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Abstract

Lloyd’s is analysed within the framework provided by Kay (1995) on ‘distinctive
capabilities’ - architecture, innovation and reputation. An examination of Lloyd’s
reveals that a dominant feature of the Society is cooperation between syndicates which
occurs via a method of trading - the subscription system - and as a consequence of the
rulings of the Council of Lloyd’s.

Lloyd’s has a reputation for innovation and entrepreneurism. This research argues that
this is a direct result of four distinctive aspects of its architecture - syndicates are
entrepreneurial organisations, the subscription system of risk placement, the unique
capital base of unlimited liability Names and the presence of the Central Fund. The
research reveals that Lloyd’s is centered on the primacy of underwriting and that the
existence of the Central Fund encourages new syndicates to form. The dynamic of a
Lloyd’s syndicate is that of a small business - a small number of people working
towards a common goal. Moreover the unique capital base, composed entirely of
individuals, does not have a voice in the day-to-day underwriting affairs of the
syndicates. This allows underwriters complete freedom to underwrite and to change
underwriting policy if opportunities arise. The subscription system of risk placement
encourages innovative underwriting and ensures information flows between

underwriters.

This author suggests that the introduction of a new capital base, limited liability
incorporated investors, may stifle the entrepreneurial nature of Lloyd’s underwriters
and pose a threat to the subscription system of risk placement. These investors are
purchasing Managing Agents, the management structure of syndicates, as well as
investing in syndicates. This research suggests that this new capital base challenges the
appropriateness of the current regulatory structure and well as posing a threat to the
continued existence of the Central Fund. This author recommends that Lloyd’s should
abandon self-regulation and should instead be regulated by the Department of Trade
and Industry. Furthermore, this author suggests that the Market Board and Regulatory
Board should be replaced by a Business Development Board.
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Introduction and Overview of Thesis.

In. 1 Subject matter of thesis

The subject matter of this thesis is Lloyd’s of London, the international insurance and
reinsurance market. The aim of the research is to analyse Lloyd’s within the
framework provided by John Kay (1995) on distinctive capabilities, namely
architecture, reputation and innovation, and from this analysis gain an insight into the
possible future implications resulting frgm the admission of incorporated capital to
support the underwriting function. Much attention is paid to the structure of Lloyd’s
and the nature of the change in this structure due to the admission of a new capital
base. The thesis is thus positioned in the area of organisational structure. Arising from
the examination of Lloyd’s and through interviews with underwriters, brokers, capital
providers and Members’ Agents, various hypotheses are made as to the future

direction of Lloyd’s.

The subject matter of this thesis is challenging and very broad. Lloyd’s was not
founded by one single person in a similar way to a firm, but has its origins in the
gatherings of shipping merchants who congregated in coffee houses in seventeenth
century London. Lloyd’s is, arguably, the most famous name in insurance and it is also
the oldest; the Society celebrated its 300th anniversary in 1988. To understand the
Lloyd’s of today it is necessary to see from whencé it came and to understand its
his'tory. The present underwriters m the Room are the inheritors of a 300 year-old
tradition. Indeed, Lloyd’s is still steeped in tradition, even though many of its

operations are extensively computerised. The Lutine Bell, the symbol of Lloyd’s,
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stands in a r;)stmm at the centre of the trading floor. Corporation staff, called waiters,
who work in the Room wear frock coats, reminiscent of their forebears who served
coffee to the merchants who gathered in London’s Stuart coffee houses. Underwriters
sit at desks known as boxes which are modelled on the seats from Edward Lloyd’s
coffee house. Major shipping losses are recorded in the loss book by a clerk using a
quill pen. These traditions might seem out of place in a modern insurance operation,

but they are reminders of the rich heritage that the current Lloyd’s has from its past.

This thesis covers a wide area of study; it is of necessity broad because Lloyd’s is a

sprawling organisation and to describe the structure and to evaluate the change in this

structure it is necessary to look at all aspects of its operations.

In. 2 Methodology

The theoretical underpinning of the thesis comes from the work by John Kay (1995)
~ on distinctive capabilities. Kay argues that firms may gain competitive advantage by
possessing a distinctive capability - some feature of its relationships which other firms
lack and cannot readily be replicated. He states that there are three sources of
distinctive capability - architecture, innovation and reputation. Kay also states that
some firms gain competitive advantage, not through the possession of a distinctive
capability, but by having a strategic asset. Kay’s work is qualitative; it provides a |
framework for an analysis of an entity; it deals in .concepts and ideas rather than

préscriptive formulae. Kay thus provides a conceptual framework for the analysis of

an organisation - ideal for an amorphous entity such as Lloyd’s.



The first of i(ay’s sources of distinctive capability is architecture. Architecture is the
network of relational contracts within, or around, the firm. Firms may establish
relationships with their employees (internal architecture), with their suppliers or
customers (external architecture) or among a group of firms engaged in related
activities (networks). Reputation is the second source of distinctive capability.
Reputation is a mechanism through which firms convey information to the consumer.
Reputation is important in insurance because the nature of the product is difficult for
consumers to assess without specialist knowledge. The final source of distinctive
capability is innovation. Innovation may be defined as producing new products or re-
selling a current product in a different way to competitors.  The essence of a

distinctive capability is that it is a unique attribute of the firm and thus difficult to

replicate by a competitor.

Kay recognises that a firm may have a competitive advantage over others based not on
 distinctive capabilities but on its dominance or position within the market, i.e. the firm
possesses a strategic asset. Kay states that there are three main types: where a firm
has a monopoly in a market, where the incumbent firm in the market has incurred
substantial sunk costs and where the firm benefits from market restrictions - the
product of licences and regulation. This author does not believe that Lloyd’s
possesses a strategic asset in the terms suggested by Kay. However, it could be

argued that Kay’s three distinctive capabilities are themselves strategic assets.

Kay states that the first part of the strategy-making process for a firm must be the

identification of its distinctive capabilities. The next task is to match these to



appropriate markets in order to gain sustainable competitive advantage. It is not the
purpose of this thesis to develop a strategy for Lloyd’s. Indeed, Lloyd’s cannot have a
single strategy, as the conclusions of this thesis will show, as it is a collection of
individual business units, syndicates, each of which will have a different strategy. For
instance, the strategy of a UK. motor syndicate will be different from the strategy
adopted by a non-marine syndicate writing mainly catastrophe excess of loss
reinsurance. Moreover, Lloyd’s as a whole, i.e. the Society of Lloyd’s, is governed by
a body which cannot implement a single strategy for the whole of Lloyd’s. The
purpose of this research is to examine the distinctive capabilities of Lloyd’s as a whole,

rather than the attributes of individual syndicates.

There are two accepted approaches to empirical study in management. The first
method is a cross-sectional approach where a large number of firms are studied and
data collected or a time series analysis of data, often financial data, for a single firm or
- a group of firms. Hypotheses are tested against the data using statistical techniques.
This method is not appropriate for this author’s research as Lloyd’s is a single
corporate entity and neither does this thesis seek to analyse time series data on
Lloyd’s. The second method is a behavioural study where an in-depth analysis of a
single firm, or a small group of firms, is undertaken over a period of time. This
longitudinal approach examines the processes within the firm and charts the
development of the firm over time. The ﬂpurpose of this author’s research is not to
ex@ne the processes within Lloyd’s, {>ut primarily to investigate its structure and the

evolution of the structure following the admission of a new capital base. From this



examination this author predicts the future structure of Lloyd’s and makes

recommendations for structural changes.

Such a research agenda requires an appreciation of the history of Lloyd’s and
knowledge of why and how it has evolved into the organisation it is today.
Furthermore, the research requires the input of members of the Lloyd’s community in
order to test this author’s hypotheses as well as gaining insight into Lloyd’s and its
structure as well as the forces that are influencing changes in the structure. The
author’s initial approach was a pilot study whereby a question;laire was sent out to
twenty underwriters. Only ten per cent were returned - a disappointing response.
Given the low percentage of responses and through the author contacting some of
those who had not responded, the impression gained was that there was a reluctance to
divulge confidential information and opinions on a written questionnaire.

Consequently, this method of approach was abandoned.

A new method was thus needed, so the author decided that instead of asking for a
questionnaire to be filled in, to ask members of the Lloyd’s community if they would
be interviewed. The advantage of holding interviews is that senior personnel can be
reached who might otherwise pass a questionnaire to a junior member of staff. Whilst
a questionnaire can be produced, copied and mailed to many people, interviews are
much more time-consuming and thus fewe; people can be contacted over a given

period of time. However, the scope for discussion and the generation of new ideas is,

arguably, greater in an interview than in a questionnaire.
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there is little reason to consider that the interviewees were unrepresentative of their

peers in their particular segment of the Lloyd’s market.

This author is employed as an underwriter for a non-marine syndicate and much

information was gleaned from this author’s observations on the way Lloyd’s operates.

In. 3 Sources of information

The main source of statistical information is the Lloyd’s Planning Department and their
annual publication “Statistics Relating to Lloyd’s”. This work is an extension of the
historical statistics produced by Doody (1979) from 1950 to 1977. Information on the
company market has been gained through LIRMA and the ABI and their associated
publications. There is little information in academic journals due to a lack of research
connected with Lloyd’s and also the unavailability of statistics and information to those
who are not actively involved in the Society. Much of the material from which this
thesis is built has been derived from articles in the insurance and reinsurance press and

through interviews with members of the Lloyd’s community.

In. 4 Overview of thesis

The main work of the thesis is divided into seven chapters, with the eighth chapter

being a conclusion.

Chapter one: Overview and Statistics. _
This chapter describes the business underwritten at Lloyd’s and an assessment is made

as to the position of Lloyd’s within the London market and the world market. This



chapter also describes the operation of Lloyd’s and briefly outlines the history of the
Society. The chapter ends with a note on the constituents of the London insurance and

reinsurance market.

Chapter two: Studies on Lloyd’s.
This chapter outlines the literature published about Lloyd’s, focusing on the reports that

have been commissioned by Lloyd’s, as these are primary sources that have influenced

the development of the Society.

Chapter three: The architecture of Lloyd’s and the capital base.

This chapter examines the nature of the structure or architecture of Lloyd’s, Kay’s first
source of distinctive capability. This chapter pays particular attention to the capital
base and an analysis is made of the change in the structure of Lloyd’s as a result of the
introduction of a new capital base - limited liability incorporated capital. The role of
the Lloyd’s broker is discussed and the influence of information technology on this role

is evaluated.

Chapter four: Two Structural Models: The Porter Model and the Market-
Hierarchy-Network Model.

In this chapter an analysis is made of both the insurance and reinsurance markets and
the position of Lloyd’s within each of these markets usiﬁg the framework provided by
Michael Porter (1980). The Market-Hierarchy-Network model is discussed and the

structures existing within Lloyd’s are presented within the context of this model.



Chapter ﬁvé: The nature of cooperation within Lloyd’s.

This chapter examines a particular feature of the architecture of Lloyd’s, namely
cooperation between syndicates. An analysis of the nature of this cooperation is made
and the threats to its continuance with the introduction of incorporated capital are

discussed and a simple two-dimensional model of Lloyd’s is proposed.

Chapter six: Innovation, entrepreneurism and Lloyd’s.
Innovation is the second of Kay’s sources of distinctive capability. The nature of
innovation and entrepreneurism in Lloyd’s is assessed and the threat to such innovation

with the introduction of incorporated capital is discussed.

Chapter seven: The reputation of Lloyd’s.
Reputation is the third of Kay’s sources of distinctive capability. The nature of the

reputation of Lloyd’s and the ownership of the reputation are discussed.

Chapter eight: Conclusions and recommendations.
The conclusion discusses the main findings of this research and makes

recommendations as to future structure of Lloyd’s.

In. 5 Contribution to knowledge and recommendatioqs for further research.

Many of the writings on Lloyd’s have sought to describe the history of the Society e.g.
Gibb (1957), Cockerell (1984), Brown (‘19187). There have been books written on the
profitability of Lloyd’s e.g. Raphael (1994), Mantle (1992) and Llo;'d’s has been the

subject of several reports at the instigation of the Lloyd’s Council. These reports, such

. xvii



as those prebared by the Neill and Fisher working parties, have mainly focussed on the
regulatory arrangements at Lloyd’s. There is thus a gap in the literature for a study in
the structure of Lloyd’s. This thesis represents the first attempt to describe the
structure of Lloyd’s in terms of its trading units, the syndicates, and the threats to the

change in the structure due to the admission of a new capital base.

The thesis arguably raises more questions than it purports to answer, but the fact that
these issues, such as the threat to entrepreneurism with the introduction of

incorporated capital, have been identified is, arguably, a conclusion in itself.

Further research is needed to explore the implications of information technology on the
distribution of insurance and reinsurance in general and the role of the broker in
particular. Perhaps the most revealing research would be to re-write this thesis in ten

years’ time in order to explore whether the conclusions reached have indeed come to

fruition.
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Chapter One: Overview and Statistics

1.0 Introduction

This chapter gives an overview of Lloyd’s of London - its business practices and a
selection of terminology which it is necessary to define. This chapter gives a summary
of the workings of Lloyd’s and discusses some statistics relating to Lloyd’s - the growth
of Lloyd’s, the type of business underWﬁtten and its geographical provenance. Lloyd’s
share of the UK insurance market is discussed and an estimate given of Lloyd’s share of

the global insurance market.

1.1 An historical perspective

During the late seventeenth century there was an expansion in England’s overseas trade.
Before 1650 English overseas trade had largely consisted of the exchange of woolen
cloth for other manufactures, wine, and foodstuffs, including grain. During the latter
half of the seventeenth century tobacco and sugar (and later tea, coffee and chocolate)
wére important export commodities for England. This transformation of the
commodity structure of England’s overseas trade was brought about by the
establishment and development of the Atlantic colonies and by trading ventures to the
Far East and Africa, such as the East India Company. Davis (1962) estimates that the
total tonnage of English merchant shipping rose from 115,000 tons in 1629 to 340,000
tons in 1686 and then levelled off to 323,000 tons in 1702. The growth of long trade
routes and a more diversified trading pattern stimulated the growth of marine insurance
and credit facilities in London. These were often adaptations of practices used in

Amsterdam, but increasingly London insurance underwriters, who met at Edward



Lloyd’s coffee shop in the City, captured business from their Dutch rivals. Coward
(1994) suggests that the period of English neutrality from 1674 'to 1689, when the
Dutch remained at war with France, was a vital one in the progress of English overseas
trade. During this period, English merchants overtook the Dutch in the colonial slave
trade and the European carrying trade, with the result that London was well on the path

of becoming the centre of the commercial world.

1.2 An overview of Lloyd’s
The Lloyd’s insurance market is a place where the business of insurance and reinsurance
is transacted between those who are seeking insurance - the insured or reinsured - and

others who are prepared to offer insurance coverage - the capital providers.

The growth of Lloyd’s from Edward Lloyd’s seventeenth century coffee house to a
major international insurance and reinsurance market has been well documented
(Cockerell, 1984; Gibb, 1957) and it is not the purpose of this thesis to dwell on the
history of Lloyd’s. Lloyd’s is not an insurance company nor does it itself issue
insurance policies. Prior to 1994 Lloyd’s consisted entirely of individuals, known as
underwriting members or Names who transacted the business of insurance with
unlimited liability “each for his own part and not one for another”. Insurance is
contracted on the basis that each Name is liable to the full extent of his wealth for the
share of the risk he accepts (“down to his lasty shirt button™ as the traditional saying is in
Lloyd’s). Whilst risks are normally shared between Names, liability is several and not

joint, with “each underwriting member (acting) for his own part and not one for the



other” (Lloyd’s Act 1982). A Name is treated in English law as a sole trader and thus

has unlimited liability.

From 1st January 1994 incorporated investors could join Lloyd’s and, as these are
limited liability companies, the shareholders are liable only to the extent of the value of

their shareholding.

Lloyd’s is constituted under various Acts of Parliament, thus reflecting the fundamental
differences between Lloyd’s underwriters and corporate or mutual associations. The
Lloyd’s Act 1871 gave Lloyd’s its legal foundation, incorporating principles that had
been previously accepted by the Underwriters on a voluntary basis. The Act conferred
on the elected governing Committee the powers to enforce the rules and principles that
were previously adhered to on a voluntary basis. The Act incorporated the Underwriting
Members of Lloyd’s into the Society and Corporation of Lloyd’s and made provision

for a Committee of Members to manage the affairs of the Society.

Subsequent legislation was enacted in 1888, 1911, 1925, 1951 and 1982. The Lloyd’s
Act 1982 established a Council of Lloyd’s to manage and regulate the Society’s affairs

with wider powers of self-regulation than the Committee had previously possessed.

1.3 Lloyd’s Accounting System
A three year accounting system is followed by all Lloyd’s Underwriters. Under the
system, the underwriting results of the members are stated by “year of account”. A new

“year of account” commences on 1st January of each year and remains open for a period



of three year‘s. During that period, all premiums received and claims paid in respect of
the policies signed during the first calendar year of the “year of accéunt” are attributed
to that year of account. All premiums are held in trust and none can be distributed until
after the expiration of the third calendar year of a year of account. At the end of the
three year period the underwriter will calculate a reserve (known as the “reinsurance to
close”) based on the known and unknown liabilities of the year of account. Once the
reinsurance to close is established, the year of account can close and the reinsurance to
close is transferred in full to underwriting members participating in the same syndicate
for the subsequent “year of account”. For example, a new syndicate which started in
1996 will close its first year of account at 31st December 1998. The reinsurance to
close will be transferred to the 1997 year of account. The 1997 year of account closes
on 31st December 1999 and the reinsurance to close is calculated on the reserve
required in respect of known and unknown liabilities for both the 1996 and 1997 year of
account. Consequently the older a syndicate becomes the larger the reinsurance to close
should become because there are an increasing number of closed years for which a
reserve has to be calculated. The three year accounting system is designed to ensure that
when a year of account is closed, written premiums have matured, return premiums have
been accounted for, a large proportion of the claims have been settled, and a realistic

assessment of outstanding claims and IBNR (incurred but not reported claims) can be

attained.

1.4 The course of business at Lloyd’s.

The business of insurance at Lloyd’s is conducted via the interaction between Lloyd’s

underwriters and Lloyd’s brokers. All insurance business is brought to underwriters



through brc;kers who are regulated by the Council of Lloyd’s, and are known as

“Lloyd’s Brokers”. As of 1st January 1996 there were 211 registered Lloyd’s Brokers.

The underwriting members of Lloyd’s are subject to stringent financial requirements
which are prescribed by Acts of Parliament and the Council of Lloyd’s and are intended
to ensure that the security afforded by Lloyd’s is of the highest order. Prior to joining
Lloyd’s, each prospective member must prove that he has a minimum level of wealth
(qualifying means). With the exception of those members who actually work at Lloyd’s,
members are required to establish minimum qualifying means on joining of £250,000.
Only certain assets which are readily realisable qualify for inclusion as means. The
combined qualifying means assets on 31st December 1995 were £6,758 million. Since
the object of establishing qualifying means is to demonstrate a minimum level of wealth,

it may reasonably be inferred that the actual wealth of members exceeds this figure by a

substantial amount.

Each underwriting member is required to deposit a minimum sum of £25,000 at Lloyd’s.
In the majority of cases, however, considerably more is demanded as Names often
underwrite more than the minimum. The exact amount will vary depending on each
member’s underwriting limit but an external member will be required to deposit 30% of

his underwriting limit in his Lloyd’s deposit. As at 31st December 1995, members’

deposits amounted to £4,696 million.

One of the fundamental features of Lloyd’s is that each member must accept and fully

understand that he has unlimited liability; thus each member is liable to meet his



underwriting losses to the full extent of his wealth. A member’s underwriting capacity
is administered by a Members’ Agent who will advise a member with which syndicates
to place his capacity. Members® Agents often require that members establish additional
underwriting reserves with them which usually take the form of personal reserves, and
are held in the names of trustees, whose consent must be obtained before funds may be
released for any purpose other than meeting underwriting liabilities. The Members’
Agent may suggest that the member hold a special reserve as well. Both the personal

and special reserves are available to support a member’s underwriting,

Insurance business can only be presented at Lloyd’s by approved Lloyd’s brokers. Once
the broker receives instructions from his client (the insured), he prepares a “slip”. This
will set out the type of insurance, the sum insured, the period of insurance, the location
where applicable, and various clauses applicable to the particular type of insurance.
Most insurance at Lloyd’s is transacted by the physical attendance of the broker at the
underwriter’s “box™ in Lloyd’s. Certain underwriters are recognised as market leaders
in particular classes of insurance, for instance the Cassidy syndicate at Lloyd’s is known
as a market leader for kidnap and ransom insurance and syndicate 435 (D.P. Mann and
others) is known as a lead for US liability business. It will be to one of these “leads”
that the broker approaches in order to obtain a quote for his client. The leader will
decide the price required for the insurance and/qr any terms, conditions or warranties
and will underwrite a certain percentage of the risk. The broker will offer the
underwriter’s quote to his client and, if acceptable, he will then go around the
appropriate market until he has secured additional lines making up one hundred per cent

of the risk that he is seeking to have underwritten. Having placed the risk in this



manner, the Lloyd’s broker is then under a duty to prepare the insurance policy on the
appropriate form on which the insurance has been placed, and the broker then submits

the slip and the policy to the Lloyd’s Policy Signing Office (LPSO).

The insurance slip is the complete and final contract fixing the terms upon which the
insurance cover has been granted. The siip is a legally binding document and reference
may be made to it for the purposes of ascertaining the parties’ intentions in preparing
the policy (Ionides v Pacific Insurance Co (1871) L.R.6 Q.B. 674). It is specifically
provided for in the Marine Insurance Act 1906 that where there i; a policy issued by
underwriters, reference may still be made to the slip, and the Court is given power to

rectify a policy so as to make it correspond with the terms expressed in the slip.

1.5 Central resources of Lloyd’s

Individual underwriting members are liable for their own underwriting commitments.
However, should the assets held on their behalf at Lloyd’s or their personal resources
prove insufficient to meet their liabilities, the resources held centrally by Lloyd’s are
available to meet their obligations. These central resources comprise the Central Fund to

which all members contribute by way of an annual levy on their overall premium income,

and the assets of the Corporation of Lloyd’s.

The Central Fund was established to protect the policyholder and not the underwriting
member; it is not an asset of the Corporation of Lloyd’s. The Central Fund was
constituted in 1927 for the purpose of meeting the underwriting liability of any Lloyd’s

member in the event that the assets constituting his premium trust funds, underwriting



reserves, personal wealth and Lloyd’s deposit prove insufficient to discharge his
underwriting liabilities. As at 31st December 1995, the net value of the Central Fund

was £541 million and the assets of the Corporation of Lloyd’s totalled £245 million.

1.6 Technical Reserves at Lloyd’s

The technical reserves (loss reserves) of a syndicate, which are broadly comparable to
those of an insurance company, comprise: (1) the reinsurance to close (loss provisions)
in respect of the closing year and all preceding years; and (2) the provision for estimated
future liability on the two open years (IBNR - incurred but not re;ibned claims). The
assets supporting the technical reserves include the underwriting balances which must be
held in trust in a form acceptable to the Department of Trade. These assets are available

for the payment of claims, expenses and other outgoings of the members.

Whilst the underwriting balances are largely used to meet underwriting payments, they
produce investment earnings to increase the funds available. It is not until all
underwriting payments have been made and provision made for outstanding liabilities,
that the underwriting profit, if any, may be released to underwriting members. At 31st
December 1995, the value of assets encompassing the total underwriting balances of

Lloyd’s members was £19,686 million. The assets were in the form of cash and

investments (including the American and Canadian Trust Funds held in New York and

Toronto, respectively, totalling approximately $12.214 million and Can$951 million)

Ed

plus the amounts due for payment by Lloyd’s brokers through the Central Accounting

System.



The total declared resources of the underwriting members of Lloyd’s, either in the form
of assets held in trust at Lloyd’s, or tepresenting their means certified to Lloyd’s at 31st
December 1995 were £27,326 million. Given that the Names’ financial resources will

exceed their deposits, this figure represénts a conservative valuation of the resources of

members.

1.7 Statistics relating to Lloyd’s.

The first major publication on Lloyd’s statistics was “Lloyd’s of London: A Detailed
Analysis of Results 1950 - 1977” by Doody (1979). Doody analysedu the Global Returns
submitted annually by the Corporation of Lloyd’s to the Department of Trade and
fndustry over the period 1950 to 1977. Doody (1979) described the growth of the
membership of Lloyd’s and the development of premiums and claims over the period
1950 to 1977. However, his figures did not extract the reinsurance to close figure from
the premium, so it is difficult to evaluate how the premium income has actually
developed. The reinsurance to close figure has been extracted by the Lloyd’s Planning
Department in their annual publication “StatisticsbRelating to Lloyd’s”. The figures in
“Statistics Relating to Lloyd’s” are extracted from the annual returns that syndicates
make to the Department of Trade and Industry, together with information that the
syndicate has to disclose to the Corporation of Lloyd’s - such as stamp capacity, number

of supporting Members’ Agents and the types and numbers of members comprising each

syndicate.



1.8 The capacity of Lloyd’s, the number of syndicates, net premium income and
profitability

When an insurance or reinsurance contract is underwritten at Lloyd’s, the premium is

collected by the broker from the insured or reinsured. The policy is then sent to the

Lloyd’s Policy Signing Office in Chatham, Kent to be “signed”, i.e. allocated a signing

number and date. The LPSO debit the premium from the broker and credit the

syndicates who have underwritten the contract. Each insurance or reinsurance contract

at Lloyd’s is allocated a unique signing number and date. This enables the LPSO to

identify and track the contract.

The capacity of a syndicate is the maximum gross premium, i.e. before deductions for
outwards reinsurance premiums, in any one year of account that a syndicate can accept.
Thus a syndicate with a capacity of £70 million for a given year of account can have a
gross premium income of £70 million for that year.  Premiums are credited to
syndicates in three currencies - Sterling, U.S. dollars and Canadian dollars. To
determine how much of a syndicate’s capacity has been utilised these three currencies
are converted to sterling at rates of exchange specified by Lloyd’s - the premium income
monitoring (PIM) rates of exchange. These rates are published by Lloyd’s at the
beginning of a calendar year and are constant for that year. A syndicate has to make
quarterly returns to Lloyd’s in order for the Solvency Department to check that the

syndicate is not writing in excess of its capacity. This check ensures that sufficient

assets uphold the liabilities accepted by the syndicate.
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Figure 1.1: The Capacity of Lloyd's. (Source: Statistics Relating to Lloyd's, 1996)




The graph (i?ig 1.1) shows the growth in Lloyd’s capacity from 1967 to 1996. The
graph may be divided into four sections: (1) from 1967 to 1977, (2) ﬁom 1977 to 1984,
(3) from 1984 to 1987 and (4) from 1987 to 1996. From 1967 to 1977 capacity at
Lloyd’s grew by almost three and three-quarters from £503 million to £1,882 million, an
average growth of £137.9 million per year. From 1977 to 1984 capacity grew at a faster
rate, an average of £458.3 million per year. During this period capacity more than
doubled from £1,882 million in 1977 to £5,090 million in 1984. In the four years from
1984 to 1987 the capacity of Lloyd’s more than doubled from £5,090 million in 1984 to
£10,290 million in 1987 an average increase in capacity of £1,733 nxillion per year. The
rate of growth of capacity slowed between 1987 and 1991 to an average increase of
£273 million per year. Capacity peaked at £11,382 million for the 1991 year of account
which represents just over a 10% increase on 1987. Capacity dropped from £10,046 in
1992 to £8,878 for 1993 although recovering to £9,994 for the 1996 year of account.

The 1996 capacity comprises £6,950 million from traditional Names and £3,044 million

from corporate members.

The graph of the number of members of Lloyd’s (Fig 1.2) follows the pattern of the
growth in capacity. Figure 1.2 shows the number of active members of Lloyd’s for each
year of account. It therefore excludes those members who are on open years of account
- members who are unable to leave Lloyd’s because the syndicate has been unable to
close. There was a great increase in the numbé‘r of Names during the period from the
late 1970s to the late 1'79805. Membership .peaked at over 32,000 for the 1988 year of

account but then dramatically fell away at an average rate of over 2,300 per year. It is

interesting in the period 1988 to 1991 the membership dropped from 32,433 to 26,539 -
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a decrease of 18%; however, the capacity of Lloyd’s increased over that period from
£11,018 million to £11,382 an increase of 3%. The drop in the number of Names may
be explained by the significant losses experienced by some syndicates, but the increase in

capacity suggests that those members who did not leave Lloyd’s were increasing their

overall premium income limits.

Figure 1.3 (a) below shows the profit or loss paid to Names over the period 1950 to
1992 and the percentage “pay-out” to Names. Names’ profits are described by
Members” Agents asa percentage “pay-out” of their capacity i.e. the monetary amount

of profit (or loss) divided by the Name’s capacity on the syndicate.

From 1950 to 1987 Lloyd’s continuously declared a profit to Names apart from small
losses for the years 1964, 1965 and 1966 due to Hurricane Betsy. For the 1988 to 1992
years of account Lloyd’s has made enormous losses totalling £8,729 million. From
1950 to 1987, a period of 38 years Lloyd’s paid out to Names a total of £4,005.3
million. The pre-tax profit or loss to Names over years of account 1950 to 1992 is
shown on the graph in figure 1.3 (b). The loss making years are due to a combination
of large natural disasters during the period 1988 to 1992 and also numerous asbestosis
and pollution claims on old years of accounts. The losses have caused many Names to

leave Lloyd’s from 1988 onwards as is seen by the graph in Figure 1.2.

It is interésting to look at the column entitled “Percentage Pay-out” in Figure 1.3 (a).
The percentage pay-out is the pre-tax profit divided by the capacity of the market.

Lloyd’s has rarely paid out more than 10% profit on capacity. Indeed, the Society has



only paid out 10% or more for four years of account during the 24 years from 1967 to
1990. The Lioyd’s Business Plan (1993) states: “We aim to achieve a pre-tax return of
10% on underwriting capacity over the underwriting cycle” (Page 12 Section 1.16).

Given the historic picture of the profitability of Lloyd’s, this seems to be an ambitious

target.
Year of Gross Pre-tax Percentage
Account  capacity profit/loss to pay-out
(£m) Names (£m)
1967 503 2.2 0.44
1968 592 38.5 6.50
1969 741 55.1 7.44
1970 761 63.0 8.28
1971 839 71.4 8.51
1972 891 89.1 10.00
1973 1,045 113.1 10.82
1974 1,162 97.1 8.36
1975 1,365 142.0 10.40
1976 1,828 126.1 6.90
1977 1,882 1414 7.51
1978 2,417 198.6 822
1979 3,049 229.0 7.51
1980 3,415 352.7 10.33
1981 3,562 2483 6.97
1982 4,111 161.7 3.93
1983 4,381 119.6 2.73
1984 5,090 2782 547
1985 _ 6,682 195.5 2.93
1986 8,511 649 .4 7.63
1987 10,290 '509.1 4.95
1988 11,018 -509.8 -4.63
1989 10,956 -2,063.2 -18.83
1990 11,070 -2,319.1 -20.95
1991 11,382 -2,047.8 -17.99
1992 10,046 -1,1929 -11.87
1993 8,878 225.20 2.54

Figure 1.3(a): The profitability of Lloyd’s (Source: Global Accounts, Statistics Relating
to Lloyd’s) :
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Figure 1.3(b): Profitability of Lloyd's. (Source: Global Accounts; Statistics Relating to Lloyd's, 1996)




The graph m figure 1.4 shows that from 1967 to 1930 there wés an overall increase in
the number of syndicates from 237 to 437. The capacity of Lloyd’s increased over this
period from £503 million to £3,415 million. The average size of syndicate increased
from £2.1 million to £7.8 million over the same period. From 1980 to 1987 the number
of syndicates decreased at a mean average rate of just over ten per year. There was a
slight increase in the number of syndicates from 1987 to 1990. However, there has been
a dramatic decrease in syndicate numbers since 1990, from 401 in 1990 to 167 in 1996
as a result of the loss experience of Lloyd’s over the same period. Capacity has,
however, remained relatively static, thus suggesting that those syndicates that have not
ceased trading have increased in size either through merger or through raising new
capital. The distribution of syndicates by size is shown below in figure 1.5 which shows
that in 1990 there were fifteen syndicates with a stamp capacity of over £100 million,
but by 1994 the number of syndicates with a capacity of over £100 million had doubled.

The mean average syndicate capacity in 1990 was £27.6 million whereas in 1994 this

had increased to £60.9 million.

During the period 1989 to 1994 there have been numerous mergers and takeovers
among underwriting agencies. One example is the underwriting agency A.J. Archer,
which acquired the Kellett Group late in 1992 for £1.3 million plus an amount
contingent upon the profits of Kellett’s agency business through 1995. In July 1993,
Archer aéquired Castle Underwriting for £5.2 million. The Castle acquisition increased
Archer’s' 1993 capacity (for all the syndicaﬁés it manages) from £201 million to £389
million and its members’ agency business from 145 to 745 names. One of the benefits

that Archer anticipates is consolidation of administrative and service functions into one
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organisation. These benefits however did not come without a further price: Archer
announced a pre-tax loss of £0.8 million for the year ending September 1993 (compared

with a profit of £1.2 million in the previous year), in part due to restructuring.

Syndicate size Year of Account

£ million 1986 1990 1994

0-19.99 254 209 31

20-39.99 53 102 45

40-59.99 12 32 41

60-79.99 10 18 24

80-99.99 7 10 8

100-119.99 1 7 8

120-139.99 0 2 8

140-159.99 2 2 2

160-179.99 0 2 1

180-199.99 2 1 4

200+ 0 1 7

Total no of synds 341 386 179
Total capacity of Lloyd’s

£m) 8,511 11,070 10,954

Average capacity of a
Syndicate (£ million) 24.96 28.68 61.20

Figure 1.5. Distribution of syndicates by size. Source: Chatset figures 1986, 1990,
1994,

Figure 1.6is a graph of Lloyd’s net premium income. Net premium income is defined as
gross premium income less the amount for reinsurance to close and reinsurance ceded.
This shows that the net premium income has increased over time, although it decreased
for the 1993 year of account. The rate of increase was very dramatic from 1978
onwards which reflects the growth in capacity of the market over this period. A more
revealing graph is Figure 1.7 which shows net prerﬂium income as a percentage of gross
capacity i.é. capacity utilisation. From 1967 t'o 1993 year of account there has been a
gradual trend towards a lower utilisation of capacity. This suggests that the rate of

increase in Lloyd’s capacity over this period was not matched by a similar rate of
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Figure 1.7: Ratio of net premium income to gross capacity. (Source: Statistics, Relating to Lloyd's, 1996; this author's analysis)



increase in éremium income. Probable reasons for this were a lack of new business
coming into Lloyd’s and competitive pressﬁres forcing a lowering of price. This author
suggests that the reason for the decrease in premium income for the 1993 year of
account, which was closed at 31st December 1995, was a result of the losses declared
by Lloyd’s over the preceding five years of account. These losses raised cjuestions over

the solvency of the Society and caused an exit of business out of Lloyd’s.

1.9 Business written in Lloyd’s

Figure 1.8 below displays business written at Lloyd;s divided into the categories defined

by the Department of Trade.

Yrof Accident & Motor vehicle Aircraft Ships Goods in
A/C  Health damage & liability dam/liab  dam/liab transit
1984 1947 356.1 355.6 1,265.2 361.2
1985 1723 420.2 405.9 1,253.4 340.7
1986 1849 483.0 565.5 1,537.2 362.8
1987 2137 561.1 695.3 1,794.2 395.0
1988 2227 627.9 588.1 1,799.4 3715
1989 2687 688.1 672.6 2,205.4 391.6
1990 4292 748.7 957.9 3,1284 457.7
1991 6294 1,047.6 1,023.5 2,678.8 367.5
1992 6305 1,326.7 861.3 1,948.7 3223
1993 5122 1,362.7 836.6 1,878.1 309.0
Yrof  Property General Pecuniary Life

AC damage liability loss TOTAL

1984 1,000.8 653.5 1.0 53 4,193.4

1985 1,081.3 699.8 0.9 55 4,380.0

1986 1,274.0 821.7 0.9 53 52353

1987 1,494.1 903.0° 91.0 7.2 6,154.6

1988 1,349.2 835.7 97.8 73 5,899.6

1989 1,805.6 935.0 96.4 10.9 7,074.3

1990 2,2525 12082 1262 171 9,325.9
1991 22194 1,491.1 1948 233 96754
1992 2,3420 14611 1983 393  9,130.2
1993 2,021.5 1,3632 - 1735 345 84913

Figure 1.8: Gross premium income (net of reinsurance to close but gross of ceded
Teinsurance and net of brokerage and commissions. Excludes inter-syndicate transactions) in
| £million. Source; Statutory Statement of Business
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To estimate the size of each of Lloyd’s five traditional markets (Marine, Non-marine,
Life, Motor and Aviation) the above premiums have been allocated thus:
Marine = ships damage and liability; and goods in transit.

Non-marine = Accident and health; Property damage; Pecuniary loss; and
General liability.

Aviation = Aircraft damage and liability.

- Motor = Motor vehicle damage and liability.

Life = Life business.

The percentage split across the five markets has remained relatively constant throughout
the period 1984 to 1990. The largest market is Non-marine with about one half of all
business written at Lloyd’s. Figure 1.9 suggests that approximately 50% of Lloyd’s

Premium income is non-marine, 25% marine, 10% aviation, 15% motor and negligible

life business.

Year of

A/C Marine  Non-marine Aviation Motor Life
1984 1,626.4 1,8500 355.6 356.1 5.3
1985 1,594.1 1,9543 4059 4202 55
1986 1,9000 22815 5655 483.0 53
1987 2,1892 27018 6953 561.1 7.2
1988 2,1709 25054  588.1 627.9 73
1989 2,597.0 31057 672.6 688.1 109
1990 3,586.1 40161 9579 7487 17.1
1991 3,0463 45347 1,0235 10476 233
1992 22710 46319 8613 1,3267 393
1993 2,187.1 40704 8366 13627 345

Percentage allocation -

Year of .

A/C Marine Non-marine Aviation  Motor Life

1984 38.78%  44.12%  8.48% 8.49% 0.13%
1985 36.40 4461 927 959  0.13

1986 36.29 4358 10.80 923  0.10

1987 35.57 43.90 11.30 9.11. 0.12

1988 36.80 42.47 9.97 10.64  0.12

1989 - 36.71 43.90 9.51 973  0.15

1990 38.48 43.06 1027 803  0.18

1991 31.49 4687  10.58 1083  0.24

1992 24 .87 50.73 9.43 14.53 0.43

1993 25.76 4794 9385 16.05 0.41
Figure 1.9: Classification of business written at Lloyd’s into the five
traditional markets. (Gross premium income in £ million)
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Figure 1.10 shows net premium income and an allocation to the five markets,

Yrof Accident & Motor vehicle Aircraft Ships Goods in
A/C  Health dam & liab dam/liability  dam/liability transit
1980 89.0 237.1 120.0 525.9 2313
1981 108.3 265.2 173.5 683.4 253.9
1982 169.8 273.6 242.0 910.8 294.0
1983 188.4 283.4 188.7 768.5 2543
1984 1622 323.8 229.9 903.6 303.6
1985 143.6 382.6 252.7 832.1 287.2
1986 152.8 435.5 368.8 1,014.4 302.2
1987 173.2 516.0 4283 1,135.5 3314
1988 179.0 582.8 - 3209 955.4 308.1
1989 214.0 643.5 281.0 1,013.3 3124
1990 3318 695.7 324.0 1,377.7 325.7
1991 485.9 959.5 432.2 1,165.7 269.9
1992 483.0 1,165.8 449.1 1,145.6 2522
1993 362.9 1,141.8 462.8 '1,176.0 249.9
Yrof  Property General Pecuniary Life T0TAL

AC damage liability loss

1980 4341 2231 03 15 1,862.3

1981 5106 260.8 04 19 2,258.0

1982 653.5 346.1 05 22 2,892.5

1983 570.4 3124 07 19 2,569.7

1984 6663 3648 09 40 2,959.1

1985 7379 4151 08 40 3,056.0

1986 9104 5235 08 36 3,712.0

1987 9327 6078 654 46 4,194.9

1988 8753 4147 727 48 3,713.7

1989 9024 5221 689 79 3,965.5

1990 1,245.0 8774 90.7 12.6 5,280.6

1991 1,397.0 1,1354 1512 172 6,014.0

1992 1,510.1 1,1314 1628 312 6,331.2

1993 1,353.8 9993 1451 246 5,916.2

Table 1.10: Net ceded premium (net of ceded reinsurance, reinsurance to close and
brokerage and commissions. Excludes inter-syndicate transactions). £million.

Source: Statutory Statement of Business

As before, the business may be allocated to the five traditional mzirkets (Figure 1.11

below).
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Yrof

A/C Marine Non-marine  Aviation  Motor Life
1980 757.2 746.5 - 120.0 237.1 15
1981 937.3 880.1 1735 2652 19
1982 1,204.8 1,1699 2420 273.6 22
1983 1,022.8 1,071.9 188.7 2834 29
1984  1,207.2 1,194.2 2299 3238 4.0
1985  1,119.3 1,297.4 2527 3826 40
1986 13166 1,587.5 3688 4355 3.6
1987 1,466.9 1,779.1 428.3 516.0 46
1988 1,263.5 1,541.7 3209 582.8 4.8
1989 1,325.7 1,707.4 281.0 6435 7.9
1990  1,703.4 2,544.9. 13240 6957 12.6
1991  1,435.6 3,169.5 4322 9595 172
1992 1,397.8 3,287.3 4491 1,165.8 312
1993 1,425.9 2,861.1 4628 1,1418 24.6
Split by percentage:

Yrof .
A/C Marine Non-marine  Aviation Motor Life
1980 40.66% 40.09% 6.44% 12.73% 0.08%
1981 41.51 3898 768 1175 0.08
1982 41.65 40.45 8.36 9.46 0.08
1983 39.80 41.71 7.35 11.03 0.11
1984 40.80 40.36 1.77 10.94 0.13
1985 36.63 42.45 8.27 12.52 0.13
1986 35.47 42.77 9.93 11.73 0.10
1987 34.97 4241 10.21 12.30 0.11
1988 34.02 41.51 8.64 15.70 0.13
1989 33.43 43.05 7.09 16.23 0.20
1990 32.26 48.19 614 1317 024
1991 23.87 52.70 719  15.95 029
1992 22.08 51.92 7.09 18.41 0.49
1993 24.10 4836 782  19.30 042

Figure 1.11: Classification of net premium income into the five traditional Lloyd’s

markets.

Figure 1.11 shows that even on a net basis the non-marine market is the biggest of the

five markets with about half of premium income - a percentage that has increased over

time.
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1.10 Reinsurance and direct business written at Lloyd’s

Section 1.9 allocated Lloyd’s premium income into nine classes. However there was no
indication what the percentage split is between direct business and reinsurance. It is
market practice to include facultative reinsurance (i.e. the reinsurance of an individual
risk) with direct business. The term “reinsurance” thus only refers to treaty
(proportional) reinsurance and excess of loss (non-proportional) reinsurance, Lloyd’s
only produces statistics on direct and reinsurance business based on a calendar year
analysis. This information is contained in the Statutory Statement of Business. Figure

1.12 shows the calendar year split between direct and facultative and reinsurance.

From 1982 to 1995 there has been a gradual, but not marked, increase in the amount of
reinsurance written compared to direct and facultative. Approximately one-third of
business written at Lloyd’s is reinsurance and two-thirds is direct and facultative.
Overseas business dominates the Lloyd’s market. In 1995 almost two-thirds of
premium income was derived from outside the UK. However this percentage has been
in steady decline since 1982 when the percentage of non-UK business was 71.3%,
probably due to competition from foreign insurers and reinsurers. Over this period UK

business has become a larger percentage of the overall calendar year premium income.

Figure 1.12 suggests that Lloyd’s is an important market for non-UK reinsurance
business with over seventy per cent of reinsurance premium income derived from
territories outside the UK. The data in Figure 1.12 are extracted from the Statutory

Statement of Business that Lloyd’s submits annirally to the Department of Trade and

Industry.
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Calendar  Direct & facultative Reinsurance (ex fac) All
Year UK Overseas Total UK Overseas Total Premiums
1982 6716 1,376.2 2,0478 142.2 648.7 7909 2,838.7
1983 727.7 1,506.0 22337 164.6 848.7 10133 32470
1984 8454 20239 28693 248.7 12132 14619 43312
1985 909.6 2,048.7 2,9584 273.2 1,150.9 1,424.1 43825
1986 1,136.6 2,469.9 3,606.5 3383.6 1,4439 1,7825 5389.0
1987 12514 20819 3,3333 3342 1,202.5 1,536.7 4,8699
1988 1,369.3 20278 3,397.1 407.7 1,241.7 1,6494 5,046.5
1989 1471.1 2,1220 3,593.1 5594 14319 19912 5,584.3
1990 1,570.3 2,2450 3,8153 677 14748 22425 6,057.8
1991 18015 2,812.5 4,614.0 871.1 1,687.0 2,558.1 7,172.1
1992 2.268.2 3,423.7 5,691.9 869.4 20835 29529 86448
1993 2,548.0 3,500.8 6,048.8 656.9 18999 25568 8,605.6
1994 24724 3,221.1 5,693.5 491.6 1,667.1 2,158.7 78522
1995 2,180.8 3,2334 5,414.3 3452 1,5916 19368 73510
The above is consolidated thus:

Calendar

Year % UK % Overseas % Direct & fac % Reinsurance (ex fac)
1982 28.7 71.3 72.2 278

1983 275 72.5 68.8 31.2

1984 253 74.7 66.2 338

1985 270 73.0 675 325

1986 274 72.6 669 33.1

1987 326 67.4 68.4 316

1988 352 64.8 673 32.7

1989 36.3 63.7 643 35.7

1990 38.6 61.4 62.9 37.1

1991 37.3 62.7 64.3 35.7

1992 36.3 63.7 65.8 342

1993 37.2 62.8 703 297

1994 378 62.3 72.5 275

1995 344 65.6 73.7 26 .4

Figure 1.12: Calendar year gross premiums split mto difect and reinsurance (premiums are gross
of ceded reinsurance and net of brokerage and commissions. They exclude premiums in respect

of inter-syndicate reinsurance). £ million.
Source: Statutory Statement of Business Form 3.

In attempting to estimate the amount of reinsurance business underwritten at Lloyd’s it
is necessary to extract the facultative reinsurance figures from the block direct and

facultative figures in Figure 1.12. An estimate of the relative proportions of both these
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business typés‘ is given in “Statistics Relating to Lloyd’s” where it is stated that the split
is 80% direct insurance and 20% facultative reinsurance. The data in Figure 1.12 allow
estimates of the amount of reinsurance business underwritten at Lloyd’s assuming that
the proportion has remained constant at 80/20 respectively. Figure 1.13 shows the
breakdown between direct and reinsurance business. Using this allocation, direct and

reinsurance business are underwritten in a ratio of approximately 3:2 respectively.

Calendar :
Year % Direct % Reinsurance (inc facultative)
1982 57.7 423
1983 55.0 45.0
1984 53.0 47.0
1985 54.0 46.0
1986 53.5 46.5
1987 54.8 45.2
1988 53.9 46.1
1989 51.5 48.5
1990 50.4 49.6
1991 515 48.5
1992 52.7 473
1993 56.2 438
1994 58.0 42.0
1995 58.9 41.1

Figure 1.13: Breakdown of calendar year gross premium split into direct and
reinsurance (premiums are gross of ceded reinsurance and net of brokerage and
commissions. They exclude premiums in respect of inter-syndicate reinsurance).
Source: Statutory Statement of Business Form 3.

A survey of slips processed through the LPSQ was undertaken by the Lloyd’s Planning
Department during 1987 to 1989 the results of which are given in Figure 1.14 below.
The data in Figure 1.14 do not match the data in figure 1.12 as not all premiums to
Lloyd’s are handled by the LPSO; premiums due to motor syndicates are often credited
direct to the syndicate from the broker. Hovygx}er, we may use the data in Figure 1.14

to derive some estimate for the breakdown of business underwritten at Lloyd’s. Figure
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1.14 suggests that the mix of business in Lloyd’s is 50% direct insurance, 15%
facultative reinsurance, 23% non-proportional treaty reinsurance and 12% proportional
treaty reinsurance. Approximately, therefore, twice as much non-proportional business

(i.e. excess of loss) business is underwritten as is proportional business.

1987 1988 1989
Direct 2,409 (50%) 2,234 (50%) 2,376 (49%)
Facultative 739 (15%) 660 (15%) 664 (14%)
Non-proportional 1,113 (23%) 1,027 (23%) 1,192 (25%)
Proportional 559 (12%) 538 (12%) 596 (12%)
TOTAL 4,820 4,459 4,828

Note: The premiums are gross of ceded reinsurance, but after deduction of brokerage;
intersyndicate reinsurance is excluded in the total, estimates of which are:
Intersyndicate 712 872 1,199

reinsurances
Figure 1.14: Lloyd’s premiums processed through LPSO (Source: Lloyd’s Planning

Department) Figures in £m

1.11 Lloyd’s share of the UK Insurance and Reinsurance Market

Carter and Falush (1995) estimate that for the 1993 revenue year, 48% of business in
the London market (in terms of total gross premium underwritten) is underwritten at
Lloyd’s with the company market underwriting the balance. However, this figure may
not be accurate as Carter and Falush (1995) used gross data and there are reinsurances
between Lloyd’s underwriters and the company market (and vice versa). Thus some
business will be double-counted. Using data that are net of ceded reinsurance will
overcome the double-counting problem but the figures will be distorted because of
reinsurance payments to overseas companies. On a net basis “Statistics Relating to

Lloyd’s” states that Lloyd’s proportion of the London market is sixty per cent.
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Whilst Lloyd’s proportion of the London market has been estimated both by Lloyd’s
and Carter and Falush (1995), no estimate has been made of Lloyd’s proportion of the
UK insurance market i.e. UK domestic business and overseas business underwritten in

the UK. It has therefore been necessary to calculate these figures using data published in

the ABI Statistical Bulletin of UK Market Statistics 1984-1992. Unfortunately, this
author was unable to find these ABI statistics for post 1992. The ABI (Association of
British Insurers) publishes General Business Net Written Premiums which give
premiums on a calendar year basis net of ceded reinsurance but gross of brokerage. It is
essential to compare the net premiums, before deduction of brokerage, of UK
Companies with the net premiums of Lloyd’s. In this way there is no double counting
due to a Lloyd’s syndicate reinsuring a UK Company or vice versa. Taking the
premiums gross of brokerage gives a better understanding of the amount of insurance
that is actually purchased from UK Companies and Lloyd’s. The ABI figures comprise
data from Insurance Companies (both ABI members and non-members), Lloyd’s,
mutual clubs and associations. The “UK Insurance Market” is defined as business
written in the UK by all insurers operating in the UK on an establishment basis. The
figures include home-foreign business written in the UK and reinsurance accepted in the
UK (whether written by a UK registered company or by the UK branch of an overseas

registered company), but excludes any business written by UK insurers to their

subsidiaries and branches overseas.

Figure 1.15 below reproduces the General Business gross written premium income data
in the ABI statistics and figure 1.16 below reproduces the General Business net written

premium income data in the ABI statistics. The figures in brackets represent the
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proportion that the net figure bears to the gross figure (i.e. Figure 1.16 divided by

Figure 1.15).

" |Revenue Year Direct and Fac Reinsurance Total
1985 13,780 4,312 18,092
1986 16,594 4,773 21,367
1987 18,406 4,474 22,880
1988 20,512 4,642 25,154
1989 22,339 5,320 27,659
1990 24,503 6,227 30,730
1991 27,490 7,221 34,711
1992 32,579 ~ 8,176 40,755

Figure 1.15: General Business gross written premium income in £m. Figures are gross
of brokerage and gross of ceded reinsurance.
Source: ABI Statistical Bulletin.

Revenue Year Direct and Fac Reinsurance Total
1985 10,839 (0.7866) 2,964 (0.6874) 13,803
1986 13,212 (0.7962) 3,400 (0.7123) 16,612
1987 15,190 (0.8253) 3,422 (0.7649) 18,612
1988 16,979 (0.8278) 3,368 (0.7255) 20,347
1989 18,684 (0.8364) 3,716 (0.6985) 22,400
1990 20,133 (0.8217) 4,198 (0.6742) 24,331
1991 22,329 (0.8123) 4,914 (0.6805) 27,243

5,636 (0.6893) 31,468

1992 25,832 (0.9729)

Figure 1.16: General Business net written premium income in £m. Figures are gross of
brokerage and net of ceded reinsurance. (Figures in brackets are Table 1.16 divided by

Table 1.15)
Source: ABI Statistical Bulletin.

To estimate Lloyd’s proportion of the UK insurance market it is necessary to produce
Lloyd’s statistics in the same format as the ABI statistics in Figure 1.16. In Lloyd’s
Statutory Statement of Business published annually there are revenue figures which give
premiums net of brokerage and gross of ceded reinsurance. The Global accounts give

an average brokerage figure for each revenue year. Using this figure it is possible to
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create Lloyci’s premium figures gross of brokerage and gross of ceded reinsurance. In
the global accounts are figures for each revenue year giving premiums net of ceded
reinsurance and gross of brokerage i.e. in the format of the ABI figures in Figure 1.16.
However, the proportion between reinsurance and direct is not given. This split may be
“best guessed” by assuming that the reinsurance ceded from the Lloyd’s market is in the
same proportion as for the whole UK insurance market. Therefore, by applying the
proportions in brackets in Figure 1.16 to Lloyd’s gross premiums, it is possible to create
Lloyd’s net premium income figures (i.e. net of reinsurance ceded and gross of
brokerage). When using this technique it was found that there was a margin of error
between the calculated net premium income figures and the actual net ‘premium income
figures published in the global figures. In some instances the calculated figure was
lower than the actual figure, but in other cases the calculated figure was more. The

maximum margin of error was 8.2% though in many cases the error was much lower.

Pro-rata adjustments were made to the calculated figures to absorb these differences.

Figure 1.17 gives the gross premium income figures for Lloyd’s net of brokerage as

published in the Statutory Statement of Business.

UK. Overseas
Year Direct/fac Reinsurance Direct/fac Reinsurance  Total
1985 909,638 273,219 2,048,712 1,150,898 4,382,467
1986 1,136,594 338,643 2,469,927 1,443,992 5,389,156
1987 1,251,386 334,178 2,081,884 1,202,495 4,869,943
1988 1,369,300 407,722 2,027,810 1,241,659 5,046,491
1989 1,471,094 559,362 2,122,015 1,431,862 5,584,333
1990 1,570,270 767,687 2,245,046 1,474873 6,057,876
1991 1,801,482 871,125 2,812,514 1,687,032 7,172,153
1992 2.268,245 869,405 3,423,672 2,083,466 8,644,788

Figure 1.17: Lloyd’s revenue figures. Gross of ceded reinsurance, net of brokerage.

Excluding intersyndicate transactions. (£000)
Source: Statutory Statement of Business
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Figure 1.18 shows the same data as Figure 1.17 but gross of brokerage. The percentage

brokerage used is also shown.

UK. Overseas
Year Direct/fac Reinsurance Direct/fac Reinsurance  Total
1985 1,116,120 335,238 2,513,757 1,412,145 5,377,260
1986 1,391,180 414,496 3,023,166 1,767,432 6,596,274
1987 1,529,812 408,531 2,545,090 . 1,470,043 5,953,476
1988 1,676,010 499,048 2,482,020 1,519,778 6,176,856
1989 1,802,811 685,493 2,600,509 1,754,733 6,843,546
1990 1,926,712 941,947 2,754,658 1,809,660 7,432,977
1991 2,204,996 1,066,248 3,442490 2,064,911 8,778,645
1992 2,776,310 1,064,143 4,190,541 2,550,142 10,581,136
Year Brokerage (%)
1985 18.5
1986 18.3
1987 18.2
1988 18.3
1989 18.4
1990 18.5
1991 18.3
1992 18.3
Figure 1.18: Lloyd’s revenue figures. Gross of ceded reinsurance, gross of brokerage.
Excluding intersyndicate transactions.(£000) Source: Statutory Statement of Business,
brokerage per cent from Global figures.

Figure 1.19 gives Lloyd’s calendar year premium income net of ceded reinsurance but
gross of brokerage. Thus Lloyd’s figures are presented in Figure 1.19 in the same

format as the ABI figures of Figure 1.16. Figure 1..‘19 also gives Lloyd’s proportion of

the UK insurance market. )
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% of UK % of UK % of UK
Year Direct & Fac Market Reinsurance Market Total Market

1985 3,086 28.5 1,299 43.8 4,385 318
1986 3,830 29.0 1,693 49.8 5,523 332
1987 3,518 23.2 1,503 43.9 5,021 270
1988 3,582 21.1 1,524 45.2 5,106 25.1
1989 3,705 19.8 1,716 46.2 5,421 242
1990 3,701 18.4 1,784 425 5,485 225
1991 4,524 20.3 2,102 42.8 6,626 243
1992 5,752 223 2,595 46.0 8,347 265

Figure 1.19: Lloyd’s revenue figures net of ceded reinsurance and gross of brokerage.
Excluding inter-syndicate transactions. (£m) Source: Statutory Statement of Business

and Global accounts(amended)

The figures in Figure 1.19 suggest that Lloyd’s ﬁﬁderwn'tes approximately one-quarter
of the UK Insurance Market. This percentage has decreased from just over 31% in
1985. Lloyd’s income has increased by 90% over the period 1985 to 1992, but Lloyd’s
market share has fallen from 31% in 1985 to 26% in 1992. Market share has fallen
probably because of the expansion of direct writers of business such as Direct Line
which is owned by The Royal Bank of Scotland. Lloyd’s market share of the UK
reinsurance market has remained at over 40% whereas Lloyd’s proportion of the UK

direct and facultative market has decreased from 28% to 22% . Figure 1.19 highlights

the importance of Lloyd’s as a reinsurance market.

1.12 Lloyd’s proportion of the world non-life insurance and reinsurance market

The 1969 Cromer Report (paragraph 10) states that premium income from non-life
business underwritten in Lloyd’s in 1966 represented just under 2.5% of the world total.
Cromer staites that Lloyd’s transacts about 16% of the world aviation insurance and a

larger percentage of the world’s marine insurance business. Franklin (1980) comments
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that in 1965; Lloyd’s share of the world insurance market in 1965 was about 2.0% and
in 1975 Lloyd’s world market share had dropped to about 1.4% . “Statistics Relating to
Lloyd’s” gives Lloyd’s world market sharé as 1.8% for the 1994 revenue year, the latest
year for which statistics are available. This percentage has remained relatively constant
since 1985. “Statistics Relating to Lloyd’s” further states that for the 1994 revenue year
Lloyd’s had a 13.5% market share of the world’s marine business, 1.8% of the world
non-marine insurance, 25.7% of the world aviation market and 0.7% of the world motor

market. Since 1985, these percentage market shares have remained constant other than

aviation which has risen steadily from a 19.9% market share in 1985.

1.13 The geographical split of Lloyd’s business

In many countries, insurance can only be provided by locally-based, licensed insurers.
However, Lloyd’s underwriters have been authorised to provide insurance under local
insurance legislation in a number of countries including Australia, Canada, New
Zealand, South Africa and several countries in Europe including France, Germany, Italy,
Ireland and Switzerland. In many of the countries where Lloyd’s underwriters are
authorised, they are required to fulfill a number of local requirements, which may
include the appointment of a general representative, the maintenance of local deposits

and the filing of statistical reports. “Additional Securities Limited” is a wholly owned

subsidiary of Lloyd’s which provides funds for such deposits.

In other countries, Lloyd’s underwriters are able to accept business without having to be
licensed insurers. For example in the USA, altkough licensed to write direct insurance

only in Illinois, Kentucky and the US Virgin I§lands, Lloyd’s underwriters are eligible to
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accept excesg or surplus lines business. This is business which has been offered to the
local insurers but declined - either because the local insurers are unwilling or unable to
underwrite that business. There are Lloyd’s brokers such as Bell and Clements Limited
and Harman Kemp Limited that specialise in excess and surplus lines business. Lloyd’s
is able to trade on an equal footing with other insurers in the USA only in the states of
Illinois and Kentucky. The insurance authorities in these two states require that a
deposit must be held there and the “Illinois and Kentucky Dollar Agreement 1942 was
an undertaking that underwriters would themselves provide the deposit instead of
“Additional Securities Limited” on their behalf. Lloyd’s underwriters are also able to
underwrite reinsurance business throughout the world even in cases where they are

unable to underwrite on a direct basis.

Figure 1.20 gives the breakdown of business by territory. Some premiums cannot be

reliably allocated and these are shown in the column marked “Total unallocated
premium”. These unallocated premiums are understated since some double-counting of
“allocated premiums” arises caused by the allocation of some premiums to more than
one country (to comply with regulations in each). Given these caveats any detailed
analysis of the data is perhaps unwise, however it is possible to draw conclusions from
the figures. In respect of direct business the UK. is the most important region with
some 40% of premiums coming from the U.K.; this is not surprising as Lloyd’s is based
in London. However, in respect of reinsurance business the USA is the most dominant
territory with approximately 40% of all premiums. coming from the USA. For direct
business the next biggest territory is the USA and for reinsurance the second largest

source of premium income is the UK. . About 60% of all direct business comes from
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Calendar Rest of Asia Africa & Other Total allocated Total unallocated

Year UK. U.S.A. Canada Europe Pacific Middle East Countries premium premium TOTAL

1983 Duect & Fac 728 32.57T% 568 25.41% 120 537% 120 537% 68 3.04% 52 2.33% - 0.00% 1.656 74.09% 579 2591% 2,235

Reinsurance 165 16.29% 593 58.54% 38 3.75% 47 4.64% 42 4.15% 3 0.30% “ 0.00% 888 87.66% 125 12.34% 1 .01 3

1984 Drrect & Fac 845 29.44% 671 23.38% 146 4.88% 149 519% 84 2.93% 51 1.78% - 0.00% 1,940 67.60% 930 32.40% 2,870

Reinsuraice 249 17.03% 748 51.16% 50 3.42% 58 397% 51 3.4%% 3 0.21% - 0.00% 1,159 79.27% 303 20.73% 1,462

1985 Direct & Fac 910 30.76% 925 31.27% 148 5.00% 174 5.88% 79 2.67% 48 1.62% - 0.00%! 2,284 77.21% 674 2.79%) 2958
Reinsurance 273 19.17% 909 63.83% 47 3.30% 61 4.71% 49 3.44% 3 0.21% - 0.00% 1,348 94.66% 76 5.34% 1,424 {

1986 Direct & Fac 1,137 31.52% 1,153 31.97 153 4.24% 222 6.15% 58 1.61% 48 1.33% - 0.00% 2.1 76.82% 836 23.18%) 3.607

Reinsurance 339 19.01% 1,101 61.75% 46 2.58% 82 4.60% 3s 1.96%| 3 0.17% - 0.00% 1,606 90.07% 177 9.93%) 1,783

1987 Direct & Fac 1.251 37.53% 1.059 31.77% 145 435% 225 6.15%f- 53 1.5%% 58 1.74% - 0.00% 2,791 83.74% 542 16.26% 3,333

Reinsurance 334 21.74% 944 61.46% 45 293% 87 5.66% 32 2.08% 3 0.20% - 0.00% 1,445 94.0%% S1 5.92% 1.536

1988 Direct & Fac 1.369  40.29% 889  26.16% 141 415% 209 6.15% 58 1.N% 60 1.77% 40 1.18% 2766  81.40% 632 1860%| 3,398

Remsurance 408 24.76% 830 50.36% 13 4.43% 79 4.79% 36 2.18% 3 0.13% 32 1.94% 1.461 88.65% 187 11.35% 1.648

1989 Direct & Fac 1.471 40.94% 922 25.66% 149 4.15% 232 6.46% 70 1.95% 67 1.86% 60 1.67% 2,9M 82.69% 622 17.31% 3,593

Reinsurance 359 28.08% 932 46.81% 85 427% 82 4.12%| 43 2.16% 4 0.20% 49 2.46% 1,754 88.10% 237 11.90% 1,991

SLIP Direct & Fac 1.270 37.84% 1,095 32.63% 118 3.52% 426 12.69% 94 2.80% 100 2.98% 253 . 1.54% 3,356  100.00% - (1.00% 3,356

SURVEY Reinsurance 938 34.72% 830 30.712% 68 252% 505 18.65% 128 4.74% 5 0.19% 228 8.44% 2,702 100.00% - 0.00%| 2,702

1990 Direct & Fac 1,570 41.16% 1,024 26.85% 148 3.88% 292 7.66% 104 2.73% % 2.07% 94 2.46% 331 86.81% 503 13.19% 3814

Reinsurance 768 34.24% 1019 45.43% 90 4.01% 121 5.39% 48 214% 7 0.31% 67 2.99%% 2,120 94.52% 123 - 5.48% 2,243

1991 Direct & Fac 1,802 39.05% 1,103 23.90% 169 3.66% 509 11.03% 142 3.08% 101 2.19% 186 4.03% 4,012 86.93% 603 13.07% 4,615

Reinsurance 87 34.05% 1,146 44.80% 92 3.60% 243 9.50% 127 4.96% 6 0.23% 139 5.43% 2,624  102.58%|- 66 -2.58%) 2,558

1992 Direct & Fac 2,268 39.85% 1.148 20.17% 189 332% 585 10.28% 138 2.42% 107 *1.88% 231 4.06% 4,666 81.97% 1,026 18.03% 5,692

Reinsurance * B69 29.43% 1,208 40.91% 85 2.88% 353 11.95% 166 5.62% 16 0.54% 144 4.88% 2841 96.21% 112 3.79%) 2,953

1993 Direct & Fac 2,548 42.12% 1,474 24.37% 158 261% 654 10.81% 154 2.55% 118 1.95% 400 6.61% 5,506 91.02% 543 8.98% 6,049

Reinsurance 657 25.69% 1,247 48.771% 87 3.40% 305 11.93% 207 B.10% 9 0.35% 145 5.67%! 2,657 103.91%)- 100 -3.91% 2,557

1994 Direct & Fac 2,472 43.41% 1,222 21.46% 132 232% 659 11.57% 187 3.28% 112 1.97% 721 12.66% 5,505 96.68% 189 3.32%| 5.694

Reinsurance 492 22.79% 1.103 51.09% 48 2.22% 242 11.21% 186 8.62% 13 0.60% 128 5.93% 2212 102.45%f- 53 ~2.45% 2,159

1995 Direct & Fac 2181  4028%| 1316 - 2431% 142 2.62% 664  12.26% 200 3.69% 110 2.03% 649 11.99% 5262 91.19% 152 281%f 5414

Reinsurance 345 17.81% 912 47.08% 44 227% 191 9.86% 165 8.52%! 10 0.52% 219 11.31% 1,886 97.31% 51 2.63% 1.937

Figure 1.20: Geographical provenance of Lloyd's gross premium income (gross of ceded reinsurance and net of i)rokerage), £ million.
Source: Statistics Relating to Lioyd's (1996).

Notes:

1. Some premiums cannot be reliably allocated to any country, and these are shown separately. Unallocated premiums are understated in the

table sinoe some double-counting of “allocated premiums” arises caused by the allocation of some premiums to more than one country
(to comply with the regulations in each).

2. In 1990 a slip survey was carried out by the LPSO (sample size = 1% of population) which enabled all premiumns to be allocated to countries.




the USA andA the UK. and approximately 70% of reinsurance premiums emanate from
these two countries. Europe (excluding the U.K.) has played an increasingly important
role since 1983 but in 1992 only accounts for just over 10% of all direct and reinsurance
premiums. With the collapse of many Eastern Bloc Communist regimes, there is the
potential for Lloyd’s to seek business in these countries. Indeed a company, Malsons

Ltd, has been set up by a number of Lloyd’s underwriters to look at the feasibility of

writing Eastern European business.

In conclusion, UK domiciled business accounted for 34% of business at Lloyd’s during
the 1995 calendar year. The next largest tem'tor).'. is the USA which accounts for 30%
of business written. Continental Europe accounts for 12% of premium income. No
other individual territory constitutes more than 5% of Lloyd’s premium income. Almost
two-thirds of Lloyd’s premium income comes from the UK and USA, thus it is not
surprising the Lloyd’s Business Plan (1993) states on page 5. “Our business

development objectives are:... to build Lloyd’s position in new markets, particularly

Continental Europe and the Asia/Pacific region.”

1.14 Summary of statistics

This chapter has analysed data that Lloyd’s publishes in order to evaluate the type of
insurance business that Lloyd’s is underwriting.  The business is approximately split
60% direct and 40% reinsurance. Lloyd’s underwrites approximately one quarter of all
business underwritten in the UK and is an important market for reinsurance business

where the "Society has about 40% of the UK market. Lloyd’s is heavily reliant upon
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USA and U K. business with nearly two-thirds of its business emanating from these two

territories.

1.15 A note on the constituents of the London Market

The core activity of the “London Insurance and reinsurance market” is the underwriting
of internationally traded insurance and reinsurance business. This business is almost
exclusively non-life (i.e. general) insurance and reinsurance, with an emphasis on high-
exposure risks. Despite the growth of other international centres in the world, London

is the world’s leading international insurance and reinsurance market.

The London Market forms an important part of the world reinsurance market, and is a
major source of UK invisible earnings, being the principal medium through which
overseas insurance business is brought into the UK. The London market is largely a
“subscription market”, in which most business is handled by brokers. Often insurances
and reinsurances are placed with two or more insurers (or reinsurers) who subscribe to a
“slip” which is prepared by the broker. The leading underwriter quotes the premium
required for the risk and then signs the slip stating what percentage of the risk he wishes
to accept. The broker will then go to other underwriters in London who, if they wish to
underwrite the risk, will note on the slip the percentage of the risk they wish to accept.
This process continues until the broker has sufficient underwriters on the slip for the risk
to be fully, i.e. one hundred per cent, placed. The whole of the London Market is, in
essence, a “club” where reputations are made and jealously guarded. The broker will

present his client’s case in the best possible light but he must give an honest picture to
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the underwriter. There is a whole background of opinion, based on tradition and
experience, modified by current results, on which the underwriter arrives at a decision.

Among international markets London is unique in that it is geographically highly
concentrated. It comprises many insurers and intermediaries located in the City of
London and its vicinity. Often an individual broker will know the personal strengths of
many underwriters in the market. Brokers will use their knowledge of underwriters in
order to get the best terms for their clients. The London market is supported by many

firms supplying ancillary services, such as accounting, legal services and information

technology.

In addition to Lloyd’s, there are a considerable number of companies active in the
London Market which fall into the following categories:

(a) A small number of large professional reinsurance companies, both of United
Kingdom and of European origin, writing through UK branch organisations (e.g.
Mercantile and General, Skandia Re, Munich Re.)

(b) The “Home Foreign” or reinsurance departments of UK composite companies.
“Home Foreign” business consists of business written in London, where the risk
originates from overseas; thus it is virtually synonymous with the London Market. e.g.

Eagle Star, General Accident, Commercial Union.

(¢) UK subsidiaries (or branches) of overseas insurance or reinsurance companies. To
an increasing extent the branches are being converted into subsidiaries and there now
remain very few active branches. The parent companies are extremely widespread

geographicélly but there are considerable concentrations in the USA, Japan, Scandinavia
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and the EEC. Most (but not all) such companies are designated (Parent’s Name)

Insurance Co (UK) Ltd. e.g. Kemper Re (UK), St Paul Re (UK).

(d) Captive companies owned by UK or overseas industrial or commercial companies.
Examples of this type include Athel Reinsurance Co (Tate & Lyle) and GTE Insurance
Co (GTE Corporation, US).

(e) Small professional reinsurance companies set up by (or acquired by) large broking
firms for the specific purpose of transacting London Market business. Such companies
include River Thames (Sedgwicks) and Sphere Drake (Alexander Howdens) and
Sovereign Marine and General (Willis Faber). Following the move to separate broking
and underwriting concerns under the 1982 Lloyé’s Act, such subsidiaries have, to a
large extent been sold off or been subject to management buy-outs.

(f) There are two pools operating in the London market, International Oil Insurers and
the British Insurance (Atomic Energy) Committee. Both operate on a net line basis i.e.

insurers participating in the pool retain for their own accounts the business they

underwrite.

In addition, a certain amount of marine business is written by Protection and Indemnity
Clubs (P & I Clubs), which are essentially mutual insurance companies for groups of
shipowners. These organisations specialise in marine liability insurance, including the

provision of indemnity against damage to harbours and the cost of removing wrecks.
Besides the P&I Clubs, the combined membership of the Institute of London

Underwriters (ILU) and the London Insurance and Reinsurance Market Association

(LIRMA) provides a good indication as to the number of companies operating in the
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London mari(et. As at the beginning of 1996 there were 162 members companies
actively underwriting business. The ILU is the trade association for companies
underwriting marine, aviation and transport business in the London company market.
LIRMA is the major organisation which represents international insurance and

reinsurance companies writing primarily non-marine insurance and reinsurance business

in London.
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Chapter Two: Studies on Lloyd’s

2.1 Introduction

This chapter examines the literature that has been published that has had an influence
on the operations of the Lloyd’s market and also includes an evaluation of the Acts of
Parliament from 1871 to 1986 pertaining to Lloyd’s. A detailed analysis of the 1992
Task Force Report is provided as this is the first report to discuss the competitive
strengths of Lloyd’s. The Task Force Report culminated in the publication of Lloyd’s

first Business Plan in 1993 and an analysis of this is given.

2.2 Overview of Lloyd’s regulatory status.

The Insurance Companies Act 1982 governs the business of insurance in the United
Kingdom. Under its provisions it is unlawful to operate an insurance compa.riy unless
the regulations of the Act are followed. Having stated that “no person shall carry on
any insurance business in the United Kingdom” unless authorised by the Department of
Trade and Industry, the Act makes three exemptions: trade union strike funds,
registered friendly societies and Lloyd’s. Lloyd’s is thus immune from direct legislation
which gives it a measure of self-regulation. Underwriters at Lloyd’s are not, however,
entirely exempt from the Act. The policyholder must still be protected and the Act lays
down three requirements on Lloyd’s underwriters: all premiums must be held under a
trust deed from which claims may be settl'ed', the underwriter’s accounts must be
audited each year and a certificate produced that the underwriter is solvent; and the
Council of Lloyd’s must file an annual return summarising the extent and character of

the insurance business transacted by the members of Lloyd’s. The first two provisions
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relate to each member individually so that there must be a separate trust fund and

solvency certificate for each member of Lloyd’s.

2.3 The Lloyd’s Act 1871.

During the second half of the nineteenth century the main activities of the Committee of
Lloyd’s were the provision of premises for the transaction of marine insurance and
arranging for the collection of shipping intelligence. In 1870 the Committee of Lloyd’s
attempted to exclude a member from Lloyd’s (Forwood v Goschen). However, this
was not possible because once a man was elected a member and had paid his entrance
fee, he was beyond the Committee’s control. Ih response to this situation Lloyd’s
secured a private Act of Parliament - the Lloyd’s Act 1871.

The Lloyd’s Act 1871 incorporated the membership of Lloyd’s into the Society and
Corporation of Lloyd’s. This made Lloyd’s a legal entity, creating a single body which
could enter into contracts binding upon the Society, could hold property and assets on
behalf of the Society and could issue its own seal. The Act gave Lloyd’s a written
constitution and entrusted the Committee of Lloyd’s with the management and
supervision of the affairs of the Society. The Act established an elected committee of
twelve and gave the Society the power to make bylaws - this could only be exercised by
the membership at a General Meeting, however. Although the Lloyd’s Act 1871
referred only to the “carrying on of marine insurance business by members”, Lloyd’s
was now underwriting non-marine business. A later Lloyd’s Act (1911) amended the

1871 Act to “the carrying on by members of the Society of the business of insurance of

every description....”. According to sections 21, 22 and 23 of the 1871 Act a member
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would have ~his membership terminated on the conviction of an infamous crime, on
conviction or adjudication of fraud, on bankruptcy and on non-payment of subscription.
There were only two disciplinary offences for which the Act provided a penalty:

(i) Violation of the fundamental rules of the Society (Lloyd’s Act 1871, section 20);

and

(i) discreditable conduct (Lloyd’s Act 1871, section 20)

Both offences made a member liable to expulsion. There first had to be determination

of guilt by the award of two arbitrators, and then a vote with a four-fifths majority of

those present at a general meeting, provided that at least one hundred members voted.

The constitution that the 1871 Act established remained in force until 1982 when a new
Lloyd’s Act received Royal Assent. Four Lloyd’s Acts were passed between 1871 and
1982 (in 1888, 1911, 1925 and 1951). However, many of their provisions are now

repealed and the constitution of the modern Lloyd’s is found in the 1982 Act.

2.4 The Cromer Report.

In 1965 a severe American hurricane led to historic changes in Lloyd’s. Hurricane
Betsy produced losses on a scale that Lloyd’s had never seen before. Names lost on
average £6,000 in 1965 and over £3,000 in 1.966. In the twenty years following 1946
Lloyd’s membership had grown steadily from 2,000 to over 6,000. Then, as a result of
Hurricane Betsy, the membership of Lloyd’s began to fall and only recovered in 1971,
Asa result,v in 1968 Lloyd’s commissioned a working party chaired by Lord Cromer to

recommend what Lloyd’s should do to encourage an efficient and profitable market.
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The Report states in paragraph 28: “One of the reasons why (the) enquiry was initiated
was that there were complaints about difficulties in placing risks at Lloyd’s because of
lack of capacity. This raises the question how to attract more capital into Lloyd’s....”.

The Committee of Lloyd’s gave the working party the following terms of reference:

(1) To agree a target growth rate for insurance capacity at Lloyd’s over the
next ten years, having regard to the estimated annual world growth rate in
insurance requirements;

(2) To estimate the likely growth of underwriting membership under present
arrangements and to examine any methods of encouraging a steady flow of
new members;

(3) To examine the existing éapital structure of underwriting membership

and consider whether there is potential for increasing premium limits

bearing in mind that security is paramount;

(4) To examine alternative methods of providing capital backing for

underwriting (other than individual wealth of members) coupled with the

legal and security implications of any such proposals.
The Cromer Report was the first major study commissioned on Lloyd’s. The Report
examined the role of Lloyd’s in the insurance market, the organisation of its syndicates
and markets, the role of brokers, and the taxation of Names. A large section of the
Report deals with the sources of capital at Lloyd’s and the capital structure (Lloyd’s

deposits, Special Deposits, Personal reserves, the central fund etc.). One chapter looks

at Names’ premium income limits and the relationship between a Name’s Lloyd’s

Deposit and his overall premium income limit.

Cromer concluded that Lloyd’s must stay in the business of insuring large risks and
that it must therefore increase its capacity. As a result of the Report, the means test
for UK Names who were not engaged in commerce nor in work at Lloyd’s was
reduced from £75,000 to £50,000 and that for overseas Names ?educed from £100,000
to £75,000. It took some.time for the numbf,r‘of members to increase but in the ten

years that followed the Report, membership grew threefold from 6,000 in 1970 to over
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18,000 in 1980. The lowering of wealth requirements was an extraordinary proposal
as it inevitably allowed more people to join the Society who were less wealthy than

previous Names. This proposal weakened the security behind the Lloyd’s policy.

Lord Cromer’s committee showed considerable foresight when it said:

....it (is not) surprising that the recent run of losses should lead to a more
critical attitude by some Names towards agents. We think it would be a
mistake to assume that this more critical attitude is a passing phase. Many
names are waiting to see what comes out of the present review of the
organisation of Lloyd’s. Many Names have also made substantial losses
which only a long series of profitable years will wipe out. In present
conditions Names are likely to look for something akin to the relationship

which would exist if they were shareholders in a company and expect at
least the same degree of accountability and consideration as is generally

extended to the shareholder. (Cromer Report, para 195)

Cromer pursued this theme and called for Lloyd’s to require agents to publish audited
syndicate accounts to their Names, to give a report on prospects for the two open
years, and not to increase a Name’s share in a syndicate or transfer him to another

syndicate without his approval. Annual meetings of Names on syndicates were also

proposed.

The Cromer working party recognised many of the difficulties associated with the
regulation, under pre-1982 powers, of a Society likely to grow substantially in size.
The problem faced by the Cromer working group was the need to provide more
comprehensive regulation to govern relationships between Names and their agents
which would be of a more commercial kind rather than the then present system of
personal relationships of trust. The Cromer Report addresseci a number of important
regulatory issues such as the admission of ag_ganis, a model form of agency agreement,

agents’ charges, the provision of information to Names, and the ownership and control
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of underwriting agencies. The report also proposed that the Committee of Lloyd’s
should have more power to regulate the Society and a strengthened staff headed by a

Chief Executive to assist them.

The Report made a number of recommendations which led to changes and
simplifications in the calculation of members’ premium limits as well as their required
show of means. Cromer suggested simplification of rules governing the permitted
extent of reinsurance and made recommendations regarding the authorisation of
underwriting agents. One interesting recommendation that the Report makes is the

admission of limited liability capital. The Cromer Report states in paragraph 81:

It seems doubtful whether Lloyd’s can expect in the next few years to get
the number of names that it needs to maintain its position in the insurance
market. While, therefore, we can understand the widespread preference for
retaining the present methods of financing syndicates, we consider that
Lloyd’s should introduce, under proper safeguards, a limited amount of

company participation.
The Report goes on to say that the total of all company participation in a syndicate
should not exceed ten per cent of the syndicate’s capacity. The Report discusses the
concept of unlimited liability versus limited liability. I_ﬂterestingly the Report states that
insurance brokers “did not attach great importance to unlimited liability as a selling
point for Lloyd’s policies” (Paragraph 57). The Report discusses the concept of risk-
based capital although the authors reject the notion that “there should be differentiation
in premium limits according to the degree of ‘exposure’ on the basis that relating the
solvency margin to exposure had not been tested: However, the Report does not

discount the possibility of this happening at a future date.
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Very little notice seems to have been taken of these recommendations for over a
decade; indeed the Cromer Report was not made available to Names until October

1986, almost seventeen years after it was presented to the Committee of Lloyd’s.

Whilst the Cromer Report was commissioned to investigate how Lloyd’s should
increase its capacity, there is no discussion about any strategy to increase the Society’s
premium income, such as new insurance products or new territories to target. It could

be inferred, therefore, that the Committee of Lloyd’s expected the capacity to be

consumed by natural growth in premium income.

2.5 Self-regulation at Lloyd’s.

Regulation may be best divided into three types: structural regulation, prudential
regulation and investor protection (Pawley ef al, 1991 p 235). Structural regulation
refers to the type of activities that different categories of financial institution are
permitted to carry out, and prudential regulation refers to supervision in terms of, infer
alia, liquidity, capital adequacy and solvency of financial institutions.  The term
‘supervision’ is used here to mean the monitoring of financial institutions for investor
protection, prudential regulation, and structural regulation purposes combined.
Investor protection legislation overlaps with both prudential and structural regulation
in that the investor is in theory protected froni financial institutions becoming insolvent
through excessive risk-taking and protected from conflicts of interest by separation of
types of business (Pawley et al, 1991 pp 235-6). These three types of regulation may

be carried out through a formal legislative code or through self-imposed rules (self-

regulation) or a combination of both. A further form of regulation is the operation of
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monetary policy such as the raising of interest rates which will reduce the demand for

credit.

The main difficulty with a regulatory regime is to strike a balance between competition
and regulation and care must be taken to ensure that regulation does not impede the
efficiency of the financial service. A major concern is the extent to which regulation
stifles innovation within financial services. vThe more rules that exist, then the more
likely a new product development will be prohibited by the rules. Excessive regulation
may be an effective barrier to entry thus discouraging new participants to enter the

market. However, companies that are excluded may take their business elsewhere thus

losing potential business to overseas competitors.

Self-regulation is a peculiarly British method of supervising financial markets and
Lloyd’s is a good example of a self-regulated institution. Hay Davison (1987)
suggests that for self-regulation to work effectively there are a number of
preconditions. Firstly there must be a closed circle of members to whom the rules are
to be applied, and it must be advantageous for the member to be part of that body and
financially disadvantageous to operate outside the closed circle. Secondly, the self-
regulation must be supported by statutory backing so that a member with a grievance
cannot defeat the system by recourse to the éourts. Thirdly, the members of the self-
regulated society must be willing to accept that the proper rules are more helpful to the
conduct of business than a complete free-for-all. Fourthl?, the process of self-
regulation §vi11 not work unless there are adequate procedures for consultation both

from within the society and outside the society. It is important that as Parliament vests
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legislative pc;wers in a private body, it follows that any proposed subordinate legislation
should be open to public scrutiny in the same way as Bills of Parliament. Lloyd’s is
unique in that its investors, the Names, have unlimited liability, a feature not found in
other financial services. Regulation must protect the interests of the policyholder and
the Name. In a competitive market there will be successful companies and others that
are not successful. Because the capital base of Lloyd’s consists largely of individuals,
the vast majority of whom have little insurance knowledge, the regulatory regime must
ensure that there are no “losers” in the market, because with unlimited liability the level
of loss could far exceed the wealth of the Name. | With the introduction of corporate
capital - limited liability capital - the level of loss that an investor can sustain is the face
value of his shareholding. It could be argued that the level of investor protection
afforded under a limited liability capital structure need not be so great as that required

for an unlimited capital structure.

Self-regulation has various attractions for Parliament. Firstly it is less expensive, as
market practitioners draft the rules rather than civil servants. Secondly, practitioners
are better able to define the questions that need to be addressed and to prepare rules to
prevent malpractices because they are more familiar with the market than are external
legislators. Self-regulation is more efficient than statutory regulation as the rules can be
easily adapted to a change in the market; the rules can be made more easily than having
to wait for a suitable gap in the Parliamentary timetable. Furthermore, rules that are

made by practitioners in the market are more likely to be observed by the members of

the market than rules that are formulated by outside legislators.
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However, th;a major disadvantage of self-regulation is that it gives freedom to vested
interests. Unless the market practitioners show restraint, there will always be the
danger of rules being inadequately enforced against friends of the rule makers or being
exercised harshly against competitors. The key to effective self-regulation must,

therefore, be adequate arrangements for control and to obstruct vested interests.

2.6 The Fisher Report and Self-Regulation

Many of the ideas raised in the Cromer Report were re-examined by a working party
appointed in 1979 under the chairmanship of a former High Coﬁn judge, Sir Henry
Fisher. The working party was set up at a time when there were two disputes which
attracted adverse publicity. The first of these cases was the so-called “Sasse affair”
where losses were sustained by Names arising out of property insurances written on
their behalf in North America under binding authorities. (Hay Davison, 1987) The
second dispute was the “Savitona” case which involved a disputed claim of about
$700,000 for Fiat cars involved in a ship fire. The working party was set up because
the Committee of Lloyd’s was “(conscious) of the lack of powers to deal adequately
with abuses and difficulties” (section 1.27). The Working Party’s terms of reference

were.

To enquire into self-regulation at Lloyd’s and for the purpose of such
enquiry review:-

(i) the constitution of Lloyd’s (as provided for in Lloyd’s Acts and Bye-
laws);

(ii) the powers of the Committee and the exercise thereof and,;

(iii) such other matters which, in the opinion of the Working Party, are

relevant to the enquiry.
and, arising from the review, to make recommendatxons
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Thus it was from the start an inquiry into self-regulation at Lloyd’s rather than how
best Lloyd’s should be regulated. In the first chapter of the Report (section 1.12) the

authors make quite clear their confidence in self-regulation:
There are those that question the whole concept of self-regulation and
would prefer to see a system of control by government (or by statutory
bodies sct up by government) along the lines followed in some other
countries. We have no doubt that Lloyd’s will be best served by a properly
conducted system of self-regulation. Indeed we do not see how it could
function in anything like its present form under any other system of
regulation. Since the continued success of Lloyd’s as an international

market for insurance is important in the national interest, it is of national
importance that Lloyd’s should have an efficient system of self-regulation.

The Report thus begins with the assumption that self-regulation is the better way for
Lloyd’s to be regulated rather than by stéfutory regulation, and then lists
recommendations for how such a system should work. The Report did not consider
statutory regulation as a process nor suggest reasons for why self-regulation is to be

preferred. The purposes of self-regulation were summarised by the Working Party

thus:

“The maintenance of the security of the Lloyd’s policy; the maintenance of
the highest standards of conduct and integrity by all users of the market; the
preservation of Lloyd’s as a market where conditions of free competition
can obtain; and the maintenance of standards of fair treatment for those
members of the Lloyd’s community who can reasonably look to the

Committee for protection.”
(Letter from H.A.P. Fisher to P.J.F. Green, Chairman of Lloyd’s reprinted

in the Fisher Working Party Report).
The Fisher Working Party came to the conclusion that the constitution of Lloyd’s was
no longer appropriate and that the Committee’s powers were inadequate for self-
regulation. ' The Working Party recommended that the Committee of Lloyd’s should
promote a new private Act of Parliament so that the constitution of Lloyd’s could be
brought up to date and its powers of self-regulation enlarged. The principal

recommendations of the Working Party were:
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(1) The crez;tion of a governing Council composed of sixteen working members (who
would also constitute the Committee), six external members and three outsiders who
would be approved by the Governor of the Bank of England. The rule-making and
disciplinary powers vested in the General Meetings of Members should be transferred
to the Council. The power to make Regulations for the conduct of insurance business

in Lloyd’s should be delegated to the Committee.

(2) The Council should be given extensive powers to regulate the admission and
registration of Members, Agents and Brokers. The Council should be given the power
to veto the appointment of an Active Underwriter and.also to inquire into the affairs of
any Syndicate, Broker or Agent. The working party recommended that shareholding
links between brokers and managing agents should cease within five years. This
reform, divestment by brokers of their interests in managing agencies was the most
dramatic reform introduced. The Fisher Report, in paragraph 12.03 said “.... the eight
largest “Broker-Controlled” Agencies are controlled by the eight largest Lloyd’s
brokers who between them account for 58.8 per cent of the premium income of
Lloyd’s.” Subsequent to the Fisher Report, the Higgins Inquiry into the Underwriting
Agency System at Lloyd’s in September 1982 found that 308 out of 431 syndicates (71

per cent of syndicates) would have to change ownership as a result of the Act.

(3) The Council should undertake overall responsibility towards Names and should
exercise a supervisory role over Underwriting Agents. Specific recommendations
included the mandatory re-registration of agents,ﬂ greater disclosure of information
about agents and syndicate performance to prospective and existing Names, and the

introduction of a standard Agency agreement between agents and Names.
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(4) There should be bye-laws detailing the precise requirements for membership.

(5) The disciplinary functions of the Council should be delegated to a disciplinary
committee, with a range of powers to punish offenders, and an appeal tribunal. The
Council should have the power to require that any dispute entirely within the Lloyd’s
community should be decided by arbitration. The Report stressed that the Council
would strive to maintain the tradition of not interfering in market and underwriting
matters, but recommended that the Council be given powers to ensure the maintenance

of adequate means and deposits by all Members.

The Working Party Report set out a draft Bill to amend the Lloyd’s Acts 1871-1951

and this formed the basis for the Lloyd’s Act 1982.

2.7 The Lloyd’s Bill

Following receipt of the Fisher Report, several groups were formed to work on the
detailed recommendations of the report and to set about preparing for the passage of a
private Bill to enact the new constitution. In order for the Committee to be able to
proceed with the presentation of a Bill to Parliament, the issue needed to be voted on at
a meeting of members. A meeting was duly held on the 4th November 1980 when a
large majority of members voted in favour of the resolution supporting legislation on
the lines stated in the Fisher Report. A Bill was introduced in late 1980 and received its

second reading in the House of Commons in March 1981. The Lloyd’s Act received

Royal Assent in July 1982.
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2.8 The Sc:;ndals of 1982

In late 1982 various scandals in Lloyd’s began to emerge. A serious incident was the
fraud uncovered at Alexander Howden. When Alexander and Alexander, the US
broker, purchased Howden Underwriting Agency for $300 million, their auditors
discovered a multi-miltion pound fraud. Four of Howden’s directors (Grob, Commery,
Page and Carpenter) had been secretly arranging reinsurances with offshore companies
owned by Grob, Commery, Page and Carpenter. None of these transactions had been
mentioned to the underwriting members of Howden. Alexander and Alexander alleged

that $55 million was missing out of their $300 millipn purchase. (Mantle, 1992, p. 99)

Another damaging incident was the so-called “PCW affair”. On 2nd November 1982
Lloyd’s announced that Mr Peter Dixon, chairman of PCW Underwriting Agencies
Limited (a subsidiary of Minet Holdings plc) and WMD Underwriting Agencies, had
voluntarily suspended himself from all duties with the agencies. During the Alexander

and Alexander investigations it was revealed that low risk, high profit reinsurance

premiums from syndicates run by Peter Cameron-Webb (a past chairman of PCW who
retired from this office in 1982) and Peter Dixon had been diverted to companies

owned by the two men in the Isle of Man, Guernsey and Gibraltar. (Raphael, 1994,

page 81)

The sums of money were huge. Over £40 million had been withheld from PCW
syndicate members over a number of years. In addition, the PCW non-marine
underwriters had written some unprofitable business and the losses were thought to

exceed the monies diverted to the offshore companies. In 1985 it was announced that
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those members who had been involved with the “Howden™ affair and the PCW matter

had been expelled from the Society.

Against this background of adverse publicity for the Society and allegations of
misconduct and concern expressed in Parliament about the adequacy of the new
constitution, the Governor of the Bank of England made an important intervention at
the end of 1982. He persuaded Lloyd’s to create the post of Chief Executive (a post
suggested by the Cromer report thirteen years beforehand). Ian Hay Davison was
appointed to the new office with the additional title of Deputy Chairman and the status
of a nominated member of the Council (Hay Davison, 1987 p. 6). " This involved
increasing the number of nominated member to four, making the total number of
Council members twenty-eight. Mr Hay Davison’s main role was to oversee the
establishment of the new self-regulatory regime at Lloyd’s as detailedv in the Lloyd’s

Act 1982,

Another significant development was the establishment of the Association of Lloyd’s
Members (ALM). The objects of this association are to improve the understanding of
Lloyd’s among members and prospective members, to promote and represent the
interests of its members both within and outside Lloyd’s, to publish comparisons of

syndicate results and to publish a quarterly newsletter which is distributed to members.

2.9 Developments since 1982.
The events of 1982 had a significant impact on the regulation of Lloyd’s and the public

perception of the adequacy of self-regulation. It appeared that just after Government
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had passed a Bill giving the terms of reference for self-regulation, the various scandals

showed up the inadequacy of that self-regulation.

The findings of the investigations into the incidents detailed above revealed a number of
facts about the inadequacy of the regulatory arrangements that had existed pre-1982. It
also showed the standards of conduct that had existed in the market. Both of these
facts had not been available to the Fisher Working Party. Two specific areas of abuse
were identified. The first was the use of “baby” syndicates. An underwriter would
sometimes have two syndicates - his main, large syndicate and a much smaller, “baby”,
syndicate which just consisted of himself and a few others, generally directors of the
agency and perhaps a few close friends. When business was presented to the Box the

underwriter had the opportunity to channel the best business shown to him to the baby

syndicate rather than to the main syndicate.

The other abuse was the placing of reinsurance premiums on behalf of syndicates with
companies (often offshore) in which the agency or a director of the agency had a
financial interest. Some of these companies were not reinsurance companies at all, but
simply a means to divert premiums that were due to Names. Others offered genuine

reinsurance at terms that were favourable to the company and thereby allowing those

involved to make profits at the expense of the Names.

2.10 The Neill Report.

The events of 1982 revealed regulatory inafiequacies which had facilitated a few

dishonest working members to profit at the expense of their Names. In 1986 the
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Secretary of. State for Trade and 1ndustry set up a Committee of Inquiry to consider
whether the regulatory arrangements established under the Lloyd’s Act 1982 provided
protection for members of Lloyd’s comparable to that proposed for investors under the
Financial Services Act 1986. Unlike the Cromer and Fisher working parties, the Neill
Committee of Inquiry was composed entirely of outsiders. The Committee was led by

Sir Patrick Neill QC, Warden of Hertford College, Oxford.

The Neill enquiry concluded that the regulatory arrangements in place at Lloyd’s did
not provide protection for Names comparable to that proposed for investors under the
Financial Services Act 1986 (para 1.5 Neill Report). A central featufe of this Act is the
creation of Self Regulatory Organisations (SROs) comprising a number of independent
members and an external overseer (The Securities and Investments Board) to set
standards where required and to monitor performance by the SROs. The Inquiry did
not feel that Lloyd’s fitted into the framework of the Financial Services Act 1986
because any supervisory body at Lloyd’s would not just be concerned merely with
investor protection,; it would have to deal with policyholder protection as well (para 1.8
Neill Report). The interests of these two groups are sometimes in conflict. The
Inquiry noted that the Lloyd’s Act 1982 had made a provision for nearly one-third of
the Council members to be external members and to be directly elected by the investors
(the Names). In addition there were four nominated members appointed with approval
of the Governor of the Bank of England. One of these nominated members is the
overseer for the rest of the City of London, the Chairmanv of the Securities and

Investment Board.
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The Neill Ir;quiry concluded that more independent oversight of the regulation at
Lloyd’s was required (para 1.9 Neill Report). The solution proposed was to reduce the
number of working members on the Council so that they cease to have the majority,
keeping the same number of external members, and doubling the number of nominated

members. The changes thus proposed were:

COMPOSITION OF THE COUNCIL OF LLOYD’S

At the time of the Neill Inquiry As proposed by the Neill Inquiry
16 working members 12 working members
8 external members 8 external members
4 nominated members 8 nominated members
(including the Chief Executive) (including the Chief Executive)
28 28

The Inquiry felt that such a change would “provide independent oversight no less
effective than the board members of any external supervisory authority could be
expected to provide” (Neill Report para 1.10). The Inquiry made recommendations
concerning the process of recruiting Names. The main recommendation was the need
for Members’ Agenté to “produce written staterﬁents setting out their policy in relation
to the advice given to individual Names about the consequences of membership, and
setting out the terms of business, the syndicates to which they have access and their
approach to allocating Names to syndicates.” (Neill Report para 4.34 and
Recommendation no 6 page 86). A series of recommendations were made for the
contents of syndicates’ annual reports, and the und;nvriter’s report in particular. The
Inquiry recommended that Lloyd’s adopt inception date accounting as soon as it was

feasible so to do (Neill Report para 5.9). Inception date accounting has been adopted
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for the 1996 year of account and subsequent years of account, no doubt somewhat later

than the Neill Inquiry had intended.

One of the most important recommendations of the Neill Report related to the agency
agreement between agents and their members. The agency agreement is the document
signed by a Name and his members’ agent. This is the agreement by which the Name
delegates full control of his underwriting business to his members® agent and
undertakes to pay all his liabilities associated with each of his syndicates. At the time
the Neill Report was written the agency agréemeqt_ was made between a member and
his members’ agent. Where a members’ agent was a combined agent and to the extent
that the member participated on the syndicates managed by that agent (i.e. he was a
direct Name), no other agreement was necessary. However, where the members’ agent
was not also the managing agent, or where the combined agent placed a member on a
syndicate administered by another managing agent, the member became an indirect
Name and the members’ agent was obliged to enter into a sub-agency agreement with
the managing agent(s) concerned. The sub-agency agreement delegated to the
managing agent(s) the power to underwrite on behalf of the Name. This meant that the
members’ agent was still contractually responsible to the name for the underwriting

although having little control over the actions of the managing agent.

The Neill committee made various recommendations to alter the agency agreements to
be more favourable to Names. Its major recommendation held that a direct contractual
relationship be established between 2 member and the managing agent so as to enable

members in future to sue their managing agents as well as their members’ agent in
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contract (para 6.27 Neill Report). The Neill Committee also recommended that “the
agency agreement should distinguish clearly between the functions of the two types of

agent and contain a clear statement as to their respective duties” (paras 6.27 and 6.28

and recommendation no 22 Neill Report).

The other major recommendations of the Neill Inquiry were the setting up of a Lloyd’s
Ombudsman to investigate complaints by Names against the Corporation, the setting up
of a Names® Interests Committee, encouraging the appointment of non-executive
directors to managing and members’ agencies“and the mandatory institution of
examinations for all those who wish to become active underwriters. The Neill Inquiry
was in essence trying to create a regulatory regime comparable with that of other
Financial Services which are subject to the Financial Services Act 1986. Some

recommendations, such as the agency agreements, are refinements of the Fisher Report.

2.11 Comment on Reports and Acts 1871 to 1986.

The various reports written and Acts passed by Parliament during the period 1871 to
1986 relate principally to the regulatory regime at Lloyd’s. Indeed reports such as Neill
were commissioned in response to regulatory failure. The reports do not discuss the
future of Lloyd’s or discuss strategy or planning. None of the reports discusses the
business at Lloyd’s or provides an outline of any strategy for growth of the Society.
The Cromer Report was commissioned in response to a lack of capital at Lloyd’s.

However, rather than suggesting how new capital might be attracted, the report

suggested lowering the means requirements for Names.
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2.12 “Lloyd’s: a route forward” Report of the Task Force

2.12.1 Background

The Task Force report presents a plan for a comprehensive restructuring of Lloyd’s.
The report was written in 1991-2 at a time when Lloyd’s was experiencing a serious
decline in its membership from over 32,000 in 1988 to 22,000 in 1992. Moreover, the
capital base was decreasing (£11.4 billion in 1991 to £10 billion in 1992) and Lloyd’s

was facing its first loss-making year, 1989, and with prospects of further more serious

loss-making years to follow.

In November 1990, the Chairman of Lloyd’s, David Coleridge, invited David Rowland,
the Chairman of Sedgwick plc, to form a Task Force to consider the long-term
development of the capital base supporting underwriting at Lloyd’s. David Rowland
invited twelve other people to join the Task Force, eight of whom were working within
Lloyd’s and three of whom were “outsiders”. The terms of reference given to the Task

Force by the Council of Lloyd’s were:

The group’s objective is to look beyond the immediate future and identify
the framework within which the Society should, ideally, be trading 5-7
years hence.

The group will have regard particularly for the long-term competitive
position of the Society.

The group will examine and assess the advantages and disadvantages of the
present basis on which capital is provided to support underwriting at
Lloyd’s and consider:

(a) the tension between the one year syndicate and the need to reserve, plan
and invest for the future of an ongoing business; its effect on Lloyd’s
competitive position.

(b) the attractions and drawbacks of individual membership and unlimited
liability to Names and policyholders and the extent to which the Central
Fund and other vehicles lead to the mutualisation of liability.

(c) the organisation of the capital supporting the underwriting to facilitate
an effective response to the fluctuations in the insurance cycle.

The group should, taking into account the legal, accounting and taxation
consequences, recommend a framework for the future and the methods by
which it might be achieved. (Task Force Report page 5)
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The terms of reference are similar to those presented to the Cromer Working Party in
1968 but the Task Force examines the Society in more detail. The Task Force report is
divided into four sections. Section One gives an overview of Lloyd’s - its position in
the world market and its competitive strengths. Section Two, entitled “Strengthening
Lloyd’s Capital Base”, considers the need for Lloyd’s to grow and suggests various
reforms to syndicate structure. Section Three concentrates on improving Lloyd’s
competitiveness and the strengthening of distribution channels. The fourth section of

the report proposes a new structure of governance for the Society.

2.12.2 Major Recommendations of the Task Force report.

The Task Force suggested solutions for both the short and long term. The report
categorised their recommendations under Stage 1 (short term) and Stage 2 (5-7 years).
Stage 1 reforms:

(1) Compulsory high level stop loss. This is to provide more comprehensive
protection for Names whilst retaining the traditional sole trader status. This scheme
covers a Name’s loss if over a 4-year period, the accumulated loss exceeds 80% of the
Name’s overall premium limit.

(2) Strengthening Names’ rights. This is an attempt to give Names similar rights to
those enjoyed by shareholders, for example the right to ongoing participation in a
syndicate, and also the right to request the Council to replace the managing agent.

(3) Additional reserving. The Task Force identified the need to establish equalisation
reserves at the level of the individual Name, and the need for a risk premium in the

reinsurance to close to compensate the receiving Names for the risk of deterioration on

closed prior years of account.
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(4) Increasi;lg the liquidity of the capital base. Whilst the partly paid nature of
Lloyd’s capital base is attractive to Names in that it allows them to achieve a second
return on their assets, this structure, at times of loss, inevitably comes under stress.
The Task Force recommended that criteria be developed for ensuring the
accessibility/liquidity of Names’ assets for the purpose of both the means test and for
the deposit and reserves held at Lloyd’s.

(5) The introduction of Members’ Agents Pooling Arrangements (MAPA). The
Task Force suggested that such arrangements will provide a low-cost method for
Names to achieve a high level of portfolio diversification.

(6) Managing old and open years. The Task Force rejected an idea to mutualise |
specific losses such as asbestos and pollution, but suggested the best solution was to
trade through the losses. The Task Force suggested that CentreWrite, a Lloyd’s-owned
run-off company, should produce policies which release individual Names from

syndicates.

Stage II reforms:

1. The introduction of limited liability capital in the form of Corporate Members.
The Task Force suggested that such Corporate Members would be structured as
authorised insurance companies and would participate alongside Names on syndicates.

2. The introduction of a system of value for syndicate participations. The Task
Force suggested that with a system of value, Names would secure access to syndicates
through a market mechanism with supply and demand controlled by price. The Task

Force, however, does not address the issue of who owns the reputation of a syndicate.
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One of the ‘conclusions of the Task Force (paragraph 4.2) is that to survive in the
insurance marketplace, Lloyd’s must commit itself to a strategy of real growth in
income over a five to seven-year time-frame. In paragraph 4.7 the report states that a
contraction in the Lloyd’s market would adversely affect the ability of Lloyd’s to lead
and set terms on business. However, the capacity utilisation of the Society has been
falling since the mid 1960s (Figure 1.7). In 1967 over 80 per cent of capacity was
utilised; by 1992 this had fallen to just over 60 per cent. This graph suggests that over-
capacity, not insufficient capacity, has been a feature of Lloyd’s. Indeed, Lloyd’s has
sufficient capacity to accommodate growth without needing to increase capacity

further. Over-capacity was probably a factor in the development of the loss-incurring

London Market excess of loss (LMX) spiral.

Chapter 12 of the Report discussed the need for a reduction in costs over the whole
market. One of Lloyd’s historic competitive advantages was the ability to offer lower

premiums than its company rivals due to lower costs. However, this cost advantage has

been gradually eroded as Figure 2.1 below shows:

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994
Lioyd’s 297 288 309 335 352 383 360 324 316 320
TopSUKCos 302 293 290 295 307 313 316 312 303 304
U.S. Primary 280 274 268 276 217 259 259 263 262 257
US. reinsurance 274 261 269 311 319 326 315 309 296 297
Swiss Re 343 341 324 325 320 302 302 305 313 291
Munich Re 321 319 306 301 304 310 310 318 317 286

1995
318
31.8
254
31.0
30.3
28.9

Figure 2.1: Percentage expense ratios of Lloyd’s and vartous companies.
(Source: Statistics Relating to Lloyd’s, 1996).

Figure 2.1 shows that the expense ratio of Lloyd’s increased from 1985 to 1991
whereas the expenses of the Society’s competitors over that period decreased. Since

1992, expenses are broadly in line with Lloyd’s competitors due to the implementation
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of the recommendations of the Task Force Report which recommended that expense
ratios should be reduced to 5.5% of capacity compared to 7.2% of capacity for the

1990 year of account (Task Force report para 12.18). These targets were to be met by

a reduction in agents’ fees.

The Task Force Report includes a section on strengthening distribution channels; in this
chapter the report recognises the need for Lloyd’s to penetrate new markets, such as
Europe, where it has traditionally been under-represented (para 13.1). The Report
states “Achieving these challenging objectives will require meeting clients’ needs by
delivering a competitive product - competitive both in price and service.” The Report
did not consider the need for changes in the products that Lloyd’s offered but
considered how best to deliver the products through cost-effective distribution
channels. The Report reaffirmed “Lloyd’s brokers’ exclusive right of access on
mainstream London market business” (para 51), and suggested that the market’s need
for profitable growth could be achieved through strengthening the market’s
relationships with its existing brokers, i.e. syndicates should be underwriting more

business from their existing brokers. The report recommended:

....selective and controlled liberalisation of business placed outside the
Room. The imposition of an intervening Lloyd’s broker should be relaxed
in two areas: under strictly defined regulatory control, service companies
should be free to accept business directly from non-Lloyd’s brokers on UK.
regional business; Second, where syndicates have established a physical
presence in European markets, they should be free to accept business from

‘accredited” major European broking groups.

Interestingly the Report suggested that Lloyd’s synEiicates will need the flexibility to
develop a range of distribution approaches in response to the changing needs of

customers and that the divestment provisions of the 1982 Act should be reversed.
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However, tile Report did not discuss whether the introduction of sophisticated
information technology such as Electronic. Placing Support (EPS) would replace the
role of the broker, but it did conclude that in the future brokers would need to rely on
risk-structuring skills and fee-based advisory services; a low value-added role as simply
conduits of commission-generating premiums would not be sustainable (Task Force

Report para 13.20).

2.13 The Losses at Lloyd’s.

The losses at Lloyd’s have arisen from two principal sources. Firstly, asbestos and
pollution claims arising in the USA and, secondly, a series of large natural catastrophes
affecting Europe and the USA in the late 1980s and early 1990s. The asbestos and
pollution claims largely arise from liability policies issued to American assureds during
the period from the end of the Second World War to the late 1970s. The insurance
industry has been badly affected by the liberal interpretation applied by American
Courts to contract wordings (Davies Arnold Cooper, 1992). By late 1991 Lloyd’s had
paid £1billion on 60,000 individual asbestos claims under policies dating as far back as
the 1940s (Chatset Guide to Syndicate Run-Off 1994). The Comprehensive Response
Compensation Liability Act in the USA forces American industries to clean up polluted
sites and the cost of cleaning up all American polluted industrial sites has been

estimated at between $65 and $750 billion and companies are looking to their general

liability insurers for reimbursement.

The natural catastrophes that affected the industry over the period 1987 to 1992 were

unprecedented in their cost. Indeed, the aggregate catastrophe loss ratio for
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underwdtiné yéérs 1990-1992 was 170 per cent (Guy Carpenter, 1994). These losses
badly affected the Lloyd’s market because of the existence of the London Market
Excess of Loss (LMX) spiral. The LMX spiral was created as a result of one Lloyd’s
syndicate reinsuring the portfolio of another Lloyd’s syndicate.  The reinsuring
syndicate likewise reinsured its portfolio with another Lloyd’s syndicate. Thus a spiral
effect was created. The LMX spiral was not just wholly a Lloyd’s phenomenon but
involved London market reinsurers as well such as Sphere Drake, English and
American Insurance Company and Kemper Reinsurance Company (UK) Limited. The
effect of the LMX spiral was to concentrate Lloyd’s losses on to a few syndicates. For
instance 66.8% of the Lloyd’s loss for the 1989 year of account of £2.06 billion was
attributable to thirteen syndicates which underwrote LMX business, one of which
(Syndicate 290) produced a loss of £251 million, equivalent to over ten per cent of the
total Lloyd’s loss (Chatset Guide to Syndicate Run-Off, 1994). The losses arising at
Lloyd’s bankrupted many Names and forced Names into action groups to take legal
action against underwriting agencies. Thgre has been, and continues to be, much
media coverage of these losses. The scale of the insolvency of Names is seen in the
earmarkings of the Lloyd’s central fund. As part of Lloyd’s solvency procedures,
whenever there is a shortfall in comparing a Name’s Lloyd’s assets with his or her
liabilities at the preceding year end, sufficient central and other assets are identified to
enable the Name to pass the Solvency Test and to meet the requirements of the
Department of Trade and Industry. As at 31st December 1995 solvency shortfalls
amounted to £1,001.2 million. This shortfall was covered by the available assets of the
Central Fund and by assets of the Corporation of Lloyd’s. Figure 2.2 shows the

development of the solvency shortfalls.

62



Year  Net assets before Earmarkings  Central Fund balance

earmarkings as at 31st December
1987 254 4 24.0 2304
1988 303.6 12.9 290.7
1989 384.5 218 362.7
1990 376.2 30.3 345.9
1991 438.0 67.9 370.1
1992 1,113.0 354.9 758.1
1993 904.0 661.6 242.4
1994 737.5 1,057.9* (320.4)
1995 540.9 1,001.2* (460.3)

All figures are in £ million.

Figure 2.2: The Lloyd’s Central Fund. ‘
Source: Lloyd’s annual accounts

* The shortfalls were covered by the available assets of the Central
Fund, the net assets of the Society and a credit for part of a double
count in respect of losses which are covered by errors and omissions
reserves.

The deteriorating position of the central fund reflects the financial problems that Names
have experienced. As at 31st December 1994, the earmarkings of the Central Fund
exceeded the funds available, so the net assets of the Society, principally the value of
the Lloyd’s building, were used in order for Lloyd’s to pass the solvency test imposed

annually by the Depariment of Trade and Industry.

2.14 The Lloyd’s Business Plan

The deteriorating financial position of the Names and the resultant formation of Names
Action Groups prompted the Council of Lloyd’s to publish “Planning for profit: a
business plan for Lloyd’s of London” in April 1993. This business plan sought to
give Names, and the insurance industry, a plan for the future of Lloyd’s. The two most

important features of the Business Plan were, firstly, a strategy to manage the claims
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arising from years prior to and including 1985 and, secondly, the introduction of limited

liability capital. Chapter 3 of the Business Plan stated:

“The continued losses arising on Lloyd’s policies written many years ago
are a grave threat to the Society’s future. These losses place a great burden
on the current membership and make it extremely difficult to attract new
capital.”

The proposition introduced by the Business Plan was to create a vehicle with sufficient
capital in order to manage all the 1985 and prior liabilities of all the syndicates in
Lloyd’s. The capital for this operation would come from each syndicate reinsuring its
1985 and prior liabilities into the central vehicle, which has been named Equitas.
Subsequent to the Business Plan, “Lloyd’s: r;aconstruction and renewal” was
published in May 1995. This document proposed an expansion of the Equitas project

by reinsuring all Names’ 1992 and prior liabilities into Equitas.

The Business Plan set out a programme of change to restore Lloyd’s to profit. The
Council of Lloyd’s saw that there were two problems facing the Society: the “old
years” problems and the outstanding legal disputes (Business Plan page 3). The aim of
the Business Plan was to build a new Lloyd’s with more independent regulation, higher
professional standards, lower costs, with a strong and growing capital base and with a
broader mix of business from new geographic markets. The main recommendations of
the Business were as follows:

(1) Plan for managing the old years problems. This plan involves the a restructuring
process to reinsure Names in respect of their individual liabilities for all Lloyd’s policies

written up to and including 1985 into a separately-capitalised reinsurance company.
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The purposel of this restructuring was to create a “ring-fence” isolating the problems of
the past.

(2) A more independent regulatory regime. The Business Plan recommended that
the regulatory function should operate independently of the commercial operation of
the market, as would external regulation (Business Plan, page 30). This would be
achieved by a new tripartite structure of governance as suggested by a report published
in June 1992 from working party chaired by Sir Jeremy Morse entitled “A New
Structure of Governance for Lloyd’s”. The structure would consist of a Market
Board and a Regulatory Board both of which are answerable to the Council which is
the legislative organ of the Society. The role of the Regulatory Board would be to put
in place an appropriate regulatory structure for the market’s business; the Market
Board would be the driving force in the development of Lloyd’s and to be responsible
for business strategy. The Market Board should also act as the parent body for all the
central services such as premium handling, central accounting, policy issuing and claims
handling.

(3) Reducing costs. The Business Plan recommended reducing syndicate expenses in
order to reach a target profitability for the market of a pre-tax return of 10 per cent on
capacity over the underwriting cycle (Business Plan, page 12). This would, in part, be
achieved by a mandatory cut in managing agents” fees to Names. The Business Plan
also recommended that electronic processing be introduced which would improve
policy preparation of new business. The Business Plan sugggsted that this change
would improve the service to customers and brokers and also reduce costs.

(4) Overall strategy for capital management "and the introduction of corporate

capital. The Business Plan recommended that the capacity of the Society should be
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managed by~ the Council who would set an upper limit on capacity for each year
(Business Plan, page 52). In this way the Council would be able to prevent the build-
up of excess capacity which fuelled the LMX spiral. The most dramatic
recommendation was that which admitted incorporated capital to Lloyd’s for the 1994
year of account (Business Plan, page 56). The authors of the Business Plan set out

their rationale for the admission of incorporated capital thus:

“....Lloyd’s needs to retain critical mass in order to remain an important
and influential market, able to lead business and set terms, and it is clear
that the alternative to growth is serious contraction. Secondly, the certainty
of growth in demand for commercial insurance, particularly in the areas
where Lloyd’s has special skills, requires a positive response from Lloyd’s;
in the absence of growth, alternative outlets for the business will develop
over time. We believe that some of the necessary growth will come from
individual Names but it is unrealistic to expects that adequate fresh capital
could come from that source alone.” (Business Plan, para 14.2, page 56)

Thus the reasoning behind the admission of incorporated capital was the need for
Lloyd’s to grow and the supposition that such growth could not be met by the existing
Names. This raises the interesting question as to what the capacity Lloyd’s should be.
The authors of the Business Plan and those of the Task Force Report believed that
Lloyd’s should grow. However there are underwriters in Lloyd’s whom this author
has interviewed who believe that such growth will lead to intra-market competition and
that capacity could fall into the hands of underwriters who are not competent; one
underwriter interviewed stated that the capacity of Lloyd’s should be of the order of £6
billion. The Task Force also recommended that Lloyd’s should grow in terms of
capacity (Task Force Report, para 4.2, page 54) and further rejected the notion that
Lloyd’s should be a “niche of excellence” in which profitability is- the sole concern, and
absolute size.is irrelevant (Task Force Report, Para 4.5, page 56). This author found

there were active underwriters in Lloyd’s who believed that the future of Lloyd’s lay as



a centre of excellence and innovation where the size of the Society was not as

important as its profitability.

Whilst the Business Plan recommended that Lloyd’s should grow in terms of capacity,
there was little discussion about how premium income should grow. Chapter 15 of the
Business Plan discusses “Business development initiatives” and proposes that Lloyd’s
should build a position in new markets such as the Far East and Continental Europe.
Whilst the strategy to expand into new areas is sound given that the Business Plan had
recommended growth in the capital base, there is little discussion about the method of
implementing such a strategy. Indeed, since the role of the Corporation and Council of
Lloyd’s is primarily in the regulation of the market, it could be argued that it is the role

of syndicates to develop their strategy rather than the authors of the Business Plan.

2.15 Lloyd’s Reconstruction and Renewal.

This report, which was written by the Council of Lloyd’s, was published in May 1995
and represents an extension of the recommendation in the Business Plan to reinsure the
“old years” into a central vehicle. There are four proposals to the Reconstruction and
Renewal Plan:

(1) Acceleration and expansion of Equita_s strategy. In order to resolve the
problems of the past, the report recommended that Names be offered the prospect of
“finality” i.e. a final reckoning of all their 1992 and prior liabilities and a chance to
resign from the Society.

(2) A £2.8 billion settlement offer. To assi.st'Names to resign from Lloyd’s, the

report recommended a £2.8 billion settlement offer which will provide Names with a
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comprehensi;/e settlement of all litigation and Names’ liabilities up to and including the
1992 year of account.

(3) “Triple profit release” in Spring 1996. The report recommended an early release
of 1993, 1994 and 1995 profits, to be released simultaneously in Spring 1996. These
profits would be released to Names in order for them to meet the costs of “finality”.

(4) Strengthening central finances. The report recommended that the central
finances of the Society should be strengthened by around £850-900 million. It also
stated that these funds would be raised as follows: £450 million from Members in the
form of a special contribution which could be offset against ﬁxtpre Central Fund

contributions, £200 million from agents and £200-250 million from the future market.

The Reconstruction and Renewal project was a solution to the litigation which faced
Lloyd’s from the various action groups that had formed following the losses in the
1988 to 1992 period.  The rationale behind Reconstruction and Renewal was to offer
each Name a final settlement package which would allow them to resign from Lloyd’s.
In so doing, the 1992 and prior years would be reinsured into a central vehicle,

Equitas, and the ongoing market would be free from any deterioration from these old

years.

The Reconstruction and Renewal proposal was written at a time when the Society was
experiencing severe financial strain - “...... We have concluded that, unless decisive
action is taken, the resources of the Central Fund may be exhausted before the end of

1996.” (Reconstruction and Renewal, para 13, page 9). The strain on the Central Fund

is a consequence of Names being unable, or unwilling, to finance their underwriting
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debts. Lloyd’s thus faced the prospect that, unless action was taken, the Society could
fail its solvency test imposed annually be the Department of Trade and Industry and be

unable to pay policyholders’ claims.

The Reconstruction and Renewal plan, which was accepted by the members of Lloyd’s
in late 1996, is a fine example of syndicates and agents cooperating together for the
benefit of the whole market. The new Lloyd’s which has evolved from this project has
a “firebreak” from the old years as well as a new capital structure - a mixture of

traditional Names and new incorporated capital.

2.16 Conclusion.

The reports commissioned by Lloyd’s up to and including the Cromer report, dwelt
specifically on regulatory issues. Cromer ventured furthest as the report’s brief was to
make recommendations as to what should be done to encourage and maintain an
efficient and profitable Lloyd’s underwriters’ market of competing syndicates. The
implementation of Cromer’s recommendation to relax the means requirements created
an increase in the capacity of Lloyd’s. However such capacity was under-utilised and
as a consequence the LMX spiral was created. The omission from the Cromer report
was an examination of methods to encourage more business flow into Lloyd’s. Cromer
focused on one aspect of the Lloyd’s market, namely capital provision, and did not
consider the implications of his recommendations, i.e. how the premium income into

Lloyd’s should grow with the expansion in the capital base.
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The Fisher @d Neill Reports examined the regulatory aspects of Lloyd’s. Fisher
examined self-regulation in Lloyd’s from the assumption that this was the best method
to regulate the operations of the Society. Neill examined whether the regulatory
arrangements established under the 1982 Lloyd’s Act provided protection for the
interests of members of Lloyd’s comparable to that for investors under the 1986
Financial Services Act. Both reports made recommendations as to changes in the

regulatory system. Neither report examined the business development of Lloyd’s.

A key element in the Lloyd’s Reconstruction and. Renewal plan was to reinsure all
Names’ 1992 and prior years into a central run-off company called Equitas. In
September 1996 Equitas received its authorisation from the Department of Trade and
Industry. Equitas is regulated by the Department of Trade and Industry rather than by
Lloyd’s. The introduction of incorporated capital into Lloyd’s has resulted in some
capital providers being regulated by two UK authorities - Lloyd’s and the Department
of Trade and Industry. For instance, the US insurance group CNA has a London
branch office, CNA International, which is regulated by the Department of Trade and
Industry, and has also provided £25 million of capacity for the syndicates managed by
three managing agents (Claremont Underwriting Agency, Tower Managing Agents,
and Cox Insurance Holdings) which are regulated by Lloyd’s. It therefore seems a
reasonable proposition that Lloyd’s should be regulated by one body. As the 1992 and
prior years are being regulated by the Department of Trade and Industry, this author

suggests that the Department of Trade and Industry assume full responsibility for the

regulation of Lloyd’s.
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The Task Fc;rce Report was written in the knowledge that Lloyd’s was to declare some
unprofitable years in the late 1980s and early 1990s. The brief of the Task Force was
similar to that of Cromer although the Task Force examined the future of the capital
base in more detail as the capital providers, the Names, were experiencing financial
problems as a result of the loss-making years. Both the Cromer and Task Force reports
saw the need for Lloyd’s to grow in terms of premium income and capacity. The Task
Force recommended the introduction of limited lLability capital and, indeed, this
recommendation was reinforced by the Lloyd’s Business Plan. The Task Force report,
as indeed Cromer, was written from the perspective that Lloyd’s needs to commit itself
to a strategy of real growth in income. However, there was no discussion as to

whether such growth was necessary.

Proposition One Lloyd’s should abandon self-regulation and be regulated by

the Department of Trade and Industry.
This proposition was favoured by eighty per cent of senior executives interviewed by
this author. One underwriter interviewed suggested that corporate capital providers
would only wish to be regulated by one authority if, as well as having a Lloyd’s
syndicate, they owned a UK registered insurance company. This underwriter remarked
that London would not be an attractive place to transact business if there were a dual
regulatory system. Another underwriter commented that as the DTI were already
regulating the 1992 and prior years, it was not too large a leap for the DTI to regulate
the 1993 and post years. Given the scale of losses that Lloyd’s has suffered and the
inability of self-regulation to prevent the LMX spiral, _several underwriters and brokers
interviewed suggested that regulation by the DTI would give a positive signal to

investors and to consumers that Lloyd’s had changed.
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Chapter three: The architecture of Lloyd’s and the capital base

3.1 Introduction

This chapter examines the nature of the structure or architecture of Lloyd’s with special
emphasis on the capital base of the Society. An analysis is made of the change in the

structure of Lloyd’s as a result of the introduction of incorporated capital.

3.2 Architecture

Architecture is defined by Kay (1995) as “a network of relational contracts within, or
around, the firm”, Architecture may be internal, the firm’s own structure, and

external, its external relationships and networks.

3.2.1 Internal architecture of Lloyd’s

The purpose of architecture is to create an environment in which employees of a
company can perform to the best of their abilities. Successful architecture should lead
to an environment to which talented people will seek to join. The Lloyd’s market is not
a homogeneous unit, and not all syndicates and agencies have common interests. The

single feature is, however, that they all trade in the Lloyd’s marketplace.

A syndicate consists of the active underwriter, a deputy to the active underwriter and
possibly class underwriters each of whom will underwrite a particular class of business.
The active underwriter has ultimate responsibility fo; the operation of the syndicate.
Syndicates are small operating units and even thdée syndicates that have several class

underwriters will often have meetings of the underwriters to discuss the progress of
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their respecfive accounts. This is different from a company structure where there are
individual underwriting departments and perhaps little liaison between each department.
The dynamic of a Lloyd’s syndicate is that of a small business - a small number of
people working together towards a common goal. Such a structure encourages the
individuals involved to be innovative and to respond quickly to brokers’ enquiries. An
outstanding example of a Lloyd’s underwriter is Cuthbert Heath, who in 1887
underwrote the first burglary insurance in response to an enquiry from a broker (Gibb,

1957). Such innovation is still a characteristic of Lloyd’s today.

The internal architecture of the Society of Lloyd’s is its structure of govérnance. This
was discussed by the Task Force and Morse Reports (1992). The structure of Lloyd’s

in 1991 at the time of the Task Force is shown in Figure 3.1

At the time of the Task Force, the head of the governance structure was the Council of
Lloyd’s whose role was the advancement and protection of the interests of Members of
the Society in connection with business carried on by them as Members of the Society.
The Council of Lloyd’s consisted of twelve working members (the Committee of
Lloyd’s), eight external members and eight nominated members and the roles of the
Council covered both regulatory and business issues. Sitting beneath the Council of
Lloyd’s was the Corporation of Lloyd’s which consisted of three major divisions:

(i) Market Services Group: This carried the responsibility for the central claims

office, the Lloyd’s Policy Signing Office and the marketing of Lloyd’s.
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(i) Systems and Communications: This department was responsible for the
development of information technology at Lloyd’s and also had responsibility for the
infrastructure of the Lloyd’s building.

(i) Regulatory Services: This department had the responsibility of regulation of the

marketplace - underwriters, brokers and agents.

GOVERNANCE
Council
Committees

CORPORATION OF LLOYD'S
REGULATION MARKET SERVICES
Market Services
Regulatory Services Systems & Communxations
RAISING OF CAPITAL UNDERWRITING PRODUCTION AND

& SERVICING OF PLACEMENT OF

CAPITAL BASE 26,539 Names BUSINESS

354 Syndicates

111 Members' Agents 138 Managing Agents 219 Lloyd's Brokers

Figure 3.1: The structure of Lloyd’s pre Task Force Report (1991)
Source: Task Force Report 1992

The dual functionality of the Council of Lloyd’s waé criticised by the Task Force
Report as it concluded there was not sufficient independence between the policy-
making role of the Council and the execution of regulatory policy. The Report
suggested splitting the Council into a Market Board, responsible for all business issues,
and a Regulatory Board. The governance of the Society was further discussed by a
working party chaired by Sir Jeremy Morse, a nonﬁn;ited member of the Council and
Chairman of Lloyds Bank. "The Morse working party reported in June 1992 and

concluded that the current structure of governance did not accord the right status to
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either busin;ass development or regulation with a perceived tendency for Business
leadership to be “squeezed out” (Para 2.5 Morse Report, 1992). However, the Morse
Report did not suggest what the nature of such leadership should be. The business of
Lloyd’s is underwriting and thus the business leadership should be held by underwriters
and brokers rather than by the Council of Lloyd’s which holds no underwriting or
broking role. However, the Task Force Report and the Morse Report were written at a
time when Lloyd’s was experiencing a period of loss-making years and, as a result had
been criticised by Names for regulatory failure. Whilst the Walker Report on the LMX
spiral did not attribute the development of such business to .the constitutional
arrangements under which Lloyd’s was regulated, the Report did suggeét there was a
need for a more pro-active stance in the monitoring of compliance of standards set for

managing and members’ agents (Paragraph 1.12(a) Walker Report, June 1992).

The Morse Report recommended a new tripartite structure of governance. Two limbs
of the structure would be concerned with the business and regulatory functions, the
Market Board and Regulatory Board respectively. This reflected the recommendations
of the Task Force Report. The Morse Report recommended that the Council of
Lloyd’s should remain as the legislative organ as envisaged by the Lloyd’s Act 1982.
Figure 3.2 shows the structure recommended by the Morse Working Party. The Morse
Report envisaged that the Regulatory Board would be an informed monitor and
facilitator, putting in place an appropriate regulatory structure for the market’s
business; and that the Market Board would concentr—ate itself on the development of
Lloyd’s, with its own responsibility for compliance and for making sure that the

Regulatory Board is well informed of developments in the insurance market generally
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NOTES
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Figure 3.2: Recommended structure of the Council of Lloyd's and the Market and Regulatory Boards

Source:

COUNCIL OF LLOYD'S (14)(g)

6
WORKING (3)

4
NOMINATED

4
EXTERNAL

CEO AND HEAD OF REGULATION
IN ATTENDANCE

MARKET BOARD (15 or 16) (c) (g)

6 WORKING (COMMITTEE) (a)g)

2 WORKING (UNDERWRITING
ASSOCIATIONS) (b)

1 WORKING (LUAA) (b)

1 WORKING (LIBC) (b)

2 or 3 NON-EXECUTIVE (d)
CEO (¢)

2 OTHER EXECUTIVES (i)

REGULATORY BOARD (14) (h)

4 NOMINATED
4 EXTERNAL

4 WORKING (f)

HEAD OF REGULATION (e)
SOLICITOR TO
CORPORATION (e)

To include the Chairman of Lloyd's and two elected deputies.

To be nominated by associations in accordance with their own procedures.

Preferably not more than three broker representatives in all on Market Board.

Appointed by Council; could be external Names.

Ex-officio appointments.

Appointed by Council but not members of Council or Market Board.

To be Chaired by the Chairman of Lloyd's.

To be chaired by nominated member of Council who should have courtesy title of Deputy Chairman

To be appointed by the Chairman of the Market Board, after discussion with the CEO,
from amongst senior Corporation personnel.

as proposed by the Morse Report.

A new Structure of Governance for Lloyd's. Report of the Werking Party Chaired by Sir Jeremy Morse. June 1992




and in Lloyd’s in particular. The Morse recommendations thus envisaged é more
independent regulatory overview of Lloyd’s than hitherto had been in place. However,
with four market practitioners on the Board there would be some iﬁput into the
regulatory process from pefsons with a knowledge of Lloyd’s. The Morse Report

recommendations go further towards an independent regulatory body than suggested
by the Neill Enquiry but do not suggest a totally independent body as is the case with

Self Regulatory Organisations formed under the Financial Services Act 1986.

The Morse Report stated that the Market Board “should be the driving force in the
development of the Society” (para 6.1). The Task Force Report st;ted that the
Market Board should “lead the market and promote its interests in all matters affecting
the business of Lloyd’s” and furthermore “be responsible for those aspects of business
strategy that need to be decided centrally, and the changes necessary to maintain
Lloyd’s competitive position™ (para 14.11). These terms are far more specific than the

powers of the Council as detailed in the Lloyd’s Act, 1992, namely:

“The Council shall have the management and superintendence of the
affairs of the Society and the power to regulate and direct the business of
insurance at Lloyd’s....” (para 6, Lloyd’s Act, 1982).

The nature of the business strategy to be decided by the Market Board is not specified
in either the Task Force Report or the Morse Report. The Lloyd’s market is
fragmented and the business strategy adopted by a UK. household or motor syndicate
may be totally impractical for a syndicate that underwrites worldwide excess of loss
reinsurance. This author suggests that the role of the Market Board should not be to
decide upon a strategy for Llc;yd’s but to ensure that Lloyd’s is an environment where

syndicates can'adopt differing strategies depending upon their business requirements.
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In essence the Market Board should ensure that Lloyd’s is a freely competitive
environment. The nature of the Market Board could therefore impede the competitive
position of Lloyd’s if it is too interventionist. The Market Board should allow

syndicates to decide upon their own business strategies.

Proposition one recommended that Lloyd’s be regulated by the Department of Trade
and Industry. If this were effected then there would be implications for the Regulatory
Board whose primary function of regulation would be administered by the DTL
Therefore this author suggests:

Proposition two: The current Market Board and Regulatory Board should be

replaced by a single Business Development Board.

Such a proposition was widely welcomed by underwriters and brokers, indeed fifteen of
the twenty senior executives who were interviewed agreed with this author’s
suggestion. There was concern voiced by seven underwriters that, given the recent loss
history of the Society, there may be the tendency for the Regulatory Board to interfere
with the business of the syndicates to the extent of dictating what classes of business
could each syndicate underwrite. This could stifle innovation as underwriters may be
prevented from underwriting certain classes of business that do not appear in their
Business Plans which are submitted to the Lloyd’s regulatory department. This author
suggests that a Business Development Board should consist of underwriters, brokers,
corporate capital providers and Names’ representatives and should focus on new
business initiatives and helbing syndicates and brokers to achieve their business

objectives. An example of the operation of the proposed new Board is the
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developmeni of | Lioyd’s Japan Inc. This company was set up jointly by Lloyd’s
underwriters and the Corporation’s Marketing Directorate. The proposition is that
this company will be a locally incorporated Japanese subsidiary of the Sbciety owned
directly 100 per cent by the Corporation of Lloyd’s for a ten year franchise period.
Underwriters will participate by virtue of a co-investment agreement which provides
rights over profit sharing, governance in a similar way to that of shareholding.
Underwriters will only be able to underwrite Japanese direct business by being
nominated by a participating managing agent in Lloyd’s Japan Inc. The company will
underwrite business via various consortium arrangements and each participating

managing agent in the company will have access to these consortia.

3.2.2 External architecture of Lloyd’s.

External architecture is the ability of an organisation to foster relationships between
other organisations for mutual benefit. Clearly in Lloyd’s the relationship between the
syndicates and the brokers is important; indeed, business can only be transacted
through Lloyd’s brokers (Lloyd’s Act, 1982 Section 8(3)). The relationship between
brokers and Lloyd’s u.ndewm'ters was seen by the Task Force Report to be a source of
competitive advantage (Para 3.31, Task Force Report, 1992). This is echoed by
Melgard (1978) who states that the success of the Lloyd’s and London market “lies in

the interrelationship between and close ties between broker and underwriter”.

The provisions of Sections 10 and 11 of the Lloyd’s Act, 1982 do not allow a Lloyd’s

broker to own a managing agent and vice versa. ‘Paragraph 12.12 of the Fisher Report
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referred to Athree ways in which abuses might arise from a broker’s interést in a
managing agent:

(i) action contrary to the interests of Names - by the broker applying bressure on an
active underwriter of a controlled syndicate to underwrite business contrary to his
better judgment; or to write business at premium rates below those he would offer to
other brokers, or to give commissions higher than those he would give to other
brokers; or to settle claims on terms he would not otherwise agree;

(ii) action contrary to the interests of policyholders - by the broker giving business to a
controlled syndicate although better terms were available from other syndicates; and
(iii) action contrary to the interests of the Lloyd’s market as a whole -'by the broker
undermining the principle of competition and, especially if he makes use of his
knowledge of other brokers’ business in so doing, by undermining the basis of trust on

which the market operates.

As it is unlikely that a broker would wish to see his own insurance entity fail, it seems
logical that broker ownership of managing agents would encourage better priced
business to be shown to the managed syndicate. This.would not, of course, be in the
interests of policyholders, as suggested by the Higgins Report. However, a freely

competitive environment would ensure that the customer achieves a fair price for his

risk.
In London in 1995 there were 141 Lloyd’s syndicates, 65 companies in the Institute of

London Underwriters and 87 members of LIRMA (London Insurance and Reinsurance

Market Association). The geographical proximity of the underwriters creates a huge
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coinsurance market that operates very efficiently. For a risk whose size or unusual
features requires several insurers to agree on rates and policy terms, the London market
can obtain such coverage in a matter of days. It could take several weeksA to transact a
similar insurance in the USA with underwriters in several cities and often in different

time zones (Frinquelli ez al, 1994).

Underwriters in London will often know each other’s skills and if one underwriter is
unable to rate a particular risk, then he is likely to know of an underwriter in London
who will be able to progress the broker’s enquiry. Talented underwriters build up
knowledge that enables them to “lead” the rating and assessment of thc;, risk. Other
underwriters with less experience, or perhaps with less risk-bearing capacity, can
“follow” the leading underwriter by taking a smaller share of the risk. The result of the
architecture of the London market is a risk-transfer system that takes advantage of the
best underwriters in the market and spreads that risk among underwriters and

companies according to their capacity and appetite for particular types of risk.

One disadvantage of this structure is the geographical distance between underwriters
and the risks they are assessing. Whereas international reinsurers will have a series of
branch offices and therefore easy access to local knowledge, London underwriters have
to rely on professional surveyors to visit and report on risks. Such local knowledge is
more crucial in insurance than in reinsurance. Durin_g 1994 Lloyd’s premium income
from the United States Excess and Surplus Lines market was $1,550 million,
representing 17% of the market (A.M. Best Company, 1995). Lloyd’s has accessed

this segment of the US insurance market by granting binding authorities to Managing
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General Agénts. Essentially Lloyd’s underwriters are relying on the knowledge éf local
underwriters to produce profitable business. Whilst the conditions of the binding
authority will restrict the Managing General Agent in terms of the type and scale of risk
accepted, it is an arrangement built on trust between the Lloyd’s underwriters and the
Managing General Agent. Such binding authorities overcome the lack of a branch
network, although there is the danger of a “rogue” agent abusing the underwriting

authority given to him.

3.3 The concept of capital

There are various meanings that can be attributed to the word capital dep;ending on the
context and the purpose of its use. Dickinson and Roberts (1984) suggest three such
uses. Firstly, there is real capital which encompasses the physical assets of the firm.
Secondly, capital may be used as a concept in financial theory to describe the value of
the firm to the holders of its security. The value of this type of capital is determined
within the capital market and its value is determined by profit forecasts, cash flow
estimates and political and economic forces. The term “market capital” may be better
used to describe this meaning of capital. Lastly, there is the capital which is surplus to
an assessment of the current liabilities of the firm; this form of capital may be termed
financial capital; Dickinson and Roberts (1984) call such capital “corporate capital” but
as this has a particular meaning in Lloyd’s, the term “financial capital” is used here.
Financial capital may be measured as the difference b_etween total assets and liabilities
at any one time. These funds will be used by the management of the firm in pursuing
their corporate objectives. F inancial capital is equivalent to the policyholders’ surplus

of an U.S. insurance company. The concept of financial capital is, however, static in
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that it doesA not reflect any particular growth paths that the company may wish to
follow in the future (Benjamin, 1980). A calculation of financial capital relies on the
assessment of assets and a valuation of liabilities. Assets should be valued as closely as
possible to their market value and technical reserves should be assessed on a realistic
set of assumptions. For an insurance or reinsurance company, the level of assets will be
identifiable such as premium funds, investments and property. The total assets will be
valued at a certain figure. This contrasts with the position of a Lloyd’s syndicate where
the assets of the syndicate are the premium trust funds and the members’ funds at
Lloyd’s.  The members’ funds constitute the members’ deposits ‘held at Lloyd’s
together with special reserves and personal reserves also held at Lloyd’s. ~The member
has other assets which are not held by Lloyd’s in trust for the member but are declared
to Lloyd’s via the means test, a valuation of the wealth of the member. A Name’s
means test is a valuation of the member’s wealth which supports his chosen level of
Overall Premium Limit (i.e. the amount of premium a Name can underwrite in any one

year of account). Thus a Name may well have wealth in excess of that declared in the

means test.

An insurance or reinsurance company will have a certain level of assets over and above
its liabilities, i.e. it will have a certain financial capital that may be calculated. By
contrast, a Lloyd’s syndicate will be able to assess its liabilities but will not be able to
calculate its financial capital as the assets of the syndicate are not readily quantifiable.
These assets comprise the members’ total resource;s and the assets held by each

member in excess of their declared means.
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The ﬁnancia;l capital of an insurance or reinsurance company may be used by the
management either to accept more premium income (i.e. more liabilities) or to expand
the company such as by purchasing a competitor. Such a transaction may increase the
share value of the company. By contrast the financial capital of a Lloyd’s syndicate
may only be utilised for accepting premium income. Any activity beyond this, such as
the purchase of a competitor syndicate would have to be a financial transaction
undertaken by the managing agent of the syndicate which are, almost exclusively,
limited liability companies. The managing agent’s only sources of revenue are profit
commissions payable by Names on the managed syndicate and fees charged by the

managing agent to the syndicate Names.

There is a growing body of literature about a fourth type of capital - reputational
capital i.e. the assessment of the value of a company’s brands - its brand equity. A
good reputation enhances profitability because it attracts customers to the company’s
products, investors to its securities, and employees to its jobs. In turn, esteem inflates
the price at which a public company’s securities trade. The economic value of a
corporate reputation can therefore be gauged by the excess market value of its
securities (Fombrun, 1996 page 81). There are various methods for assessing the
value of a company’s brands although none has universal appeal. A method for
estimating a brand’s value is to make an assessment of the royalty on sales a third party
would have to pay to obtain the right to use the name. An alternative approach is to
make the assumption that stock market prices incorporate all known information about
a brand and fully reflect a company’s future prospects. Given this assumption, the

value of a brand is its market value over and above the liquidation value of the net
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assets invol(zed in producing and selling the brand. Given that a company’s assets are
valued at book value, the excess market value therefore incorporates not only the value
of the company’s reputation but also the market’s best guess about the current market
value of those historic assets (Fombrun, 1996 page 91). The market value of a public
company reflects its value as an operating enterprise. The excess market value
therefore corresponds to the overall regard that the company is held by investors, i.e. a
gauge of its reputational capital. The reputational capital of Lloyd’s syndicates is

discussed in Chapter 6.

3.4 The chain of security at Lloyd’s

One of the central issues discussed by the Task Force report was the future nature of
Lloyd’s capital base, indeed Section II of the report is devoted to strengthening the
capital base. The main focus of the Task Force’s work was to assess the advantages
and disadvantages of the basis on which capital is provided to support underwriting at

Lloyd’s (Task Force Report page 53).

A peculiar feature of insurance is that capital is not needed since premiums are
collected first and claims are paid later. The business should enjoy positive cash flow
unless claims exceed premiums in which case capital will be called upon. In insurance,

capital serves principally to provide reserves for the protection of the policyholders in

the event of loss.

In the case of Lloyd’s, underwriters will not call for Names to contribute until there is a

loss on any particular year of account and capital is needed to fund the loss; then
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underwﬁter§ mﬁy call for as much capital as is required. Names at Lloyd’s have
unlimited liability as a result of their status in English law a sole traders, but only in
respect of their own share of a syndicate’s loss - a Name’s lLability is several and not
joint. The security of a Lloyd’s policy is dependent upon the ability of a Name to meet

his or her obligation under insurance policies underwritten by the syndicate.

In accordance with the Insurance Companies Act 1982 all premiums must be paid into
a premiums trust fund, on behalf of all policy holders (Section 83 (2)). This fund must
only be used for the payment of claims and be held in short-term investments. Lloyd’s
has three premium trust funds - the U.S. dollar trust fund, the Canadiz;n dollar trust
fund and the sterling trust fund. Three years after the inception of a year of account, the
active underwriter calculates a closing reserve. Most of the balance in the premiums
trust fund will be used to buy a reinsurance policy, known as the reinsurance to close
(RITC). The reinsurance to close indemnifies the fund against future claims. The
other party with which the reinsurance to close policy is taken out is usually the same
syndicate but for the next year of account. If after the calculation of the reinsurance to
close there is a surplus in the premiums trust fund, this is distributed to the Names as

profit.

If the premiums trust fund proves inadequate to meet the claims on a year of account
then the capital in a Name’s deposit and personal reserves are called upon. Each Name
at Lloyd’s is required to place a deposit with the Corporation of Lloyd’s pro-rata to his

premium income. This percéntage ranges from.20% to 50% depending on the level of

85



means shown and the category of the Name (i.e. whether a working Name, one who is

employed within Lloyd’s, or an external, non-working Name).

A Name’s members’ agent will normally require the Name to have Personal Reserves,
accumulated out of past profits. In addition there are Special Reserves which allow a
Name to set aside a small tax-exempt part of his underwriting profits. These reserves
and deposits are there to meet losses. If the Lloyd’s deposit is used to fund losses then
a Name will be required to reduce his Overall Premium Limit (OPL) or cease
underwriting until the deposit is made good. If the Name’s deposit and reserves prove
insufficient to meet his liabilities then Lloyd’s will require the loss to be‘ funded from

the Name’s means.

The Name’s underwriting obligations are unlimited. If a Name’s means are not enough
to meet claims then Lloyd’s must turn to the fourth and last line of defence: the Central
Fund. The Lloyd’s Central Fund was established by a trust deed in 1927 out of a small
levy paid by every Name in proportion to his premium income (Hay Davison, 1987).

It exists for the purpose of protecting policyholders, so that claims can be met when
Names lack means. Essentially the Central Fund mutualises the losses of an individual
member onto the whole membership. The Central Fund also provides security for two
bonds. One of the bonds is in favour of Lioncover Insurance Company Limited. This
insurance company was set up by Lloyd’s in connection with the PCW settlement (a
compromise settlement between the Corporation of Lloyd’s and Names on the PCW
syndicates who had been defrauded). The second bond is in respect of CentreWrite

Limited which was set up to provide reinsurance for run-off years of account. The
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bonds may be called upon in the event that each company’s liabilities exceeds ité assets.
As at the 31st December 1993, £30 million of the Central Fund was earmarked in

respect of Lioncover’s accounts (Global Accounts).

There are thus four parts to the security behind a Lloyd’s policy: the premiums trust
funds, deposits and reserves, certified means and the Central Fund. These provide the
financial resources to back up a Lloyd’s policy.  Figure 3.3 shows the financial
resources of Lloyd’s at the 31st December each year from 1982 to 1995. The US and
Canadian Trust Funds have been converted to sterling at the rates of exchange ruling at

the 31st December for each year.

These four “lines of defence” are subject to two checks: premium income monitoring
and the annual solvency check. Gross premium income (i.c. net of brokerage and

commission and return premiums but gross of outwards reinsurance costs) is monitored
by the Lloyd’s Regulatory Department for each of the three open years of account.

Premium income is monitored to ensure that the Syndicate’s assets i.e. the assets of the
Names should cover the risks they undertake. If a Syndicate’s premium income exceeds

its stamp capacity then, under the provisions of the Syndicate Premium Income Bylaw
(Number 6 of 1984), the regulatory authorities of the Corporation of Lloyd’s will stop
the syndicate from underwriting any further business. Premium income is used by
Lloyd’s as a measure of risk. However no differential is made between the classes of
premium income as the same asset requirements are réquired by Lloyd’s irrespective of

the type of premium income (and therefore risk) which a Name is assuming. This
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Premiums trust funds

Members' funds at Lloyd's

U/writers Joint Total (B) (©) Total
advences asset | technical (A) Personal  Special Total Other | members'

Year Sterling American Canadian in Illinois trust fund| reserves | Deposit reserves reserves A+B+C  assets means
1982 1,505 2,593 151 - - 4,249 773 119 180 1,072 1,750 2,822
1983 1,839 3,034 178 - - 5,051 983 170 205 1,358 1,931 3,289
1984 2272 4,179 273 - - 6,724 1,212 212 231 1,655 2,268 3,923
1985 2,700 3,921 217 - - 6,838 1,582 242 254 2,078 2,591 4,669
1986 3,224 4,707 268 - - 8,199 2,092 273 240 2,605 3,300 5,905
1987 3,322 4,503 271 - - 8,096 2,621 330 215 3,166 3.256 6,422
1988 3,128 5,174 353 - - 8,655 2,831 465 226 3,522 3,492 7,014
1989 4,531 5,206 422 229 - 10,388 3,333 626 298 4,257 3,700 7,957
1990 4,632 4,154 355 177 - 9,318 3,504 621 293 4,418 3,036 7,454
1991 6,229 4,995 343 198 - 11,765 3,744 600 308 4,652 2,643 7.295
1992 9,418 5,774 396 246 - 15,834 3,718 601 178 4497 - 1,880 6,377
.1993] 11,746 6,482 419 244 141 19,032 3,760 841 117 4718 1,749 6,467
19941 12,307 6,987 401 229 1351 20,059 4,227 778 73 5,078 1,487 6,565
1995) 10,732 8,124 454 237 139 ] 19686 4,696 748 55 5,499 1,259 6,758

FIGURE 3.3: SECURITY OF ALLOYD'S POLICY
All figures in £m as at 31st December

(Source: Statistics Relating to Lloyd's, 1996 edn.)




weakness was recognised by the Lloyd’s Business plan which recommended the

introduction of risk weighted capital (Section 12.1 page 51).

A second check is the annual solvency test, formerly called the Lloyd’s audit. This
originated in 1908 when, in response to a scandal in which an underwriter bankrupted
several Names, a proposal was issued by underwriters, led by Cuthbert Heath, to the
Committee of Lloyd’s suggesting that underwriters should produce a certificate signed
by an approved accountant that a syndicate’s Names were in the possession of assets
sufficient to cover their liabilities (Gibb, 1957).. Each year Lloyd’s issues minimum
reserves for each class of business in its first, second, third and subseq;xent years of
development. Underwriters are required to calculate their reserves for both the open
and closed years of account with reference to these minima. However, Names must
provide more reserves if the pattern of claims warrants it. The calculation of the
reserve must be agreed and signed by an approved auditor to certify that a Name has
sufficient assets in his premiums trust fund, deposits or personal reserves to cover his
liabilities. Any deficiency must be made good before the certificate is signed. Names
who cannot provide certificates of solvency are declared to be in default and Central

Fund assets are earmarked to cover the deficiency.

Underwriting is the most significant characteristic that defines the Lloyd’s market.
Underwriting at times leads to intramarket support and at other times to intramarket
competition, but its main objective is to make underwriting profit by collecting more in
premiums than is paid out in claims. Many of the more arcane and distinctive

structural characteristics of Lloyd’s were built around the pre-eminence of the art of
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underwriting and the role of the underwriter. Lloyd’s capital structures, the
administrative support organisations, accounting conventions and distribution systems,

all support and evolved out of the pre-eminence of underwriting.

Lloyd’s is a marketplace, not an insurance company, within which approximately 150
entities (syndicates) underwrite all classes of insurance and reinsurance business. This
structure has developed over a period of some 300 years nnd is a model that has been
remarkably successful, notwithstanding the 1988 to 1992 loss period. Despite the
longevity of the market, this model has not been successfully copied elsewhere in the

world.

At the very core of Lloyd’s has been the concept of a capital base constructed entirely
from individual sole traders, known as Names. Names were the exclusive source of
capital at Lloyd’s until 1994, when institutional capital (Corporate Capital) was
permitted to invest in Lloyd’s. Under English law, this sole trader status confers on the
individual unlimited liability for any losses incurred, but also provides for considerable
tax advantages, leading to high returns in times of profitability. Becoming a Name is
open to anyone who has the required means. However, a potential Name has to be
sponsored by existing Names. Names are “underwriters” by virtue of their sole trader

status.

A unique feature of the Lloyd’s capital structure is the annual venture. Before the
commencement of each underwriting and calendar year, the constitution of the

syndicate - a list of capital providers who wish to support the syndicate - is established
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for that yean although the final result of the year will not be declared until three years
after the start of the underwriting year. For example the underwriting year 1996, which
relates to all policies underwritten during the twelve months beginning Ist January
1996, will not be “closed” until 31st December 1998. Once the year is “closed” then all
the profit is distributed to the Names, or any underwriting loss on the year of account is
collected from the Names. With agreement of the managing agency, Names select how
much premium income or “capacity” they wish to receive from each syndicate, and the
aggregate total pledged by all the capital providers gives the total premium income, the

capacity, for the syndicate for the forthcoming year of account.

At the end of each calendar year, there is, in effect, a liquidation of the capital base and
a recapitalisation of all the syndicates. New capital may wish to join for the following
year of account thereby increasing the capacity of the syndicate. Alternatively, capital
may wish to withdraw in which case the capacity of the syndicate will fall. At the end
of the three year period, an underwriting year of account is “closed”. The underwriter
makes an assessment of the liabilities of the aécount to run-off to extinction and this is
charged to the Names on that particular year of account. This reserve is known as the
“Reinsurance to Close” (RITC). The RITC is transferred to the oldest open year of
account and the transferring year will then be closed. Any surplus profits are
distributed to Names and likewise any loss on the year of account is collected from
Names. There is thus no retained surplus within any Lloyd’s syndicate, as total profit
and loss to capital is declared annually and either distributed to or called from its capital

providers, the Names. “Surplus” is in the deposits and assets of the capital providers.



The main diéadvantage of an annual venture is that managing agents are unable to plan
ahead as the capital base could, in theory, decide to leave the Lloyd’s market. This
poses a problem when policyholders are seeking multi-year contracts. In reality, a
profitable well-run syndicate will_ not have a problem in maintaining its capital base
from year to year, an unprofitable syndicate, however, will lose its Names. A
disadvantage in the annual venture is in investment strategy and asset/liability matching
which require multiple-year planning - a difficulty for syndicates to achieve. The
advantage of the annual venture is that syndicates have to justify themselves to the
capital base each year - poorly performing syndicates will not be able to retain their
capital base. The annual venture means that the capital base is very fluid and can thus
respond to opportunities in the market. The annual venture allows syndicates to
expand their capacity when rates in the market are high, and thus profits are able to be
made, and conversely to contract their capacity when rates are depressed

Consequently, the annual venture allows syndicates to be counter-cyclical to the
insurance market outside Lloyd’s. The introduction of “permanent™ capital could lessen

the pressure to maintain quality results.

The capital base, representing the sum of the assets of the underwriting Names, is
dedicated to the Lloyd’s market, although it may move between syndicates within the
Lloyd’s market. Lloyd’s syndicates only compete with capital with each other; they do
not compete with the capital markets at large. This situation could change with the

introduction of corporate capital.
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Thereis a cénain kudos in being a member of Lloyd’s, like that associated withvbeing a
member of an exclusive club. This apart, however, there are sound financial reasons
for wishing to be a member:

(1) Partly paid capital base: A major attraction of membership at Lloyd’s is that
individuals may participate in the market on a partly-paid basis. Rather than buying
shares in an insurance company, individuals must show wealth of at least £250,000;
however only 30% of these funds need to be held at Lloyd’s (i.e. to constitute the
member’s deposit). Each prospective candidate for membership has to undergo a
Means Test. Assets, which currently qualify for Means Test Purposes are divided into
two main groups: |

(A) Assets which must constitute not less than 60% of Means Test

(1) Stock Exchange Quoted Securities.

(i) Cash at Bank or Building Society.

(i) Surrender Value of Life Policies.
(iv) Absolute reversionary interest in Trusts at market value, calculated on an actuarial

basis.
(v) Bank Guarantees, Insurance Company Guarantees, Letters of Credit.
(vi) Gold at 70% of its market value, subject to certain conditions.

(B) Assets which must not exceed 40% of the Means Test
(i) Homes other than the Candidate’s principal residence, are permitted at market
value, less any outstanding mortgage or loan.

(ii) All commercial property at its market value, less any outstanding mortgage or loan.
(iii) Farmland at its market value (excluding the value of the house, if the house is the

principal residence), less any outstanding mortgage or loan.
(iv) Leasehold property, subject to certain conditions.

(2) Highly leveraged returns. In addition to allowing capifal to be partly paid,
Names also benefit from having their assets “work twice”. For example if some of the

Name’s assets are in land or in commercial property, these could be earning an income
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whilst backir.1g a Name’s underwriting at Lloyd’s. Similarly, assets that are depdsited at
Lloyd’s such as securities or cash will earn a return in addition to supporting a Name’s
underwriting.

(3) Gearing or leverage. Names are required to deposit 30% of their overall
premium limit as funds at Lloyd’s. This means that if a Name achieves 10% return on
capacity, this equates to a 33.3% return on the funds at Lloyd’s in addition to the
investment return earned on the deposit.

(4) Tax advantages. As Names have sole trader status, they may pool gains or losses
from underwriting against other income to reduce tax liability. However, whilst sole
trader status accords the Name favourable taxation status, the Name also‘ has unlimited

liability for any losses on underwriting.

3.5 The Introduction of corporate capital at Lloyd’s.

The total losses declared by Lloyd’s for the years of account 1988 to 1992 were £8.7
billion. Lloyd’s declared a profit of £1 billion for the 1993 year of account and similar
profits are expected for the 1994 and 1995 years of account (pers comm a Members’
Agent). This loss-making period has been compared with the years 1964, 1965 and
1966 which all produced losses as a result of Hurricane Betsy which hit the Eastern
Seaboard of the USA in 1965. However, by the 1969 year of account Lloyd’s had
recouped these losses. Lloyd’s does not possess statistics relating to its capacity at the
time of Betsy, but if an estimate of £450 million is made then the 1964 loss equated to
0.22% of capacity, the 1964 loss 7.7% of capacity an;i the 1966 loss 3.6% of capacity.
Such losses are containable and indeed the capacity of Lloyd’s grew steadily after this

period. By contrast the 1988 year of account loss equated to a 4.63% loss on capacity,
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the 1989 reéult a 18.83% loss on capacity, the 1990 result a 26.33% loss on capacity
and the 1991 result a 17.99% loss on capacity. These losses forced some Names into
bankruptcy and led to the formation of Names’ action groups in order té pursue legal
remedies for their pecuniary losses against managing and members’ agents e.g. the

Gooda Walker action group, the Devonshire Names’ action group.

The losses were the impetus for the formation of the Task Force and its subsequent
report and the follow-up documents, the Business Plan and the Reconstruction and
Renewal Plan. The losses gave Lloyd’s a great deal of adverse publicity as some
Names became bankrupt and others, faced with the prospect of mo;mting losses,
committed suicide. There were 31,945 Names as at the 1st January 1993 of which
19,537 were active (Statistics Relating to Lloyd’s). The remaining 12,408 Names had
open years (i.e. run-off years of account) and could not ieave Lloyd’s until such times
as the open years were closed. As at the 1st January 1988 Lloyd’s had 32,433 active
Names (Statistics Relating to Lloyd’s). Thus in five years the number of active Names
had almost reduced by one-third. With the decline in th¢ number of Names came a drop
in capacity from a maximum of £11,382 million in 1991 to £8,878 million in 1993, a
drop of 22 per cent. As the Task Force report proposed that Lloyd’s should grow, it
was necessary to find a new source of capital. The Task Force report stated (page 64
para 5.18) that it would be optimistic to assume that the current Names could provide
all the required growth, especially given that one quar'ter of Names were over 62 years
old. A central part of the Business Plan was the proposal to introduce incorporated,

limited liability, capital in additional to the existing unlimited liability capital base.
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3.6 Lloyd’s New Capital Structure.
As a result of the reduction in Lloyd’s capacity from £11.382 billion for the 1991 year
of account to £8.878 billion for the 1993 year of account, the Task Force Report

concluded that:

“.... the Society should commit itself now to a strategy of real growth in
income over the next 5-7 years. This will necessitate stable real growth in
capacity......” (Section 4.1 page 54).

The Report concluded that the retraction in Lloyd’s capital base could not be allowed
to continue and that further shrinkage would increase concerns surrounding the
continued security of a Lloyd’s policy, impair its abﬁity to set terms and lead business,
increase the relative burden of the old year claims arising from asbestos and pollution,
limit the Society’s resolve to achieve cost control and, finally, adversely affect the

dynamism of the market (Section 4.7 page 56).

This author suggests that the concerns voiced in the Task Force Report are not all
material. A decrease in the capital base of Lloyd’s does not give a positive message to
the worldwide insuranée and reinsurance market especially in the USA where growth
and expansion is a part of business philosophy. However, this viewpoint depends on
viewing Lloyd’s as a single entity. Purchasers of Lloyd’s policies have, recently,
become more interested in the composition, in terms of individual syndicates, of the
security supporting their policy especially as the rating agency Standard and Poor has
devised a rating system for Lloyd’s syndicates. The ability of Lloyd’s to set terms and
lead business is not dependent on its size but rather the skill of its underwriters and the
added value it gives to the .risk transfer proceés as opposed to its competitors. The

Task Force states that Lloyd’s has to be able to grow if it is to trade through the
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overhang of .old years’ claims arising from asbestos and pollution. The Reinsufance to
Close mechanism offers Names the ability to exit a syndicate but it does result in the
oldest open year of account assuming all the liability from all the closed years hence
Names pay for losses on years of account on which they had no participation. This is
of no concern to Names if the Reinsurance to Close is an adequate assessment of the
liabilities, but under-reserving results in current Names incurring losses on years of
account in which they had no original participation. The Task Force assumed that the
way to deal with this problem was for Lloyd’s to grow and in effect to ‘dilute’ the
problems of the old years. The Lloyd’s Business Plan and the subsequent
Reconstruction and Renewal Plan suggested that the old years (1992 and‘ prior) should
be closed into a single run-off company, Equitas. This has the benefit of closing any
syndicates that have open years prior to and/or including 1992 into a central fund -
essentially Equitas mutualises the liabilities of Lloyd’s. Thus the Business Plan has
effected the solution to this problem independent of the need for Lloyd’s capacity to
grow. Section 4.7 of the Task Force Report suggests that a decline in capacity would
“adversely affect the dynamism of the market, and its attractiveness to entrepreneurs.”
If Lloyd’s is viewed as a market where insurance expertise thrives and profits are made,
then the size of the Society should not matter in order to attract the best underwriting
talent. Indeed, it could be argued that if Lloyd’s decreased in size the available capacity
would fall to the most competent underwriters. Interestingly, the Task Force Report
dismissed the suggestion that Lloyd’s should become a “...small niche of excellence in
which profitability is the sole concern, and absolutej size is irrelevant” (Section 4.5,
page 56).  This author found that of those underwriters who were interviewed five

believed that the capacity of Lloyd’s should fall to a level of about £6 billion. This
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would prevent some intra-Lloyd’s competition and result in the capacity being in the
hands of competent underwriters. In this way Lloyd’s would become a niche of

excellence.

The Business Plan set a target figure for capital of £10-12 billion by 1997 (Section 12.3
page 52). The authors of the Business Plan were aware of the effect that the
implementation of the proposals of the Cromer Report had had on capital, and the need
to ensure that capital was not increased so as to lead to the over-capacity problems of
the mid to late 1980s. The Lloyd’s Business Plan recommended the introduction of
limited liability capital as had been discussed some twenty years earlier t;y the Cromer
Report. From the 1994 year of account onwards there was to be a new capital
structure at Lloyd’s consisting of the existing unlimited liability Names and limited
liability incorporated Names as shown in Figure 3.4 below.

Figure 3.4: Lloyd’s capital structure from 1994 onwards.

Individual Names Corporate Names
Premiums Trust Funds Premium Trust Funds
Funds at Lloyd’s ' Funds at Lloyd’s

l

Confirmed Personal Wealth

Central Fund
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From the 1954 yéar of account onwards, Names fall into five categories:

(a) High liquidity Names. These are Names with liquid assets of at least £500,000.
Names in this class will be allowed to participate in the market on a 20% ratio of funds
at Lloyd’s to overall premium limit, subject to a minimum deposit of £200,000 and
requirements that they show means of at least 50% of premium limit and reconfirm
annually. |

(b) Names with means of at least £250,000 but less than £500,000. These Names are
required to lodge 30% of their premium limit at Lloyd’s. |

(c) External Names with means between £100,000 and £250,000 or vocational Names
(i.e. Names working at Lloyd’s) have to deposit 40% of their overall prémium limit at
Lloyd’s subject to a minimum of £25,000. Overall premium limits range from £50,000
to £600,000.

(d) Members with means less than £100,000 or vocational Names with nominal means
are required to deposit 50% of their overall premium limit at Lloyd’s. The overall
premium limit for these Names must not exceed £190,000 and for vocational Names
the overall premium limit must not exceed £100,000.

(e) For working members only there is a special category of membership which
obviates the need to show any level of personal wealth. However, such Names must
put 50% of the premium limit into funds at Lloyd’s. This category of Name cannot

underwrite more than £100,000 in premium income in any one year of account.
To assist members with limit premium levels in achieving some diversity of risk across

syndicates, the Business Plan provides for the establishment of Members’ Agents

Pooling Agreements (MAPAs). Baillie-Hamiliton (1988) has demonstrated that the
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probability o.f a severe loss declines as the number of Syndicates in a Name’s bortfolio
increases. A MAPA involves a members’ agent combining all syndicate participations
in a single pool. Names have a share in the pool rather than in an individually
constructed (bespoke) portfolio. For the 1995 year of account approximately 40% of
Lloyd’s capacity is from MAPA names (pers comm a Members’ Agent). Each MAPA
must contain at least thirty syndicates and within that MAPA no one syndicate can
constitute more than 7.5% of the MAPA’s capacity. As Lloyd’s is a subscription
market if a Name underwrites through a MAPA he could well be on the same risk
several times. In the event of a claim on that risk a Name could be in a worse loss
position through a MAPA than through a bespoke portfolio. It is esséntial therefore
that the MAPA offers a Name a portfolio of types of syndicate (marine, non-marine,
motor, aviation and life) so that the Name achieves a diversification of risk. As a
MAPA contains a number of syndicates, the profitability MAPA will tend to “mirror”
the results of the overall market. It will only be possible to achieve higher than
average returns if the Name’s portfolio is bespoke. However such a bespoke collection

of syndicates could achieve results worse than the market average.

In order to meet the Council’s target of £10-12 billion of capacity, the formation of
limited liability corporate capital was considered necessary. The reasoning behind this
strategy was because of past losses the number of names was decreasing and those that
remained were ageing. However the resilience of the names to remain trading in
Lloyd’s has been remarkable (Figure 3.5). Indeed for the 1994 year of account Names’
capacity increased over the previous year and-with over £1.5 billion from corporate

investors, Lloyd’s capacity increased by 24% to £10.9 billion. Whilst the number of
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members hz;s more than halved since 1990, the average underwriting capacity of the
names has increased by over 40% from £373,000 in 1990 to £525,000 in 1996.
Corporate capital is providing an increasing proportion of the capacitSI at Lloyd’s -
from 15% in 1994 to 31% in 1996. Thus the enthusiasm of professional investors for
Lloyd’s is keen but the traditional capital base is proving more resilient than some
commentators have forecast. The traditional base is likely to fall away once Equitas is
operational and Names are presentéd with the finality quotes. However, given that
many Names are still trading after the loss making period would suggest that they may
continue for some time. However, this author proposes:

Proposition three Over a ten year period all natural Names will incorporate and

the capital base of Lloyd’s will consist of entirely incorporated,

limited liability capital.
All the senior executives interviewed agrees with this proposition, although one
underwriter suggested that Lloyd’s would have a two tier capital structure with
corporate capital and high limit ‘natural” Names i.e. Names of considerable personal
wealth who underwrite at least £1,000,000 each. Given that unlimited liability has
caused so much financial loss to Names, the option to participate on a limited basis in
Lloyd’s would seem attractive. The corollary to the expected decline in the number of
natural Names is that there will be fewer Members’ Agents in the future. Indeed one
Members’ Agent, Ashley Palmer and Hathaway Ltd has closed and transferred its
Names to Stewart Members’ Agency which in turn has amalgamated with Kiln

Cotesworth Members’” Agency.

100



Year of account 1990

1991 1992

1993 1994 1995 1996

Names (£m) 10,743 11,063 9833 8,784 - 9303 7,838 6,950
Corporate capacity (£m) 1,595 . 2,360 3,044
Total Capacity (£m) 10,743 11,063 9,833 8,784 10,898 10,198 9,994
Change % +1.1 +30 -11.1  -10.7 +24.1 -6.4 -2.0
No. of Names 28,770 26,539 22,259 19,537 18,117 14,800 12,800
Av. capacity of Name 373 417 442 450 513 530 525
(£000) ,

Figure 3.5: Lloyd’s allocated capacity 1990-96.

Source: Lloyd’s quarterly business report

The initial requirements, developed in 1993 for corporate members, restricted
corporate members to supporting syndicates on a passive basis in the same way as

individual members.

The principal requirements enforcing this were:

- the control requirement: a prohibition on the control of a managing agent by a
corporate member, insurance carrier or Lloyd’s broking group;

- the diversification requirement: no more than 20% of a corporate member’s overall
premium limit (OPL) could be allocated by a corporate member to a single syndicate;
and - the concentration requirement: no more than 25% of a syndicate’s capacity could
be provided by any one corporate member group and no more than 50% of a

syndicate’s capacity could be provided by corporate members in total.
These requirements forced corporate members to participate through a spread of

syndicates. For the 1994 year of account some £900 million of capital was raised by 25

corporate member groups’ to support £1,594 million of capacity. These spread vehicles
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were investr;lent trusts that raised capital by issuing shares on the London Stock
Exchange. A major attraction of investing in the Lloyd’s market was the creation of
Equitas which, at that time, was to provide a “ring fence” to shield providers of capital
trading in years of account 1994 and following from claims on policies from prior to
1992. The maximum OPL for corporate members in Lloyd’s was limited to twice the

corporate member’s funds at Lloyd’s.

In 1994, some dispensations to the diversification requirements were granted by
Lloyd’s in response to commercial demands of corporate members who sought to focus
their participation on a narrower range of syndicates managed by a sir.1g1e managing
agent. This facilitated the evolution of dedicated vehicles and, in a few cases, the
segregation of the corporate member’s participation into its own syndicate set up in
parallel to the existing syndicate, for instance Syndicate 322, J.D.P. Barnes and others
has a parallel corporate syndicate, Number 2322 for which the capital backing is wholly

from Frankona Reinsurance Company.

For 1995, Lloyd’s maintained the rule that the corporate member was not permitted to
gain control of the managing agent, and shareholdings in the managing agent held by
companies related to the corporate member were restricted to less than 25%. The total
corporate participation in Lloyd’s for the 1995 year of account was £2,364 million,

23% of the total capacity of Lloyd’s.

In the summer of 1995, ‘the Council of Lloyd’s revoked the majority of the

concentration and diversification requirements for 1996. Also, the control
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requirements were relaxed allowing common ownership of corporate members and
managing agents. Thus corporate capital providers could have direct control of the

management structure of a managing agent rather than just being a capital provider.

A leading example of an integrated vehicle, incorporating both capital provision and
managing agency in a single structure is the marriage between Brockbank Underwriting
Agencies and Mid Ocean Re, a leading reinsurer based in Bermuda. £50 million in new
capital has been raised to support two new corporate parallel syndicates writing
alongside existing Brockbank syndicates. In addition, Mid Ocean Re will hold a
controlling 51% share in the new expanded Brockbank group, the remaining 49% will

be held by Brockbank. (Howard, 1996).

USF&G Corp of Baltimore, USA has established a syndicate in Lloyd’s for the 1996
year of account. Through a new wholly-owned subsidiary, known as F&G UK
Underwriters Ltd, the American insurer is the sole corporate member of Lloyd’s
syndicate' 1211. At the same time, USF&G has formed a new managing agency, to

manage the operations of the corporate syndicate (National Underwriter, 1996b).

These moves by insurers into the Lloyd’s market have been matched by one Lloyd’s
dedicated corporate member to acquire a DTI insurer operating outside the Lloyd’s
market. Hiscox Dedicated Capital is to pay £30.1 @llion for the Economic Insurance
Company, funded by an issue of ordinary shares. This will allow the Hiscox syndicates
a cost-effective method to underwrite provincial personal linés business (Collison,

1996). A corporate member of Lloyd’s has to deposit 50% of its OPL as funds at
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Lloyd’s (Con;pérate Participation at Lloyd’s, May 1996). This will give the éorporate
member a minimum 50% solvency margin before reinsurance, assuming that the
capacity is fully utilised. By contrast a DTI registered insurer only .has to have a
solvency margin of 40% net of reinsurance. Hence the Hiscox Group will underwrite
personal lines through Economic Insurance Company and international reinsurance

business through its Lloyd’s syndicates.

An important feature of Lloyd’s for new corporate capital, and indeed all investors in
Lloyd’s, is the separation of old liabilities into a run-off company, Equitas Reinsurance
Limited. The formation of this run-off company effectively mutualises all 1992 and
prior liabilities. Equitas “ring fences” corporate capital and Names from any
deterioration on policies written prior to 1993. By pooling all the old year liabilities
Lloyd’s can strive for a level of provision that is consistent across all syndicates. This
author suggests that, if at some future point, Equitas was under financial strain then
other world-wide reinsurers and insurers would be under a similar strain and thus an
industry-wide solution to such a problem would have to be found. By pooling all its
old liabilities, Lloyd’s will be able to effect block commutations with any one reinsurer
for the whole market and will have much more influence in agreeing the quantum of
any claim rather than this being negotiated piecemeal by each syndicate. The separation
of the old liabilities from the continuing market will give Lloyd’s a competitive
advantage over its competitors. Investors and policyh_olders will not be concerned with
any deterioration on old years which might affect the financial position of a syndicate.
The US company Cigna Cérporation has copied the Equitas rﬁodel by proposing a

“good bank / bad bank™ scenario. Cigna sought permission from the regulatory
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authorities in Pennsylvania during early 1996 to restructure itself into two main
subsidiaries - one inactive to run off costly claims, the other active to manage Cigna’s
healthier continuing operations. The Pennsylvania Insurance Department has given its

approval for this restructuring (Snyder, 1996).

3.7 Recent structural changes in Lloyd’s.
The following is a list, in no particular order, of some of the structural changes that

have occurred in Lloyd’s since the introduction of corporate capital in 1994:

(i) Terra Nova Holdings Ltd of Bermuda has ) acquired the ongoing business of
Octavian Syndicate Management Ltd which manages five syndicates. The transaction
involves creating a new managing agency for 1996 and beyond. It also allows for the
provision of additional corporate capacity to each of the five syndicates. The five
syndicates are: Non-marine syndicate 702, Aviation syndicate 959, Marine syndicate
1009, Marine syndicate 329 and Abbey motor syndicate 554. (National Underwriter,

1996a)

(i) The most recent shift in capital structures comes from the largest limited liability
spread vehicle, LIMIT plc, which is proposing to purchase majority sharehoidings in
two substantial managing agencies. LIMIT will acquire a majority stake in Bankside
Syndicates Ltd., which manages eight syndicates with a combined capacity of £403
million. The investment trust will also take a controlling interest in Janson Green Ltd.,
which manages three syndicates with a total capacfty of £345 million. (Moore and

Morton, 1996).
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(i1) In order to form a Lloyd’s integrated vehicle, the Murray Lawrence Group have

agreed to merge their business with Masthead Insurance Underwriting plc.

(iv) Aon Corporation are in the process of acquiring 49% of the shareholding of Jago

Managing Agency.

(v). St Paul Companies Inc have acquired a 100% economic interest in the Gravett and

Tilling Group and Cassidy Davis Group.

(vi) Murray Lawrence and Partners are to merge all their syndicates to merge into one

umbrella syndicate number 2001 for the 1997 year of account.

(vi) The board of Methuen Underwriting Limited have agreed in principle to
amalgamate some, or all, of their syndicates into one umbrella for the 1998 year of
account. Bermuda based excess liability insurer ACE Ltd has acquired a 51% stake in
Methuen Group Ltd with an option to purchase the remaining 49%. Methuen Group is
the holding company for Methuen (Lloyd’s Underwriting Agents) Ltd. As part of the
agreement, ACE has agreed to provide an additional £50 million to help support

underwriting by Methuen syndicates in 1997 and subsequent years.

(viii) Spreckley Villiers Burnhope and Co Ltd have signed a letter of intent with Aon

Corporation to acquire a shareholding in the company.

(ix) Mid Ocean Ltd has purchased a £50 million stake in the Brockbank Group. Under
the terms of the arrangement, Mid Ocean will provide £50 million of capital for two
new dedicated corporate vehicles, which will operate in parallel with the Brockbank

Group’s three existing syndicates. One dedicated vehicle will write personal lines,
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while the second dedicated vehicle will concentrate on all other classes written by the

Brockbank syndicates.

(x) Instead of buying an interest in an agency, CNA CorporateACapital Ltd, a
subsidiary of CNA International, is providing £25 million of capacity for three
managing agencies: Claremont Underwriting Agency, Tower Managing Agents, part of
the Archer Group plc; and Cox Energy and Marine, part of Cox Insurance Holdings
plc. Under the arrangement four dedicated corporate capital syndicates are to be set up

to run in parallel with the existing syndicates of these agencies.

3.8 Corporate capital and its influence on the structure of Lloyd’s.

The report published by Lloyd’s in May 1994 entitled “Value at Lloyd’s” linked the
value of syndicate participations with the replacement of the current “annual venture”
with a system of permanent capital. One theme of the report was that syndicate
members could assign their future participations in a syndicate to a corporate member
in exchange for shares, other securities or cash (Value at Lloyd’s page 35 para 10).
The corporate membér would either support a spread of syndicates or would be a one
member “corporate” syndicate.  The report argues that a one member “corporate”
syndicate would no longer be required to perform a reinsurance to close and would be
able to undertake annuél accounting (Value at Lloyd’s page 35 para 10). Furthermore
such a scheme would, the report states, resolve some of the competitive disadvantages
of the annual venture system; in particular, a “corporate” syndicate would retain its
earnings at syndicate level and offer the possibility of merging the business of the
managing agent with the business of the syndicate (Value at Lloyd’s page 35 para

10.1). The report goes on to say that the disadvantages associated with an annual
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venture, nan;ely the costs of raising and servicing the Lloyd’s capital base, §vhich the
report estimates to be £100 million (Value at Lloyd’s page 38), and the difficulty of
managing a business where the underwriter does not know his capital fdr the next year,
would be solved. However, the structures of a corporate syndicate - essentially an
insurance company - and a Name are different. A Name’s underwriting is supported by
the Lloyd’s deposit and this deposit is “locked” until the year of account is closed. Ifa
Name were offered shares in a corporate syndicate then he could either resign and wait
until his deposit is released in order to buy the shares, or alternatively, commit more
funds to Lloyd’s. The report argues that a corporate syndicate would not have to
calculate a RITC as all the liabilities would remain within the same syn(iicate. Whilst
the calculation of the reinsurance to close is a major aspect of an underwriter’s job, it is
difficult to see how this is any different from the calculation of a year-end balance sheet

for a limited liability insurer.

The introduction of corporate capital has altered the nature of the capital base of
Lloyd’s. It is no longer the case that Lloyd’s needs individuals to provide capital but
institutional investors may now enter the market. There are both spread vehicles and
dedicated corporate vehicles. A spread corporate provider needs to have access to
many syndicates but with the advent of dedicated capital the choice of syndicates

available to a spread vehicle may, in time, become restricted.
The introduction of corporate capital opens up the Lloyd’s market for new investment

opportunities and allows the skills of Lloyd’s underwriters to be utilised by new capital

providers. For instance building societies request that the mortgagee insures the
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mortgaged ;;roperty. The building society will arrange this insurance through its panel
of insurers. The building society receives a commission from the insurer but the insurer
retains the underwriting profit. A building society could invest capital into an existing
Lloyd’s syndicate or could form its own dedicated syndicate. The building society
would then insure its mortgages’ properties with the syndicate. The building society
would the retain both the commission and the underwriting profit. There are syndicates
in Lloyd’s that are purely insurers of UK household business such as Syndicate 1191
(Boardman, Cunningham and Poland), thus the expertise exists in Lloyd’s for such a

proposal to occur.

Corporate members of Lloyd’s provide £3.04 billion of capacity for the 1996 year of
account, almost 30% of the total capacity. It seems, at first, perplexing that a market
that has declared some £7.9 billion (pre-tax) of losses between 1988 and 1992 should

be attracting investment. The Lloyd’s guide “Corporate Participation in Lloyd’s” states

that some of the attractions of participating in the Lloyd’s market are:

“~ access to underwriters who set the rates and terms on two-thirds of the
business written in the London market,

- ability to write direct insurance business in over 60 foreign states and
territories;

- an unrivaled brand name, despite recent losses, based on a reputation for
always paying valid claims;

- a market which has returned to profit (profits of over £2.5 billion are
projected on the 1993, 1994 and 1995 years of account).”

These are no doubt powerful reasons to be investing in the Lloyd’s market, however
this author does not believe any of these reasons as being the primary influence in
attracting investment into Lloyd’s. London is, primarily, the world’s centre for
international reinsurance bu'siness. Before the introduction of corporate capital into

Lloyd’s, an insurer or reinsurer that wished to underwrite London market business had
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to set up a.n office in London. This required DTI registration and apprpval. A
corporate syndicate need only have a minimum funds at Lloyd’s of £500,000 (or £1.5
million if a US corporate member). The funds at Lloyd’s must be 50% of the corporate
member’s overall premium limit. Lloyd’s allows funds at Lloyd’s to be provided in a

number of forms such as cash, gilts letters of credit and bank guarantees.

Thus for a modest investment of just £500,000 a capital provider will have access to
London market business. The capital provider will also be able to use the Lloyd’s
Policy Signing Office for processing premiums and the Lloyd’s Claims Office for
agreeing claims on behalf of the syndicate, the basic infrastructure ;>f the Lloyd’s
market. The corporate syndicate will also be situated in the underwriting room in
Lloyd’s so that brokers will be able to have very easy access to the syndicate. This is in
contrast to a new company that will have to market itself to the broking community.
Setting up a corporate Lloyd’s syndicate, or investing in an existing syndicate, is a cost

effective way to access London market business.

One of the greatest advantages of Lloyd’s is the worldwide licenses to trade. For three
hundred years Lloyd’s has been at the heart of the marine insurance industry. Informal
business arrangements were gradually turned into centralised formal licences, so that
individual syndicates did not have to negotiate independently with local regulators.
This has the advantage of deriving considerable economies of scale. By having a
common formula for security across all Names and corporate capital providers, Lloyd’s
is able to be licensed as a s{ngle entity. Furthermore the secun'fy of all policies issued

by Lloyd’s is backed up by the mechanism of the central fund to which all Names and
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