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Introduction: ‘really’ think …

• A few thoughts on analysts’ and their views …

• Our job is to understand the industry and identify good and bad 
investments in it.

• What I can do is tell you what investors think of it.
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Investor perceptions (1)

• P&C insurers have not been a good long-term investment

• Underperformed by 45% over past 25 years

• Periods of out-performance have been short, often associated with 
problems elsewhere.
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Investor perceptions (2)

• Even when they have not underperformed (like 2003 to date), they 
have still been down-rated

• Most lowly valued are reinsurers

• Most highly valued are those with good track record (Admiral, 
TopDanmark)
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European P&C insurers: median P/BV
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One problem is the cycle and where it is going
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Features of the cycle

• A ‘business cycle’ like any other; but much worse
Prod ct iss es• Product issues:
- Competing products identical (and perceived to be)
- No substitutes; no utility to additional consumption

• Market issues:
- No capacity constraints – easy of entry/exit
- Capacity can be dependent on financial markets

• Industry issues:• Industry issues:
- Margins are uncertain
- Easy for companies to delude themselves that they are writing    
profitable business
- They discover they are not only after a delay
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The profit cycle thus lags pricing
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Getting margins wrong is major feature

US P&C reserve development by year of origin – good years get

better; bad ones get worse
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Paid/incurred ratios suggest management error
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Evidence of a turn in pricing

• Cyclical troughs involve recognition of unprofitability of in-force and 
consequent need for reserve top upsconsequent need for reserve top-ups

• First external sign is prices actually rise (as in UK motor in 2010, US 
commercial in Nov/Dec 2011)

• This is inevitably followed by disappointing profits.

Market Scout US rates 2011/12
4
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Issues for industry (1): Manage growth

• P&C is an industry where the good years are good and the bad 
years are bad

• The trick of P&C insurance is to grow in pricing upturns and 
shrink in downturns 

Average returns from US P&C industry 1970-2006 (profit as % of earned 
premiums)
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Lloyd’s insurers manage it

• Primary insurers in crisis reduce non-core (back to basics). That 
business emerges in specialist (surplus lines) market naturally 
through distribution system (wholesale brokers).
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Reinsurers have behaved more rationally?
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Although they have not been rewarded by it

• This may reflect that Reinsurers did vary badly in the previous 
cycle trough

• They are thus more lowly valued

• They are thus under less pressure to grow

2.0

Current average price/BV
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Issues for the industry (2): Deflation or inflation

• Deflation risk driven by low interest rates, 
forced austerity, as Japan in 90s.

• ECB (and Bundesbank) copying these 3.0
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errors to preserve Euro.

• Alternatively, over-indebted govts will need 
to create inflation to avoid default; and 
cash being thrown at economy since 2007 
will achieve that.

• Deflation good for P&C (once pricing 
reacts to expectation of low rates).

• Inflation is very bad and will create even 
more reserve inadequacy than competition
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more reserve inadequacy than competition 
will see anyway.

• It also means rises in money premiums 
need to financed from low profits.

• Steep yield curve encourages investing 
long but rising yields hit capital. 0.0
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Important Disclosures

• RESEARCH ANALYST CERTIFICATION: I, Chris Hitchings, hereby certify that the views expressed in this document accurately reflect my personal views about the subject companies and their securities. I also certify that I have not been, and will not be 
receiving direct or indirect compensation in exchange for expressing the specific recommendation in this document.

• Analysts’ Compensation: The equity research analysts responsible for the preparation of this document receive compensation based upon various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm 
revenues, which include revenues from, among other business units, Institutional Equities and Investment Banking.

• AFFILIATE DISCLOSURES: This document has been prepared by Keefe, Bruyette & Woods Inc. (“KBWI”) and/or its affiliates Keefe, Bruyette & Woods Limited and Keefe, Bruyette & Woods Asia Limited all of which are subsidiaries of KBW, Inc. (collectively 
“KBW”). Keefe, Bruyette & Woods Inc. is regulated by FINRA, NYSE, and the United States Securities and Exchange Commission, and its headquarters is located at 787 7th Avenue, New York, NY 10019. Keefe, Bruyette & Woods Limited is registered in 
England and Wales, no. 04605071 and its registered office is 7th Floor, One Broadgate, London EC2M 2QS. KBWL is authorised and regulated by the UK Financial Services Authority ("FSA"), entered on the FSA's register, no. 221627 and is a member of 
the London Stock Exchange. Keefe, Bruyette & Woods Asia Limited is a licensed corporation regulated by the Securities and Futures Commission of Hong Kong ("SFC") (CE No.: AUI281). Its headquarters is located at 3101, 31/F Central Plaza, 18 Harbour 
Road, Wanchai, Hong Kong. Disclosures in the Important Disclosures section referencing KBW include one or all affiliated entities unless otherwise specified.

• Registration of non-US Analysts: Any non-US Research Analyst employed by a non-US affiliate of KBWI contributing to this document is not registered/qualified as research analyst with FINRA and/or the NYSE and may not be an associated person of 
KBWI and therefore may not be subject to NASD Rule 2711 or NYSE Rule 472 restrictions on communications with a subject company, public appearances, and trading securities held by a research analyst account.

• Disclosure Information: For current company specific disclosures please write to one of the KBW entities: Keefe, Bruyette & Woods Research Department at the following address: 787 7th Avenue, 4th Floor, New York, NY 10019. The Compliance Officer, 
Keefe, Bruyette and Woods Limited, 7th Floor, One Broadgate, London EC2M 2QS. The Compliance Officer, Keefe, Bruyette and Woods Asia Limited, 3101, 31/F Central Plaza, 18 Harbour Road, Wanchai, Hong Kong. Or visit our website at 
http://www.kbw.com/research/disclosures.html. KBW has arrangements in place to manage conflicts of interest including information barriers between the Research Department and certain other business groups. As a result, KBW does not disclose certain 
client relationships with, or compensation received from, such companies in its research documents.

• General Risk Disclosure: Investments in securities or financial instrument involve numerous risks which may include market risk, counterparty default risk, liquidity risk and exchange rate risk. No security or financial instrument is suitable for all investors and 
some investors may be prohibited in certain states or other jurisdictions from purchasing securities mentioned in this communication. The securities of some issuers may not be subject to the audit and reporting standards, practices and requirements 
comparable to those companies located in the investor’s local jurisdiction. Where net dividends to ADR investors are discussed, these are estimated, using withholding tax rate conventions, and deemed accurate, but recipients should always consult their 
tax advisor for exact dividend computations.

• ONLY DISTRIBUTE UNDER REGULATORY LICENSE: This communication is only intended for and will only be distributed to persons residing in any jurisdictions where such distribution or availability would not be contrary to local law or regulation. This 
communication must not be acted upon or relied on by persons in any jurisdiction other than in accordance with local law or regulation and where such person is an investment professional with the requisite sophistication and resources to understand an p y p y j g p p q p
investment in such securities of the type communicated and assume the risks associated therewith.

• COUNTRY SPECIFIC AND JURISDICTIONAL DISCLOSURES: United States: This document is being distributed in the US by Keefe, Bruyette & Woods Inc. Where the document has been prepared by a non-US affiliate, Keefe, Bruyette & Woods Inc., 
accepts responsibility for its contents. U.K. and European Economic Area (EEA): This document is issued and approved for distribution in the EEA by Keefe Bruyette & Woods Limited, which is regulated in the United Kingdom by the Financial Services 
Authority. Hong Kong: This document has been distributed by Keefe, Bruyette & Woods Asia Limited for the information of institutional customers and is not intended for, and should not be distributed to, retail investors in Hong Kong. Keefe, Bruyette & 
Woods Asia Limited accepts responsibility for the information set out in this document. Singapore: This communication is distributed in Singapore only to persons who are "institutional investors" as defined in the Securities and Futures Act, Chapter 289 of
Singapore and is not intended for, and should not be distributed to, any person in Singapore who is not an "institutional investor”.   

• In jurisdictions where KBW is not already licensed or registered to trade securities, transactions will only be affected in accordance with local securities legislation which will vary from jurisdiction to jurisdiction and may require that a transaction is carried out 
in accordance with applicable exemptions from registration and licensing requirements. Non US customers wishing to effect a transaction should contact a representative of the KBW entity in their regional jurisdiction except where governing law permits 
otherwise. US customers wishing to effect a transaction should do so by contacting a representative of Keefe, Bruyette & Woods Inc.
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Questions or comments?

• Expressions of individual views by 
members of The Actuarial Professionmembers of The Actuarial Profession 
and its staff are encouraged.

• The views expressed in this 
presentation are those of the 
presenter.
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