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‘Underwriting Profitability – Who Cares?’

Ladies and Gentlemen, Good morning.  It’s Monday, it’s September, it’s Houston, it’s that Lloyd’s moment, yes it’s the annual cry of incipient anguish from the beleaguered world of Marine Underwriting.  The justification for this year’s occasionally sorrowful observations will become apparent as you hear the rhyme of this middle-aged Mariner, but first of all let me say what a great pleasure it is to be here again.  

Rick Burns, our unflappable master of ceremonies, found it easy to encourage me to overcome my natural British reserve and speak today.   There is, as we know, a fatal inter-changeability between Global Special Risks and wallet-emptying persuasiveness.  Rick had slightly greater trouble in chivvying me to come up with a title for the presentation, and in the end this Harry Potter of American insurance had to resort to the time honoured ploy of inviting me to dinner at the expense of a Lloyd’s broker.  

The theme of underwriting profitability may seem an obvious one, but other titles were also considered.  Natural pride pointed towards “Why Lloyd’s remains a first choice market.”  The cusp-like nature of the current balance in market conditions suggested “Mixed signals: underwriters must not be deflated by them.”  Anecdotes from the battlefield of the daily trench warfare between underwriters and brokers merely provoked a mildly exasperated “One cheap quote doesn’t make a soft market.”   I toyed with ‘Don’t forget the underwriter,’ but it had a vaguely familiar ring – it turned out to be the title that I used when I spoke here during the last millennium.  At that time I brooded on the agony of sitting at the underwriting box being plagued and tormented by risks which were placed for periods that were too long, at prices that were too low and by brokers that were too muscular.  Some things have changed.  Marine and energy underwriters, whilst clearly never smug or complacent, are not currently plagued or tormented; policies are now placed for periods which will expire before the underwriter’s retirement date; and prices are verging on the respectable, although there are hints of distant storm clouds scattering their evil droplets of rating inadequacy.  What has not changed is the over-developed muscularity of the brokers.  Market cycles do little to diminish the bodybuilding fervour of those of you in the intermediary world.   

All of this meant that in the end it seemed that a more responsible theme was to explore the attitudes of a number of different interested parties in the erratically adhered to principle that 

in order to survive, underwriters must make a profit.  

 Please forgive the absence of objective statistical overload and relax instead and sit back and endure the egocentricity of these subjective ramblings which are born out of an over familiarity with the Byzantine highways and byways of a market which has ancient roots  but which is modernising itself at a twenty first century pace.

Insurance enables people to take risks knowing that they are protected in case disaster strikes.  This has been true since Lloyd’s underwriters first started insuring each others 

cargoes over 300 years ago and it has been spectacularly the case over the last half century when the quest for oil and gas has taken entrepreneurs into some of the world’s most hostile geographical environments, using some of the most sophisticated equipment and relying upon some of the most expensive finance from our risk-averse friends in banking.  Fortunately for us in the insurance business, the banks who lend the money wish to take no risk and insist on seeing it transferred to insurers.  And amongst insurers Lloyd’s is perhaps the most classic and the most absorbent old-fashioned tool for risk transfer.

The insured expects a proper level of professionalism on the part of the entity to whom he is transferring risk.  The ability to understand the Insured’s business and the nature of his exposures to a range of hazards is the first thing that an insured wants.  But secondly, and more importantly, the policy holder is paying a price to transfer risk and in return for that price he is receiving a promise to pay in the event that an insured loss occurs.  The insurer will not be able to fulfil his promise to pay unless his business is making money and his business is only going to make money if he is making profits.

Many of the risks that are associated with Marine and Energy activities are of a heart stoppingly exciting nature, and the volatility and unpredictability of losses justifies an above average return for the risk taker whether that above average return is viewed as an expectation, a probability or a possibility. The policyholder must have faith in the insurer’s ability to pay and that ability rests upon the making of profits.  It is without complacency that Lloyd’s underlines its recently reaffirmed ratings of A (strong) from Standard and Poor’s and A- (Excellent) from A. M. Best, and we do believe that we continue to be in a position to offer first class security to our policyholders.  In this month’s rating of Lloyd’s, S & P begin by saying:

“The ‘A’ (‘Strong’) financial strength rating on the Lloyd’s Market reflects the continuing commitment of capital providers to the Market and the consequent increase in capacity and funds at Lloyd’s in 2003; the likelihood of very strong operating performance for the 2002 and 2003 years of account; and the benefit of some further premium rate increases for the lines of business that Lloyd’s writes in 2003.”

Within the time-honoured framework of the lack of the misfortune of the many paying for the misfortune of the few, there is a perennial fly in the ointment.  There is a sort of client who has no problem with the concept of the underwriter making a profit so long as that profit is made only out of the business of other clients.  This is a dangerous view but one that is espoused with particular gusto by some of the less perspicacious members of the broking fraternity.  

The broker comes in many shapes and sizes, acting always in the best interests of his client and infrequently with a modest understanding of the needs of the insurer.  It remains one of the great structural mysteries of the insurance industry that, whilst fees are beginning to make their presence  felt, most of the insurance that finds its way to Lloyd’s still rests on the eccentric principle that the broker acts as the Agent of the policyholder whilst receiving his remuneration from the victim. Happily, years of occasionally peaceful co-existence have established that all parties know where they stand.  What is perhaps not so clear is that the best interests of the client are not always served by the placing of business at a price so cheap that the insurer is unable to make the profit necessary to fund his claims paying ability. 

It would be appropriate to quote from a recent speech made by the President of the London Branch of the Chartered Insurance Institute, which is the UK’s guardian of professional qualifications and training in the insurance industry:  

“It is a fundamental and immutable law of economics that over time there has to be a close correlation between premiums and the cost of claims.  If there is not, then the insurance industry cannot preserve its capital base and in time there will be no industry left standing.”

I mention this wise pronouncement not because of any inherent originality but because, whilst you may not be familiar with the President of the London branch of The Chartered Insurance Institute in a general sense, you may have heard of the current holder of that office – Dennis Mahoney.  Presumably all those underwriters present who have been duffed up by Dennis and his henchmen will be relieved to hear that, after all, the broker does recognise the close correlation between premiums and the cost of claims.  For the avoidance of doubt, the former needs to exceed the latter.

One of the key principles of insurance is the spread of risks, and in a subscription market such as Lloyd’s, the role of the broker is absolutely fundamental to that spreading process. There are a decreasing number of potential subscribers in Lloyd’s but, as this slide shows, each subscriber is now likely to be of some substance.  The blue column show how the average premium capacity of a Lloyd’s syndicate has grown over the last twenty years from $20 million to $300 million.  The red line illustrates that over that same period the number of syndicates has dropped from over 400 to 71 whilst the green line shows that the number of managing agents has shrunk similarly to 49.  Risks are now spread amongst a smaller number of considerably larger syndicates, a trend which incidentally underlines the desirability of ever-closer relationships between assured, broker and underwriter.  The risk that was once underwritten by fifty syndicates may now be underwritten by eight or ten.  The immense traditional advantages of subscription remain and are now enhanced by the markedly greater weightiness of each participant.

One of the seats at the insurance table is taken by the Risk Capital provider who has probably received the least attention of all the interested parties until recently.  Whether one is talking about the name at Lloyd’s, the stockholder in a publicly quoted company, the venture capitalist, the burgeoning pre-Fabians of Bermuda (or any other (non-mutual) investor, the very purpose of making an investment in the insurance industry is to obtain a return.  As with all investments, the higher the return the higher the risk, and in the worlds of marine and energy insurance, where statistical projection and actuarial predictability are distantly unreliable, the investor wants an above average return.   In recent years, many such investors have experienced above average returns – sadly with brackets round them.

Risk Capital providers know that insurance is cyclical and they know that the lines that we are talking about this morning are volatile.  Whilst, therefore, insurance investments will 

tend to display less steady quarterly earnings growth than the industrial sector, that does not mean that investors are not expecting to make at the very least, a similar return over the period of the cycle.  

If, by way of example, the insurance investor is expecting a return on capital of 15% per annum, he won’t necessarily expect that to be a smooth pattern every year, but he will not expect the 17 ½% obtained one year to be followed by 2 ½% the next.  The notorious vicissitudes in the fortunes of specialist underwriters may suggest that returns will fluctuate between 5% and 25%, but recent history has shown that the numbers of years where the returns have exceeded 15% have been more than outweighed by the numbers of years where the returns have under-shot that figure with gusto.  

We have to convince our investors, the people who make the whole process of risk transfer and assumption possible, that we can generate an acceptable rate of return for their investment.

There is hardly anything revolutionary in any of that, but over the last three years those who provide the risk capital to our industry have seen their investments savaged not just by a combination of weak and self-inflicted underwriting results but also by the rampant bears of the stock markets.  The combination of inadequate underwriting results and stock markets which have lost a third of their value have destroyed capital on an unprecedented scale.  The least that we can do in repairing the insurance industry’s tattered balance sheets is to provide a steady profit from the underwriting.   We can also be eternally grateful that Lloyd’s syndicates have virtually no investments in equities.

It has often been the case that, where underwriting results were inadequate, those inadequacies could be disguised by the cheerful investment of premiums at attractive rates of interest.  With interest rates at pitiful levels across the world, the pressure grows yet more for the underwriting to make a profit.

All that being said, Lloyd’s has been experiencing notable growth in its capital base as this chart shows.  After holding steady from 1994, the market’s premium capacity has risen to over $22 billion this year, which suggests that, for some capital providers at least, Lloyd’s holds the prospect of being able to deliver an acceptable return.    This is all the more remarkable considering that Swiss Re’s Sigma  has estimated that between 2000 and 2002 world-wide non-life capital funds have decreased by $90 billion, owing mostly to valuation losses in equity portfolios, causing a 25% drop in global capacity.  And just look at where Lloyd’s capital comes from.  

Ten years ago 100% of the market’s backing came from individuals with unlimited personal liability.  Bruised though insurance capital has been since then, the medley of different types of capital provider today suggests an acceptable level of faith on their part that we are working towards terms and conditions which are adequate and sustainable.  We must not disappoint them.

To digress for a moment, this chart reveals a resilient rump of old-style Names, but Lloyd’s has now closed the door on admitting new Names with unlimited personal liability.  Limited liability is already predominant.  Some Names have converted to limited liability and have been joined by capital from the US insurance industry (AIG, Liberty, Berkshire Hathaway, AEGIS, Markel and of course St. Paul spring to mind); from Bermuda, Ace and XL have led the charge; ‘other’ disguises the fact that the largest single Lloyd’s player is QBE of Australia; and we now have a respectable number of London Stock Market listed participants – Kiln, Amlin, Chaucer, Beazley, Hiscox, Wellington,  BRIT, Atrium.  Lloyd’s in 2003 is underpinned by a host of familiar, as it were, Names.

What then of the humble foot soldiers in the army of underwriting?  What of the underwriting managers who try to find a balance between driving the slaves on the underwriting galley and appeasing the wrath of the capital providing Gods?  What do the operatives of the industry make of the current state of affairs?  Underwriters have an intense professional pride, fed by a healthy mixture of the desire to understand their clients business, the natural instinct to try to out-perform their competitors in their market place and the knowledge that their capital providers will reward them for special performance.  Special performance does not mean writing five year packages, it does not mean throwing in ill-conceived and under-priced additional coverages, it does not mean currying favour with broking undesirables, but it does mean making a profit out of the application of knowledge, risk selection, aggregate monitoring and correct pricing.  In Lloyd’s, as elsewhere, the underwriter is paid to assess risks and the capital provider assumes those risks.  The capital provider will expect a profit, and the underwriter will expect proper reward in circumstances where, through his own skills, he can exceed those profit expectations.

The underwriter is attempting constantly to balance his book.  He will expect and plan for a level of attritional losses, whilst at the same time using reinsurance in order to mitigate the effect of catastrophe losses.   It is in this former category, the attritional one, where the true effects of under-priced products will make themselves felt.  1688 saw Edward Lloyd opening up his famous coffee house.  It also saw the birth of the poet, Alexander Pope, who wrote of “…… the full resounding line, the long majestic march, and energy divine.”  There is no divinity in a Marine or Energy book in which attrition undermines profitability.

The P word has been all too absent recently but at last, earlier this year, Lloyd’s was able to present, on an annually accounted basis, a return to profit.  These figures cover the market as a whole, consisting not just of Marine and Energy, but also Aviation, Auto and non-Marine.

Much of the atrociousness of the 2000 and 2001 results arises from reserve-strengthening in the U.S. casualty book in the aftermath of corporate knavery, but as we shall see in a moment, Marine and Energy have been no slouches when it comes to underwriting pain.  They have been shining examples of the frighteningly simple theory that underwriting losses are rarely due to anything other than inadequate pricing.  But these figures show that Lloyd’s has rebounded in 2002 and, sticking for a moment with GAAP-style accounting, the Lloyd’s combined ratio for 2002 was 98.6%, which compares favourably with the vast majority of our peer group.

Lloyd’s has always been and continues to be a key player in the Marine Insurance market, a position which has proved a mixed blessing in recent years, since the seeming hard market conditions in the insurance industry generally have not extended to all areas of the Marine book.  In 2002 global underwriting supply continued to exceed demand.  But for those optimistic suppliers, the calendar year had more than its fair share of high profile losses, notably the fire on the cruise ship Diamond Princess while under construction in Japan, the sinking of the tanker Prestige off the Spanish coast, the grounding of a car carrier the Hual Europe in Tokyo Bay and the loss of the Tricolor in the English Channel.  One of the alarming features of the losses, both total and partial, in 2002 was the number that related to modern tonnage;  modern vessels are perceived by underwriters to be lower risk than their more elderly cousins, so that many of last year’s losses were on vessels which had attracted (presumably broker-encouraged) lower pricing.

The Hull market is nothing if not traditional and has celebrated its fine results in the mid-1990s with gross underwriting losses that began as a trickle in 1997 becoming a torrent ever since.    It is a moot point whether, even today, Hull is being written profitably, and it is difficult to envisage a return to stable profitability without further action on rating and on the lamentably under-acknowledged levels of deductibles.

Cargo has always been viewed as a more stable class than Hull, and indeed it’s profits in the mid-1990s were acceptable but modest.  1997 marked the start of a period of five successive years of gross underwriting losses, some of which are veering towards the immodest, but it would appear that last year has seen a return to profitability.  

Lloyd’s  is the world’s premier market for Marine liabilities, with the International Group of P & I Clubs being the largest single part of the book.  Speculation about and attempts to ferment anarchy within the International Group have abounded for approximately the same amount of time for which the International Group has existed.  There will not be a London based liability broker in this room who has not been inspired by a passionate conviction that he can preserve, or alternatively dismantle, this programme.  But probably more than three quarters of London’s Marine Liability premium income comes from outside the Group and continues to bemuse those who have failed to spot that an occurrence liability book will display very different development features compared to it’s short-tail cousins in the Hull and Cargo sectors.  An incurred loss ratio at 36 months of 80% may appear attractive in Hull or Cargo.  In Marine liability, which probably has a tail of at least ten years, such an incurred loss ratio spells disaster.  Apparently good incurred loss ratios in the early years of Marine Liability accounts have encouraged some underwriters to misunderstand the likely eventual outcome and tears must follow.  It is becoming apparent that the business written 10 years ago will produce good profits, but the more recent years have developed materially further during the relatively immature stage which bodes ill.  Instinct also suggests that it would be impossible for the Marine liability market to be untouched by the gruesome wreckage of the Hull and Cargo figures.

And talking of gruesome wreckage leads us with onerous predictability into the colour-draining carnage of the Energy market.  Through insurance and reinsurance, London has a share of the Energy insurance market which is estimated at up to 40%, and of this amount, 

three quarters,  flows into Lloyd’s.  Energy brings a premium income to Lloyd’s approaching $2 billion in 2002 part of which is explained by the fact that premiums overall have probably doubled since 2000.  Looking at the market loss ratios this would appear to be neither surprising nor sufficient.  No one would deny that a decade ago it was possible for Energy underwriters to make a good profit margin, but that all ground to a shuddering, depressing and comprehensive halt after 1995.  If 1996 and 1997 looked depressing, that was to be as nothing compared to 1998, 1999 and 2000, in each of which unbelievably the gross incurred loss ratios are in excess of 200%.  These are diabolical results, which eventually in late 2000 led to the market realising that improving rates, terms and conditions was not something that would be nice to have.  It was something without which melt down was unavoidable.  The loss of the Petrobras P-36 platform early in 2001 rammed home to any remaining doubters how close the Energy market was to the edge of an annihilating, if largely self-induced, precipice.  That loss, coming after a succession of underwriting year blood baths, drove some direct underwriters out of the market and some reinsuring underwriters out of their minds.  One can only wonder as to why it was possible for the energy market capital providers to take such lengthy and repeated body blows, and needless to state, the attempts to correct the situation have made for an exciting ride.

 This chart has been derived from Lloyd’s Premium Rating Index returns to the first quarter of 2003.

The underlying data represents managing agents’ views of their own books of business and attempts to encapsulate both pricing and non-pricing information; as such it is more 

illustrative of direction that arithmetically rigorous but I don’t need to tell a gathering such as this about the nature of the increases and deductibles, the multiplications of premium rates, the unravelling of packages and the return to prudent policy periods.  The last two and a half years have seen a long overdue upheaval in market conditions, where even the most 

seasoned surviving underwriters find an eagle eyed management monitoring their every move.  2002, even with the impact of hurricane Lili, should see the market returning to profit, after a literally incredible six years of losses, some of which would have destroyed the spirit of other classes.  For the policy holders here today, be grateful that there has been almost, almost no limit to the amount of pain which an Energy underwriter can suffer.  I had originally planned to explore the results of the control of well part of the book, but I felt that even a battle-hardened audience such as this could not be able to cope with the emotional strain of being reminded of the self-destructive tendencies of those who strayed into this bloody maelstrom from 1995 onwards.  Suffice it to say, the lunatics have been discharged from the management of that particular asylum.

I dwell on the horrors of the Energy market, not out of masochism, but out of near-wonderment that there is still a market.  Obviously, lessons learned with quite such excruciating levels of pain could never be forgotten.  Clearly, if it is the case that the book has now been brought back to profit, there could be no slackening in underwriting conditions, no wilting in underwriters’ determination to repay their surviving capital providers.  And yet, there is no shortage of capacity in most areas of the book and over the last few months, there has been a portentous return of the adjective flat, when describing market conditions.  Last year market conditions were buoyant; now they are flat; I wonder which way conditions will go next.  Some of you will have read (indeed some of you will 

have written) the Willis Energy Market Review which commented in July:  “There is no question that the 2002 result is both an excellent one and timely for energy insurers.  It does not, however, necessarily signify a trend; we estimate that total premium has only just 

returned to the level it reached a decade ago, and any reduction in this level, when combined with a more typical loss picture, could easily plunge the market back into the red”.  

Gasp as we might, we are seeing early signs of downward pressure in a class which may, and I stress may, produce two profitable years after six devastating ones.  When capital providers, management, and reinsurers get to hear about this, I would suggest that any underwriter found guilty of cutting a rate, lowering a deductible, or throwing in broader coverage should dust off his CV or Resume in order to decide on that alternative career.  Does anyone really believe that the accumulated losses of direct underwriters and the shattered balance sheets of reinsurers will tolerate underwriting weakness?  After 6 years of famine and 2 years of possible feast, those who provide capital to the insurance industry will take little persuading that a self-induced return to the era of famine will lead them to withdraw their capital and apply it to less potentially insane classes of business.

Horace Walpole wrote, “when men write for profit, they are not very delicate.”  Let indelicacy rule.  And let us all be alert and diligent in supporting the absolutely necessary resolve of our underwriters.
Of course underwriters have professional pride and are engaged in a constant quest for improving service.  Lloyd’s is acutely aware that, despite the enormous advantages of being a subscription market, that brings potential inefficiencies through the need for multiple data entry and the lack of some contractual clarity.  

There is acknowledgement throughout Lloyd’s that we must continue to cut down on the amount of time it takes to process claims and must be seeking constantly to deliver better service.  For over three years the programme of so called London Market Principles has moved to unite the back offices of both the Lloyd’s and the company market in London, whilst new standardised slips for brokers can only encourage the stream lining of procedures.  

I have no doubt that all the underwriters and brokers from Lloyd’s who are here this morning would agree that, in the past, Lloyd’s systems were not all that they should be, but that there is now a real sense that all parties are working together to ensure that our global client base gets the service that it rightly expects.

Returning to the catalogue of parties interested in the profitability of underwriting, there is the reinsurer.  The reinsurer is backing the expertise and experience of the direct underwriter, whom he is expecting to behave conservatively and predictably.  No reinsurer is whimsical enough to believe that he can be insulated from the effects of the insurance cycle, but he does expect continuity and reliability from those whom he is backing.  Profit levels will rise and fall, but the levels must be profitable.  The most important element of a reinsurer is his financial solidity, and in the same way that a policy holder will only wish to have cover with a solvent direct underwriter, that direct underwriter will only wish to purchase reinsurance from an entity able to pay it’s claims.  

The reinsurer must be able to make money.  He must be able to make profits.  This has been thrown into particularly sharp relief over the last three years when the precipitous descent of stock markets and the seemingly one way bet on interest rates have conspired to wreak financial havoc on reinsurers’ non-underwriting activities.  Triple A rated reinsurers are few and far between in 2003, and policy holders, direct underwriters and brokers alike must have a shared interest in more reinsurers returning to that status.

The regulator has become an ever more present part of all our lives. The primary role of the regulator is to protect the policy holder and to ensure that all valid claims can be paid.  

It must always be in everyone’s interest that the insurance buying public has increasing rather than decreasing confidence in insurance markets.  In protecting policy-holders and in playing their part in bolstering confidence in Markets, regulators do undoubtedly heighten public awareness of insurers and their financial well being.

Within Lloyd’s, all syndicates are now expected to be able to satisfy the newly appointed Franchise Performance Director as to the wisdom and deliverability of their business plans.  Also within the UK, the Financial Services Authority has now taken on responsibility for the regulation of Lloyd’s, which on the practical level means that the FSA treats each managing agent at Lloyd’s as though it were a UK insurance company.  In the US the Insurance Commissioners are a nation-wide network with whom Lloyd’s underwriters have old established relationships.  What is new on the other hand for those Lloyd’s entities controlled ultimately by US Corporations is the arrival of Sarbanes Oxley.  Regulation and the pursuit of consumer protection only ever add to the number of parties interested in the well being of the insurance industry and as with all the others mentioned the interest is in a healthy industry and a healthy industry means a profit making one.

So what of the future?  Conscious of the need to concentrate on the educational aspects of insurance, a quick reference to Chambers Twentieth Century Dictionary held out the possibility of enlightenment.  This turned out to be disconcertingly so when the Chambers definition of ‘underwrite’ burst from the page as ‘to write below the level of which one is capable.’  That’s what I call accurate.  Every client, every broker, every capital provider, every reinsurer, every regulator and every underwriter here knows that for five years from 1997 underwriters wrote below the level of which they were capable.  And everyone has paid the price.  The future is about not paying that price all over again.

After two years of painstaking reconstruction, associated forever for any Lloyd’s veteran with renewal, we must all strive to keep insurance on a pedestal of profitability.  Let us not 

squander what we now have.  Whatever has happened in the past can be no excuse for failing 

to secure underwriting profitability now and in the future.  And that profitability must be true gross profitability, not mediocrity subsidised by investment income or opportunism bolstered by the borrowed capital of reinsurers.  Ambitious price-reducing underwriters who aim to conquer the world will be plucked not from but into obscurity. 

Surely we have learned that specialist insurance products are not commodities to be cannibalised and that our industry is capable of selling something other than price, but in the end, knowledge of the policyholder’s business, technical expertise, the forging of relationships with brokers, support from capital providers and reinsurers and approval by regulators will count for nothing if we fail to select risks and to price them properly.  Risk selection and proper pricing are the keys to profitability and those keys must be jangled not in two or three years in every ten but every year.

Does all this shed any bright new light on the state of the market in Lloyd’s?  Can this really have been a presentation that hasn’t mentioned TRIA, Isabel or PSA’s?  Is it possible that underwriters will never again be so daft as to write their book knowing that it will make a loss?  The answers are respectively no, yes and maybe.  But it is that final maybe that we must all convert into a no.  

Policyholders, brokers, capital providers, underwriters, reinsurers, regulators all want a healthy regularly profitable, financially sound insurance industry.  It is within our collective grasp to achieve it.  The answer to the question “Underwriting profitability – who cares?” is that we all do.

