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“Frustration boils over”
Dear friend,
When we gathered some of the industry’s leading lights round a
table in this great coastal retreat last year, we heard tales of how
hefty H1 nat cat and man made losses might hasten the end of the
latter stages of the late-soft market cycle, that reserve releases were
dwindling, the world was becoming a palpably more dangerous
place and that unprecedented low investment yields and the danger
of claims inflation meant that pure underwriting profits had never
been a higher priority.
Read on and you will see that 12 months on little has changed except for the demonstrable sense of frustration with the state of the
market that boiled over when the discussion got going! I shan’t spoil
the fun, but let’s just say that the eternal joust between broker and
underwriter was skilfully re-enacted for your delectation down at
the Fairmont Hotel overlooking the azure Mediterranean sea.
Of course, logic dictates that we have to be a year nearer the end
of this painfully slow late soft market cycle than we were a year ago.
But unlike quantifiable and tangible events, soft market turns tend
to pass unnoticed when they are occurring, only to be rationalised a
couple of years after the event.
I can understand the frustration. The market certainly feels
as though it is firmly in the late “fantasy phase” that sees reserve
releases and accident year loss picks plucked seemingly from
nowhere to salvage profits in the face of adversity. Property cat rates
have understandably ticked up following heavy loss activity, but
then they have done this following every major reinsured loss since
time immemorial and there can be little read-across for the broader
market as a whole.
What’s more – cat price rates always prise out entrepreneurial
capital formation – and this time has been no different, with a
flurry of new vehicles all looking to capitalise on the opportunity,
but probably all unwittingly combining to snuff it out as fast as it
appears. Meanwhile, in the wider world prices edge lower or perhaps
begin to bottom out, when the sages among us know rate rises are
probably what’s really needed and the markets seem to be marking
time, blown by financial headwinds that emanate from elsewhere.
Despite a recent flurry of activity, historically low price to book
valuations are making M&A much stickier than at comparable times
in cycles past – witness the tepid below-book tussle for Transatlantic
Re as evidence of this.
So it only remains for the prudent to try and hang on to their
sanity and their capital and stay patient and faithful. Patience will
always be rewarded in the end. And there is much to be optimistic
about. Low or negative investment returns have a positive corollary,
in that whenever our happily non-correlating sector can produce a
compelling investment story, far greater quantities of capital can be
allocated to us than would be the case if there were other far lowerhanging fruits for investors to pick.
Plus ça change… read on for moans, groans and ultimately
inspiration and a path to redemption.
Best regards

Mark Geoghegan
Editor, The Insurance Insider
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Mark Geoghegan

A topic pre-occupying the (re)insurance industry at the
moment is capital. Bryon, can I start with you. Is the
industry currently overcapitalised or undercapitalised, and if
so by how much either way?

Bryon Ehrhart

We don’t quantify the dollar value of overcapitalisation in
the reinsurance industry but there is sufficient capacity to
meet our clients’ needs, even after the industry did a great
job of serving clients through the first quarter of this year
with significant protection of insurers’ income statements
and balance sheets from significant events.
We measure the remaining capital at $445bn at the end
of the first half of 2011. The 10-year rolling four quarter
returns of 9.7 percent, including the first quarter losses and
their development through Q2, seem inadequate to most
reinsurers when you speak to them.
When we talk to clients, however, they
believe reinsurance needs to continue
to compete with their costs of capital.
Amid the competitive market in which
our insurance company clients operate
they are finding it challenging to put
their excess capital to work and some
have wished to expose their excess
capital to risk that had historically
been reinsured – especially in places
where higher margins are paid.

Thomas Hess

I think the cat losses in the first
half-year have hit companies
differently. So although
capitalisation in general might
be good, it’s not fully evenly
distributed. There’s another issue

at play, however. The industry’s capital position is currently
profiting from low interest rates. The gains on bonds cannot
be distributed twice, so they reduce profits hugely. The
effect, if interest rates were to go to normal levels, would be
massive capital erosion in the industry.
Currently, the capital position is comfortable and I agree
that there was no big problem digesting the losses in the
first half. We’ll see how it looks when we have losses in the
second half-year.

Stephen Catlin

I don’t think anybody knows how much capital there is,
because the assumption is that the reserving is correct. That
is a rather dangerous assumption in terms of casualty, for
example. VJ Dowling talks about the “cheating phase” of the
reinsurance cycle and then talks about $100mn of surplus
capital. But I say you can’t have it both ways. Either we’re
cheating, and there’s less capital, or we’re not cheating and
there’s $100mn.
Looking at it in the round, maybe the surplus is about
$25bn, which doesn’t feel too big to me. If you’ve got $70bn
worth of losses in the first half, without going through the
second half of the year, $25bn par for the industry as a
whole feels quite tight.
In terms of property cat, we re-price very quickly and very
effectively, and have done for years. In terms of casualty,
we’re very slow to react and to re-price, and I suspect there’s
quite a big hole there.

Marty Becker

My thinking would be more along the lines of Stephen’s. If
the industry has $450bn of capital, then $25bn of surplus
is pretty modest. And at the same time, nobody is earning
any money. Even before the cats, most companies in our
peer group were only expected to earn high single digits in
returns on equity (RoE) this year. By and large the cost of
capital was 12 or 13 percent. So we’re not earning our cost of
capital and yet people seem pretty relaxed about it. I think
it’s a challenging time in our business.

“If people expected tsunamis to be
Stephen Catlin
reflected in Japanese earthquake
We’re destroying capital every year from our investment
And it is cumulative. If you take out the deflationary
models and they’re surprised by that, return.
property prices and look at the underlying inflation rate,
it’s got to be somewhere around 4 percent. If our yields are
I’d say that’s a problem”
between 1 and 2 percent, in real terms, we’re destroying
capital at a rate of 2-3 percent per annum, just on our
Bill Keogh
w w w. i n s u ra n c e i n s i d e r. c o m
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investment return. And there’s going to be a price for that.
It’s not a one-year event, it’s happened for two years; it’s
going to happen for probably at least another two and
maybe five years. At the end of that time, just by sitting
there doing the best thing you possibly can, in real terms
you’ve actually destroyed capital. That’s before you even start
underwriting.

Marty Becker

To Thomas’s point, if we have $450bn of capital, then a 100
basis point rise in average interest rates, which is pretty
modest from these levels, crudely takes away 10 percent of
that. So, if the surplus capital in the industry is $25bn, you’re
actually undercapitalised. And that’s not even getting rates
back to traditionally normal levels. It’s much thinner than
some of the commentary would suggest.

Mark Geoghegan

Bill, you know about casualty, is there a hole?

Bill Jewett

It’s hard to tell, although I don’t think we’ll see a repeat of the
reserving issues the industry experienced in the late 1990s
for a variety of reasons; whether it’s due to data quality,
or governance, lessons learned, superior underwriting or
Sarbanes-Oxley or all of the preceding, along with other
factors.
Getting back to the capital issue, given the uncertain
environment in which we operate and the risks we take
on both sides of the balance sheet, I don’t think we’re
overcapitalised. I don’t see a lot of redundant capital visà-vis the risk we’re taking in this uncertain environment.
However, I do think that we’re adequately capitalised.

Mark Geoghegan

Something quite close to everybody’s heart – and close to
their wallets – is stock valuations. Why does the industry
have such low stock valuations and what would kick-start a
revival?

Charles Dupplin

I always believe that stock market valuations for sectors
depend on sentiment, and that sentiment is hope.
Traditionally, investment returns have contributed half of
the insurance sector’s profitability, and they’re not there
today. You’re automatically starting with half of the hope
missing. So it’s not surprising that with inadequate returns
in some areas of the casualty market and bits of the property
market where things are inadequate as well, you have not got
a great story to go and sell the sector with.
Until that hope comes back, I think the whole sector
will languish and it is oscillating around book value at the
moment, or just below. Recent Goldman Sachs figures show
that the long-term average is somewhere closer to 1.5 times
book. We’re in for quite a long session where it’s probably
not terribly good. Everyone around this table is immensely
interested in getting the average up but market sentiment is
holding it back.
MONTE CA R LO R OUNDTABLE 2 0 1 1
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Gilles Erulin

Viewed from the investor side, insurance financials are more
of a balance sheet than a profit and loss (P&L). And I would
value an investment in an insurance company as its capacity
to unwind and pay dividends. I’m running on the net
present value (NPV) of future dividends, let’s put it this way.
In this environment, the balance sheet is controlled by
events that are not under the control of the reinsurance
business. The estimated discounted balance sheet – once
we include the future cost of management (ULAE) – not
covered by excess return on the asset side above discount
rate, seldom exceeds the accounting net asset value (NAV).
So, on both fronts, I don’t see how the value of the stock
could go anywhere above NAV.

Andrew Carrier

I think we’re in an industry abundant with trailing indicators
but there aren’t many leading indicators. And all the trailing
indicators point pretty unfavourably as to the state of our
industry. I’m sure many of us have heard more times than
they care to remember about the interest rate environment,
the impact of RMS Version 11.0 and inadequate riskadjusted returns and it seems to me that we are almost in
danger of dying a death of a thousand cuts. And when that
phenomenon is taking place, no one really wants to admit to
the pain they’re going through.
So external observers, investors and analysts, pick up on
this sentiment. They sense that there’s a certain fragility
to the marketplace and I think that’s reflected in stock
valuations.

Bill Marcoux

Marty made the
observation that the
cost of capital for the
industry is probably
12 or 13 percent.
And if the RoE is
high single digits
– which is pretty
good these days –
that’s clearly not an
attractive investment
option.
Moreover, P&C

“Even reinsurers that have
significant franchise value are
still trading below book value”
Bryon Ehrhart
www. insuranceinsider.com
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(re)insurance is a high-risk business. So even if you were
competing with other lines and you’ve got an RoE at that
level, it’s yet another hurdle.
On top of these factors, the insurance industry is not
well understood by many investors. The balance sheet lacks
clarity and the drivers of profit and loss are not always
obvious, particularly to investors who are not close to the
industry. So those are some areas where I think there’s
clearly going to be a drag on share price.
Finally, I think the industry could do a hell of a lot
more in terms of articulating what it is, what the profit
components are, what its value proposition is, and why its
future is great. If you look over the past two years of the
financial crisis, the industry has actually come through it
a lot stronger than other financial institutions, with a few
obvious exceptions. The industry has performed both in
responding to losses, which is what its core business is, but
also in weathering a very adverse economic environment.
So it’s undervalued but there are some reasons for that.

Thomas Hess

Results profited in the last few years from positive run-off
of the well-priced yields, up until 2007. And now the less
well-priced yields are coming into run-off I think you will
see a turn to adverse development and I think this will turn
the market.
Another development I think we should observe is
inflation. At the moment, we are back to 2.5 percent
inflation, which is above the European Central Bank target.
And we have a lot of developments where governments are
trying to get rid of their obligations, with some expenditure
cuts, and increasingly, expenditure is transferred to
insurance.
So for example, when you increase
retirement age, this increases the cost for
disability because you have to pay for
a longer time spent with disability
claims. And there are more
things coming up on this side.
Governments will try to push to
get relief on the expenditure side,
with health costs one example of
governments pushing the public
and insurers. We are linked to
health cost rises and I think we

“All you can hear is the sound
of fingernails sliding down a
window as short-term investors
are hoping that the market’s
going to change”
Rob Childs
w w w. i n s u ra n c e i n s i d e r. c o m
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have to closely watch that development.
But the basic thing will be adverse developments. So on
the profitability side, I wonder which reinsurer will have 9
percent RoE this year? Last year we had such figures but part
of that was the run-off – 4 percent was positive run-off. And
how is the current business reserved?
So basically at the moment, we show some profit, we
had the good years, 2003-2007, and they are now shown in
the P&L account. The current business is underpriced and
under-pricing usually means under-reserving.

Susan Patschak

Companies get two chances to get it wrong – through
pricing and reserving. If you get it wrong with pricing, you
can make up for it in reserving, but most of the time you’re
right Thomas, companies get it wrong in both cases.

Thomas Hess

So when we look at reserving cycles, this is absolutely clear.
And years that are underpriced are under-reserved. You
have reserving cycles and I can hardly imagine that these
years are not under-reserved.

Geoff Bromley

You kind of got your answer; it’s not undervalued at all is it!
Lower returns, higher volatility and a proven track record,
and not really dealing with some of the fundamental issues
of the industry – no wonder investors don’t have a lot of
confidence in the sector.

Mark Geoghegan

Low valuations have attracted the attention of private equity.
We hear constantly about hordes of barbarians at the gates.
Do you think that’s welcome attention or is it terrifying?

Marty Becker

Private equity is good for the industry and private equity
attracts other investors. When they see private equity
moving in, they typically feel there’s value to be had there.
That’s probably good for all of us.

Charles Dupplin

Are they not the natural jackals? They are in every industry
sector. When something looks a bit dodgy, private equity
moves in and cleans it up. I think it’s an immensely healthy
thing really to have someone over the shoulder, looking for
value and clearing up things that are messy. They’re there
as a constant in the background. They’re a pretty good
influence.

Susan Patschak

Well certainly. Canopius is a bit unique in that we have just
the one private equity backer. And they are unique in that
they’ve been with us from the beginning with no signs of
departure any time soon.

Marty Becker

It’s curious why some people aspire to be a publicly traded
stock – it’s not all it’s cut out to be.
MONTE CAR LO R OUNDTABLE 2011
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Mark Geoghegan

Have the low valuations made it harder or easier to get some
of the M&A that’s been out there completed? Some deals
seem to be interminable. We’ve spent two or three years
trying to report on some of them and they seem unable to
happen.

Marty Becker

I’m not sure the low valuations are as much of a barrier as
the lack of variability in the valuations. Everybody’s valued
almost on top of each other and if you look at the price to
book across our peer group, which is what we watch most
closely, you might have a 10 percent differential. So therefore
creating the transaction with a natural buyer and a natural
seller, where theoretically there’s a premium involved, is
pretty challenging.
If we could get more variability in valuations there is pentup demand for M&A. It’s just very hard to execute right now.

Andrew Carrier

Just going back to private equity, I agree with the sentiment
of the table that it brings a robust discipline to our business.
However, sometimes the short-term perspective of private
equity sits uncomfortably with the long-term continuity
aspect of our business. I know if I had a pound or a dollar
every time I heard the word “relationship” at this conference,
I’d be very wealthy. There’s perhaps just a latent disconnect
sometimes between the nature of private equity and the socalled long-term product that we sell to our customers.

Mark Geoghegan

A corollary to that question is the value of building a
franchise. The situation with Transatlantic Re, a household
name in our industry, seems to indicate there isn’t much
consideration of franchise value, which I think is saddening.
Stephen, are you equally disappointed about that?

Stephen Catlin

banks, to the governments, to the regulators, maybe to the
ratings agencies too, to our buyers, to our staff. The Fortune
1000 companies often think that we are irrelevant.
The truth is we’re not irrelevant because the world can’t
go round without insurance. Just about everything that we
do in some shape or form is dependent upon there being
an insurance policy there. But our ability to sell our value
proposition as a sector is very, very poor.
If you look at the UK, we’re a third of the financial services
in the UK. You wouldn’t think so. George Osborne spoke at
the Lloyd’s dinner in September. He spent one sentence on
insurance and spent the rest of his speech on banks, while
talking to the insurance community. My response to this is,
as individual companies and as a community, we have to
actually communicate what that value proposition is much
better. If we did that, then that franchise value you’re talking
about will go up.

Thomas Hess

But when you look how the (re)insurance industry has
delivered on profitability, it is simply disappointing.
And now we’re in a situation where the very important
parameters are uncertain. What happens to inflation is very
uncertain. What happens to interest rates? How long will
we see these extremely low interest rates? What happens to
Greece, Portugal, Spain? What happens to the banks?
So what assets are on our balance sheets? Many companies
have bank bonds on their balance sheets and there is so
much uncertainty at the moment around that. The one
parameter that we have in our hands as an industry is
premium rates. Everyone says he has underwriting under
control but I am quite sure that the industry as a whole
doesn’t have it under control. And it does not move on the
parameter that is in its hands.
The whole thing is
not so much about
communication.
We have to put our
house in order.
We have one
parameter to do
it and I totally
agree with
Stephen, this is
an industry that
economies need,
not only because
we insure, but
also because we
invest. There are

I think it’s difficult to draw any conclusion from anything
that’s happening in the marketplace today. We’re living in
extraordinary times. If I look back over my career, which
is longer than I want to admit to, there’s nothing this year
going on that we haven’t seen before, actually. The difference
is there are so many moving parts going on at the same time.
I don’t remember, in my career, ever being confronted with
so many separate and also correlated challenges all at the
same time.
Drawing conclusions about anything arising from
valuation today could be misleading. Do I think there’s
franchise value? Absolutely. Do I think relationship counts?
Absolutely. My peer competitor here from Hiscox, the brand
value that they’ve created in the UK for personal
lines is something I value. That’s the thing, there’s
“Models are there to
clear value there and they spent years building it up
and spent years investing in it, and good for them.
actually support a view,
Over time, our value proposition as individual
companies and within the industry is what counts.
create a view”
And the problem is we are very, very bad at selling
Stephen Catlin
that value proposition. We’re bad at selling it to the
MONTE CA R LO ROUNDTABLE 2 0 1 1
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two big investment classes, one is pension funds and one is
insurers and this is needed very much for the future of our
economies. We should really act on the parameters we have.

Rob Childs

The question of performance is right. Underwriters and
others measure their performance on combined ratios.
Combined ratio takes no account of investment income.
And so you’re driving a car and you’re not looking at the
speedometer, you’re looking at the rev counter. You’re just
looking at the wrong piece of information.
If you take our company, I would say we’re relatively
short-term. Over time 15 percent of our profits have come
from investment income. If you’re a much longer-term
company than us, it’s perfectly possible that businesses have
been able to write at a 100 percent combined ratio and make
a very good return.
For two years now, I’ve been listening to companies saying
that they’re taking a very short position on their investments
because they want to be positioned for when the market
turns on investment. And the answer is it’s probably not
going to. But all you can hear is just the sound of fingernails
sliding down a window as these people are hoping that the
market’s going to change, that investment rates are going to
go up, the returns are going to get better, and it’s perfectly
possible. Just think – Bernanke a couple of weeks ago saying
the market’s not going to change.
I read recently that for a company with your kind of
technical reserves, you’ve got to see an 8 percent change in
combined ratio to get back to the same position on profit.
Well, that means, Bryon, we’ve got to put our rates up by 8
percent, to get back to the same position.

Gilles Erulin

Isn’t it also that the investment
community has become a bit more
sophisticated and understands
probably better, in spite of the
difficulties of reading the accounting
balance sheet, that there is the
probability that a significant portion
of our NAV belongs to somebody
else other than the shareholders?
Isn’t there a probability that the
investors understand that maybe
some policyholder money is dressed
up in NAV? That the regulators are

“Companies get two
chances to get it wrong
– through pricing and
reserving”
Susan Patschak
w w w. i n s u ra n c e i n s i d e r. c o m
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keeping more and more capital behind us and this is not
improving? That the income that we’re getting from those
NAVs is not at all what people thought we were making?
NAV seems to me a very interesting benchmark. Why do
we all think that we should be priced above NAV? It’s helpful
to issue new shares, but why would we think that investors,
flat financial investors, would buy that? What do they buy?
We’re talking franchise. And there is franchise behind that,
I do agree, in the businesses themselves, but what from the
financial investor stake?

Bryon Ehrhart

But when we look at reinsurers that have significant
franchise value, we still find them trading below book
value. It is interesting to us that investors seem interested
in property catastrophe risk at book value, as evidenced by
their entry and exit from catastrophe bonds and sidecars
at book value. We can definitely get people in and out of
catastrophe risk at book value. Investors can understand the
volatility and they actually desire it. There’s so much money
sitting on the sidelines to take property cat risk. There’s
certainly more money looking to do deals than there are
deals to do. And that itself will have a price impact on the
marketplace.
There are multiple new investors that look at the class with
interest rates where they are globally and say “you know
what – I am going to look at this class more seriously”. It
has a historical performance through the 2008 crisis that
actually proved the diversification value. The losses this
year have meant a couple of bonds have taken hits but the
cumulative return is still well above the returns elsewhere.

Stephen Catlin

You have no basis for that assertion whatsoever. You really
don’t. People look at a class because they’re interested.
Looking and delivering are two entirely different things.
And there is absolutely no evidence whatsoever at the
moment that these people will actually put money into
the insurance industry. They’re looking. Private equity is
still stuck with its 2005 investments, trading at 60 percent
of net asset value. The fact that people talk to you and are
interested because we’re in a low interest rate environment
– fine. Why wouldn’t they talk to you? But let’s see the
evidence of new money coming in and on what basis.
I have to say, I’m going to be really rude here and I
apologise, but it is irresponsible of your company to talk
the market down when the market is in a situation of low
earnings, destroying capital from investment income,
because we can’t help it. We have to put prices up to move
forward. And if the intermediary insists that the market has
to go down, let me tell you something; you’ve let your client
down big time, because actually you’re creating a knee-jerk
reaction in the future. This market, at the very least, has to
flatten and actually needs to go up. If that doesn’t happen, in
the future, your clients and our clients will suffer.

Bryon Ehrhart

I don’t know where to start. I will say that we certainly
are the leaders of bringing alternative investors into the
MONTE CAR LO R OUNDTABLE 2011
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class. We meet with them all the time and they have in
fact brought new monies this year to the marketplace
and bought bonds. They have come in at book value and
they will exit at whatever book value is. And if that means
they’ve had a loss, they’ve exited at a lower book value
than what was invested. And so we’ve absolutely done that.
You mentioned private equity but they do not invest in
catastrophe bonds or sidecars really. The investors in these
vehicles are specialist ILS funds, pension funds, life insurers
and other investors.
You might know from our Reinsurance Market Outlook
that we have specifically not given guidance for what 1
January will be for this year. So I don’t know exactly what
you’re talking about there.

Susan Patschak

I think it was about six months ago Bryon that you were at a
speaking engagement and we’ve all remembered you saying
that rates were down.

Bryon Ehrhart

What we have done is we’ve delivered client results in line
with that guidance. And I’m sorry that prices were down
and that’s unsettling, we work for insurers. Many of you have
insurance operations as well as reinsurance operations, and
there are very many of those insurance operations that are
struggling to put prices up.
They are struggling with the same issues we’re discussing
here, including too much capital driving intense
competition, high catastrophe losses, catastrophe model
changes, low investment returns, inflation concerns and so
on. Higher combined ratios would be emerging if they have
higher reinsurance costs. So it’s an equation that if reinsurers
keep trying to push more price onto people that have maybe
lesser returns than 9.7 percent on the insurance side, it is
worse for them.

Britt Newhouse

9

I think it’s a good opportunity to push cat bonds in this
phase. But I think it will turn more and more to frequency
losses, so to make sure you get the returns on the bonds you
promised to investors, you have to get more and more on the
frequency losses. And then you will see the disappointment.

Charles Dupplin

There is another interesting thing and that is that the
aggregate outstandings in the public ILS market, mainly cat
bonds, have actually come down quite a bit recently. So we’re
getting a lot of people in, getting a lot of people out, in fact
you’re getting more people out than are coming in.

Bryon Ehrhart

I think what I said was there’s more investor interest than
there are deals to do right now.

Marty Becker

I would add this perspective though – I think that the
industry probably has not done itself any favours in how
we’ve priced our services towards the ILS market for
sidecars. Because basically they’re being totally managed
and administered by fully regulated vehicles that are
overcapitalised and have low margins. And the charge that
you’re making of those vehicles is typically just the marginal
cost; they’re not really paying their full way.

Charles Dupplin

I’m going to support what Stephen started by saying half
an hour ago which is that there’s an awful lot
of gong and no dinner from people with
enormous chequebooks, coming around
and spending lots of time and making
very encouraging noises and then
actually they’re not really there.
But I think they would be there if
there was a great big tinderbox
event afterwards.

I’m not going to say I agree with Stephen, although I
Mark Geoghegan
always do, but the access to capital markets that we have
This time last year, we’d had
today is great for our clients. It’s a great tool as part of a
Chile and then that carried
total integrated solution, but I’d prefer my business to bet
on to New Zealand and Japan
on the people who are only in one business, insurance or
since. Bill, that’s one of your
reinsurance – that’s the business they do and they have to
specialist areas, what have
do it forever. Because dedicated providers offer a brighter,
we learnt from that? With
more certain future for my firm and my clients – knowing
the Northridge earthquake the
that 90 percent of their solutions are provided by people
who aren’t going to be doing something else when the
investment environment for everything other than cat bonds
returns and decide: “Well, I can get three or four points over
T-bills somewhere else and cat bonds are not attractive
“Why do we all think that we
anymore. I’ll go and put my money somewhere else
instead of being in a cat fund.”

Thomas Hess

But when you do really look at the cat market, it’s is
still a minor part of the total reinsurance market. And
alternative capital, which backs the cat exposure, is still
a segment of let’s say 10 to 12 percent of the market.
MONTE CA R LO R OUNDTABLE 2 0 1 1
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should be
priced above NAV? It’s helpful to issue
new shares, but why would we think that
flat financial investors would buy that?”
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first loss estimate was only 20 percent of what the final
development was. And you look at that and think what’s
going to happen to this stuff…

Bill Keogh

I think I can tie this into the discussion we’ve been having
here about capital and industry capital adequacy. A lot of
that issue is driven by perception of risk and models tend to
drive perception of risk. It’s a question of whether models
should be driving perception of risk or should the industry
be driving and owning that perception.
Models are very useful tools but they only do certain
things. And after almost every event we’ve had in the past 12
months we have had surprises. We’ll always have surprises
from events, but people shouldn’t be surprised by models
because models will always have limitations. If people
expected tsunamis to be reflected in Japanese earthquake
models and they’re surprised by that, I’d say that’s a problem,
because nobody was modelling tsunami risk.
So I wonder if there’s an opportunity for the industry to
take more of a position of owning that perception of risk
and recognising that models are limited in how much they
can help you perceive risk. And that’s an admission on my
part as a modeller that people might find a little unsettling.
But if anybody is expecting us to build a robust tsunami
model that’s tied directly to earthquake risk in the next
few months, we’re not going to do that. I don’t think this
industry is willing to spend the sums necessary to build it.
And that’s the only reason we would build it.

Andrew Carrier

But however fundamentally you understand the model,
surely the surprise was the frequency of earthquake events
in such a short space of time. If 2004/05 taught us about
the potential clustering of windstorms, I personally didn’t
anticipate a cluster of earthquakes in the same spot in New
Zealand in such a short space of time. And when you look
at the cat reinsurance product, which has this automatic
reinstatement, I just wonder to what extent the industry is
addressing the nature of the product when the second event
potentially becomes more likely with the first event having
occurred. It seems to me there’s some work for us to do in
that regard.

Charles Dupplin

To which I would add that even if the practitioners, such as
Stephen and ourselves and everybody else round the table,
are not paying slavish attention to modelled output, I regret
the regulators and rating agencies have a rather different
view. And they have quite a lot of power to direct what we
do.

Stephen Catlin

And thereby they create that systemic risk.

Bill Keogh

There’s a lesson we should have learned from the late
1970s and early 1980s, when we were last in a highly
inflationary period with high unemployment and all that
that implies. Risk modelling can be thought of as “you’ve
Stephen Catlin
got data, you’ve got this mechanistic practice of modelling
I’m so happy to hear you say that, because I think that’s spot
and analysing loss results” and then you ask: “what are my
on. Models are there to actually support a view, not create a
expectations of loss?” But what does that look like in an
view. And models are as good as the data that
inflationary environment and also what does that look like
goes into them – we saw that with Katrina.
in an environment where the potential for fraud goes up
It wasn’t the model that was wrong, it was
dramatically? How do you adjust for that?
the data that went into the model that was
And when we were looking at Irene, one of the questions
wrong. I completely agree, and it’s really
I asked our team was “how should we be giving guidance to
brave of you to say, as a person who sells
people on the potential for fraud?” If somebody’s living in
modelling: understand what a model
their house and they’ve lost their job, they’re having trouble
can do for you and don’t expect too
paying their mortgage, does that increase the likelihood that
much from it.
we’re going to get a claim for a lot of damage to goods that
My fear is that if we’re not careful
might not have been damaged? Is that more likely in today’s
and all use the same models and
environment than in a healthy economy?
believe the models are right, we
I don’t think we saw that in Irene but to give you an idea
will all make the same decisions
of the sensitivity of Irene and our loss estimate, if you took a
and thereby have created a very
uniform 5-knot increase in the footprint over the whole area
substantial systemic risk.
that was affected, we would have seen a doubling of the loss.
And if that had happened, I think the potential for fraud
would have gone up because we would have seen potentially
more wind damage, and I think as people started
“Access to capital markets is a great thinking about the claims, they could have gone up.
a very healthy economy, I think the likelihood
tool but I’d prefer to bet on the people In
of that happening is probably lower. In the current
state of the US economy, I think the likelihood of
who are only in one business –
that goes up dramatically. Other pressures from
regulators can also have an inflationary effect, such
insurance or reinsurance”
as pressure to waive wind deductibles, as we saw in
Britt Newhouse
Irene.
w w w. i n s u ra n c e i n s i d e r. c o m
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