -4.69 0.00
poly(vh_weight, 3)1 -9.71 1.76 -5.52 0.00
poly(vh_weight, 3)2 2.94 1.25 2.36 0.02
poly(vh_weight, 3)3 2.87 1.09 2.63 0.01
pol_coverage2No Mini -0.54 0.11 -5.11 0.00
vh_fuelGasoline 0.15 0.03 4.27 0.00
claim_indOne -0.16 0.04 -3.69 0.00
class_make2Class2&3 0.10 0.04 2.70 0.01

Table 16: Maximum likelihood estimates, estimated standard errors, t-values and corresponding

p-values, as well as R? and R?ldj for the model LogLM1_main_red.

dej is almost the same in model LogLM1_main_red compared to model LogLM1_main, but all
of the covariates in the model LogLM1_main_red are significant. Therefore, LogLM1_main_red
shows much more parsimonious fit. Now we try to improve the model LogLM1_main_red

by allowing interaction effects to enter the model:

LogLM1_inter<-1m(1ln_standr_claims~poly(drv_agel, 2)+log(vh_cyl) +
vh_speed + poly(vh_weight, 3)+pol_coverage2+vh_fuel+
claim_ind+class_make2+drv_agel:vh_speed+
drv_agel:poly(vh_weight,3)+log(vh_cyl) :vh_speed+
vh_speed:poly(vh_weight,3)+drv_agel:pol_coverage2+
drv_agel:claim_ind+pol_coverage2:claim_ind, data=datal)
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R* =9.2T%, Ri;; = 9.00% Estimate Std. Error t value Pr(>|t])

(Intercept) 2.40 4.05 0.59 0.55

poly(drv_agel, 2)1  -21.28 15.01  -1.42 0.16
poly(drv_agel, 2)2 3.70 1.11 3.32 0.00
log(vh_cyl) -0.66 054  -1.21 0.23

vh_speed -0.02 0.02 -0.74 0.46

poly(vh_weight, 3)1 21.07 16.08 1.31 0.19
poly(vh_weight, 3)2 -25.36 10.68  -2.37 0.02
poly(vh_weight, 3)3 -1.36 9.41 -0.14 0.89
pol_coverage2No Mini -1.07 0.74 -1.46 0.15
vh_fuelGasoline 0.13 0.04 3.68 0.00
claim_indOne -0.06 0.66 -0.09 0.93
class_make2Class2&3 0.10 0.04 2.54 0.01
vh_speed:drv_agel 0.00 0.00 1.38 0.17
poly(vh_weight, 3)1:drv_agel -0.09 0.10 -0.89 0.37
poly(vh_weight, 3)2:drv_agel 0.17 0.10 1.63 0.10
poly(vh_weight, 3)3:drv_agel 0.04 0.09  0.39 0.70
log(vh_cyl):vh_speed 0.00 0.00 0.43 0.67
vh_speed:poly(vh_weight, 3)1 -0.15 0.09 -1.72 0.08
vh_speed:poly(vh_weight, 3)2 0.12 0.05 2.21 0.03
vh_speed:poly(vh_weight, 3)3 0.00 0.05 0.10 0.92
pol_coverage2No Mini:drv_agel 0.01 0.01 1.25 0.21
claim_indOne:drv_agel -0.00 0.00 -0.22 0.83
pol_coverage2No Mini:claim_indOne -0.06 0.64 -0.09 0.93

Table 17: Maximum likelihood estimates, estimated standard errors, t-values and corresponding

p-values, as well as R? and Rgdj for the model LogLM1_inter.

The fit of the model LogLM1_inter is not much better than LogLM1_main_red, because
the Rgdj is almost the same and a lot of the covariates are insignificant. Using again the
backward selection on the model LogLM1_inter with the help of the step function and

BIC criterion

step(LogLM1_inter,direction="backward",data=datal,
scope=list (upper= LogLMl_inter, lower= LogLMl_main_red),
k=1n(nrow(datal)))

we get the main effects model LogLM1_main_red. Therefore, none of the interaction effects
were kept by using the backward selection. In order to statistically test the importance
of the interactions we need to perform an F-test for the models LogLM1_main_red and
LogLM1_inter. This is done using the anova function in R. The resulting p-value is not
smaller than 0.05, which tells us that none of the interaction effects can be considered as
statistically significant at 0.05 level:

anova(LogLM1_main_red,LogLM1_inter)

Res.Df RSS Df Sum of Sq F  Pr(>F)
1 7202 8432
2 7191 8418 11 14.36  1.12 0.34

Table 18: F-test for the interaction effects in model LogLM1_inter.
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However, if we manually try to remove the insignificant interactions on 0.1 level and leave
the significant ones in the model, we end up with the reduced interaction effects model
which adds only one interaction effect:

LogLM1_inter_red<-1m(1ln_standr_claims~poly(drv_agel, 2) + log(vh_cyl) +
vh_speed + poly(vh_weight, 3) + pol_coverage2 + vh_fuel +
claim_ind+vh_speed:poly(vh_weight,2), data=datal)

R* =9.18%, R%, = 9.03% Estimate Std. Error t value Pr(>[t])

adj
(intercept) 0.78 0.68 1.15 0.25
poly(drv_agel, 2)1 5.57 1.10 5.07 0.00
poly(drv_agel, 2)2 3.83 1.09 3.52 0.00
log(vh_cyl) -0.44 0.09 -4.66 0.00
vh_speed -0.00 0.00 -2.37 0.02
poly(vh_weight, 2)1 17.53 8.94 1.96 0.05
poly(vh_weight, 2)2 -16.31 8.05  -2.03 0.04
pol_coverage2No Mini -0.56 0.11 -5.25 0.00
vh_fuelGasoline 0.13 0.03 3.70 0.00
claim_indOne -0.16 0.04 -3.65 0.00
class_make2Class2&3 0.10 0.04 2.56 0.01
vh_speed:poly(vh_weight, 2)1 -0.16 0.05 -3.13 0.00
vh_speed:poly(vh_weight, 2)2 0.12 0.05 2.53 0.01

Table 19: Maximum likelihood estimates, estimated standard errors, t-values and corresponding

p-values, as well as R? and Rgdj for the model LogLM1_inter_red.

We can remove all these interactions, because performing an F-test for the removed co-
variates using the ANOVA table results in p-value of 0.75, which means that there is
no statistical evidence that either one of them is significant. If we compare the model
LogLM1_inter_red to LogLM1_main_red, we can spot that the R?Ldj of LogLM1_inter_red
is slightly bigger and the interaction term is significant. We can test the significance
of this term using the F-test again, which confirms that the interaction parameters are

significant:

anova(LogLM1_main_red,LoglM1_inter_red)

Res.Df RSS Df Sum of Sq F  Pr(>F)
1 7202 8432
2 7201 8426 1 6.43 5.49 0.02

Table 20: F-test for the interaction term in model LogLM1_inter_red.

Finally, in our later model and methods comparison, for Good Driver Data we will consider
the lognormal models LogLM1_main_red and LogLM1_inter_red as best lognormal models.
We can see that the model LogLM1_inter_red has slightly better dej value, however since
they do not differentiate much, we would like to know the performace of both models.
For model diagnostics however, we focus only on LogLM1_inter_red.
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The plot of the internally studentized residuals of LogLM1_inter_red is given in Figure
12. If the model assumptions are satisfied, these residuals are approximately A(0,1)-
distributed, therefore almost all of the observations should lie on the interval [-3,3]. As
observed, they randomly fluctuate around zero and only 8 observations are outside of the
interval [-3,3]. Therefore, there is no statistical evidence against the model assumptions.
The blue line at 0 is the smoother line of the residuals, whereas the red line around the
0 is the vertical line y = 0. The red dashed lines denote the values y = —3 and y = 3.

studentized residuals

0 2000 4000 6000
observation number

Figure 12: Internally studentized residuals of the model LogLM1_inter_red.

Additionally, in Figure 13 we observe the Q-Q plot of the internally studentized residuals,
where the values follow the 45° line. We can spot that the distribution shows right
skewness and heavier right tail than the normal distribution, but only for few observations.

Normal Q-Q

Standardized residuals

Theoretical Quantiles

Figure 13: Q-Q plot of the internally studentized residuals of the model LogLM1_inter_red.

The model has 408 high leverage points, but since these show only x-outliers we don’t
consider them as influential observations. What is important that none of the Cook’s
Distance values is bigger than 1, so there are no influential points that need to be studied
or removed. Finally, we can conclude that there is no evidence against the lognormal
regression assumptions.



4.2 Gamma regression model 65

4.2 Gamma regression model

Similarly as for the lognormal regression models, we don’t consider the covariates drv_age_
licl and drv_age_lic2 due to their high correlation with drv_agel and drv_age?2 respec-
tively. This decision was based on fitting different models by removing one of the co-
variates who is highly correlated to another one. The main effects gamma model which
includes the covariates presented in Section 3.2 is:

GamRegl_main<-glm(standr_claims ~ pol_sit_duration+poly(drv_agel,2)+
poly(drv_age2,2)+log(vh_cyl)+poly(vh_din,5)+
poly(vh_speed,5)+poly(vh_weight,3)+pol_coverage2+
vh_fuel+claim_ind+class_make2+vh_type, data=datal,
family=Gamma (1ink="log"))

¢ =6.07 Estimate Std. Error t value Pr(>|t|)

(Intercept) 0.80 2.00 0.40 0.69
pol_sit_duration 0.02 0.02 1.14 0.26
poly(drv_agel, 2)1 5.66 2.79 2.03 0.04
poly(drv_agel, 2)2 0.28 2.49 0.11 0.91
poly(drv_age2, 2)1 2.81 2.49 1.13 0.26
poly(drv_age2, 2)2 -4.63 272 -1.70 0.09
log(vh_cyl) 0.51 024 215 0.03
poly(vh_din, 5)1 -6.38 8.81 -0.72 0.47
poly(vh_din, 5)2 -1.28 324  -0.40 0.69
poly(vh_din, 5)3 0.02 2.79 0.01 0.99
poly(vh_din, 5)4 0.75 2.64 0.29 0.77
poly(vh_din, 5)5 1.97 2.50 0.79 0.43
vh_speed 0.00 0.00 0.15 0.88
poly(vh_weight, 3)1 -10.76 545  -1.97 0.05
poly(vh_weight, 3)2 6.11 3.22 1.90 0.06
poly(vh_weight, 3)3 -1.06 295  -0.36 0.72
pol_coverage2NoMini -0.28 0.24 -1.16 0.25
vh_fuelGasoline 0.10 0.08 1.18 0.24
claim_indOne 0.09 0.10 0.90 0.37
class_make2Class2&3 0.11 0.09 1.27 0.21
vh_typeTourism 0.03 0.14 0.20 0.84

Table 21: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for the model GamRegl_main.

The estimate for vh_speed is shown as 0.00 due to the rounding to two decimals. The
model’s residual deviance is 8313.4 on 7193 degrees of freedom. If we try to remove the
insignificant covariates using the step function with BIC criterion, we obtain again a
model in which a lot of covariates are not significant. Therefore, we present a reduced
main effects model where we manually removed the insignificant covariates from the model
GamRegl_main:

GamRegl_main_red<-glm(standr_claims ~ drv_agel+poly(drv_age2,2)+
log(vh_cyl)+poly(vh_weight,2), data=datal,
family=Gamma(link="1log"))
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¢ =6.25 Estimate Std. Error t value Pr(>[t])

(Intercept) 2.04 1.43 1.43 0.15
drv_agel 0.01 0.00 2.51 0.01
poly(drv_age2, 2)1 2.63 2.51 1.05 0.29
poly(drv_age2, 2)2 -4.95 275 -1.80 0.07
log(vh_cyl) 0.71 019  -3.72 0.00
poly(vh_weight, 2)1  -14.42 392  -3.68 0.00
poly(vh_weight, 2)2 7.51 2.61 2.87 0.00

Table 22: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for the model GamRegl_main_red.

The model GamRegl_main_red has residual deviance 8373.2 on 7207 degrees of freedom
and the significance of the covariates is much better. If we perform partial deviance test
for the removed covariates from GamRegl_main, we obtain the p-value 0.77, which indi-
cates that the null hypothesis cannot be rejected i.e. we can proceed with the reduced
main effects model GamRegl_main_red. Finally, performing a residual deviance test on the
model GamRegl_main_red results in p-value 1, therefore the model shows no lack of fit.
In the next step we want to improve the fit using interaction effects. We include the inter-
action drv_agel:poly(vh_weight,3) as drv_agel:poly(vh_weight,2) because the polyno-
mial of vh_weight in the main effects is of second degree.

GamRegl_inter<-glm(standr_claims ~ drv_agel+poly(drv_age2,2)+
log(vh_cyl)+poly(vh_weight,2)+drv_agel:poly(drv_age2,2)+
drv_agel:poly(vh_weight,2)+drv_age2:poly(vh_weight,2),
data=datal, family=Gamma(link="log"))

¢ =5.30 Estimate Std. Error t value Pr(>[t|)

(Intercept) 1.98 1.32 1.50 0.13

drv_agel 0.01 0.00 2.82 0.00

poly(drv_age2, 2)1 -10.32 15.66 -0.66 0.51
poly(drv_age2, 2)2 10.26 1176 0.87 0.38
log(vh_cyl) -0.71 0.18  -4.02 0.00

poly(vh_weight, 2)1 -6.51 1148  -0.57 0.57
poly(vh_weight, 2)2 -7.50 12.03  -0.62 0.53
drv_agel:poly(drv_age2, 2)1 0.25 0.25 0.99 0.32
drv_agel:poly(drv_age2, 2)2 -0.28 0.18  -1.52 0.13
drv_agel:poly(vh_weight, 2)1 -0.12 0.19 -0.61 0.54
drv_agel:poly(vh_weight, 2)2 0.23 0.20 1.18 0.24
poly(vh_weight, 2)1:drv_age2 -0.05 0.10  -0.52 0.61
poly(vh_weight, 2)2:drv_age2 0.05 0.09 0.55 0.58

Table 23: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for the model GamRegl_inter.

The summary output of the model is given by Table 23. The residual deviance is 8338.0 on
7201 degrees of freedom. Many of covariates are insignificant, so we would like to reduce
this model as well. If we perform backward stepwise selection of the model using BIC
criterion with GamRegl_main_red as a lower limit, we get the model GamRegl_main_red. If
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we perform partial deviance test for the interaction terms in GamRegl_inter, we obtain
a p-value of 0.36, hence the interactions do not show statistical significance at a 0.05 level.
By removing the interactions drv_agel:poly(vh_weight,2) and drv_age2:poly(vh_weight,
2) from the model GamRegl_inter we obtain the reduced model

GamRegl_inter_red<-glm(standr_claims ~ drv_agel+poly(drv_age2,2)+
log(vh_cyl)+poly(vh_weight,2)+drv_agel:poly(drv_age2, 2),
data=datal, family=Gamma(link="log"))

¢ =5.49 Estimate Std. Error ¢t value Pr(>[t])

(Intercept) 2.02 1.34 1.51 0.13

drv_agel 0.01 0.00 2.92 0.00

poly(drv_age2, 2)1 -11.92 15.85  -0.75 0.45
poly(drv_age2, 2)2 9.66 11.92  0.81 0.42
log(vh_cyl) -0.72 0.18  -4.00 0.00

poly(vh_weight, 2)1  -14.06 3.67  -3.83 0.00
poly(vh_weight, 2)2 7.32 2.45 2.99 0.00
drv_agel:poly(drv_age2, 2)1 0.27 0.25 1.07 0.29
drv_agel:poly(drv_age2, 2)2 -0.28 0.19 -1.49 0.14

Table 24: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for the model GamRegl_inter_red.

whose residual deviance is 8352.2 on 7205 degrees of freedom. The interaction effect
in this model shows significance on 0.15 level, which is not particularly strong. Partial
deviance test for the removed terms from the model GamRegl_inter results in p-value of
0.61, therefore we can proceed with the reduced model GamRegl_inter_red. Performing a
residual deviance test for this interaction with the help of the model GamRegl_main_red,
we obtain a p-value of 0.15, which indicates that we cannot reject the null hypothesis on
0.05 level, however the p-value is also not particularly large so we would like to investigate
the performance of this model as well on the test data set. The residual deviance test
for GamRegl_inter_red results in a p-value of 1, therefore the model shows no lack of fit.
Finally, as gamma regression models for Good Driver Data we focus on GamRegl_main_red
and GamRegl_inter_red.

4.3 D-vine quantile regression model

We fit two D-vine regression models using the response variable on original scale stan-
dardized claims and the transformed response variable In(standardized claims). For Good
Driver Data we have fully nonparametric approach i.e. we estimate the marginals using
kernel smoothing estimator which in implemented in the R package kdeid (Nagler and
Vatter (2022)) and then fit a D-vine regression model using nonparametric bivariate cop-
ulas. This nonparametric estimator is implemented in the R package vinereg (Nagler
(2022)), which we use to fit these D-vine regression models, however before we fit the
models we look at the histograms of the marginals of the copula data, which we obtain
using the R package kde1ld (Nagler and Vatter (2022)).
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In our D-vine models we consider all the covariates, except drv_age2 and drv_age_lic2,
since they contain a lot of zeros for the observations where driver 2 is not present. First we
present the empirical normalized contour plots of our continuous variables in Figure 14,
which are obtained by transforming the original data to copula data scale using marginal
empirical distributions.
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Figure 14: Good Driver training data set. Lower: empirical normalized contour plots for the
pair copulas, diagonal: histogram of the margins, upper: pairs plots of copula data and their
Kendall’s taus.

We can see that the empirical copula data histograms do not look uniform for pol_duration,
pol_sit_duration, vh_age, vh_sale_begin and vh_sale_end. Additionally, the pair copu-
las where one of the margins is pol_sit_duration look strange, which is another indication
that we may need to transform this covariate to ordinal. Eventually we expect that some
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of the pair copulas that have high Kendall’s tau will be included in our models. Once we
have our D-vine regression models, we can compare the fitted normalized contour plots
with the empirical ones, However, before we transform any of the marginals to ordinal
variables and fit the models, we estimate the marginals nonparametrically, using the R
function kde1d, which can be found in the R package with the same name (Nagler and
Vatter (2022)). The estimated densities of the marginals and their respective histograms
are presented in Figure 15.
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Figure 15: Histograms of the continuous marginals in Good Driver training data set. The red
line denotes their kdeld estimators.
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Using these kde1d estimators, we transform the data to copula data and we present the
histograms of the marginals in Figure 16. The histograms of policy situation duration and
vehicle sale end look particularly nonuniform, which is why we transform these covariates
to ordinal: sitdur_ordinal and saleend_ordinal. The have respectively 20 and 33 levels.
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Figure 16: Histograms of the continuous marginals of the copula scale data in Good Driver
training data set.

The histograms of the copula data marginals difference in duration, vehicle age, engine
cylinder displacement, motor power, vehicle sale begin and standardized claims also do
not look so uniform, however, we continue to work with them in our models.

An important preliminary step is transforming all of the discrete covariates in the Good
Driver training data set to ordinal covariates. Their levels were sorted in increasing or-
der based on their influence on the response. After we analysed our data and did the
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necessary transformations of some of the covariates to ordinal type, we can proceed with
modelling.

We present the model DVRegl_nonpar_orig which models the response variable on origi-
nal scale standardized claims, and the model DVRegl_nonpar_1n which predicts the trans-
formed response variable In(standardized claims). The advantage of using the transformed
response as our response variable is that it guarantees positive value of the variable stan-
dardized claims, which we can obtain using the exponential function. The order of the
variables in these models is presented in Table 25 and the fitted normalized contour plots
in Figure 17 and Figure 18, respectively.

Order | DVRegl nonpar _orig | DVRegl nonpar_In
1 standr_claims In_standr_claims
2 vh_cyl vh_weight
3 pol_payd vh_cyl
4 pol_usage drv_agel
5 vh_fuel vh_sale_begin
6 claim_ind claim_ind
7 pol_coverage vh_din
8 class_make2 pol_duration
9 saleend_ordinal vh_fuel

10 vh_din pol_coverage
11 drv_agel saleend_ordinal
12 drv_drv2

13 gender

14 vh_age

15 vh_speed

16 drv_age_licl

17 pol_diff_duration

18 pol_pay_freq

19 sitdur_ordinal

20 vh_sale_begin

21 pol_duration

Table 25: Order of variables in the D-vine regression models DVRegl_nonpar_orig and
DVRegl_nonpar_1n.

From Table 25 we can see that the model DVRegl_nonpar_orig contains much more co-
variates than the model with transformed response, DVRegl_nonpar_ln. Additionally, in
the model DVRegl_nonpar_orig almost all of the ordinal covariates are present (except
for vh_type) and they are influential, since they are included early in the model. On the
other hand, in DVRegl_nonpar_1n the highly influential covariates are of continuous type
and most of the convariates in the model are continuous. All of the covariates that are
present in the model DVRegl_nonpar_ln are also present in DVRegl_nonpar_orig, except
for the most influential covariate, vh_weight.

In Figure 17 we can see that few of the fitted pair copulas in DVRegl_nonpar_orig indicate
high Kendall’s tau values. There are pair copulas that look particularly nonparamet-
ric, for example the pair copula with marginals (drv_drv2, gender). We are interested
in comparing the fitted pair copulas in the first tree of the D-vine regression model
DVRegl_nonpar_orig with continuous marginals, which are presented in the last row of
Figure 17, with their respective empirical normalized contour plots in Figure 14. The
normalized contour plots of the pair copulas with marginals (saleend_ordinal, vh_din)
and (sitdur_ordinal, vh_sale_begin) look particularly different from their respective em-
pirical normalized contour plots. In these cases, the nonparametric fitted copulas do not
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catch all of the patterns in the data. Additionally, the normalized contour plots of the pair
copulas with marginals (standr_claims, vh_cyl) and (vh_age, vh_speed) look different for
higher contour levels than their empirical plots. All other fitted pair copulas in the first
tree with continuous marginals look similar to their respective empirical pair copulas in
Figure 14.

=

Figure 17: Normalized fitted contour plots for the nonparametric pair copulas of the
D-vine regression model DVRegl_nonpar_orig, where the variables of the model are
presented by Xl=standr_claims, X2=vh_cyl, X3=pol_ payd, X4=pol usage, X5=vh_fuel,
X6=claim_ind, X7=pol_coverage, X8=class_make2, X9=saleend ordinal, X10=vh_din,
X1l=drv_agel, X12=drv_drv2, X13=gender, X14=vh_age, X15=vh_speed, X16=drv_age_licl,
X17=pol_diff duration, X18=pol_pay_freq, X19=sitdur_ordinal, X20=vh_sale_begin and
X21=pol_duration as their order in Table 25.
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Figure 18: Normalized fitted contour plots for the nonparametric pair copulas of the D-
vine regression model DVRegl_nonpar_ln, where the variables of the model are presented
by Xl=In_standr_claims, X2=vh_weight, X3=vh_cyl, X4=drv_agel, Xb5=vh_sale_begin,
X6=claim_ind, X7=vh_din, X8=pol duration, X9=vh_fuel, = X10=pol_coverage and
X11=saleend_ordinal, as their order in Table 25.

Compared to DVRegl_nonpar_orig, the model DVRegl_nonpar_1n is less complex. In Figure
14 we can see that the empirical normalized contour plots of the pair copulas of standard-
1zed clarms and the covariates look identical with the empirical normalized contour plots
of the pair copulas of In(standardized claims) and the covariates. Surprisingly however, we
obtain much different D-vine regression model DVRegl_nonpar_ln using the transformed
response variable than the model with the response on original scale DVRegl_nonpar_orig.
Again, we are interested in the fitted normalized contour plots of the pair copulas in the
first tree of the model DVRegl_nonpar_ln with continuous marginals, which are visualised
in the last row of Figure 18, as we want to compare them with their respective empirical
normalized contour plots in Figure 14. In this model, all of the normalized contour plots
of the fitted nonaprametric pair copulas look similar to the normalized contour plots of
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their respective empirical pair copulas. Additionally, we can see that early in the model
two highly dependent variables were included in the model, vh_weight and vh_cyl. In the
next section we introduce the linear quantile regression models, which contain the same
variables as the D-vine regression models, and we compare all four regression approaches
on the Good Driver Data.

4.4 Comparison of the models

Before we proceed with comparison of the regression models, we fit linear quantile regres-
sion models LQRegl_orig and LQRegl_1n using the same variables which are present in the
models DVRegl_nonpar_orig and DVRegl_nonpar_ln respectively, such that instead of the
ordinal covariates sitdur_ordinal and saleend_ordinal we use the continuous covariates
pol_sit_duration and vh_sale_end. As a result, the model LQReg1_orig uses the response
on the original scale standardized claims, whereas the model LQReg1_1n uses the response
on In scale, In(standardized claims). However, in the model LQRegl_orig, we discard the
covariates gender and pol_duration, which are present in DVRegl_nonpar_orig, in order to
avoid singular design matrix. The decision was based on fitting a linear regression model
using the variables from the model DVRegl_nonpar_orig, which in its summary presented
NA outputs for these variables.

The main obstacle in the comparison of all resulting models is that lognormal and gamma
regression models predict the conditional mean of the response, whereas quantile regres-
sion predicts the conditional meadian of the response for a quantile level 0.5. We compare
the models based on log likelihood, AIC ,BIC, training error, test error and interval score
values on the scale of standardized claims. The transformation of these measures on orig-
inal scale was studied in Section 2.8. The models with larger log likelihood and smaller
AIC, BIC, training error, test error and interval score values are considered to be better.
The log likelihood, AIC, BIC and the training error are calculated on the same data set
we use to fit the models, which is the Good Driver training data set. The test error
and the interval score are calculated on a new data set, which is the test data set of
the Good Driver Data. To make these measures comparable for all models, we calculate
them on the standardized claims scale, using the exponential function for the models with
In(standardized claims) as a response variable. Models with smaller training and test
error are considered to be better, since that indicates more parsimonious fit of the model.
The training errors by themselves are not as informative, because smaller training error
of a model also indicates overfitting. The test errors are of special interest, because they
indicate the performance of the model on a new data set.

Additionally, we calculate the interval score values for 95% prediction interval and for
90% prediction interval. The results are presented in Table 26, where the best values per
performance measure are identified in gray.
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df LogLik AIC BIC Training Test Interval Interval
error error score a = 0.05 | score o = 0.1

LogLM1_main_red 13 14203.96 | -28381.91 | -28292.42 | 0.054444 | 0.004635 0.00834 0.01302
LogLM1 inter_red 14 14206.71 | -28385.41 | -28289.04 | 0.054448 | 0.004640 0.00826 0.01294
GamRegl main_red 8 13556.03 | -27096.05 | -27040.98 | 0.053512 | 0.004288 0.00804 0.01300
GamRegl inter_red 10 13566.68 | -27113.37 | -27044.53 | 0.053445 | 0.004294 0.00805 0.01296
DVRegl nonpar_orig | 2486 | 13609.09 | -22246.16 -5133.01 0.053883 | 0.004270 0.00890 0.01312
DVRegl nonpar_In 941 14793.27 | -27702.92 | -21219.72 | 0.054206 | 0.004468 0.00811 0.01245
LQRegl orig 24 10575.79 | -21103.58 | -20938.37 | 0.054400 | 0.004582 0.00744 0.01217
LQRegl In 13 13907.66 | -27789.31 | -27699.82 | 0.054361 | 0.004534 0.00752 0.01215

Table 26: Comparison of different regression models on Good Driver Data based on log likeli-
hood, AIC, BIC, training error, test error and interval score values on the original standardized
claims scale. The best values per column are identified in gray.

For the nonparametric D-vine regression models, as a penalty for complexity in comput-
ing AIC and BIC criterion we take the degrees of freedom of all the pair copulas in the
model. From Table 26, we can see that the complexity of the D-vine regression mod-
els is much bigger than the other regression models, based on the degrees of freedom.
However, the model DVRegl_nonpar_orig has significantly more degrees of freedom than
DVRegl_nonpar_ln, while all perfomance measure values of DVRegl_nonpar_orig are worse
except for the training and test errors.

Based on the log likelihood, the D-vine regression model with transformed response vari-
able In(standardized claims) shows best performance. Based on the AIC and BIC criterion
however, the lognormal models show the best performance. According to training and
test error values, the gamma regression models GamRegl_main_red and GamRegl_inter_red
and the D-vine regression model DVRegl_nonpar_orig have the lowest errors on the train-
ing and test data set of the Good Driver Data. The performance of the models on the
test data set is particularly important, because that way we can measure the predictive
accuracy of the model on a new data set. For that purpose we can look at the interval
score values, where the linear quantile regression models have the lowest values.

What we can also notice from the performance measures is that the D-vine regression
model and the linear quantile regression model with the transformed response have bet-
ter values for most performance measures than the models with the original response
variable. The linear quantile regression models have better interval score values than
their respective D-vine regression models, however their log likelihood, training and test
error values are worse than the D-vine regression models. In particular, even though the
number of degrees of freedom of DVRegl_nonpar_orig is much larger than the number of
degrees of freedom of LQRegl_nonpar_1n, the AIC value of DVRegl_nonpar_orig is better
than the AIC value of LQRegl_nonpar_orig.

The gamma regression models have worse log likelihood, AIC and BIC values than lognor-
mal regression models, but their training and test error values are better. Additionally,
the interaction terms in both gamma and lognormal regression models do not improve
the main effects models significantly.

Finally, we take the models LogLM1_inter_red, GamRegl_inter_red, DVRegl_nonpar_ln and
LQRegl_ln as most parsimonious per regression method. First, we present the covariates
of these four models in Table 28.
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LogLM1I_inter_red GamRegl _inter_red DVRegl nonpar_In
poly(drv_agel,2) drv_agel vh_weight
log(vh_cyl) poly(drv_age2,2) vh_cyl
vh_speed log(vh_cyl) drv_agel
poly(vh_weight, 2) poly(vh_weight, 2) vh_sale_begin
pol_coverage2 drv_agel:poly(drv_age2, 2) claim_ind
vh_fuel vh_din
claim_ind pol_duration
class_make?2 vh_fuel
vh_speed:poly(vh_weight,2) pol_coverage

saleend_ordinal

Table 27: Covariates included in each of the models LogLM1_inter_red, GamRegl_inter_red
and DVRegl_nonpar_1n. The model LQRegl_1n has the same covariates as DVRegl_nonpar_1n,
but instead of saleend_ordinal we use vh_sale_end.

Only three covariates are present in all four models, drv_agel, vh_cyl and vh_weight.
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Figure 19: Histograms of the fitted values of standardized claims of the models

LoglM1_inter_red, GamRegl_inter_red, DVRegl_nonpar_ln and LQRegl_ln on the Good
Driver training data set.

In Figure 19 we present the histograms of fitted values on original scale of the models
LogLM1_inter_red, GamRegl_inter_red, DVRegl_nonpar_ln and LQRegl_ln on the Good
Driver training data set and the histogram of the original data of the variable standard-
1zed claims. By fitted values of the models DVRegl_nonpar_1n and LQRegl_ln, we mean the
0.5 conditional quantiles of the response on the original standardized claims scale. All of
the histograms indicate that the variables included in the models can not predict the re-
sponse standardized claims well. The histograms of LogLM1_inter_red, DVRegl_nonpar_ln
and LQRegl_1n are similar and these models predict well the small values of standardized
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claims, however, they underestimate the tail. The model GamRegl_inter_red predicts
better the larger values of the response, but it overestimates the small values. The range
of the fitted values of the model GamRegl_inter_red is larger, which is not the case with
the other three models who have much smaller range of the fitted values.

We are more interested in the histograms of the predicted values of standardized claims
on the Good Driver test data set, which are presented in Figure 20. The histograms look
similar to the histograms on the training data set. In this case however, the D-vine regres-
sion model DVRegl_nonpar_1n predicts the tail better than the models LogLM1_inter_red
and LQRegl_1n. The model GamRegl_inter_red predicts well the big values of standardized
claims, but overestimates the small values.

LogLM1_inter_red GamReg1_inter_red

0.0 01 02 03 0.0 01 02 03
standardized claims standardized claims

DVReg1_nonpar_in LQReg1_In

0.0 01 02 03 0.0 01 02 03
standardized claims standardized claims

fitted values original data

Figure 20: Histograms of the predicted values of standardized claims of the models
LogLM1_inter_red, GamRegl_inter_red, DVRegl_nonpar_ln and LQRegl_ln on the Good
Driver test data set.

Additionally, we present the 90% prediction intervals of the models in Figure 21. We
can see that most of the original values of standardized claims belong to the prediction
intervals of the models, except the big values of standardized claims at the right end of the
plots. The model LQRegl_inter_red has most narrow prediction interval, although, this
model has lowest interval score for the 90% prediction interval. Overall, the prediction
intervals of the four regression models look similarly.
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Figure 21: 90% prediction intervals of standardized claims on the Good Driver test data set for
the models LogLM1_inter_red, GamRegl_inter_red, DVRegl_nonpar_ln and LQRegl_1n. The
black line denotes the original values of standardized claims, the blue line denotes the smoothed
line of the predicted values and the red area denotes the prediction interval, where the red lines
are the smoothed limits of the prediction interval. The observations are sorted in increasing
order based on the original values of standardized claims.

In Figure 22 we present the plots of the predicted values of the models on original scale
against the values of standardized claims, which we plot using the Good Driver test data
set. Again, as predicted values of the quantile regression models we use the 0.5 conditional
quantiles. If the fit of the model is good, we expect the values to be randomly scattered
around the 45° line. As shown in Figure 22, that is hardly the case and again the
models LogLM1_main_red, DVRegl_nonpar_ln and LQRegl_ln underestimate the big values
of the response variable, whereas the model GamReg1_inter_red better estimates the bigger
values of the response, but underestimates the small values.
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Figure 22: Plots of the fitted values on original scale against the original values of standardized
claims on the Good Driver test data set for the models LogLM1_inter_red, GamRegl_inter_red,
DVRegl_nonpar_ln and LQRegl_1n. The blue line denotes the 45° line.
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Finally, since the models DVReg1_nonpar_1n and LQRegl_ln have similar performance mea-
sures values and show similar behaviour, we would like to investigate the marginal effects
of the continuous covariates on the predicted quantiles of the models. The marginal effect
of a continuous covariate is presented by a plot of the continuous covariate x; against the
fitted conditional quantiles ¢,7 = 1,...,n,., where all other covariates are set to their
observed value. The marginal effect plots of the models for three different quantile levels
0.1, 0.5 and 0.9. are presented in Figure 23.
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Figure 23: Marginal effect plots for the continuous covariates on the predicted quantiles on
Good Driver training data set for three different quantile levels. Left:DVRegl_nonpar_ln,
right:LQRegl_1n.

The marginal effect plots for the two quantile regression models look similar where there
is sufficient data. For the both models we can spot nonlinearity in the plots for the covari-
ates vh_sale_end (respectively saleend_ordinal), vh_cyl, vh_sale_begin and vh_weight.
However, the marginal effect plots of the model DVReg1_nonpar_1n indicate stronger non-
linearity than the marginal effect plots of the model DVRegl_nonpar_1n.

Considering the advantages of using D-vine quantile regression over lognormal, gamma
and linear quantile regression, some of which are model flexibility, avoiding issues like
multicollinearity, need for transformations and interactions, we can say that on the Good
Driver Data set, this D-vine quantile regression model seems to be beneficial. One of
the disadvantages of the model is its complexity, which is large due its nonparametric
marginal and pair copula esimates. For Bad Driver Data Set however, we will also fit a
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parametric D-vine regression model, therefore we will obtain a model whose complexity
is more easily comparable with lognormal, gamma and linear regression models.
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5 Modelling on Bad Driver Data

After fitting and comparing different regression models on Good Driver Data, we repeat
this procedure on Bad Driver Data, where the observations do not belong to the best
bonus malus class 0.5. Again, in the lognormal and gamma regression models we allow for
interactions, and we fit nonparametric D-vine regression models using both the response
variable standardized claims and the transformed response In(standardized claims) as a
dependent variable. In this case however, the lognormal models on Bad Driver Data have
higher dej than the lognormal models fitted on Good Driver Data, therefore we also
fit parametric D-vine regression models using finite mixture of skew-normal and normal
distributions as marginal estimates and parametric pair copulas. Additinally, we fit two
linear quantile regression models, one predicting the original response and one predicting
the transformed response, which contain the same variables as the best D-vine regression
models with these respective response variables. Finally, we compare the fitted models
using the log likelihood, AIC, BIC, train error, test error and interval score as performance
measures.

R*=12.15%, R?;,, = 11.12% Estimate Std. Error t value Pr(>|t|)

adj

(Intercept) -3.34 0.23  -14.52 0.00

pol_bonus 0.23 0.18 1.31 0.19
pol_duration 0.00 0.00 0.34 0.73
pol_sit_duration 0.02 0.02 1.04 0.30
poly(drv_age2, 3)1 -1.09 1.18  -0.92 0.36
poly(drv_age2, 3)2 -0.11 1.18  -0.09 0.93
poly(drv_age2, 3)3 0.33 .09 0.30 0.76
poly(drv_age_licl, 3)1 5.12 1.65 3.10 0.00
poly(drv_age_licl, 3)2 1.38 1.30 1.06 0.29
poly(drv_age licl, 3)3 -3.92 1.14  -343 0.00
poly(vh_cyl, 2)1 -6.61 2.14  -3.08 0.00
poly(vh_cyl, 2)2 3.44 1.93 1.78 0.08
poly(vh_din, 3)1 -1.02 4.04  -0.25 0.80
poly(vh_din, 3)2 -2.68 1.99  -1.35 0.18
poly(vh_din, 3)3 -2.82 1.65 -1.71 0.09
poly(vh_speed, 2)1 -0.53 297  -0.18 0.86
poly(vh_speed, 2)2 -1.60 1.70 -0.94 0.35
poly(vh_weight, 5)1 -4.89 239 -2.04 0.04
poly(vh_weight, 5)2 1.26 1.46 0.86 0.39
poly(vh_weight, 5)3 0.99 1.24 0.79 0.43
poly(vh_weight, 5)4 -3.38 .19 -2.84 0.00
poly(vh_weight, 5)5 1.74 1.11 1.56 0.12
pol_coverage2NoMini -0.42 0.14 -3.05 0.00
pol_usage2NoRetired 0.02 0.10 0.17 0.86
vh_fuelGasoline 0.17 0.07 2.48 0.01
claim_indOne -0.13 0.07 -1.77 0.08
class_make2Class2&3 0.14 0.06 2.25 0.02
gender2AllOther 0.03 0.05 0.51 0.61

Table 28: Maximum likelihood estimates, estimated standard errors, t-values and corresponding
p-values, as well as R? and Rgdj for model LogLM2_main.
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5.1 Lognormal regression model

In Section 3.3 we showed that the Kendall’s taus of drv_agel and drv_age_licl, and
of drv_age2 and drv_age_lic2 are close to 1, so in order to avoid multicollinearity, we
include only drv_age2 and drv_age_licl in our models, since the combination of these
covariates in the model showed most parsimonious fit. The main effects lognormal model
which includes the covariates presented in Section 3.3 is:

LogLM2_main<-1m(1ln_standr_claims~pol_bonus+pol_duration+pol_sit_duration+
poly(drv_age2,3)+poly(drv_age_licl,3)+poly(vh_cyl,2)+
poly(vh_din,3)+poly(vh_speed,2)+poly(vh_weight,5)+
pol_coverage2+pol_usage2+vh_fuel+claim_ind+
class_make2+gender2, data=data2)

and its summary is presented in Table 28. We can notice that the R, is small, only
11.12%, and some of the covariates are insignificant, especially the higher terms of some
of the polynomials. Since backward elimination of covariates using the BIC criterion elim-
inates a lot of significant covariates, we remove the covariates from the model manually.
Namely, we remove pol_duration, pol_sit_duration, poly(drv_age2,3), poly(vh_speed,2),
pol_usage?2, gender2 and we lower the degree of polynomial of vh_din. The resulting model
is:

LogLM2_main_red<-1m(1ln_standr_claims~pol_bonus+poly(drv_age_licl,3)+
poly(vh_cyl,2)+poly(vh_din,2)+poly(vh_weight,5)+
pol_coverage2+vh_fuel+claim_ind+class_make2, data=data2)

R? =11.94%, R?, = 11.30% Estimate Std. Error t value Pr(>|t|)

adj

(Intercept) -3.28 0.21 -15.70 0.00

pol_bonus 0.25 0.18 1.43 0.15
poly(drv_age licl, 3)1 5.28 1.13 4.67 0.00
poly(drv_age licl, 3)2 1.24 1.15 1.08 0.28
poly(drv_age_licl, 3)3 -3.80 .12 -3.39 0.00
poly(vh_cyl, 2)1 -6.06 2.10 -2.89 0.00
poly(vh_cyl, 2)2 3.75 1.89 1.99 0.05
poly(vh_din, 2)1 -1.62 213 -0.76 0.45
poly(vh_din, 2)2 -3.82 171 -2.23 0.03
poly(vh_weight, 5)1 -5.72 2.06  -2.77 0.01
poly (vh_weight, 5)2 2.06 136 1.52 0.13
poly(vh_weight, 5)3 0.36 1.12 0.32 0.75
poly(vh_weight, 5)4 -3.63 .11 -3.26 0.00
poly(vh_weight, 5)5 2.02 1.09 1.86 0.06
pol_coverage2NoMini -0.42 0.14 -3.04 0.00
vh_fuelGasoline 0.16 0.07 2.45 0.01
claim_indOne -0.13 0.07 -1.79 0.07
class_make2Class2&3 0.14 0.06 2.28 0.02

Table 29: Maximum likelihood estimates, estimated standard errors, t-values and corresponding
p-values, as well asl?zand_RZ@ for model LogLM2_main_red.
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and its output is presented in Table 29. In the model LogLM2_main_red all of the covariates
are significant and on 0.1 level the R? aq; 15 slightly improved, except for the covariate
pol_bonus, whose p-value is 0.15 so it is debatable whether we should keep it in the
model, however, we decide to keep it because this variable appears in a lot of interaction
terms presented in Section 3.3. If we perform an F-test for the removed covariates, we
obtain a p-value of 0.85, which indicates that none of the removed terms is statistically
significant. The Rad] of the reduced model LogLM2_main_red is still small, so in the next
step we will try to improve it by allowing for interaction effects in the model. To the
model LogLM2_main_red we add all of the possible interactions between the covariates,

which defines the model LogLM2_inter, whose output is presented in Table 30.

R? =12.75%, R3,; = 11.24% Estimate Std. Error t value Pr(>[t|)

(Intercept) -3.04 1.01  -3.01 0.00

pol_bonus 1.32 1.71 0.77 0.44

poly(drv_age licl, 3)1 2.76 13.94 0.20 0.84
poly(drv_age_licl, 3)2 1.62 1.27 1.28 0.20
poly(drv_age_licl, 3)3 -4.24 1.23 -3.43 0.00
poly(vh_cyl, 2)1 5.65 14.40 0.39 0.69

poly(vh_cyl, 2)2 2.84 4.58 0.62 0.54

poly(vh_din, 2)1 -15.97 18.53 -0.86 0.39

poly(vh_din, 2)2 20.22 14.53 1.39 0.16
poly(vh_weight, 5)1 -1.13 16.64  -0.07 0.95
poly(vh_weight, 5)2 -6.86 11.05  -0.62 0.53
poly(vh_weight, 5)3 0.19 4.71 0.04 0.97
poly(vh_weight, 5)4 -10.17 320 -3.18 0.00
poly(vh_weight, 5)5 1.16 2.78 0.42 0.68
pol_coverage2NoMini -0.84 0.81 -1.04 0.30
vh_fuelGasoline 0.22 0.20 1.12 0.26

claim_indOne -0.13 0.07 -1.84 0.07
class_make2Class2&3 0.57 0.28 2.03 0.04
pol_bonus:drv_age_licl 0.01 0.01 0.47 0.64
pol_bonus:vh _cyl -0.00 0.00 -0.87 0.38
pol_bonus:poly(vh_din, 2)1 27.80 15.65 1.78 0.08
pol_bonus:poly(vh_din, 2)2 -20.66 18.21 -1.13 0.26
pol_bonus:poly(vh_weight, 2)1 -15.39 13.61 -1.13 0.26
pol_bonus:poly(vh_weight, 2)2 10.28 9.99 1.03 0.30
drv_age_licl:vh_cyl -0.00 0.00 -0.50 0.62

poly(vh_din, 2)1:drv_age_licl 0.02 0.17 0.11 0.91
poly(vh_din, 2)2:drv_age licl -0.27 0.20 -1.34 0.18
poly(vh_weight, 5)1:drv_age licl -0.07 0.17  -0.43 0.67
poly(vh_weight, 5)2:drv_age licl 0.26 0.18 1.45 0.15
poly(vh_weight, 5)3:drv_age_ licl 0.08 0.20 0.38 0.71
poly(vh_weight, 5)4:drv_age_licl 0.27 0.15 1.78 0.07
poly(vh_weight, 5)5:drv_age_licl 0.04 0.13 0.35 0.73
vh_cyl:vh_din -0.00 0.00 -0.27 0.79
vh_cyl:poly(vh_weight, 2)1 0.01 0.01 0.72 0.47
vh_cyl:poly(vh_weight, 2)2 0.00 0.00 0.02 0.99
poly(vh_weight, 2)1:vh_din -0.00 0.08  -0.04 0.97
poly(vh_weight, 2)2:vh_din -0.05 0.06 -0.82 0.41
pol_bonus:pol_coverage2NoMini 0.39 0.93 0.42 0.68
pol_bonus:class_make2Class2&3 -0.63 0.40 -1.57 0.12
pol_coverage2NoMini:drv_age_licl 0.01 0.01 0.49 0.63
vh_fuelGasoline:vh_din -0.00 0.00 -0.32 0.75

Table 30: Maximum likelihood estimates, estimated standard errors, t-values and corresponding
p-values, as well as R? and Rad] for model LogLM2_inter.
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Compared to LogLM2_main_red, the model LogLM2_inter has smaller dej and rarely which

of the parameters shows significance on a 0.1 level. If we perform an backward elimination
of covariates on the model LogLM2_inter using the step function and BIC criterion, with
the model LogLM2_main_red as a lower boundary model,

step(LogLM2_inter,direction="backward",data=data2,
scope=list (upper= LogLM2_inter, lower= LogLM2_main_red),
k=1n(nrow(data2)))

we obtain the main effect model LogLM2_main_red, which means that using this elimination
criterion, all of the interaction terms were eliminated. If we perform an F-test for the
interaction terms in the model LogLM2_inter, we obtain a p-value of 0.55, meaining that
none of the interaction terms are significant. This result may be due to the same few
covariates being present in the interaction terms in the model, which is why also the main
effect terms lost their significance. That is why in the next step we try to reduce the
model LogLM2_inter by manually removing the insignificant terms, in order to obtain a
reduced model which also contains significant interaction terms. The resulting model is:

LogLM2_inter_red<-1m(ln_standr_claims ~ pol_bonus+poly(drv_age_lic1,3)+
poly(vh_cyl,2)+poly(vh_din,2)+poly(vh_weight,5)+pol_coverage2+
vh_fuel+claim_ind+class_make2+drv_age_licl:poly(vh_weight,4)+
pol_bonus:class_make2,data=data?2)

R*=12.37%, R?,, = 11.55% Estimate Std. Error t value Pr(>[t|)

adj

(Intercept) -3.61 0.30 -12.22 0.00

pol_bonus 0.76 0.36 2.14 0.03

poly(drv_age licl, 3)1 5.21 1.14 4.57 0.00
poly(drv_age_licl, 3)2 1.48 1.16 1.28 0.20
poly(drv_age licl, 3)3 -3.90 1.14  -3.43 0.00
poly(vh_eyl, 2)1 -6.11 210 -2.91 0.00

poly(vh_cyl, 2)2 3.75 1.92 1.95 0.05

poly(vh_din, 2)1 1.55 2.14  -0.73 0.47

poly(vh_din, 2)2 -3.52 1.71 -2.06 0.04
poly(vh_weight, 5)1 -4.07 3.01 -1.35 0.18
poly(vh_weight, 5)2 -1.26 3.19  -0.39 0.69
poly(vh_weight, 5)3 -1.91 3.00 -0.64 0.52
poly(vh_weight, 5)4 -8.86 240  -3.69 0.00
poly(vh_weight, 5)5 2.70 134 201 0.04
pol_coverage2NoMini -0.43 0.14 -3.14 0.00
vh_fuelGasoline 0.17 0.07 2.58 0.01

claim_indOne -0.13 0.07 -1.80 0.07
class_make2Class2&3 0.56 0.27 2.08 0.04

drv_age licl:poly(vh_weight, 4)1 -0.05 0.09  -0.58 0.56
drv_age licl:poly(vh_weight, 4)2 0.19 0.13 1.44 0.15
drv_age licl:poly(vh_weight, 4)3 0.11 0.14 0.83 0.41
drv_age_licl:poly(vh_weight, 4)4 0.27 0.11 2.48 0.01
pol_bonus:class_make2Class2&3 -0.62 0.39 -1.61 0.11

Table 31: Maximum likelihood estimates, estimated standard errors, t-values and corresponding
p-values, as well asl?zand_RZ@ for model LogLM2_inter_red.
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and its output is presented in Table 31. In this model pol_bonus is significant variable
and we also keep the interaction pol_bonus:class_make2, even though it is significant on
a 0.11 level. This interaction terms seems to increase the significance of the main effect
term pol_bonus. Additionally, the value of RZ; has increased to 11.55%. If we perform
an F-test for the removed interaction terms from LogLM2_inter,

anova(LogLM2_inter_red, LogLM2_inter)

Res.Df RSS Df Sum of Sq F  Pr(>F)
1 2327 2606
2 2309 2595 18 11.18 0.55 0.93

Table 32: F-test for the interaction effects removed from the model LogLM2_inter.

we obtain a p-value of 0.93, meaning that we can indeed remove them. Additinally,
performing an F-test for the interaction terms in the model LogLM2_inter_red results in
p-value of 0.04, which means that on a 0.05 level at least one of the interaction param-
eters in the model is significant. Now we proceed with model diagnostics for the model
LogLM2_inter_red, since this model has highest dej while maintaining the significance
of the terms in the model. In the comparison of the different modelling methods on Bad
Driver Data however, we consider both LogLM2_main_red and LogLM2_inter_red.

First, we plot the internally studentized residuals of LogLM2_inter_red against the obser-
vation number in Figure 24. We expect most of the residuals to be randomly distributed
around the zero within the interval [-3,3]. As observed in Figure 24, the residuals show
random fluctuation around the 0, with only 3 observations being outside of the interval
[-3,3]. The blue line on the plot at 0 denotes the smoother line of the residuals, the red
line around 0 denotes the line y = 0 and the red dashed lines denote y = —3 and y = 3.

studentized residuals

0 500 1000 1500 2000
observation number

Figure 24: Internally studentized residuals of the model LogLM2_inter_red.

Second, in Figure 25 we observe the Q-Q plot of the internally studentized residuals,
where the values follow the 45° line. This means that we do not have an indication that
model the assumptions are not satisfied. We can spot that the left tail shows non-normal
properties, but only for few observations.
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Figure 25: Q-Q plot of the internally studentized residuals of the model LogLM2_inter_red.

Third, the model has 168 high leverage points, but since these indicate only x-outliers
we don’t consider them as influential observations. None of the Cook’s Distance values
is bigger than 1, therefore there are no observations that need to be further studied or
removed. Finally, we can conclude that given these results, we did not find any evedence
against the model assumptions.

5.2 Gamma regression model

In the gamma regression models, we don’t include drv_age_licl and drv_age_lic2 to
avoid multicollinearity, because elimination of these two covariates showed most parsi-
monious fit. The main effects gamma model which includes the covariates presented in
Section 3.3 is:

GamReg2_main<-glm(standr_claims ~ pol_bonus+pol_duration+
pol_sit_duration+poly(drv_agel,4)+poly(drv_age2,3)+
poly(vh_cyl,2)+poly(vh_din, 3)+poly(vh_speed, 2)+
poly(vh_weight,5)+pol_coverage2+pol_usage2+vh_fuel+
claim_ind+class_make2+gender2, data=data2,
family=Gamma(link="1log"))

whose output is presented in Table 33. We can observe that many of the main effects are
not significant. The model’s residual deviance is 2529.1 on 2321 degrees of freedom. If we
use the step function to remove insignificant covariates, we end up with a model with only
two covariates, which is less than the significant covariates in the model GamReg2_main.
Therefore, removing insignificant covariates manually results in the reduced model:

GamReg2_main_red<-glm(standr_claims ~ pol_bonus+poly(drv_agel,4)+
vh_cyl+poly(vh_din, 3)+vh_weight+vh_fuel+
class_make2, data=data2,family=Gamma(link="log"))
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¢ =196 Estimate Std. Error t value Pr(>|t])

(Intercept) -3.24 0.31 -10.31 0.00
pol_bonus 0.44 0.23 1.91 0.06
pol_duration -0.00 0.01 -0.01 0.99
pol_sit_duration 0.01 0.02 0.24 0.81
poly(drv_agel, 4)1 3.32 2.42 1.37 0.17
poly(drv_agel, 4)2 -0.96 1.84  -0.52 0.60
poly(drv_agel, 4)3 -0.83 1.48  -0.56 0.58
poly(drv_agel, 4)4 3.45 1.52 2.28 0.02
poly(drv_age2, 3)1 -1.62 1.55  -1.04 0.30
poly(drv_age2, 3)2 -0.96 1.55 -0.62 0.54
poly(drv_age2, 3)3 0.71 1.45 0.49 0.63
poly(vh_cyl, 2)1 -5.50 2.82  -1.95 0.05
poly(vh_cyl, 2)2 2.47 2.55 0.97 0.33
poly(vh_din, 3)1 -1.43 532 -0.27 0.79
poly(vh_din, 3)2 -2.71 2.63  -1.03 0.30
poly(vh_din, 3)3 -2.63 218  -1.21 0.23
poly(vh_speed, 2)1 -1.10 392 -0.28 0.78
poly(vh_speed, 2)2 -1.16 2.25  -0.52 0.61
poly(vh_weight, 5)1 -5.91 316  -1.87 0.06
poly(vh_weight, 5)2 0.88 1.93 0.46 0.65
poly(vh_weight, 5)3 0.41 1.64 0.25 0.80
poly(vh_weight, 5)4 -1.38 1.57  -0.88 0.38
poly(vh_weight, 5)5 0.22 1.47 0.15 0.88
pol_coverage2NoMini -0.13 0.18 -0.70 0.48
pol_usage2NoRetired -0.07 0.16 -0.46 0.64
vh_fuelGasoline 0.16 0.09 1.83 0.07
claim_indOne 0.06 0.10 0.59 0.55

class_ make2Class2&3 0.11 0.08 1.32 0.19
gender2AllO0ther 0.02 0.07 0.28 0.78

Table 33: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for GamReg2_main.

¢ =194 Estimate Std. Error t value Pr(>|t|)

(Intercept) -2.63 034 -781 0.00
pol_bonus 0.47 0.22 2.10 0.04
poly(drv_agel, 4)1 3.56 1.46 2.44 0.01
poly(drv_agel, 4)2 -0.30 1.47  -0.20 0.84
poly(drv_agel, 4)3 -0.91 1.45  -0.63 0.53
poly(drv_agel, 4)4 3.18 1.42 2.24 0.02
vh_cyl -0.00 0.00 -1.64 0.10
poly(vh_din, 3)1 -4.08 2.58 -1.58 0.11
poly(vh_din, 3)2 -0.22 1.46 -0.15 0.88
poly(vh_din, 3)3 -2.49 1.43 -1.75 0.08
vh_weight -0.00 0.00 -1.83 0.07
vh_fuelGasoline 0.22 0.08 2.79 0.01
class_ make2Class2&3 0.13 0.08 1.56 0.12

Table 34: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for GamReg2_main_red.

which has a residual deviance 2541.8 on 2337 degrees of freedom. In this model, the
significance of the covariates is much better. We keep the covariate class_make2 in the
model because it will allow us more interactions later. Performing a partial deviance test
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for the removed main effects terms from the model GamReg2_main, we obtain a p-value
0.98, which means that we can proceed with the reduced model. The residual deviance
test on the model GamReg2_main_red results in p-value 1, therefore the model shows no
lack of fit. Next we want to improve this model by allowing for interaction terms. For that
purpose we fit the model GamReg2_inter. In this model however, the main effect term of
vh_weight is takes as a polynomial of second degree, since a lot of interaction terms with
vh_weight have this transformed form. The output of the model is presented in Table 35.

¢ =1.68 Estimate Std. Error t value Pr(>|t|)

(Intercept) -3.84 1.15 -3.34 0.00

pol_bonus 1.95 1.66 1.17 0.24

poly(drv_agel, 4)1 -2.92 12.51  -0.23 0.82

poly(drv_agel, 4)2 17.69 12.48 1.42 0.16

poly(drv_agel, 4)3 1.28 1249 -0.10 0.92

poly(drv_agel, 4)4 10.41 11.13 0.93 0.35

vh_cyl 0.00 0.00 0.12 0.90

poly(vh.din, 3)1  -29.64 2097 -1.41 0.16

poly(vh_din, 3)2 9.64 36.45 0.26 0.79

poly(vh_din, 3)3 -1.75 22.05 -0.08 0.94

poly(vh_weight, 2)1 12.24 1741 0.70 0.48

poly(vh_weight, 2)2 -14.62 11.30  -1.29 0.20

vh_fuelGasoline 0.14 0.24 0.58 0.56

class_make2Class2&3 0.53 0.34 1.53 0.13
pol_bonus:poly(drv_agel, 4)1 7.31 11.48 0.64 0.52
pol_bonus:poly(drv_agel, 4)2 -21.07 12.50  -1.69 0.09
pol_bonus:poly(drv_agel, 4)3 -10.58 12.64 -0.84 0.40
pol_bonus:poly(drv_agel, 4)4 6.56 11.03 0.59 0.55
pol_bonus:vh_cyl -0.00 0.00 -0.70 0.48
pol_bonus:poly(vh_din, 3)1 39.92 27.30 1.46 0.14
pol_bonus:poly(vh_din, 3)2 -18.83 65.66  -0.29 0.77
pol_bonus:poly(vh_din, 3)3 -3.15 40.89 -0.08 0.94
pol_bonus:poly(vh_weight, 2)1 -41.32 17.02 -2.43 0.02
pol_bonus:poly(vh_weight, 2)2 11.33 12.75 0.89 0.37
poly(drv_agel, 4)1:vh_cyl 0.00 0.01 0.06 0.95
poly(drv_agel, 4)2:vh cyl -0.00 0.01 -0.36 0.72
poly(drv_agel, 4)3:vh_cyl 0.00 0.01 0.58 0.56
poly(drv_agel, 4)4:vh_cyl -0.01 0.01 -1.19 0.23
poly(drv_agel, 4)1:poly(vh_weight, 2)1 -50.13 134.18  -0.37 0.71
poly(drv_agel, 4)2:poly(vh_weight, 2)1 67.84 150.92 0.45 0.65
poly(drv_agel, 4)3:poly(vh_weight, 2)1 ~ -108.87 12779  -0.85 0.39
poly(drv_agel, 4)4:poly(vh_weight, 2)1 123.05 135.15 0.91 0.36
poly(drv_agel, 4)1:poly(vh_weight, 2)2 193.88 99.61 1.95 0.05
poly(drv_agel, 4)2:poly(vh_weight, 2)2  -276.67 131.66  -2.10 0.04
poly(drv_agel, 4)3:poly(vh_weight, 2)2 67.62 104.34 0.65 0.52
poly(drv_agel, 4)4:poly(vh_weight, 2)2 59.61 115.31 0.52 0.61
vh_cyl:vh_din 0.00 0.00 0.03 0.98

vh_cyl:poly(vh_weight, 2)1 0.01 0.01 1.16 0.25
vh_cyl:poly(vh_weight, 2)2 0.00 0.00 0.64 0.52
poly(vh_weight, 2)1:vh_din -0.06 0.10  -0.60 0.55
poly(vh_weight, 2)2:vh_din -0.02 0.08  -0.20 0.84
pol_bonus:class_make2Class2&3 -0.60 0.50 -1.22 0.22
vh_fuelGasoline:vh_din 0.00 0.00 0.06 0.95

Table 35: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for GamReg2_inter.

The model GamReg2_inter has residual deviance of 2478.9 on 2307 degrees of freedom
and contains a lot of insignificant terms. If we perform a backward elimination using
the BIC criterion, with the main effects model GamReg2_main_red as a lower limit, all
of the interaction terms are removed. Therefore, we manually remove step by step the



5.2  Gamma regression model 89

insignificant terms, starting with the ones who have the biggest p-value. This way we
obtain the reduced interaction model GamReg2_inter_red,

GamReg2_inter_red<-glm(standr_claims ~ pol_bonus+poly(drv_agel,4)+
vh_cyl+poly(vh_din,3)+poly(vh_weight,2)+vh_fuel+
class_make2+pol_bonus:poly(drv_agel,2)+
pol_bonus:vh_din+pol_bonus:vh_weight+
poly(drv_agel,2) :poly(vh_weight,2)+vh_cyl:vh_weight,
data=data2,family=Gamma(link="1log"))

¢ =170 Estimate Std. Error t value Pr(>|t|)

(Intercept) -2.86 0.28 -10.09 0.00

pol_bonus 1.68 0.93 1.80 0.07

poly(drv_agel, 4)1 -4.56 759  -0.60 0.55

poly(drv_agel, 4)2 17.73 8.11 2.19 0.03

poly(drv_agel, 4)3 -3.35 1.64  -2.05 0.04

poly(drv_agel, 4)4 5.23 1.51 347 0.00

vh_cyl -0.00 0.00 -2.22 0.03

poly(vh_din, 3)1 -24.19 10.25 -2.36 0.02

poly(vh_din, 3)2 -2.65 2.04 -1.30 0.19

poly(vh_din, 3)3 -2.24 1.42 -1.58 0.11

poly(vh_weight, 2)1 4.88 12.02 0.41 0.68

poly(vh_weight, 2)2 -2.32 220  -1.05 0.29

vh_fuelGasoline 0.17 0.08 2.07 0.04

class_make2Class2&3 0.12 0.08 1.57 0.12
pol_bonus:poly(drv_agel, 2)1 9.81 10.84 0.90 0.37
pol_bonus:poly(drv_agel, 2)2 -24.09 11.24 -2.14 0.03
pol_bonus:vh_din 0.02 0.01 2.01 0.05

pol_bonus:vh_weight -0.00 0.00 -2.43 0.02

poly(vh_weight, 2)1:poly(drv_agel, 2)1 -43.04 71.34  -0.60 0.55
poly(vh_weight, 2)2:poly(drv_agel, 2)1 143.22 71.38 2.01 0.04
poly(vh_weight, 2)1:poly(drv_agel, 2)2 2.21 83.88 0.03 0.98
poly(vh_weight, 2)2:poly(drv_agel, 2)2  -296.70 95.66  -3.10 0.00
vh_cyl:vh_weight 0.00 0.00 1.72 0.09

Table 36: Maximum likelihood estimates , estimated standard errors, Wald ratios and corre-
sponding p-values for GamReg2_inter_red.

which has residual deviance of 2496.6 on 2327 degrees of freedom. Although the main effect
term class_make2 has p-value of 0.12, we keep it in the model because it improves the sig-
nificance of other effects. If we perform a partial deviance test for the removed terms from
model GamReg2_inter we obtain a p-value of 0.96, therefore we can proceed with the re-
duced model GamReg2_inter_red. Additionally, performing a partial deviance test for the
interaction terms in the model GamReg2_inter_red which were added to GamReg2_main_red
gives p-value of 0.003, so we prefer the model GamReg2_inter_red over GamReg2_main_red.
The residual deviance test for GamReg2_inter_red results in p-value 1, so the model does
not show a lack of fit. In the comparison of the models, we focus on GamReg2_main_red
and GamReg2_inter_red as best gamma regression models on the Good Driver training
data set.
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5.3 D-vine quantile regression model

For Bad Driver Data, apart from nonparametric estimations of the marginals, we also
estimate the marginals parametrically using finite mixture of distributions. Depending
on our marginal estimation approach, we fit the pair copulas of the models parametri-
cally or nonparametrically, which results in fully parametric and nonparametric D-vine
quantile regression models. We rely on the all covariates presented in Section 3, including
pol_bonus, where we omit the covariates drv_age2 and drv_age_lic2 because they contain
a lot of zeros for the observations where driver 2 is not present in the policy. First we
present the empirical normalized contour plots of the continuous variables in Figure 26,
which are obtained by transforming the original data to copula data scale using marginal
empirical distributions.
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Figure 26: Bad Driver training data set. Lower: empirical normalized contour plots for the
pair copulas, diagonal: histogram of the margins, upper: pairs plots of copula data and their
Kendall’s taus.
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The empirical copula data histograms of pol_duration, pol_sit_duration, pol_diff_
duration and vh_sale_end do not look uniform. Some of the pair copulas where one of the
marginals is pol_duration, pol_sit_duration or pol_diff_duration look strange, which
indicate that we may need to transform these covariates to ordinal covariates. We can
spot high Kendall’s taus up to 0.86 and we expect that some of the pair copulas with high
Kendall’s tau will be included in our models. The pair copulas of our response variables,
standr_claims and ln_standr_claims, and the continuous covariates, are identical with
same Kendall’s tau values respectively. Therefore, assuming that our data in on the copula
data scale, we would expect to obtain the same order of covariates in the D-vine regression
models, regardless whether our response is standr_claims or 1ln_standr_claims. We will
use the empirical contour plots in Figure 26 to compare them with the normalized contour
plots of the fitted pair copulas in our D-vine regression models with respective marginals.
In the next two sections we present the nonparametric and parametric D-vine regression
models fitted on the Bad Driver training data set, whose order of variables in given in Table
37. Since the function vinereg (Nagler (2022)) in R allows only for ordinal covariates, we
transform the discrete covariates to ordinal before we fit the models and their levels are
sorted based on their influence on the response.

Order | DVReg2 nonpar orig | DVReg2 nonpar_In | DVReg2 par _orig | DVReg2 par_In
1 standr_claims In_standr_claims standr_claims In_standr_claims
2 vh_cyl vh_weight vh_cyl vh_cyl
3 pol_usage2 drv_age_licl drv_agel drv_agel
4 gender?2 vh_cyl vh_weight vh_weight
5 pol_coverage2 vh_speed pol_bonus pol_bonus
6 claim_ind vh_sale_end vh_age vh_age
7 drv_agel claim_ind vh_sale_end vh_sale_end
8 vh_sale_end pol_coverage2
9 vh_fuel vh_fuel
10 vh_weight
11 pol_payd

Table 37: Order of variables in the D-vine regression models DVReg2_nonpar_orig,

DVReg2_nonpar_1ln, DVReg2_par_orig and DVReg2_par_1ln.

Nonparametric D-vine quantile regression

Before we fit nonparametric D-vine regression models, we want to investigate the non-
parametric estimation of the continuous marginals, in particular, to see whether some of
them need to be transformed to ordinal covariates (in case the histograms of the pseudo
data marginals do not look uniform), and to transform the discrete covariates to ordinal.
First, we estimate the continuous variables nonparametrically using the kernel smooth-
ing estimator implemented in the R function kdeld, in the R package kde1ld (Nagler and
Vatter (2022)). Although this function is implemented in the R function vinereg (Nagler
(2022)), which we use to fit a D-vine regression models, in the preliminary step we want
to see how the histograms of the continuous marginals of our copula data look like. For
that purpose, first in Figure 27 we present the histograms of the continuous marginals
and their respective nonparametrically estimated densities.
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Figure 27: Histograms of the continuous marginals in Bad Driver training data set. The red
line denotes their kdeld estimators.

The kdeld estimators can’t fully capture the multimodality of engine cylinder displace-
ment, motor power, vehicle weight and it underestimates the modes of bonus malus class,
policy duration, difference in duration, vehicle age, standardized claims. In Figure 28 we
present the histograms of marginals on copula data scale, which were obtained using the
nonparametric estimators from Figure 27. The histograms of policy duration, policy situ-
ation duration and difference in duration look particularly nonuniform, which is why we
transform them to ordinal covariates dur_ordinal, sitdur_ordinal and diffdur_ordinal.
They have 33, 12 and 32 levels respectively. Additionally, the histograms of wvehicle age,
engine cylinder displacement, motor power, vehicle sale begin, vehicle sale end and stan-
dardized claims do not look so uniform, however, we continue to work with them in our
nonparametric D-vine regression models.
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Figure 28: Histograms of the continuous marginals of the copula scale data in Bad Driver
training data set, which were transformed on copula scale using their respective estimators from
Figure 27.

Finally, as a last preliminary step we transform the discrete covariates in the Bad Driver
Data to ordinal, and their levels are sorted based on their influence on the response
variable. Currently it is possible to consider ordinal covariates for D-vine regression with
the function vinereg in R only if we estimate the marginals nonparametrically using the
kdeld estimator (which is implemented in the vinereg function in R (Nagler (2022)).
This is not be possible if the continuous marginals are estimated differently, which is our
case for the parametric D-vine regression models in the next section. Therefore, we only
consider the discrete covariates from the Bad Driver Data in our nonparametric D-vine
regression models.
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We present the nonparametric model DVReg2_nonpar_orig, which predicts the response
variable on original scale standardized claims, and the nonparametric model DVReg2_nonpar
_1n, which predicts the transformed response variable In(standardized claims). The order
of the variables in the models is presented in Table 38 and the normalized contour plots
of the fitted pair copulas of the models in Figure 29 and Figure 30, respectively.

Order | DVReg2 nonpar _orig | DVReg2 nonpar_In
1 standr_claims In_standr_claims
2 vh_cyl vh_weight
3 pol_usage2 drv_age_licl
4 gender2 vh_cyl
5 pol_coverage2 vh_speed
6 claim_ind vh_sale_end
7 drv_agel claim_ind
8 vh_sale_end pol_coverage2
9 vh_fuel vh_fuel

10 vh_weight
11 pol_payd

Table 38: Order of variables in the D-vine regression models DVReg2_nonpar_orig and
DVReg2_nonpar_1n.

In the model DVReg2_nonpar_orig, more than the half of the covariates are ordinal, and
they are included early in the model, which differs from the model DVReg2_nonpar_ln
where the most influential covariates are continuous. All of the discrete covariates present
in the model DVReg2_nonpar_1n are included in the model DVReg2_nonpar_orig too, and
their common continuous covariates are vh_weight, vh_cyl and vh_sale_end.

Based on Figure 29, few of the pair copulas in the model DVReg2_nonpar_orig look partic-
ularly nonparametric; one example is the pair copula (pol_usage2, pol_coverage2;gender)
in the second tree of the D-vine. Additionally, we can notice that not many normalized
contour plots in the model indicate high Kendall’s taus, at least not in the first tree, which
is given by the last row of Figure 29. As expected, the first covariate in the model is the
covariate vh_cyl, which indicated highest dependence with the response standr_claims
(in absolute terms) in Figure 26. We are interested in comparing the fitted pair copulas
with continuous marginals in the first tree of the model, (standr_claims, vh_cyl) and
(drv_agel, vh_sale_end), with their respective empirical pair copulas from Figure 26.
The fitted pair copulas look similar to their empirical pair copulas, with only the fitted
normalized contour plot of (standr_claims, vh_cyl) looking different than the empirical
one for higher contour levels.
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Figure 29: Normalized fitted contour plots for the pair copulas of the D-vine regression model
DVReg2_nonpar_orig, where the variables of the model are presented by X1=standr_claims,
X2=vh_cyl, X3=pol_usage2, X4=gender2, X5=pol coverage2, X6=claim_ind, X7=drv_agel,
X8=vh_sale_end, X9=vh_fuel, X10=vh_weight and X11=pol_payd, depending on their order
in Table 38.

In Figure 30 we can see the normalized contour plots of the fitted pair copulas in the model
DVReg2_nonpar_ln, which predicts the transformed response in(standardized claims). The
advantage of using the transformed response variable over the original one is that it
guarantees positive values of the fitted values for standardized claims, which we can ob-
tain from the fitted values of the model using the exponential function. Compared to
the pair copulas of the model DVReg2_nonpar_orig, only one of the fitted pair copulas
of DVReg2_nonpar_ln looks strongly nonparametric, the copula of the pair (vh_speed,
vh_sale_end). By comparing the normalized fitted contour plots of the pair copulas with
continuous marginals in the first tree of the model with their respective empirical contour
plots, we can see that the fitted normalized contour plot of the pairs look similar to their
empirical normalized contour plots, except for the pair (vh_speed, vh_sale_end).
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Figure 30: Normalized fitted contour plots for the pair copulas of the D-vine regression
model DVReg2_nonpar_1n, where the variables of the model are given by X1=In_standr_claims,
X2=vh_weight, X3=drv_age_licl, X4=vh_cyl, X5=vh_speed, X6=vh_sale_end, X7=claim_ind,
X6=pol_coverage2 and X7=vh_fuel, depending on their order in Table 38.
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Parametric D-vine quantile regression

As previously discussed, the R function vinereg (Nagler (2022)) does not allow for ordinal
covariates when the data is on pseudo data scale. Therefore, in this section we only anal-
yse the continuous marginals of the data, where we discard the covariates pol_duration,
pol_sit_duration and pol_diff_duration, since they were transformed to ordinal covari-
ates in the nonparametric case. As a parametric estimation approach for the continuous
marginals we use finite distribution mixture of either normal or skew-normal distributions,
which is implemented in the R package mixsmsn (Prates, Lachos and Cabral (2013)). This
approach is beneficial when the data is skewed and multimodal. The choice of distribution
in the mixture and the number of modes is based on the smallest BIC value of several
marginal estimations. The resulting estimators of each continuous marginal with their
respective parameters are presented in Table 39 and visualized in Figure 31.

o Distribution of the Number of Parameters -
Variable mixture’s components | components ‘ Component |
o C o | 1 2 3 4 5 6
Jhi 0.507 0.775 0.587 0.925 1.074 0.673
pol_bonus Skew-normal 6 of ,0'001 0-006 0'00,1 0.003 0.0270.004
Ai 22.016 0.943 0.734 0.581 4.411 0.982
Di 0.239 0.145 0.315 0.091 0.011 0.198
[t 52.055 25.984
2 ’ /
drv_agel Skew-normal 2 ij 223(1)?3 142})(2)2
Di 0.336 0.664
14 6.825 28.303
2 A 5
drv_age_licl Skew-normal 2 il ‘)38-218 20‘112&;
Di 0.683 0.317
i 0.945 6.143
2 5 42 1
vh_age Skew-normal 2 ;’L zgézg 4;;;2
Di 0.63 0.37
;o 1238.917  1397.853  1858.883 1909.683
vhoovl Skew-normal 4 o? 26338.147 18465.116 15180.417 706867.914
- Ai -3.612 1.216 1.566 4.383
Pi 0.147 0.429 0.345 0.079
b 70.500 124.118 81.660
2 5
vh_din Skew-normal 3 i: ??ggg 53523?3 gg(l)zgé
Di 0.250 0.057 0.693
It 9.697 4.383 13.631 2.352
. . o? 6.852 8.700 52.037 0.702
vh_sale_begin Skew-normal 4 A 1.312 1502 3,509 _0.245
Di 0.334 0.480 0.093 0.093
i 9.332 11.483 0.863 4.944
o? 5.529 30.884 1.943 3.511
vhosale-end Skew-normal 4 i 0.963 2.667 27.200 1.087
Di 0.176 0.086 0.328 0.410
i 183.348 160.923 186.761
vh_speed Normal 3 o? 122.340 65.253 594.618
Di 0.370 0.328 0.302
Jhi 960.569 1618.37  1271.034
vh_weight Normal 3 o? 11883.951 157207.96 31408.245
Di 0.296 0.094 0.610
Jhi 0.150 0.003 0.048
2 y
standr_claims Skew-normal 3 K: ?2138 ?70221 ggg-{
Di 0.056 0.683 0.261
It -3.673 -2.522 -5.039
In_standr_claims Normal 3 o? 0.189 0.533 0.284
Di 0.363 0.432 0.205

Table 39: Finite mixture estimators for the continuous marginals in Bad Driver training data
set and their respective parameters.



98

004

5 MODELLING ON BAD DRIVER DATA

Il s
\\ N
= 1NA g1 L\
L =) L
\ h #1
P u
= E E
@ ® S @
2 | 28 2
5 5 5 |
3 \ 3 R
il /|
. i s I s | s
06 08 10 12 14 20 40 60 80 o 10 20 30 40 50 60 70
bonus malus class _ driver 1 age driver 1 license age
g ) f
| -
o 0 W /L .
o AN
zs \ S H 2z
3 — 5 5 | 3 2|
H £ 8
3 - G 3 H
/ \ H
0 5 10 15 20 25 30 500 1000 1500 2000 2500 3000 3500 4000 o 50 100 150 200 250 300
vehicle age engine cylinder displacement motor power
< < [ \\ —
A S L™
1 A o 1
B 27
G o I @
2 2 |
S 8 o /
3 3 g
o 5 10 15 20 25 30 o 5 10 15 20 100 150 200 250
vehicle sale begin vehicle sale end vehicle speed
M &1 <_ N
- \ J \\
/ L
=5 / H =
@ 2 { 3 o
2 2 e
5 5
3 3
\
o

0.0000

1000 1500

vehicle weight

2000 2500 0.00 0.05 0.10 0.15 0.20

standardized claims

025 -4 -2
In(standardized claims)

Figure 31: Histograms of the continuous marginals in Bad Driver training data set. The red
line denotes their parametric estimators from Table 39.

Using these estimators, we transform the data to copula scale data and the histograms of
its marginals are presented in Figure 32. We expect them to look uniformly distributed,
which in the case of bonus malus class, vehicle age, engine cylinder displacement, motor
power, vehicle sale begin and wvehicle sale end do not look so uniform, however these
pseudo data histograms look much better than the pseudo data histograms obtained by
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the nonparametric kde1d estimators which are presented in Figure 27.
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Figure 32: Histograms of the continuous marginals of the copula scale data in Bad Driver
training data set obtained from their parametric estimators in Table 39,

Now we present the parametric models DVReg2_par_orig and DVReg2_par_1n fitted on the
pseudo data from Figure 32, with response variables standr_claims and 1n_standr_claims
respectively, and parametric bivariate copulas. The models have the same covariates with
the same order, presented in Table 40.
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Order | Variable
2 vh_cyl
drv_agel
vh_weight
pol_bonus
vh_age
vh_sale_end

|| U | W

Table 40: Order of variables in the D-vine regression model DVReg2_par_orig, where the first
variable is standr_claims, and the D-vine regression model DVReg2_par_1n where the first vari-
able is In_standr_claims.

Tree Edge | Conditioned Conditioning | Var_types | Family —Rotation Parameters Df Tau | LogLik
1 1 1,2; c,c gaussian 0 -0.27 1 -0.17 | 91.07
1 2 2,3; ¢,c bb8 90 1.07,0.97 2 -0.03 5.12
1 3 3,45 c,c clayton 0 0.13 1 0.06 15.97
1 4 4,5; ¢, bb8 90 1.49,0.74 2 -0.09 | 23.03
1 5 5,6; c,c bb8 0 1.07,0.92 2 0.02 2.14
1 6 6,7, c,c bb8 0 6.92,0.95 2 0.73 | 2214.03
2 1 1,3; 2 c,c frank 0 0.55 1 0.06 10.20
2 2 2,4; 3 c,c t 0 0.78,13.68 2 0.57 | 1109.18
2 3 3,5; 4 c,c bb8 90 1.54,0.97 2 -0.20 | 164.30
2 4 4,6; 5 c,c bb8 90 1.28,1.00 2 -0.13| 81.23
2 5 57, 6 c,c indep 0 0 0 0
3 1 14; 23 c,c gaussian 0 -0.09 1 -0.06 9.82
3 2 2,5; 34 c,c gaussian 0 -0.04 1 -0.03 2.16
3 3 3,6, 4,5 c,c bb8 270 1.14,0.80 2 -0.03| 3.35
3 4 4,7, 5,6 c,c bb7 270 1.04,0.05 2 -0.04| 949
4 1 1,5; 2,34 c,c clayton 180 0.05 1 0.02 3.49
4 2 2,6; 34,5 c,c bb8 0 4.68,0.56 2 0.33 | 305.39
4 3 3,7, 45,6 c,c joe 0 1.03 1 0.02 3.37
5 1 1,6; 2,345 c,c frank 0 -0.29 1 -0.03 2.88
5 2 2,7, 3,4,5,6 c,c gumbel 90 1.02 1 -0.02] 933
6 1 1,7, 2,34,5,6 c,c gaussian 0 0.05 1 0.03 4.25

Table 41: Fitted pair copulas of the D-vine regression model DVReg2_par_orig with their family
parameters, Kendall’s 7 and log likelihood.

Tree Edge | Conditioned Conditioning | Var_types | Family Rotation Parameters Df Tau | LogLik
1 1 c,c gaussian 0 -0.28 1 -0.18| 96.12
1 2 c,c bb8 90 1.07,0.97 2 -0.03 5.12
1 3 c,c clayton 0 0.13 1 0.06 15.97
1 4 c,c bb8 90 1.49,0.74 2 -0.09 | 23.03
1 5 c,c bb8 0 1.07,0.92 2 0.02 2.14
1 6 ¢, bb8 0 6.92,0.95 2 0.73 | 2214.03
2 1 1,3; 2 [x¢ frank 0 0.57 1 0.06 | 10.70
2 2 24; 3 [x¢ t 0 0.78,13.68 2  0.57 | 1109.18
2 3 3,5; 4 c,c bb8 90 1.54,0.97 2 -0.20 | 164.30
2 4 46; 5 c,c bb8 90 1.28,1.00 2 -0.13 | 81.23
2 5 57 6 c,c indep 0 0 0 0
3 1 1.4; 23 c,c gaussian 0 -0.09 1 -0.06 | 10.23
3 2 2,5; 34 c,c gaussian 0 -0.04 1 -0.03 2.16
3 3 3,6; 4,5 c,c bb8 270 1.14,0.80 2 -0.03 3.35
3 4 4,7, 5,6 c,c bb7 270 1.04,0.05 2 -0.04 9.49
4 1 1,5; 2,34 [x¢ clayton 180 0.05 1 0.02 2.90
4 2 2,6; 345 c,c bb8 0 4.68,0.56 2 0.33 | 305.39
4 3 3,7, 45,6 c,c joe 0 1.03 1 002 3.37
5 1 1,6; 2,345 c,c frank 0 -0.30 1 -0.03 2.91
5 2 2,7, 3,456 c,c gumbel 90 1.02 1 -0.02 9.33
6 1 1,7, 2,3,4,5,6 c,c gaussian 0 0.06 1 0.04 4.35

Table 42: Fitted pair copulas of the D-vine regression model DVReg2_par_1n with their family
parameters, Kendall’s 7 and log likelihood. The values that differ from the fitted pair copulas
of the model DVReg2_par_orig are identified in gray.
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In Table 41 and 42, we present the fitted pair copulas of the models DVReg2_par_orig and
DVReg2_par_1ln. The fitted pair copula families in both models are the same, with only few
values that slightly differ (identified in gray in Table 42). The normalized contour plots of
both models are the same and are presented in Figure 33. The pairs (vh_age, vh_sale_end)
and (vh_cyl, vh_weight;drv_agel) have high Kendall’s tau values. By comparing the fitted
normalized contour plots of the pairs in the first tree of the D-vine regression models with
their respective empirical contour plots, we can see that the fitted normalized contour plot
of the pair (standr_claims, vh_cyl) (respectively the pair (1n_standr_claims, vh_cyl))
does not look like the empirical contour plot for the high contour levels. Additionally, the
normalized fitted contour plot of the pair (vh_age, vh_sale_end) does not fully explain
the structure of the empirical normalized contour plot, since the empirical contour plot
shows nonparametric properties. The other fitted pair copulas in the first tree however,
are very similar to their respective empirical pair copulas.
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Figure 33: Normalized fitted contour plots for the pair copulas of the D-vine regression
models DVReg2_par_orig and DVReg2_par_ln, where the variable X1 is standr_claims and
In_standr_claims respectively, and the variables X2=vh_cyl, X3=drv_agel, X4=vh_weight,
X5=pol_bonus, X6=vh_age, X7=vh_sale_end are ordered as in Table 40.

In the next step, which is comparison of the different regression models fitted on Bad

Driver training data set, we consider all four D-vine regression models, DVReg2_nonpar_orig,
DVReg2_nonpar_ln, DVReg2_par_orig and DVReg2_par_ln. In particular, we would like to

know whether the parametric or nonparametric D-vine regression models perform bet-

ter and whether the choice of the response variable makes a difference in the models’

explanatory power, which we can investigate by comparing the models DVReg2_par_orig

and DVReg2_par_1ln.
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5.4 Comparison of the models

In this section we proceed with the comparison of the performance of the different re-
gression models on Bad Driver Data. In particular, we are interested whether the fitted
D-vine regression models perform better in severity modelling than the commonly used
lognormal and gamma regression models, as well as linear quantile regression models.
We fit linear quantile regression models using both the original response and the trans-
formed response variable, which have the same covariates as the best D-vine regression
model with the respective response variable. More precisely, based on Table 43, the
D-vine model DVReg2_nonpar_orig shows better values than DVReg_par_orig for the log
likelihood, the training and test error, and the interval score for the 90% prediction in-
terval. Similarly, the model DVReg2_nonpar_1n has better values than DVReg2_par_1n for
all performance measures, except for the measures which use penalty for complexity i.e.
AIC and BIC. Therefore we fit a linear quantile regression model LQR2_orig using the
original response variable standaridzed claims and the covariates included in the model
DVReg2_nonpar_orig, and the linear quantile regression model LQR2_1n using the origi-
nal response variable In(standaridzed claims) and the covariates included in the model
DVReg2_nonpar_1n.

As performance measures for the different regression methods we use the log likelihood,
AIC, BIC, training and test error and interval scores on level a = 0.05 and a = 0.1, all
of which are calculated on the original scale standardized claims. These measures were
extensively studied in Section 2.8 for every regression model separately. The log likeli-
hood, AIC, BIC and the training error are calculated on the Bad Driver training data
set, whereas the test error and the interval scores on the Bad Driver test data set. For
the calculation of AIC and BIC for the lognormal, gamma and linear quantile regression
models as number of parameters we use the number of estimated parameters in the model.
For the nonparametric D-vine regression model, as number of parameters we use the sum
of the degrees of freedom of each pair copula in the model, whereas for the parametric
D-vine regression model we sum the number of parameters used to estimate the marginals
included in the model and the number of parameters used to fit the bivariate copulas of
the model. The models with smaller AIC and BIC values, as well as larger log likelihood
values are considered to show a better performance on the data set.

df | LogLik AIC BIC Training Test Interval Interval
error error score a = (0.05 | score a =0.1

LogLM2_main_red 19 | 4661.44 | -9284.88 | -9175.40 | 0.010709 | 0.007603 0.00966 0.01655
LogLM2_inter_red 24 | 4667.29 -9286.58 | -9148.29 | 0.010693 | 0.007610 0.00970 0.01668
GamReg2_main_red 14 | 4491.27 | -8954.55 | -8873.88 | 0.009995 | 0.006723 0.01080 0.01721
GamReg2_inter_red 24 | 4515.82 | -8983.64 | -8845.35 | 0.009865 | 0.006821 0.01486 0.01964
DVReg2 nonpar_orig | 444 | 4514.92 | -8142.65 | -5586.56 | 0.010327 | 0.007074 0.01022 0.01597
DVReg2_nonpar_In 406 | 4884.49 | -8957.32 | -6618.87 | 0.010529 | 0.007423 0.00994 0.01560
DVReg2 _par_orig 123 | 4322.59 | -8399.17 | -7690.42 | 0.010707 | 0.007573 0.00997 0.01629
DVReg2_par_In 120 | 4685.94 | -9131.88 | -8440.42 | 0.010678 | 0.007550 0.01008 0.01628
LQReg2 orig 11 | 3562.30 | -7102.61 | -7039.23 | 0.010747 | 0.007513 0.00979 0.01588
LQReg2 In 9 4535.58 | -9053.16 | -9001.30 | 0.010776 | 0.007618 0.01004 0.01613

Table 43: Comparison of different regression models on Bad Driver Data based on log likelihood,
AIC, BIC, training error, test error and interval score values. The best values per column are
identified in gray.
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For the calculation of training and test error of the D-vine and linear quantile regression
models, as fitted values we use the conditional 0.5 quantiles. Additionally, for the calcu-
lation of the interval score values for the lognormal and gamma regression, as upper and
lower limits of the interval we use the upper and lower limits of the respective prediction
interval, whose formula can be found in Section 2.8. For the linear quantile regression
models, when computing the interval scores, no quantile crossing was present, therefore
we can use the formula for the interval score given in Section 2.8.

Based on Table 43, we can see that the D-vine quantile regression model DVReg2_nonpar_1n
shows best performance according to log likelihood and interval score values on level
a = 0.05. However, the nonparametric D-vine regression models do not lag much behind
gamma regression models when it comes to training and test errors, too. Both the para-
metric and nonparametric D-vine regression models perform better when the transformed
response is used. This can be especially noticed by comparing the models DVReg2_par_orig
and DVReg2_par_1n, which have the same order of covariates, just different response vari-
ables. The model DVReg2_par_1n performs better in every performance measure, except
for interval score on o = 0.05 level. Additionally, the linear quantile regression models
perform worse than their respective D-vine regression models, DVReg2_nonpar_orig and
DVReg2_nonpar_ln, according to most performance measures. When it comes to the BIC
values all D-vine regression models are lagging behind (especially the nonparametric ones
due to their high complexity).

The gamma regression models show worse performance than the lognormal regression
models in every performance measure, except in the training and testing error. Addi-
tionally, we can see that the interaction terms do not improve much the lognormal and
gamma regression models with main effects.

Finally, in the following analysis we consider the models LogLM2_main_red, GamReg2_main
_red, DVReg2_nonpar_orig and the respective linear quantile regression model LQReg2_orig,
as well as DVReg2_nonpar_1n and the respective linear quantile regression model LQReg2_1n.
Although the linear quantile regression models do not have better performance values than
their respective D-vine regression models, we consider them in our analysis as they con-
tain the same covariates as the D-vine models, therefore we can easily compare them and
analyze the different behaviour of D-vine quantile regression and linear quantile regression
on Bad Driver Data.

LogLM2 mainred GamReg2 mainred DVReg2nonpar_orig DVReg2 nonpar_In

pol_bonus pol_bonus vh_cyl vh_weight
poly(drv_age lic1,3)  poly(drv_agel,4) pol_usage2 drv_age_licl
poly(vh_cyl,2) vh_cyl gender2 vh_cyl
poly(vh_din,2) poly(vh_din,3) pol_coverage2 vh_speed
poly(vh_weight, 5) vh_weight claim_ind vh_sale_end
pol_coverage2 vh_fuel drv_agel claim_ind
vh_fuel class_make2 vh_sale_end pol_coverage2
claim_ind vh_fuel vh_fuel
class_make2 vh_weight
pol_payd

Table 44: Covariates included in each of the models LogLM2_main_red, GamReg2_main_red,
DVReg2_nonpar_orig and DVReg2_nonpar_ln. The model LQReg2_orig has the same co-
variates as DVReg2_nonpar_orig and the model LQReg2_1n has the same covariates as
DVReg2_nonpar_1n.
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Based on Table 44, the continuous covariates vh_cyl and vh_weight and the discrete co-
variate vh_fuel, are included in all six models. In Figure 34 we present the histograms
of the fitted values on original standardized claims scale on Bad Driver training data set
for the models LogLM2_main_red, GamReg2_main_red, DVReg2_nonpar_orig, LQReg2_orig,
DVReg2_nonpar_ln and LQReg2_1n. The gamma regression model predicts better the tail,
but it overestimates the small values of standardized claims. The other models underes-
timate the tails, but predict well the small values of standardized claims. Additionally,
the gamma regression model has larger range of the fitted values of standardized claims
compared to the other models. However, all of the histograms indicate that the models
cannot predict the response standardized claims very precisely, given our data.
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Figure 34: Histograms of the fitted values of standardized claims of the mod-

els LogLM2_main_red, GamReg2_main_red, DVReg2_nonpar_orig, LQReg2_orig,
DVReg2_nonpar_1ln and LQReg2_1n on the Bad Driver training data set.
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Similarly, we present the histograms of the predicted values on the Bad Driver test data set
in Figure 35. Whe testing the models on new data we can see that they perform similarly
as on the training data set. In particular, the model GamReg2_main_red predicts the tails
the best, but severely overestimates the small values of the response. In comparison, the
model DVReg2_nonpar_1n predicts well part of the tail, while predicting the small values as
precisely as all other models (except for the GamReg2_main_red). Once again, given these
histograms we can see that the prediction power of the models is not very satisfactory,
especially not for the big values of standardized claims.
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Figure 35: Histograms of the predicted values of standardized claims of the mod-
els LoglM2_main_red, GamReg2_main_red, DVReg2_nonpar_orig, LQReg2_orig,
DVReg2_nonpar_1ln and LQReg2_1n on the Bad Driver test data set.
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Now we would like to investigate the models’ prediction intervals on the Bad Driver test
data set. In Figure 36 we present the 90% prediction intervals of the observations in the
test data set for each of these six models.
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Figure 36: 90% prediction intervals of standardized claims on the Bad Driver test data set
for the models LogLM2_main_red, GamReg2_main_red, DVReg2_nonpar_orig, LQReg2_orig,
DVReg2_nonpar_ln and LQReg2_ln. The black line denotes the original values of standard-
ized claims, the blue line denotes the smoothed line of the predicted values and the red area
denotes the prediction interval, where the red lines are the smoothed limits of the prediction
interval. The observations are sorted in increasing order based on the original values of stan-
dardized claims.

The observations in Figure 36 are ordered based on their original values of the response
standardized claims, which on the plots are presented with the black line. The blue line
denotes the predicted values of the respective observations and the red lines denote the
lower and upper limit of the prediction interval. Most of the original values of standardized
claims belong in the 90% prediction intervals of the models, where the exception are the
values of standardized claims larger than 0.2. The prediction intervals of all six models
look similar, where only the prediction interval of the model DVReg2_nonpar_orig looks
narrower than the others. The predicted values of standardized claims in the gamma
model GamReg2_main_red are larger than the other five models. This results in the
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same conclusions we got from Figure 35, which are that the models LogLM2_main_red,
DVReg2_par_orig, LQReg2_orig, DVReg2_nonpar_ln and LQReg2_ln underestimate the big-
ger values of standardized claims, whereas the gamma regression model overestimates the
smaller values of standardized claims.
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Figure 37: Plots of the fitted values on original standardized claims scale against the original
values of standardized claims on the Bad Driver test data set for the models LogLM2_main_red,
GamReg2_main_red, DVReg2_nonpar_orig, LQReg2_orig, DVReg2_nonpar_ln and LQReg2_ln.
The blue line denotes the 45° line.

To confirm the statement of underestimation of standardized claims in all models except
the gamma regression model, in Figure 37 we can see the plots of the predicted values of
standardized claims against the original values on the test data set. Intuitevely, we would
expect the black points on the plot to be scattered around the blue 45° line, which is not
the case for any of the models. For the gamma regression model, the bigger values of stan-
dardized claims are predicted better than the other five models and the predicted values
have larger range. For the other models, the range of the predicted values of standardized
clazms is much smaller than the range of the original data and they heavily underestimate
the big values of standardized claims.

Finally, as the models DVReg2_ nonpar_orig and LQReg2_orig, as well as the models
DVReg2_nonpar_ln and LQReg2_ln have the same covariates, we would like to investigate
the marginal effects of the continuous covariates in the models on the predicted quantiles
on the Bad Driver training data set. The marginal effect of a continuous covariate is
presented by a plot of the continuous covariate x; against the fitted conditional quantiles
¢, i =1,...,n4, where all other covariates are set to their observed value. The marginal
effect plots of the models for three different quantile levels 0.1, 0.5 and 0.9. are presented
in Figures 38 and 39.
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Figure 38: Marginal effect plots for the continuous covariates on the predicted quantiles on Bad
Driver training data set for three different quantile levels. Left:DVReg2_nonpar_orig, right:
LQReg2_orig.
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Figure 39: Marginal effect plots for the continuous covariates on the pre-

dicted quantiles on Bad Driver training data set for three different quantile lev-
els. Left:-DVReg2_nonpar_1ln,right:LQReg2_1n.

In Figure 38, on the marginal effect plots of vh_cyl and vh_weight of the model LQReg2_
orig we can spot quantile crossing, which cannot appear in a D-vine regression model. We
can also notice that some of the predicted quantiles in the LQReg2_orig model have nega-
tive values, which is a disadvantage of using the response variable on original scale. The
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effects of the continuous covariates in the model LQReg2_orig however are much more lin-
ear than the effects of the continuous covariates in the model DVReg2_par_orig, with only
the covariate vh_cyl indicating strong nonlinearity. Similarly, the marginal effect plots
of the model LQReg2_1n in Figure 38 look more linear than the model DVReg2_nonpar_1n,
however, most of the continuous covariates in these two models indicate nonlinear effects.
In this case no quantile crossing is present on the plots. This nonlinearity in the marginal
effect plots of the D-vine regression models may be one the reasons why D-vine regression
models perform better than the linear quantile regression models.

Finally, we can conclude that although the D-vine regression models are more complex
than the lognormal, gamma and linear quantile regression models, they give satisfac-
tory results as a modelling method in predicting standardized claims in Bad Driver Data
compared to the other regression methods.
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6 Conclusion

This thesis is concerned with four different statistical methods for modelling third party
liability motor insurance claims. The lognormal and gamma regression are standard ap-
proach in modelling claims severity. We also studied two quantile regression methods, the
linear quantile regression and D-vine quantile regression, which are more robust methods
for outliers and provide an opportunity to investigate the tails.

On both Good and Bad Driver Data, D-vine quantile regression results in highest log
likelihood among all four regression methods. However, when it comes to AIC and BIC
criteria, this regression method lags behind, due to its higher complexity compared to
the other regression methods. The fitted D-vine quantile regression models also show low
training error, test error and interval scores in comparison to the lognormal, gamma and
linear quantile regression models.

Compared to the lognormal regression models, gamma regression models have better val-
ues only for the training and test errors. The advantage of the gamma models is that the
range of predicted values of the original response is larger, indicating that they predict
the larger values of the response better, compared to the other models which were con-
centrated more in a smaller window of predicted values of the response.

In both data sets, linear quantile regression models perform worse in almost every perfor-
mance measure than their respective D-vine quantile regression models. That being said,
D-vine quantile regression shows larger predictive power than linear quantile regression
on the given data sets.

The parametric D-vine regression is easier to interpret and less complex than the non-
parametric D-vine regression. However, the parametric D-vine regression is less flexible
in capturing nonparametric bivariate copula structures and requires more work in the
preprocessing step of the estimation of the marginals. It also does not allow for ordinal
covariates in the model, compared to the nonparametric D-vine regression. In this thesis,
the nonparametric D-vine quantile regression model performs better than the parametric
one for Bad Driver Data. An important finding is that for both D-vine quantile regres-
sion and linear quantile regression, the models which use the transformed response as
a response variable show better performance measures than the models which use the
response on original scale.

Before we conclude the work of this thesis, it is important to keep in mind that our fitted
models did not show big predictive power for standardized claims, given the data sets.
This can directly be seen by the Ridj values for the lognormal models on the both Good
and Bad Driver Data, which are smaller than 15%. Having that said, we cannot make
any strong conclusions about D-vine regression performance compared to the other meth-
ods. However, considering the fact that D-vine regression requires less data analysis prior
modelling and automatically includes only the important covariates in the model, we can
say that this regression method may be beneficial for further application in insurance risk
modelling. In particular, it provides a good overview of dependence structures between
the important covariates and the response, and yields an opportunity to investigate the
tails of the response.
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