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Typical risk classification procedure in insurance is consists of

a priori risk classification determined by observable risk
characteristics, and a posteriori risk classification where the premium
is adjusted to reflect the policyholder's claim history. While using
the full claim history data is optimal in a posteriori risk classification
procedure, some insurance sectors, however, only use partial
information of the claim history for determining the appropriate
premium to charge. Classical examples include that auto insurances
premium are determined by the claim frequency data and workers'
compensation insurances are based on the aggregate severity. The
motivation for such practice is to have a simplified and efficient
posteriori risk classification procedure which is customized to the
involved insurance policy. This paper compares the relative efficiency
of the two simplified posteriori risk classifications, i.e. based on
frequency versus severity, and provides the mathematical framework
to assist practitioners in choosing the most appropriate practice.
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We provide the first evidence on the effects of executive
compensation on corporate hedging for financial institutions. Our
unique dataset that allows construction of a new, cleaner measure
of  corporate  hedging behavior. Specifically, we include
hedging-driven usage of both derivatives and insurance. To address

=EDE ial endogenei llize a diff in-diff h

P m— potential endogeneity, we utilize a difference-in-differences approach,
based on the implementation of FAS 123R, that required firms to
expense stock-based compensation at fair value. We find that the
decline in convexity of executive compensation following FAS 123R
led firms to increase their hedging, primarily through increased
insurance demand.
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