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Foreword
Welcome to Deloitte LLP’s 2013 Financial Services M&A Predictions. This is the first in what will become an annual
summary of the key M&A drivers that we think will play out this year.
Our views are a reflection of the current industry developments, driven by the ongoing macroeconomic challenges,
wholesale regulatory change, and the general state of flux that has been prevalent in recent years.

Continuing M&A in the Lloyd’s
market

Our overall premise is that these factors will lead to significant change in the financial services industry, providing
opportunities for both buyers and sellers. We believe that there are a number of hot areas that will drive activity in
2013. Recognising these early will be a key factor in securing the right deal.

UK Motor: M&A activity in a
changing market

I hope you find the articles thought provoking.

Investigating life after death

Ian Smith
Lead Partner
Financial Services M&A, Deloitte LLP
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The rise of shadow banking

The rise of shadow banking

We think the key drivers of mergers and acquisitions in European
banking will be the continuing growth of the shadow banking sector
and increasing activity from sovereign-wealth funds.

Regulatory change: Driving
divestments
Continuing M&A in the Lloyd’s
market

Overview
“The outlook for 2012 is binary. Either we will stabilise
the European sphere and move forwards or we will hit
crisis and have another decline… Volumes in equity
and debt capital markets and M&A in 2012 are likely to
be challenged”.1 This statement encapsulated market
sentiment at the end of 2011 and 12 months on very
little has changed.

UK Motor: M&A activity in a
changing market
Investigating life after death

Since this time, macroeconomic uncertainty has
remained, as the euro crisis comes to the end of its third
year, and China’s growth and global trade volumes have
slowed further. Banks are also facing a low interest rate
environment that seems likely to continue in the short
term.

Increasing M&A activity in
insurance broking
The growth of big data

At this time, banks are under increasing pressure
to deleverage as they face increased capital and
liquidity requirements, pressure from shareholders to
reconfigure their businesses and a number of proposed
regulatory changes ranging from Basel III to the
proposals made in the Liikanen review.
Suppressed M&A volumes
By the end of Q3 2012, M&A volumes had fallen short of
the expectations of many market commentators, with the
first three quarters of 2012 significantly underperforming
any nine-month period since 2009. Furthermore, the
average value of completed deals fell to historical lows with
limited appetite for transformative deals.

Figure 1. FSI completed deals (EU and Switzerland), Q1 09 – Q3 12
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Figure 2. GDP growth, 2008-2017, %
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A review of 2012 highlights the challenges facing banks:

• Continuing concern over the future of the
eurozone (characterised by the recent labelling in
The Economist of France as “the new sick man of
Europe”) and challenging trading conditions that saw
the UK re-enter recession. These factors combined to
dampen the risk appetite of those with the ability to
undertake M&A.
• Ongoing uncertainty about the impact of regulatory
change, from both structural and prudential
standpoints, resulted in the delay of sales by banks or
caused potential purchasers to adopt a wait-and-see
approach.

• Finally, Corporate Development teams focused on
large deals and ’low-hanging fruit’ to achieve rapid
balance sheet reduction. In many instances debt
portfolios have been sold which are not captured in
M&A statistics. Capacity constraints have also meant
that deals are slow to come to market as teams focus
on key disposals.
These environmental factors experienced in 2012 are
likely to continue to dull the deal environment during
2013.

• Many sales were delayed due to weak asset valuations
because selling banks were unwilling to crystallise a
capital loss on disposal.
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Deleveraging was expected to drive M&A
Against this backdrop banks have found it difficult to
find buyers willing to meet valuation expectations and
are having to balance the desire to release capital from
deleveraging with minimising losses on the sale of
assets. Consequently they are running down their asset
base as a means of achieving deleveraging targets.
This is supported by the findings of the Deloitte Bank
Survey 20122 which highlighted that 56 per cent
of those surveyed cited natural run-off as making
a “material” or “very material” contribution to
deleveraging. The survey further stated that two-thirds
of the respondents believed that deleveraging would
take at least another five years.
The wide bid-offer spread and this focus on run-off
suppressed deal volumes in 2012. The Deloitte Bank
Survey 2012 identified that disagreement over valuation
was the key barrier to completing a transaction.
The ongoing need to deleverage
A current, European-wide, political theme is the
reshaping of the banking landscape to create greater
long-term stability. Allied to this is the increasingly
expressed view that retail banks should operate as
enterprises with a broad social purpose rather than
pursuing a purely profit driven strategy. This outlook has
resulted in increased regulation which in turn is putting
pressure on banks’ future operational strategy, retail
banking profits and bankers’ remuneration.

As part of the political response to the financial crisis,
universal banking groups will be required to operate
under an increasingly stringent regulatory regime.
As a result certain operations, for example proprietary
trading and bond trading, will be required to meet
increased capital requirements under Basel III and
to operate under a more stringent liquidity regime.
Alongside these increased capital and liquidity
requirements, universal banks may also be required to
ring fence riskier investment banking operations from
retail banking operations or implement full separation.
European banks are likely to face similar strictures
following the Liikanen review.
Uncertainty regarding the implementation of these
proposed regulations has seen banks adopt very
different approaches to their investment banking
operations. Some, such as UBS, have exited all but
key investment banking activities while others such as
Credit Suisse have started to ring fence their operations
legally. However, the vast majority of continental
banks appear to be adopting a wait-and-see strategy
as legislators apply finishing touches to pending
legislation.
Although the safety of, or indeed the perceived
safety of, retail banking may improve as a result of
the regulatory changes, the profitability of banking
operations will be hit by these measures and by the low
interest rate environment, as demonstrated by current
3-month Libor expectations.

2013 Financial Services M&A Predictions Finding opportunities in a changing industry 4

Foreword

The rise of shadow banking
Figure 3. Average three month Euribor/Libor 2008 – 2017
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It is important to note that although the directional
shape of regulatory changes has been identified, the
final form of these changes is a long way from being
decided.
The buyers – or lack thereof
The current free banking model prevalent in the UK
and the greater regulatory scrutiny on cross-selling
restricts the returns on UK retail banking. This is likely
to deter external investors. Therefore in the near term,
any acquisitions in the sector are likely to come from
the small circle of existing market participants looking
to expand their national ‘footprint’, albeit carefully.
Additionally, weak base rates are forecast to
continue to depress the levels of net interest margin
achievable by banking operations, thus diminishing
the attractiveness of banking assets at anything but
heavily discounted prices. Further macroeconomic
uncertainty in the EU and China, and the ongoing US
fiscal issues following the 1 January 2013 agreement
suggest that there is limited potential for this situation
to change in the near term.

Given the continuing uncertainty in the industry,
combined with weak returns for regulated entities,
a number of assets must come to market, albeit with
suppressed valuations. It would appear that those with
available capital and the ability and patience to adopt
a wait-and-see approach have the potential for rich
pickings.
This will likely lead to the purchase of non-deposit
taking banking businesses by non-banking groups,
for example Private Equity or sovereign-wealth funds.
These organisations are able to take advantage of
regulatory arbitrage enabling them to operate at a
cost advantage unavailable to traditional banking
businesses.
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Figure 4. Private Equity deals as a percentage of total deals
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Figure 5. 3-month GBP Libor yield curve (2013 – 2017)
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Will 2013 mirror 2012?
Against this backdrop what do we believe will happen
to M&A in 2013? Our view is that the shadow banking
sector, and greater involvement by sovereign-wealth
funds and non-traditional participants, will be the key
drivers in 2013.

The rise of the shadow bank
Although non-traditional banking groups are unable
to access relatively inexpensive retail deposit funding,
they are not burdened by the liquidity and capital
requirements of traditional banks. This form of
regulatory arbitrage has led to growth in alternative
business models, most recently in peer-to-peer lending
and payday lending.
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In its Global Shadow Banking Monitoring Report
2012, the Financial Stability Board (FSB) said that
shadow banking around the world had grown to
$67 trillion in 2011. The shadow banking sectors’s share
of total financial intermediation remained at around
25 per cent from 2009 to 2011, after having peaked
at 27 per cent in 2007. As can increasingly be seen,
hedge funds and other non-traditional participants are
replacing traditional banking businesses in terms of
types of lending associated with heavy risk weightings,
such as asset-backed lending (for example shipping
finance) or project finance. As a result, non-traditional
participants will continue to be willing purchasers of
such businesses that are being carved out of larger
European banking operations.
Non-traditional participants may be able to take
advantage of regulatory arbitrage, and therefore
circumvent some of the principal reasons for
deleveraging. However, that there is a large degree
of uncertainty with respect to potential regulation of
the shadow banking system. In a recent consultation
paper3 the FSB has stated that authorities’ approach
to the shadow banking sector has to be targeted with
the objective of ensuring that the sector is subject to
appropriate oversight and regulation to address banklike risks to financial stability.

The European Commission is expected to propose
EU-wide rules for the shadow banking sector, however
details are lacking. Any clarification in this area is likely
to impact M&A volumes.
Alternative buyers will make their presence felt
One deterrent for the purchase of banking businesses
by non-banking groups is the number of potential
purchasers that have a suitable IT platform to which the
acquired banking assets and liabilities may be migrated.
As such, disposals packaged with suitable platforms are
likely to attract a premium.
An increasingly attractive alternative for funds are
Management and Leveraged Buyouts. The regulatory
arbitrage discussed above enables funds to cherry-pick
businesses and managers, and is increasingly being seen
in carve out transactions.
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We think that continuing regulatory change will drive non-core divestments although
progress will be challenging due to wide bid-offer spreads.
Background
The current regulatory factors affecting banks remain
similar to those existing at the end of 2011. As Basel III
was implemented from 1 January 2013, the global
changes to the regulatory environment and the
impending changes to bank accounting will have an
increasingly important impact on the way that banks
view their strategy in the light of shifting balances in risk
and return.
Basel III at last
The Basel III regulatory regime has already affected
banking strategy. The increased capital requirements
have posed challenges to the universal banking
model. There is an increasing trend towards closure or
wind-down of proprietary trading desks and the shift
to less capital-intensive operations, such as advisory
businesses, private banking and wealth management.
Business lines that are heavily reliant on off-balance
sheet commitments, for example trade finance and
structured lending, will also be affected by Basel III.
While significant M&A activity in these areas has not
yet occurred, activity to date has involved the shadow
banking sector, the sector that is likely to benefit from
the handicapping of the banks through increased
capital requirements.

Two recent developments in Basel III are likely to affect
the ongoing M&A strategy of banks:
• The introduction by the Financial Stability Board (FSB)
of capital surcharges for the 28 Globally Systemically
Important Financial Institutions (G-SIFIs) reverses the
position previously adopted by the Financial Services
Authority. In the past, the large and more diverse
banks had a lower relative capital requirement than
smaller banks. Among UK banks, HSBC has been
given the highest level of capital surcharge of 2.5 per
cent, Barclays 2 per cent and RBS 1.5 per cent. Lloyds
Banking Group has benefitted from its deleveraging
and has dropped off the G-SIFI list and will therefore
have a competitive advantage in the domestic
corporate and commercial lending sectors. Further
divestment by the bigger banks may result in similar
capital/efficiency benefits, especially if they are
retrenching from overseas markets.

2013 Financial Services M&A Predictions Finding opportunities in a changing industry 9

Foreword

The rise of shadow banking
Regulatory change: Driving
divestments
Continuing M&A in the Lloyd’s
market
UK Motor: M&A activity in a
changing market
Investigating life after death
Increasing M&A activity in
insurance broking
The growth of big data

Notes

Contacts

• Basel III originally envisaged that the regulatory
changes would start to come into effect from
1 January 2013. However, most countries have still
not yet enshrined the Basel reforms in local law.
Despite the protests of politicians and regulators
alike, there is still no clear path as to how countries
will ensure that deadlines are not missed, or that
implementation does occur or is not watered down
in the process. Any such discrepancy between
countries may result in regulatory arbitrage as banks
which do not need to comply with Basel III are able
to acquire assets from those which are required to
operate under the new rules.

Although it is not yet clear how IFRS 9 will interact with
the Basel III countercyclical capital cushions, this change
in accounting approach is likely to cause a significant
one-off increase in loan loss provisioning.

Riskier retail banks?
While the recommendations of the UK’s Independent
Commission on Banking (ICB) are set to become law,
the Liikanen Report has also called for a European
Union-wide rule requiring banks to separate their retail
operations into an independently-capitalised bank.
The ICB has also called for a higher core equity capital
level of ten per cent. Critics argue that these regulatory
constraints and the UK’s free banking model could
result in lower profitability and a higher concentration
of risk in these retail-only groups, thereby increasing
their propensity to fail.

The impact of this change will be lower for products
that have historically had low loss levels, for example
mortgage lending and leasing, than for structured
financing or personal unsecured lending. As these loans
are not bank specific, the new accounting rules will
equally affect the shadow banking sector and therefore
will reduce the demand for portfolio purchases of these
assets in the future.

The impact of International Financial Reporting
Standard 9
The implementation of IFRS 9 from 2015 will require
banks to move from a loss provisioning system of
‘incurred loss’ to one of expected loss. Banks will have
to take a proportion of loss from the inception of a loan
based on the probability of default, rather than only
when there are tangible indicators to suggest the loan
has been impaired.

This has two effects. First, there is an immediate
capital strain on the affected banks with the resulting
interim constraints on lending growth. Second, there
is an ongoing shift in risk/reward resulting from the
increased credit risk procyclicality. This may extend
the deleveraging and portfolio divestment window as
banks seek to free up capital for growth in less capitalintensive products.

Conclusion
The level and complexity of regulatory change in the
UK banking sector is set to continue throughout 2013
and 2014. The continuing uncertainty regarding future
possible returns in the industry is deterring external
investors from investing further in UK banks and is
resulting in domestic players having to take more
prudent approaches to growth. This will result in the
divestment of non-core businesses, but sales processes
will remain challenging due to the size of the bid-offer
spread.

2013 Financial Services M&A Predictions Finding opportunities in a changing industry 10

Foreword

Continuing M&A in the Lloyd’s market

The rise of shadow banking
Regulatory change: Driving
divestments
Continuing M&A in the Lloyd’s
market

We think Lloyd’s will continue to be an attractive opportunity for investment with
Private Equity and Lloyd’s participants seeking scale leading the activity.
Reviewing Lloyd’s in 2012: A healthy recovery in valuations

UK Motor: M&A activity in a
changing market

Reflecting on M&A in the Lloyd’s market over the last 12 months, it seems to have been very much ‘business as
usual’ with four transactions completed during 2012 (see Figure 1). The buyers were principally insurers seeking
risk diversification, scale and access to new platforms through M&A, as achieving organic growth independently
remains a challenge. Although Private Equity did not execute any Lloyd’s acquisitions during the 2012, there
remains a strong interest in the sector.

Investigating life after death

Figure 1. Key mergers and acquisition transactions involving Lloyd’s vehicles (2011-2012)
Year

Increasing M&A activity in
insurance broking
The growth of big data

Notes

Target

Acquirer

Deal value

Multiple

2012

Dore & Associates Holdings

AmTrust

2012

Hardy Underwriting Bermuda
Ltd.

CNA Financial Corp.

Not disclosed

Not disclosed

£142.0m

1.5x

2012

Omega Insurance Holdings Ltd.

Canopius Group Ltd (majority shareholder
Bregal Capital)

£163.6m

0.9x

2012

Flagstone Reinsurance Holdings
(Lloyd’s operations)

ANV Holdings BV (main investor the Torontobased Ontario Teachers’ Pension)

£131.0m

1.3x

2011

Whittington Insurance Markets
Ltd.

Tawa PLC, Skuld, Paraline Group Ltd.

Not disclosed

Not disclosed

2011

TSM Agencies Ltd.

ProSight Specialty Insurance (backed by
Goldman Sachs’ private equity arm GS Capital
Partners and TPG Capital)

Not disclosed

Not disclosed

2011

Jubilee Group Holdings Ltd.

Ryan Specialty Group, LLC

£35.0m

3x

2011

Chaucer Holdings Plc

Hanover Insurance Group

£313.0m

1.3x

2011

Broadgate

Torus (backed by First Reserve Corporation
and Corsair Capital)

£111.0m

Not disclosed

2011

Brit Insurance Holdings NV

Achilles Netherlands Holdings BV
(Apollo Management and CVC Capital
Partners)

£888.0m

1x

Contacts

Source: Press releases, Insurance Insider, Deloitte analysis
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The volatility in the equity markets over the past few
years contributed to a number of Lloyd’s vehicles
trading at share prices below or close to their book
valuations (see Figure 2). Share prices of listed Lloyd’s
vehicles fell sharply in 2007 and 2008 following the
global financial crisis, trapping capital that had been
invested in the run up to this period. However, in 2012,
the strong trading performance of Lloyd’s vehicles has
boosted investor appetite for Lloyd’s shares. The sector
leaders, Beazley, Amlin and Hiscox, had share price
increases of about 20 per cent during 2012 due to a
continuation of their strong returns, and Lloyd’s stocks
increased in value by more than three times more than
the FTSE 100 over the same period.
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UK Motor: M&A activity in a
changing market
Investigating life after death
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Figure 2. Evolution of price to book value
Price to Book multiple
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The growth of big data
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1.6
1.4
1.2

Notes

The increase in valuations in 2012 is reflected in the
pricing of completed transactions that took place
in the Lloyd’s market. CNA’s acquisition of Hardy for
£142 million, valuing Hardy at a multiple of more than
1.5 times its book value, has highlighted the valuations
that buyers are prepared to pay for the right kind of
Lloyd’s asset. The Hardy deal was followed by the
acquisition of Flagstone Re’s London operations by ANV
for 1.3 times book value. Both of these deals showed
that even recently loss making Lloyd’s businesses can
still command valuations in excess of book value.
While Canopius’ bid discounted Omega’s book value,
the discount reflected anticipated losses in 2012,
implying that the deal value was actually closer to the
perceived book value of the company.
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2013 Financial Services M&A Predictions Finding opportunities in a changing industry 12

Foreword

The rise of shadow banking
Regulatory change: Driving
divestments
Continuing M&A in the Lloyd’s
market
UK Motor: M&A activity in a
changing market
Investigating life after death
Increasing M&A activity in
insurance broking
The growth of big data

Notes

Contacts

Lloyd’s market positioning
While 2012 saw an improvement in the valuation of
Lloyd’s vehicles, their long-term attraction will depend
on how well the Lloyd’s market is positioned as a
whole against its rivals and its flexibility to adjust to the
shift in the economic balance of power. So far, Lloyd’s
has managed to attract new capital due to its strong
positioning as the platform of choice for specialty
insurance business. This has been underpinned by a
number of factors.
• Security and ratings: All syndicates benefit from
Lloyd’s strong financial strength ratings. The Central
Fund, which partially mutualises capital at a market
level, allows Lloyd’s syndicates to benefit from one
credit rating assigned to the Lloyd’s market. Lloyd’s
market vehicles are currently rated A (excellent) from
A.M. Best and A+ (Strong) from S&P.
• Performance framework: The Franchise
Performance Board Directorate is charged with
improving the commercial performance of the
market. This includes monitoring performance,
providing underwriting and service guidelines and
taking action on underperforming businesses.
This also creates barriers to entry, helping to
preserve the competitive advantage of franchisees.
• Capital advantages: Lloyd’s franchises benefit from
mutuality with reduced capital requirements (the
costs of mutuality are central fund subscriptions).
Capital efficiencies are also achieved through the use
of letters of credit as underwriting capital.

• Regulatory Advantages: Lloyd’s businesses are
not subject to the Insurance Group Directive thus
creating more flexibility when seeking to leverage the
ownership structure.
Building on the current strength of the market, Lloyd’s
chairman John Nelson unveiled the market’s first ever
long-term strategy (Vision 2025) in May 2012. It focuses
on growth in emerging markets, capital security and
efficiency, shared services, regulation and distribution
as key market drivers for the future (see Figure 3).
Lloyd’s Vision 2025 argues that it should build on
London as a brokered market and global centre for
specialist insurance and reinsurance while looking to
diversify geographically not only Lloyd’s new business
growth, but also underwriting personnel and capital to
reflect the growth potential of emerging markets.
Figure 3. Lloyd’s Vision 2025
Lloyd’s Vision 2025
Growing premium income from established markets in line with their economic growth
with greater growth in new markets.
A more diversified capital base, with a greater contribution from high growth economies.
A truly internationalised underwriting community.
A broker market utilising brokers’ international networks.
Powerful overseas hubs in certain major overseas markets.
Source: Lloyd’s Vision 2025, May 2012

• Market access: Lloyd’s provides licences and
authorisations to trade in 80 countries across EMEA,
North and South America, Asia and Australasia.
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But how do the various Lloyd’s initiatives, as well as the market’s key attractions, translate into the valuations of
Lloyd’s vehicles?
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A comparison of results and market pricing for the first half of 2012 of Bermudan and Lloyd’s insurers provides an
interesting insight (see Figure 4). While Lloyd’s insurers had a H1 2012 combined ratio above their Bermudan peers,
they currently attract a considerable premium (in terms of Price to Book Value).
Figure 4. Lloyd’s and Bermuda – valuation and H1 2012 results
2012 H1 Combined ratio %
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Transactions during 2012 and recent valuations
of Lloyd’s listed vehicles show that the value of a
Lloyd’s platform with its capital benefits, licences,
strong operating performance and rating is one of
the key factors leading to the differential valuations.
In addition, Lloyd’s businesses are typically more
diversified that their Bermudan counterparts. Last
but not least, it is important to note that the strength
of the Lloyd’s business model was once again tested
during 2011. Despite extraordinary catastrophe losses
in Australia, New Zealand, and Thailand and Japan, the
capitalisation of Lloyd’s market insurers proved to be
resilient.

Other key Lloyd’s market themes
Alongside improving valuations of Lloyd’s vehicles and
strong Lloyd’s market positioning in relation to its peers,
a number of other key themes emerged in the market
in 2012.
Scale benefits
Increasing compliance costs as well as rating agency
models seeking to penalise insurers that do not have
wide product and geographical diversification have
put downward pressure on valuations of small Lloyd’s
market players. Price to net asset value multiples against
gross written premiums of Lloyd’s and Bermudan
market participants (see figure 5) shows that smaller
insurers are trading at a relatively lower value than their
larger counterparts with the exception of a number of
consistent outliers (Argo, XL and Lancashire).

Investigating life after death
Increasing M&A activity in
insurance broking

Figure 5. Flight to scale (London and Bermuda specialty players)
Market capitalisation, $bn

The growth of big data
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Global platform trend
The recent trend of overseas buyers (particularly US or
Bermudan) looking for a Lloyd’s platform continued
in 2012. The majority of international speciality and
reinsurance businesses are seeking to operate through
multiple platforms in order to access business globally.
Acquisition of a Lloyd’s vehicle provides a platform
for London Market risks as well as access to global
distribution more quickly than via organic growth.

Some industry experts expected that the landmark
partnership between Catlin and China Re could prove
to be a catalyst for Lloyd’s investment from insurers in
emerging economies, and there was a growing interest
from emerging market insurers in the Lloyd’s market
during 2012. However, no M&A transactions last year
involved emerging markets’ capital. The next few years
will show whether Catlin and China Re’s cooperation
has started a trend.

Start-up challenges
There has been a noticeable decline in the number of
conventional Lloyd’s start-ups in recent years – from
nine in both 2008 and 2009 to five in 2010, three
in 2011 and none in 2012. While Lloyd’s sets out
entrepreneurialism and innovation in its Vision 2025
as key priorities for the market, the current rule-ofthumb requiring £100 million for starting a Lloyd’s
syndicate and Lloyd’s current restrictive stance on
authorising new syndicates will remain prohibitive for
entrepreneurs. With significant but not insurmountable
challenges to creating a Lloyd’s start-up, M&A remains
the preferred (and sometimes only) route to the Lloyd’s
market for many.

Private Equity
Private Equity continues to show an interest in Lloyd’s
market businesses, attracted in part by the fact that
capital flexibility can be achieved through use of
letters of credit. Apollo and CVC’s acquisition of Brit
Insurance for £888 million in 2011 was the largest
Private Equity-backed transaction in the Lloyd’s market.
Although Private Equity investors did not complete a
direct transaction involving a Lloyd’s vehicle in 2012, a
number of Private Equity investors continued to show a
strong interest in the Lloyd’s market.

Emerging market capital
Lloyd’s laid out a long-term plan to grow its share of
international business in its Vision 2025, highlighting
that the growth has to come by acquiring new business
and talent, as well as capital, internationally. Earlier in
2011 Catlin and state-owned China Re announced a
strategic partnership enabling a Chinese company to
invest in Lloyd’s for the first time by putting £50 million
into a specially created Syndicate and allowing Catlin to
expand its insurance capability in China.

In addition, there is a significant amount of Private
Equity capital ‘trapped’ in Lloyd’s entities from
investments made before the financial crisis (see
figure 6). If the premium rating environment improves
this may lead to a further improvement of Lloyd’s
vehicle Price to Book multiples as well as a closer
consensus on Lloyd’s asset pricing between buyers and
sellers. This in turn may enable the release of trapped
assets and a wave of M&A in the short term.
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Conclusion
The enduring attractions of the Lloyd’s market, coupled
with a focus on attracting capital from emerging
markets, means that we are unlikely to see any fall in
the level of M&A activity in the market.
We see three key drivers for Lloyd’s M&A activity in
2013 and beyond:
1. Private Equity backed agencies looking for an exit.
At present approximately £3 billion of GWP in the
market (14 per cent of total market premiums) is
under PE ownership, with many investments being
more than five years old. A continued uptick in
valuations (based on increasing prices as a multiple
of book values) across the market may present a
window of opportunity for these PE investors to exit.
2. Smaller Lloyd’s business looking for scale. There is a
compelling argument that scale matters for Lloyd’s
businesses. We are likely to see continued appetite
among existing sub-scale Lloyd’s businesses to
acquire their peers.

Figure 6. Private Equity funded Lloyd’s businesses
Lloyd’s Vision 2025

PE firm(s)

Date investment
made

2011 GWP
£m

TSM

Goldman Sachs, TPG

Sep 11

45

Brit

Apollo, CVC

Mar 11

940

ICAT

Elliot Management, Wand

Oct 10

67

Arrow Reinsurance

Goldman Sachs

Jan 08

64

Shelbourne

JC Flowers

Dec 07

64

Barbican

Carlson Capital

Nov 07

199

Antares

Lightyear

Oct 07

175

Ark

Aquiline

Mar 07

320

Cathedral

Alchemy

Dec 07

303

Canopius

Bregal Capital

Dec 03

920

Source: Press releases, Insurance Insider, Lloyd’s of London, Deloitte analysis

3. Emerging market reinsurers. China Re’s strategic
alliance with Catlin might herald an influx of further
emerging market reinsurance capital. If so this could
be the first step for emerging market reinsurers to
execute a Lloyd’s market acquisition.
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We think that the significant regulatory changes in the UK Motor Market will lead to
new business models that will in turn lead to an increase in M&A activity.
Background
UK motor insurers have faced a number of challenges
in recent years, with the market suffering significant
underwriting losses, having peaked in 2010 when
the market combined ratio reached 123.6 per cent.
A number of factors contributed to this, but the
key drivers were the intensity of the competitive
environment related to the growth of price comparison
websites (PCWs), and the rapidly increasing cost
of personal injury claims. Although premiums have
increased substantially in recent years, it remains to be
seen whether these increases will result in a sustained
period of profitability for motor underwriters.
Competition in the motor insurance market, while
already high, has intensified in recent years through
increasing commoditisation and the highly successful
market penetration of the PCWs. The PCWs have
improved price transparency in the market but this
has been accompanied by reduced customer loyalty
and an increasing propensity to switch insurers. This
increased competition has fundamentally changed the
business economics for many brokers, and to survive
in this environment many have adopted new business
models. These are based on selling the core motor
insurance product at a low margin (or even at a loss),
and offsetting this through maximising income from the
sale of ancillary products and also from claims referral
fees. These fees are received as not at fault claims
are referred to third parties such as lawyers and hire
companies.

The whole issue of referral fees has become highly
controversial, and has attracted a great degree of
media and political comment. According to the
former justice secretary Jack Straw: “Referral fees have
become a huge racket. The insurance companies are
complicit in this. They should and could have said ‘this
is outrageous’”. It is accepted that the current system,
linked to the conditional fee agreements introduced to
provide access to justice for those who may otherwise
not have been able to afford it, has been exploited by
opportunistic claims businesses to the extent that it has
become unbalanced. As Clive Maxwell of the Office of
Fair Trading commented: “The insurers of at fault drivers
appear to have little control over the bills they must pay,
and this may be leading to higher costs for them”.
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Claims frequency and severity
The total number of motor insurance related claims
notified and settled fell by 35 per cent between 2001
and 2011.4 However, a closer analysis reveals that,
while the number of claims of all other types fell, bodily
injury claims doubled in the period. The major driver in
this has been the number of whiplash claims reported.
According to the Ministry of Justice there were
554,000 whiplash claims in 2010 – 11, costing insurers
£2 billion. Whiplash is very difficult to disprove, and
hence many believe has led to fraudulent claims. The
Insurance Fraud Bureau estimates that motor insurance
fraud (of all types) is equivalent to £350 million a year.
Bodily injury (BI) claims values have also increased.
Major causes of this have included the increasing legal
costs of a claim, and the increasing levels of referral
fees. The Association of British Insurers (ABI) estimates
that in 2010 the BI claims settled in relation to motor
accidents cost the industry the equivalent of £130 for
each motor policy sold in the UK.
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Legislative and structural reforms
Against this background, the Government has been active in pursuing reform and there is a series of legislative and
structural changes that will affect the insurance industry. These are summarised in the chart below.

Regulatory change: Driving
divestments

Figure 1. Regulatory legislative timeline

Continuing M&A in the Lloyd’s
market
UK Motor: M&A activity in a
changing market
Investigating life after death

Legal Services Act
(2007)

RTA portal / fixed fees
(Apr 2010 and June 2012)

Government statements on referral fee bans
(2011/2012)

• Sets out a new regulatory
framework for legal services
• Introduces the ‘Alternative
Business Structure’ concept
• First approved Alternative
Business Structure expected in
Q2 2012

• Fixed fee process introduced for claims of £1k-£10k
(now planned to increase to £25k by April 2013)
• The fast-track platform aims to reduce processing
times and costs. Claims that cannot be resolved
within a specified timeframe are litigated
• In June 2012, the Ministry of Justice made a ‘call for
evidence’ in relation to extending the scope of the
portal

• Government announces its intention to ban referral
fees
• The Legal Services Board’s recommendations for the
retention of referral fees are disregarded
• The Prime Minister hosted a Motor insurance summit
for industry leaders in February 2012 to discuss the
rising costs of premium and the issue of whiplash
claims
• The Legal Aid Sentencing and Punishment of
Offenders Act came into force in May 2012 with the
ban likely to apply from April 2013

Increasing M&A activity in
insurance broking
2007

2008

2009

2010

2011

2012

The growth of big data
Jackson’s Review of Civil Litigation Costs
(Jan 2009)
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• Recommends that After The Event
insurance premiums and success fees
should no longer be recoverable for
CFAs
• Proposes a ban on referral fees
• Proposes a regime of one-way costs
shifting for BI cases

Lord Young’s report
(Oct 2010)

OFT call for evidence
(2011/2012)

• Suggests extending the upper limit of the
Road Traffic Accident (RTA) scheme fixed fee
portal scheme from £10k to £25k
• In October 2011 the MoJ also proposed
advocating a reduction in the fixed fees
received by lawyers for portal-based RTA
claims

• OFT sought the industry’s views as a result of
reported rate increases in the private Motor market
• In December 2011, the OFT launched a full market
study focused on the credit hire and vehicle repair
industry
• In December 2012, the Competition Commission
announced that it will be undertaking a full review
of the Private Motor Insurance market

Source: Deloitte research

Of these initiatives, the Jackson reforms represented a significant step change in the claims landscape. Jackson’s
proposals included the capping of claimant solicitor success fees, which would be paid by the claimant and not the
defendant’s insurer. Jackson did not comment on the subject of referral fees, but the Government subsequently
announced its intention to ban referral fees.
2013 Financial Services M&A Predictions Finding opportunities in a changing industry 20

Foreword

The rise of shadow banking
Regulatory change: Driving
divestments
Continuing M&A in the Lloyd’s
market
UK Motor: M&A activity in a
changing market
Investigating life after death
Increasing M&A activity in
insurance broking
The growth of big data

Notes

Contacts

The Government has combined the regulatory and
legislative response in LASPO 2012, which will be
implemented in April 2013, with associated orders,
and regulations and changes to Civil Procedure Rules,
to create a number of reforms.

• Qualified one-way costs shifting: A system of
qualified one way costs shifting in personal injury
cases will also be introduced so that claimants
conducting their case properly will not have to pay
towards defendants’ costs if the claim fails.

• Reforming conditional fee agreements (CFA):
LASPO 2012 will abolish the recovery of success
fees and After The Event (ATE) insurance premiums
from the losing side. Claimants will still be able to
use conditional fee agreements but will have to pay
their lawyers’ success fees and any after the event
insurance premiums themselves. (There is a limited
exception in respect of clinical negligence cases
where ATE insurance premiums relating to expert
reports will remain recoverable).

• Increased sanctions under Part 36 of the Civil
Procedure Rules: The sanctions under Part 36 of
the Civil Procedure Rules (offers to settle) are being
reformed to encourage early settlement.

• 25 per cent cap on success fees in personal
injury cases: The success fee in personal injury cases
will be subject to a cap of 25 per cent of damages
(subject to this amount not exceeding the regulatory
maximum of 100 per cent of base costs), excluding
damages for future care and loss.
• 10 per cent increase in non-pecuniary general
damages: Outside of LASPO 2012, a 10 per cent
increase in non-pecuniary general damages such
as for pain, suffering and loss of amenity is being
introduced, which the Ministry of Justice believes
will help balance the impact of the CFA changes.
The Court of Appeal has recently stated in the
landmark case of Simmons v. Castle [2012] that this
increase would take effect from 1 April 2013.

• Proportionality: There will be a new rule on
proportionality. The test is intended to control the
costs of activity that are clearly disproportionate to
the value, complexity and importance of the claim.
• Referral fees: LASPO 2012 prohibits the payment or
receipt of referral fees in personal injury cases. This
is consistent with the CFA reforms and will further
reduce incentives for unnecessary litigation.
• Road Traffic Accident Scheme: The Government
has announced its intention, by April 2013, to:
–– extend the current Road Traffic Accident PI scheme
to include claims of up to £25,000 (currently
£10,000); and
–– reduce the fixed recoverable costs within the
scheme.
In addition the Government issued a consultation
document on Reducing the Costs and Numbers of
Whiplash Claims. Views will be sought on a number of
proposals, including increasing the small claims limit for
personal injury from £1,000 to £5,000, and also on the
introduction of independent medical panels.
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Impact of the reforms
The ban on referral fees is likely to have significant
ramifications for market participants. In 2010 and
2011 the referrals paid in the market were estimated
to be worth £600 million.5 Thus the reforms should
lead to a reduction in both the number and value of
personal injury claims. This is good news for insurers,
but not for those businesses that currently generate
significant revenue from referral fees, especially those
brokers or claims managers for whom referral fees are
fundamental to their business model.

The challenge for businesses with a non-fault, first
notification of loss capability will be how to monetise
this capability in the absence of referral fees. Options
include joint ventures, profit sharing arrangements
between brokers, claims managers, lawyers and
insurers, and (as is permitted under the Legal Services
Act 2007) the acquisition of law firms. Creating an
Alternative Business Structure with the acquisition of a
law firm would also potentially enable referral fees to be
treated as an internal payment and therefore potentially
allow these to be retained.

A number of personal injury law firms also face the
prospect of greatly reduced revenues. The retail
legal services market in England and Wales is highly
fragmented (with over 10,000 firms) and worth £10
billion annually (the total UK legal services market
is worth £26 billion) according to IRN Research. A
key element of the retail legal services market is the
provision of legal advice on BI claims. These law firms,
with revenues and profits under pressure, will likely seek
to reduce the commissions payable to claim managers,
thus putting further pressure on their revenues and
profits.

Significant consolidation in the market now looks likely,
with a small number of players likely to emerge as
successful. Some acquisition activity has already been
announced with Slater and Gordon, a listed Australian
BI specialist law firm acquiring Russell, Jones and
Walker (owner of Claims Direct) and in February 2012
Duke Street announced a majority stake investment in
Parabis, a legal and claims handling firm.

Thus brokers, claims management companies and
law firms all face significant threats to their revenues
as a result of the package of legislative reforms, and
are being forced to reconsider their business models.
Historically brokers and claims management companies
have demonstrated that they are very adept at evolving
their business models to changing circumstances,
and many will view the market dislocation as an
opportunity.

The impact of the reforms on ATE business is likely
to be devastating, and will affect insurers who write
ATE business as part of their wider business as well
as monoline ATE insurers. Existing ATE business will
run off, and therefore opportunities will arise for
consolidators to achieve efficiencies and economies
of scale in the same way as with other types of
discontinued business. Additionally, it is likely that
businesses will seek to replace lost ATE business by
acquiring other insurers and/or books of business.
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Conclusions
We believe that the market dislocation caused by
legislative reforms will result in significant M&A activity
focussed on specific areas of the motor insurance value
chain. These will include:
• consolidation among personal injury law firms, to
maximise efficiencies with amended business models
under the new regime;
• consolidation among brokers and claims managers,
especially those whose business models have been
based on referral fees;

Investigating life after death

• joint venture-style arrangements, involving fee
sharing;

Increasing M&A activity in
insurance broking

• alternative business structures, involving the
combination of brokers and/or claims managers and/
or insurers, and law firms; and

The growth of big data

• acquisitions by external investors, such as Private
Equity, who will be attracted by the opportunities
arising from the market dislocation and the chance
to build new structures and combinations.
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We think that transactions arising from restructuring following the receipt of state aid,
the banking crisis and consolidation will continue but owners of life insurance companies
will also turn to creative alternatives to traditional transactions to raise capital in the
current low growth environment.
Life insurance businesses typically perform well in
buoyant markets, when interest rates are high and
inflation is moderate. During these periods, retail
growth drives new business and attractive asset classes
provide strong returns.
In the five years since the collapse of Lehman Brothers,
ten-year UK bond yields have fallen from five per cent
to around two per cent. Switzerland has the lowest
interest rates in Europe with ten-year bond yields at
0.445 per cent. Most in-force life insurance books
in Europe contain interest rate guarantees, with the
most onerous being between three per cent and four
and a half per cent. For these blocks, sustained levels
of low interest rates are extremely challenging. Even
blocks without guarantees suffer in a low growth
environment as the economics of life insurance relies on
generating investment returns on a large pool of assets.
Life insurers are also under pressure from regulatory
changes as a result of the implementation of Solvency II.
What does all this mean for buyer interest in the life
insurance sector, and how long before sellers are forced
to accept discounts to book value?

The state aid dilemma
A key driver of recent M&A activity has been due to
restructuring requirements relating to state aid granted
to banks and insurers in the aftermath of the credit
crisis. This has resulted in disposals such as Dutch
Aegon’s sale of its UK-based Guardian business in 2011
and the Belgian financial group KBC selling its insurance
business Fidea in 2011. Both businesses were acquired
by private equity groups. ING has been granted
an extension until 2018 to sell or list its insurance
operations, having sold its Latin American, and the
majority of its Asian, insurance holdings.
The three big themes for 2013
Beyond these headline disposals, we foresee three big
themes driving deals in 2013:
1) Contagion from banking
In addition to banks disposing of non-core operations,
the fate of life insurers can be adversely influenced by
troubles in the banking industry through bancassurance
distribution arrangements.
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Renegotiation of distribution agreements
Prior to 2008, as banks expanded in scope and
ambition, bancassurance models became the dominant
structure for life insurance distribution, particularly in
France, Spain and Italy. Post-crisis, banks are finding
that they will not be able to deliver the sales targets
agreed. As an example, mortgage issuance has fallen
and this has had a direct impact on sales of mortgagerelated life cover, typically the most profitable life
product sold. In addition, where distribution deals
include earn-outs, banking partners are failing to meet
the required targets for earn-out payments and as a
result sales incentivisation fails. The result has been the
forced renegotiation of distribution contracts.
Banking consolidation
The consolidation of the banking industry has led to life
insurance distribution deals being closed prematurely,
as the acquiring bank rationalises its merged
operations. This has been particularly prevalent in Spain
where the trend is likely to continue during 2013.
Basel III
Previously banks had an advantage as owners of life
insurance companies as they were able to use the
same capital against banking and insurance operations.
Basel III attempts to align the treatment of insurance
subsidiaries in the reporting of banks’ core capital. The
rules will require banks to hold higher capital levels in
relation to their investments in insurance subsidiaries
or joint ventures. This is likely to lead to further
restructuring or disposals. Although unlikely to be the
major driver, it will be a factor in considering whether
to make strategic insurance investments.

2) Consolidation
A key theme for all insurance businesses has been
the implementation of Solvency II and the potential
increase in capital levels for insurers.
Unlike the UK, outside of the largest companies, most
continental insurers have not typically managed their
businesses using economic capital measures. Solvency II
has started to change thinking, but with the proposed
implementation date being pushed back, consolidation
activity has thus far been limited. There are still a
large number of mutual and regional insurers in many
markets, particularly Germany and France. Given the
difficulties transacting in the current market, without
regulatory encouragement, widespread consolidation is
not likely in the short term.
The Netherlands has the additional characteristics of
significant state aid, and mis-selling issues that have
led to a general collapse in new business volumes
with consequences for economies of scale. The local
regulator has been active in the debate around business
models and there is significant private equity interest in
developing the closed fund market.
Private Equity investment and activity in the insurance
sector continues to increase. While the bulk of activity
to date has been in the UK, there are signs of an
increasing appetite to move into continental Europe
as investors identify opportunities with distressed
assets. The closed book consolidation model in the
UK relies on the twin track of capital optimisation
and operational efficiency. Achieving cost savings is
more challenging in other European countries due to
local employment laws and the lack of a developed
insurance outsourcing model.
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3) Creative solutions
The M&A drivers discussed so far have been in place
for a number of years and yet there has been limited
activity, particularly outside the UK and Spain. This
is in part due to a dearth of buyers, and sellers who
continue to have price expectations based on pre-crisis
levels.
Many listed insurers are trading at a discount to
embedded value (the industry measure of the value
of in-force business, which excludes the value of new
business or franchise). This makes it difficult for buyers
to make offers in a range that is acceptable to sellers.
In addition to pricing, much of the consolidation in
Germany, France and the Netherlands needs to come
from mutual insurers and small regional players. This
brings with it issues of management control, scale and
cultural fit.

There have been a few interesting developments in
2012 that we anticipate continuing into 2013. The
most notable of these is the use of ‘Value in Force
securitisation’, which is a technique to monetise
the value inherent in the back book of an insurance
business. There have been two significant transactions
in 2012: Deutsche Bank securitised future profits from
Santander’s block of Spanish and Portuguese term
assurance business, and Berkshire Hathaway securitised
a block of Caixa Bank’s insurance business. There are
likely to be other novel solutions found to improve bank
capitalisation that do not necessitate the sale of the life
insurance subsidiary.
What will 2013 look like?
There are clear drivers of transactional activity and
a need for deals to be done. However, there are still
questions around whether buyers can overcome
fears over the eurozone and sellers can manage price
expectations.
The delay of Solvency II can be considered a positive
development as it gives the market time to react in a
measured way to the ongoing regulatory developments.
The development of innovative and creative funding
solutions will provide investors with the ability to deploy
funds in the life insurance sector.
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We think that insurance broking will continue to be an active sector for M&A across
Personal Lines, Commercial Lines and Lloyd’s.
Background
Historical trends
Prior to 2008 the insurance broking sector saw a
high level of M&A activity largely focused on the UK
Commercial Lines market. A number of large regional
brokers went on acquisition sprees which led to a
new term ‘Regional Broker Consolidators’. Towergate,
Giles, Bluefin, Jelf and Oval led the way entering into
a high number of small broker acquisitions to build
out both their niche offerings and their national
coverage. Independent brokers took advantage of high
profit multiples and the opportunity to exit a market
experiencing rising regulatory and compliance burdens.
In most cases the acquisitions were not subsequently
fully integrated into the existing model but operated on
a hub and spoke basis with the consolidator operating
the hub and each new acquisition acting as an entry
point into the local community.
Increasing business volumes obtained through
acquisition enabled the consolidators to negotiate
higher commission rates from insurers. This meant
that the consolidators received almost immediate scale
advantage from each acquisition through increased
profitability and EBITDA margins.

This M&A activity was heavily funded by debt and many
of the serial acquirers entered the credit crunch in a
highly leveraged position. As debt became more limited
this acquisition activity stalled while the consolidators
considered strategies to extract efficiencies and reduce
what in some cases had become expensive debt
servicing positions.
At the same time, broker acquisition activity in the
Lloyd’s market and in the Personal Lines sector
was more subdued and hence was less interrupted
by market conditions. M&A activity has therefore
continued in these two segments typically where it
has made long-term strategic sense. In particular many
additions were made to provide a complementary niche
to the acquirer’s offering. Overall deal volumes have
been low in historical terms with Private Equity investors
generally avoiding the market. The recent economic
conditions have meant that many brokers have been
unable to provide evidence for the future growth profile
that PE houses require to support investment theses.
One aspect which continues to constrain deal completion
is the high price expectations of sellers. This means
that despite a number of buyers being interested and
conducting due diligence, deals are not crossing the
finish line. Many sellers continue to focus on the peak of
the market in 2007 and 2008 when prices as a multiple
of EBITDA for quality brokers of between ten and
twelve were being achieved. This compares to the six to
eight times which is more commonplace today.

2013 Financial Services M&A Predictions Finding opportunities in a changing industry 27

Foreword

The rise of shadow banking

Looking ahead, the sentiment is that deal volumes will
begin to increase again. Certain brokers have already
started fresh acquisition sprees. Examples include
A J Gallagher which is looking to grow its UK and
international presence. In 2011 and in 2012 it acquired
the London business of Oxygen Insurance brokers,
Acumus (Social housing), I4R and Blenheim Park
(Second/Overseas homes). CCV (a division of Towergate)
also accelerated its acquisition activity in 2011 in the UK
regional market with seven acquisitions amounting to
£22 million of gross written premium and £6.9 million
in brokerage.
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Figure 1. Regional Broker Consolidators EBITDA margins
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Future M&A drivers
We expect the level of M&A activity in the broker
market to continue to differ by broker segment of
Commercial Lines, Lloyd’s/London market and Personal
Lines.
The Commercial Lines market appears to be improving
and the Regional Broker Consolidators have now
made efficiency improvements and debt restructuring.
These internal improvements have had short-term
EBITDA margin impact for the larger Commercial Lines
brokers who saw EBITDA margins fall by two to three
points between 2008 and 2010. For the three brokers
analysed, 2011 showed EBITDA margin improvement.
Furthermore the number of small value deals conducted
by the regional consolidators has picked up in volume in
2012 and EBITDA margins are likely to improve.
What we could now see is the consolidation of the
consolidators, with one or more of the Top 4 Regional
Broker Consolidators (Towergate, Giles, Oval and Jelf)
looking to acquire a peer to make scale gains. Given
the relative size of the Top 4, continuing acquisitions at
the lower end will provide fewer opportunities to make
significant change to the overall size of the businesses.
Consolidation within the Top 4 would set a valuation
benchmark for the sector and would likely drive activity
down the chain. The key conditions which existed
between 2004 and 2007 in terms of aging ownermanaged brokers facing increasing regulatory scrutiny
are even more prevalent today and therefore will also
remain drivers of M&A activity.

Note: Towergate excluded from analysis due to lack of comparability
Source: Company accounts
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Lloyd’s long tail
Similar drivers in terms of age demographics and the increasing regulatory burden exist for brokers operating in the
Lloyd’s market, but the sector has not experienced the same recent historical level of M&A activity as the Commercial
Lines market. There are currently 192 registered Lloyd’s brokers, many of which conduct very small levels of business.
Figure 2. Lloyd’s brokers by revenue, £’000
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Approximately half of the business placed into Lloyd’s comes through the “Big Three” US brokers – Aon, Marsh and
Willis and the top 20 brokers account for c. 80% of premiums. This leaves a fifth of premium volume shared by the
remaining 170 brokers – a tail which appears unsustainable. Similar consolidation activity to that seen in the UK
Commercial Lines space seems to be the most obvious scenario.
An M&A driver unique to the Lloyd’s market is the changing landscape of the wholesale broker market. The US
market accounted for 40 per cent of Lloyd’s gross written premium in 2011 and therefore heavily influences broker
activity in the market. The US wholesale market has been through widespread consolidation and is now assessing
the London Market and participants are questioning why, as a major US wholesale broker, they are dealing with
multiple small broking players in their interaction with Lloyd’s.
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In 2011 Aon US announced its plans to consolidate the
number of London Market brokers it uses to two. Willis
went through a similar process. Other US wholesalers
have established their own distribution vehicles in
London, including the Cooper Gay Swett Crawford
merger and AMWins acquisition of THB.
Niche Personal Lines play
In the Personal Lines market recent broker acquisition
activity has focused on attractive niche brokers such
as Lark (Niche Commercial Lines and high net worth),
Allen & Allen (young drivers and high performance cars)
and Castle Cover (Over 50s). We see activity for these
types of niche assets continuing as buyers look to areas
of the market where brokers add value (and are not
undermined by PCWs) and where customer retention is
high. These assets continue to attract bidders and high
valuation multiples. In terms of larger scale acquisitions,
Ageas has been on an acquisition spree acquiring
Kwikfit and Castle Cover although other trade buyers
have been relatively quiet with Groupama seeking to
dispose of its UK broking assets.

One of the reforms likely to have the biggest impact
on brokers is the banning of referral fees. Brokers who
have relied on this ‘Other Income’ to grow will come
under pressure as the referral fee ban comes into
force in April 2013 (in the Legal Aid, Sentencing and
Punishment of Offenders Act) and as a Competition
Commission enquiry focuses on credit hire and vehicle
repair referral fees. This level of uncertainty over a key
revenue stream for many brokers is likely to impact
transaction values and this looks likely to continue for
the next 18 months to two years as brokers adapt their
business models.
In conclusion, 2013 appears to be a year for further
consolidation, primarily among Lloyd’s and London
market and UK Commercial brokers with smaller
acquisitions continuing across the market for niche
businesses who can articulate a credible investment
case.

Certain broker business models in the Personal Lines
market will come under strain with the implementation
of the Jackson Reforms. These were the outcome of
a review by Lord Justice Jackson into civil litigation
costs in 2009 for the Ministry of Justice. The aim of the
review was to propose recommendations to promote
access to justice at ‘proportionate cost’.

2013 Financial Services M&A Predictions Finding opportunities in a changing industry 30

Foreword

The growth of big data

The rise of shadow banking
Regulatory change: Driving
divestments
Continuing M&A in the Lloyd’s
market
UK Motor: M&A activity in a
changing market
Investigating life after death
Increasing M&A activity in
insurance broking
The growth of big data

Notes

Contacts

We think that enhanced analytical capabilities provide an opportunity
for insurers to improve their underwriting performance and
differentiate themselves from their peers.
Barack Obama’s 2012 presidential win presages
an anticipated revolution in UK Personal Lines
underwriting
The recent US election was the most costly in the
history of the world with each side spending more than
$1 billion on advertising alone. Voters in swing states
like Ohio, Florida and Virginia were swamped with TV
advertising and calls.
Right up to the eve of the election on 6 November
2012 professional pollsters and media pundits across
the political spectrum believed that this was an election
that was too close to call, and that it would be late
into election night before a result was known. Media
reports at the time suggested Mitt Romney was quietly
confident and decided against preparing a concession
speech in advance as is customary for candidates in
close races.
The night did not turn out as he expected. Barack Obama
won a comfortable victory and won it early, taking
332 electoral college votes versus Mitt Romney’s 206.
He won 4.5 million more votes than Mitt Romney
and won all but one of the ‘too close to call’ swing
states. This result is all the more impressive given
President Obama has presided over high unemployment
and difficult economic conditions. This usually is
advantageous to a challenger but not, it appears,
in this case.

turning to an assessment of lessons learned from the
campaign and one of the most important, which has
relevance for insurance, is why did Obama win so
convincingly?
There is, of course, no single answer to this question
and there were a number of factors that influenced the
outcome. One of the more important factors, however,
appears to have been the huge investment by the
Obama campaign in data management and analytics.
The Harvard Business Review reports on this
investment.6 The 2008 Obama team had a lot of data
but were hampered by the fragmented nature of it,
too many databases and too little co-ordination
between them. In 2012 the campaign team fixed this
problem by creating one massive database and then
hiring an analytics team five times the size of the one
used in 2008.
This team was a key element in Obama’s effort to raise
the money needed to compete in the election and to
identify likely voters and persuade them to get out and
vote for him. Among other things the team produced
field office call lists which were used by the campaign
team to call voters and persuade them to vote for
Obama. The lists, in contrast with the past, had names
that were ranked by persuadability.

Now that election fever has died down people are
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This was a huge change and allowed field offices
to be far more efficient in their targeting efforts.
Persuadability was assessed using basic data like age,
sex and race but consumer data about voters was also a
significant input into these assessments.
In addition, the campaign used insights from their
analytics team to target messages to voters and
effectively used social media to target particular voter
types. This capability was a step change from previous
elections and is widely believed to have been one of the
major contributors to Obama’s performance.
So what does this mean for insurance?
Insurance was one of the first big data industries.
For decades insurers have captured data about
customers and used it to predict the likelihood of loss
and, therefore, the prices that should be charged to
customers. The actuarial profession is in some ways akin
to the Obama analytics team. However, the techniques
and depth of analysis now being performed suggests
that insurance, long at the forefront of this field, is now
getting left behind by developments in other industries.

In that context it is legitimate for underwriters to ask
whether they should continue to operate in the UK
Personal Lines market and, if so, what the routes are to
achieving a more acceptable return on capital.
This is where it becomes critical. Most insurers today
can be characterised as data rich but insight poor.
As an industry, insurers have enormous volumes of
internal and external data available to them. However,
they are too often hampered by legacy systems and
traditional underwriting and actuarial practises that do
not maximise the value of available data.
The winners of the future in the Personal Lines market
will be those insurers who effectively integrate their
internal data with third-party external data and
use unconventional analytical techniques to better
understand the behaviours of their existing customers
and potential new customers in ways that more
conventional insurers will not be able to match. These
winners will be able to better target attractive new
customers and focus on retaining existing customers
that are likely to be profitable.

In the UK Personal Lines market, insurers have been
struggling to make an adequate return on capital.
The market, and the motor segment in particular, are
intensely competitive, driven by the emergence of price
comparison websites and new technologically-adept
intermediaries. The UK Motor Market combined ratios
have been, on the face of it, unsustainable, with the
industry as a whole making underwriting losses for the
last two decades.
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An associated question is where these third-party data
can be sourced. Insurers are already using link-ups
to third-party databases for fraud checks in an early
example of this phenomenon. Future options could
include: partnering with other retail organisations that
have significant customer databases of their own that
can be leveraged; telematics solutions that provide a
wealth of non-standard data; and social media and
advertising organisations.
Analytics has become something of a buzzword of late
but in reality there is little truly ground-breaking activity
in the industry today. The technology exists, the data
exist and there are examples of the power of analytics
making a tangible difference in other settings.
It is only a matter of time before this becomes a pervasive
feature of underwriting in the UK and 2013 may become
the key year for insurers making the investments
required to capitalise on big data. Once this occurs,
the benefits achieved by early adopters will provide
a competitive advantage, enabling them to price risk
more effectively. This is likely to enable them to grow
faster through organic means, and undertake inorganic
expansion through the acquisition of insurers who
continue to focus on traditional techniques.
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