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Introduction

Ladies and gentlemen, let me in a few words paint the picture of an industry for you.  Excellent current fundamentals; huge swings in pricing; fluctuations in capacity; and sceptical investors some of whom have been burnt before.  
That’s the picture, but what’s the industry?  Is it (a) the insurance industry or (b) the energy industry?  Let’s face it, it could be either. The energy industry and the insurance industry have a lot in common.  Volatility, cyclical results and concerns amongst buyers and investors alike about the industry’s long-term stability cause some pretty severe headaches for those working in either sector.  Until now, life has been something of a rollercoaster ride, and for those whose professional life straddles both industries, you have to be either an adrenalin junkie or a masochist to survive!
But those of you whose work does involve both sectors will be glad to hear that I believe there is hope.  This morning, I have been asked to speak on “the transformation of Lloyd’s and the focus on a profitable future” and I believe that it is possible, with effort and dedication, to secure a successful future both for the energy market and the insurance market.  So, I will address this subject in two parts:

· First, by telling you about what we at Lloyd’s have been doing – and continue to do – to reduce volatility and to deliver stability for our marketplace and our capital providers;

· Second, by talking a little about how we can help the marine and energy sector secure a more profitable future by helping you manage risk.

But before I get into that, I want to talk about the critically important relationship between Lloyd’s and the marine and energy market, especially here in the United States.  
Lloyd’s relationships 
Having backed and secured the fortunes of mariners and merchants on the high seas for over three hundred years, Lloyd’s position within the marine insurance markets is unrivalled.  Lloyd’s continues to lead a significant proportion of the world’s marine business, underwriting 1.8 billion dollars in marine premium last year alone
.  Our heritage and expertise in the sector is further demonstrated by the existence of around 350 Lloyd’s Agents
 spread across every major global port, their presence providing valuable specialist surveying and adjusting services throughout the sector.  

Lloyd’s, of course, has a long history and strong bond with the US and Texas in particular.  Our market underwrites more business here than in any other country in the world – and Texas is our number one state with direct premiums of over 850 million dollars in 2003
 and when added to our reinsurance business it exceeds $1 billion.  In fact, if Texas were an independent country – I often think it is – it would be the fourth largest market for Lloyd’s in terms of premium volume
.

There is perhaps one sector in which Lloyd’s is particularly prominent in Texas – and that’s energy.  Last year Lloyd’s wrote a record 1.6 billion dollars
 in global energy premiums, and this year 7 of the world’s top 10 energy companies have a Lloyd’s policy
.  Lloyd’s was the first market to provide meaningful capacity for the offshore industry in the last century and here in Texas, Lloyd’s insures much of the modern energy infrastructure – both oil and gas.  And as energy pushes new frontiers, Lloyd’s continues to lead the way.
The transformation of Lloyd’s

Ladies and gentlemen.  There has been a dramatic transformation of our marketplace in recent years.  After September 11, some analysts were forecasting the demise of Lloyd’s as a result of the losses from that outrage.   Yet when he visited Lloyd’s last summer the US Treasury Secretary John Snow praised Lloyd’s for how it had “stepped up to the plate” and honoured its obligations following the tragedy and here Lloyd’s stands in 2004 – a modern, thriving and more vibrant centre of specialist expertise than ever.
Today the Lloyd’s market is made up of 66 independent underwriting syndicates
, each of which operates independently and has a different set of specialities, including of course energy and marine risks.  In recent years, we have seen a marked increase in the overall size of the market, and we are currently operating with a capacity of 27 billion dollars
.  As they say, however, size isn’t everything and I will come back to that thought a bit later.  

Each Lloyd’s policy has the backing of the Lloyd’s Central Fund which  serves to secure the underwriting obligations of members of Lloyd’s. 
We have been actively building the size of that Central Fund, and at last year end it exceeded our target of billion dollars
.  But we are not complacent and we are currently exploring a number of options as to how we can grow it further.    

So what about our current financial performance? I am happy to say Lloyd’s is currently doing very well.  We have enjoyed some of the best pricing conditions for years, and fortunately have suffered little in the way of major catastrophe loss until now.  In April this year we announced record profits of 3.4 billion dollars – more than double the figure achieved in 2002
.  Additionally the market’s combined ratio reduced to 90.7% from 98.6% in 2002
 – a significant improvement which compares very favourably with our peers around the world – indeed there are few who have matched us
We have also made considerable improvements to risk management at Lloyd’s recently.  We plan carefully for disaster scenarios, to understand the market’s exposure to risk, and to manage that risk.  Recently, we have reviewed, expanded and improved our range of realistic disaster scenarios.  As a result of this work, we are now confident that our market should be strong enough to withstand today’s risk environment – with scenarios ranging from a major marine collision in the Prince William Sound through to a 70 billion dollar “big one” hitting Florida.
As for 2004, it looks like being another strong year.  Talking of “big ones” however, Hurricanes Charley, Frances and Ivan are timely reminders of what a risky and a dangerous world we live in.  Given our prominent role in the Florida market as both a surplus lines insurer and reinsurer, the Lloyd’s market will certainly share in the losses that these hurricanes have caused.

The good news is that our expected loss for Charley falls well within normal business planning assumptions and is not likely to have a significant financial impact on the market or on profit projections.  Providing insurance against natural catastrophes is part of Lloyd’s core business, and our risk management processes plan for exactly this kind of catastrophe.
It is still too early to tell yet what the losses from Hurricanes Frances and Ivan will be for Lloyd’s.  Likewise, we do not yet know what impact three hurricanes will have on insurance rates, although they are a stark reminder of the need for pricing discipline.  In the meantime, the main task for Lloyd’s is to get on with the business of settling claims – that is why we are here and we will not forget it. Our job is to help the people of Florida and the Caribbean get on with rebuilding their homes, businesses and lives.

Overall, I can only sum up the mood at Lloyd’s in 2004 as one of confidence.  And you don’t just have to take my word for it.  Just last month, A.M. Best upgraded Lloyd’s to A (excellent), citing improving prospective capitalisation, strong operating performance, global reach and improvements in risk management. In an environment where rating downgrades have outpaced upgrades for four consecutive years, and none of the world’s other top 20 reinsurers have been upgraded since 2001, this is a considerable vote of confidence for our market.  
The focus on a profitable future

But, despite all the good news, we do not consider Lloyd’s transformation to be complete.  Not yet.  The biggest challenge facing Lloyd’s, and indeed the whole insurance industry, continues to be the financial one.  How can we maintain profitability across the cycle, as market conditions change?  
The truth is that the insurance market as a whole is still paying dearly for the mistakes of the past, and most of these relate either directly or indirectly to inadequate pricing of risk.  History proves that insurance executives and underwriters have short memories but we are determined to get it right at Lloyd’s this time and we have taken some very decisive steps to improve profitability at Lloyd’s across the insurance cycle.  

You may have heard about our new Franchise structure.  Well, it is now firmly up and running – and its key objective is to deliver consistent, underwriting profit, avoiding the staggering peaks and troughs which have plagued us in the past.  At its core is a new team, headed by Franchise Performance Director Rolf Tolle, which is working closely with the market at monitoring performance in all business lines.
The recent fortunes of the marine market have been less than good.  In some ways, they have mirrored the behaviour of the wider markets, but in other respects, the marine sector’s predicament runs rather deeper.  Intense competition, and a series of heavy losses, has hit the bottom line particularly hard over the last decade.  Insurance rates have not increased until recently, and at levels markedly lower than those experienced in the non-marine sectors, and they fall a long way short of securing the consistent profitability and long term stability required for the marine market to prosper again.  
After three years of rising premiums in the non-marine insurance markets, there are now clear signs that price competition is increasing there.  We must view these signs as ominous given that the industry as a whole has barely had time to recover from the last downturn.  But for the precariously positioned marine market, vigilance is even more critical.  The recent upward trends in pricing and quality of underwriting of marine hull, liability and cargo risks are very welcome, but any relaxation of this discipline would be dangerously premature.  
As for energy, 2004 has generally been a good year in terms of loss experience.  But it is traditionally one of the most volatile markets, and it is currently one of the areas where rating pressures are causing Lloyd’s most concern.  It is not the only insurance class to show evidence of softening rates.  But it is one where the signs are most concerning, and this threat is now dominating discussion amongst market practitioners.
At Lloyd’s, we have already shown that we are prepared to take tough decisions to ensure a more stable financial future.  Two syndicates ceased underwriting at Lloyd’s at the end of last year because of poor performance or because they could not operate within the new Franchise guidelines. 

Looking ahead to 2005, it also means something else.  In approving business plans and deciding market capitalisation for next year, we continue to monitor conditions in every line of business.  We are working with all syndicates, encouraging them to deliver a satisfactory level of profit and return on capital, and if that means unsuitable business going elsewhere, we have no objections.
Future challenges for the marine and energy sector 

Perhaps that is enough this morning about Lloyd’s.  For the second part of my presentation, I want to look at how I believe we might help you, the marine and energy market, to meet the challenges you face ahead.  After all, we are in this together!
New frontiers, new risks
The main challenge I see for the energy sector, as global energy demand increases, is to forge new frontiers in the search for supplies.  But along with these new frontiers, come new and bigger risks.      
Global demand for oil is surging at a rate which has surprised the analysts, hitting a record 2.5 million barrels per day - a 3.2% increase from last year
 – driven partly by China – and what a revelation that is proving to be.

Exploration is taking place in more remote and difficult environments - whether that is deeper waters in existing oilfields such as in the Gulf of Mexico or the exploration of new frontiers such as the Arctic Ocean.  

Whichever route they take, development into inhospitable waters is only possible through the use of increasingly sophisticated and complex technologies, and without the safety net of insurance all but the very largest operators would be unable to take the necessary risks.  

Of course, we know that oil supplies are not unlimited and another frontier area is the LNG market.  It is forecast to grow rapidly in the US and operators and distributors need insurance for new plant, pipelines and tankers.  
There is much talk too about renewable energy.  As supply, demand and environmental pressures impact on traditional, finite resources, there is increasing focus on alternative sources.  
In all these areas, Lloyd’s is an insurance leader, and will continue to lead as the risks change and develop.  Lloyd’s has been at the forefront of the offshore market for many years.  Flexible and bespoke programmes for risks ranging from deepwater drilling technology through to sub-sea tie-back facilities are our day job.  Lloyd’s insures the LNG infrastructure and its vessels too.  And time alone will tell how the alternative markets develop, but Lloyd’s is again is at the forefront with insurance programmes for onshore and offshore wind farms. 
Terrorism and business interruption

Another challenge for the marine and energy sector is the 21st century security environment.   Given the wide scale economic, political and environmental impact of any terrorist attack on this sector, it is hardly surprising that it is viewed as a target.    
Unlike airports which are physically confined spaces with entry controls, port security is much more difficult to achieve.  They often extend along sprawling waterfronts.  The regulation of what comes in and out is much more difficult.  And marine terrorist risks spread much further – out to sea as the threats of piracy and attack around the world prove, and deep inland to the heart of the American economy through the Houston ship canal.
Energy carriers, whether at sea or in port, make obvious targets too. Indeed it’s not just the vessels but the terminals and infrastructure for both oil and gas which may be at risk from terrorism.

Given this growing threat of terrorism, a new survey by Marsh reveals some worrying trends.  First, only 46 per cent of US companies are buying terrorism coverage. Secondly, energy companies are the least likely to buy terrorism insurance: only 18 per cent of energy companies have coverage in place. 
   

Four years into the 21st century, one trend already seems clear: security risks will only grow and multiply.  Insurance, I believe, will play a more vital role than ever – and my hope and expectation is that Lloyd’s will continue to lead the pack in helping you to manage these risks.
Corporate Governance

Finally, while hurricanes might currently be uppermost in our minds, some of today’s greatest corporate disasters are actually man-made.
I bet that a few years ago, most of us who were company directors didn’t lose sleep over corporate governance, or the personal liabilities that could arise from it.  Today, in the wake of scandals like Enron with which you are only to familiar in Texas, it is an enormous concern.
In the energy industry, one new hot topic has brought the risk into sharp focus – and that is the statement of oil reserves.  
In the case of Shell, although an investigation did not find wrongdoing on the part of any individual, the company now faces investor lawsuits here in the United States.  In one suit, 27 executives are accused of breach of duties to shareholders, abuse of control, mismanagement, fraud and unjust enrichment. It seeks cash damages from the named individuals, and proposes that they disgorge salaries, bonuses, stock awards, profits and special benefits resulting from their alleged breaches of duty
.
Of course, regulations such as Sarbanes-Oxley create not only the framework for better corporate governance, but also a series of new obstacles for directors to trip over, and potentially to be called to account. 
The fact is that in the 21st century, it is no longer clear when an act or omission by a company or its officers could lead to protracted court battles and costly compensation awards, so businesses must prepare accordingly.
Directors and Officers’ cover is one option that any company must seriously consider; but more critical even than insurance cover is a greater culture of risk awareness at board level.  
Conclusion

Ladies and gentlemen, these are times of great challenge for us all.  Lloyd’s has transformed itself into a vibrant, healthy and modern market – buoyed by an exceptional performance in 2003.  

But we are aware that this performance has come against a background of strong market conditions and so we have begun to take some firm but necessary steps to manage the vagaries of the insurance cycle.  Only time will tell how successful we are – but make no mistake our intention is clear.

As for Lloyd’s commitment to this sector –our track record shows that it is unquestionable.  And as you encounter new frontiers, you will experience our appetite for your risk, and our flexibility to meet individual demands as we enter the future, just as you have always done.  But I must emphasise to all in the insurance sector: another slide into soft conditions will benefit no-one.

Finally, to emphasise our commitment to Texas, I am delighted to announce today that Lloyd’s is launching a new educational programme for insurance professionals in the marine and energy sector, through this seminar.  We will start what we hope will become an annual programme next summer, when two individuals will be invited to spend a period at Lloyd’s learning about how our market works first-hand, spending time with a number of London brokers and underwriters.  Over the next few months we will be working with the seminar organisers on the finer details, but we hope the Lloyd’s programme will provide Texas with an invaluable insight into the London market and that it will be of benefit both to you and to us, as we continue to work together in the future.

Thank you for inviting me to Houston and thank you for listening. I wish you all a very successful seminar and a very successful year ahead in your businesses.
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