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Turn! Turn! Turn!

Economics and risk management are inextricably linked. With the soft
insurance market about to turn, now is an ideal time to form a captive.

By Nick Leighton

THE CURRENT period of economic
uncertainty owes little to conventional
economic theory as proposed by Friedman,
Smith, Keynes and others. This is due to
the growth of the global economy, whereas
conventional economic theory was based
on models for domestic economies only. It
is now quite possible to have both domestic
inflation and rising unemployment, com-
bined with a weak currency, because of the
impact of outsourcing, rising non-domestic
commodity prices, overseas product de-
mand and sovereign nation investment.

Even with a weak US economy, geo-
graphically diversified conglomerates have
posted strong earnings based entirely on
exports and a weak dollar, and the effects
of a falling US housing market are felt in
Europe and the Far East.

International exposures

Captives and risk management play a key
role in maintaining a level of corporate
good practice and oversight in the global
playing field. If a captive is properly struc-
tured and the level of retained risk is such
that there is main board participation, the
procedures and risk reduction mechanisms
adopted by the parent company directly
affect its bottom line, and the captive is the
vehicle that creates transparency for the
risk management procedures adopted.

A global marketplace calls for a global
risk management strategy. Recent exam-
ples of such risks include product recall
(market reputation) exposures from exces-
sive levels of lead in children’s toys to busi-
ness continuity losses following an internet
crash in India and Egypt - which severely
affected US companies that outsource call
centres to these countries.
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Typically a global risk management
strategy should now include commodity
hedges, political risk coverage, exchange
rate hedges, overseas business continu-
ity cover, international product recall,
reputation risks, cover for international
licence and patent infringement, copy-
right infringement (software), overseas
government intervention (as in Yahoo's
case), international legal expenses, kidnap
and ransom and health, life and disability
products for employees seconded overseas.

Subprime

On the domestic front, the use of the
captive and the message from the captive
board to the main board has to be that
poor risk management affects the bottom
line. This is particularly evident from the
recent subprime crisis.

When I formed a captive for a major UK
mortgage lender in 1991, the market was
just recovering from a period of negative
equity and risk management was a key
consideration for the lender (parent), the
captive and the reinsurers.

Economic trends were carefully consid-
ered each quarter by the captive board and
specific lending criteria adopted at all lev-
els of the organization. Jumbo loans were
disallowed, as were loans with greater than
a 75% LTV; the maximum loan to salary
level was 3.5 and geographical lending was
carefully analysed to limit exposure to any
specific sectors of the country.

The housing ‘cycle’ was deemed to be
eight years and the investment philosophy
was geared to this cycle.

Compare this to the US subprime crisis,
which resulted in abnormal losses, down-
grades, near bankruptcies and a collapse

HOW CAN A CAPTIVE DEAL
WITH A ROGUE TRADER?

EVEN THE most sophisticated corporate
structures seem to be vulnerable to the
reckless actions of a few individuals -
just look at Maxwell, Enron, WorldCom,
Barings, and now Société Générale. The
captive can play a defensive role, but
only by engendering an environment in
which risk management is embraced and
constantly monitored - it has to be a main
board agenda and the risk manager must
be given the authority and resources to
implement the strategy.

in confidence far beyond the states that
originated the under-performing loans.
What is apparent is that no risk manage-
ment procedures were followed and instead
lending was driven purely by commission
payments. Loans that followed no under-
writing criteria were bundled into CDOs,
sold by Wall Street broking firms to other
financial institutions (both domestic and
foreign) and the liquidity, yield and rating
guaranteed by MBIA and Ambac.

I have no doubt that these bond insurers
will require more capital or face rating
downgrades - Ambac already recieved one
and MBIA’'s AAA rating is under considera-
tion. The repercussions of downgrading
would have a massive knock-on effect on
all sectors of the global economy including
personal savings, pension funds, munici-
pals and local government, as well as on
consumer spending.

Liquidity
Captives are, by their nature, liquid instru-

ments. The typical investment programme
limits equities to 25% of the portfolio with
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the balance in cash or near cash.

This is a structure approved by insurance
regulators and captive boards and in the
current environment is not only prudent
but correct. Whilst overnight rates have
fallen by 20% or more in recent weeks,
this still does not match the volatility of an
equity or bond portfolio.

This liquidity could prove a bonus for the
parent company, as in exceptional circum-
stances, the funds in the captive could be
loaned or otherwise made available to the
parent to cover short-term risk require-
ments. In the case of Citibank or Merrill
Lynch, their liquidity and capital shortfalls
resulted in the balance sheet being restruc-
tured with substantial dilution to current
shareholders and overseas shareholders
acquiring large equity positions.

A captive would have been too small to
prop up these shortfalls, but with a smaller
institution such as a regional bank, house
builder, real estate company or developer,
the captive may be a good short-term
solution until a longer-term plan has been
developed. As an example, in the last few
weeks of Ferranti, its payroll was being met
by the funds from the captive, although
eventually this company failed.

Soft market

Risk management is what governs econom-
ic cycles, particularly the insurance market.
As rates harden, companies improve risk
management to such a degree (in order to
mitigate costs) that insurance companies
earn super-profits that attract new entrants
and finally lead to over-capacity and the
soft market. As rates drop, companies ease
up on risk management until the weaker
insurers can no longer sustain losses and
either leave the market or go bankrupt.

Currently we are in a soft market for
insurance, which is exactly the time to form
a captive or assume more risk in an existing
captive. This goes against conventional wis-
dom, whereby most captives are formed in
a hard market as buyers struggle to find ca-
pacity and existing rates are high. However,
this is also a time when fronting companies
have already met their revenue targets and
reinsurance capacity is scarce, so forming
a captive in a hard market often results in
wasted capital and management time, as
activation of the captive is delayed.

In fact, the most opportune time to
assume more risk is at the bottom of the in-
surance cycle, is just as it turns harder. The
captive can take advantage of the capacity
and lock in long-term relationships to sus-
tain the captive in the hard market.

The soft market is about to turn because
of the repercussions from the subprime
crisis. The lack of liquidity in international
markets and the underwriting losses pro-
duced by AIG, Ambac, MBIA and others,
combined with the Federal Reserve cuts in
the inter-bank rates will quickly affect the
underwriting cycle.
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GROWTH IN NET PREMIUMS WRITTEN,
PROPERTY/CASUALTY INSURANCE, 1975-2006 (1)
(PERCENT CHANGE FROM PRIOR YEAR)
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Source: ISO

(1) ISO used Conumer Price Index data obtained from the U.S. Bureau of
Labor Statistics to restate histrocial written premium data to reflect
2006 price levels.
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Global risk management combined with
an awareness of the interplay of interna-
tional economics and exposures on the risk  and formalise the process.
programme, with participation and support
by senior management, is more crucial
than ever in the current climate of volatil-
ity. Captive insurance and reinsurance,

With the soft market about to turn
quickly, 2008 is the time to form a captive

used as the catalyst for risk control and the
financial measurement of this performance
is key to success.

Nick Leighton is group
managing director of Atlas
Insurance Managers
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