June 2008  Vol. 28 / Issue 5

Electronic placement in London: a will, but no way

Two years after Lloyd's scrapped Kinnect and hired Richard Ward to drag it into the modern
age, electronic placement is still a dream for most market players. Verena Horne asks why
change is such a painful process for London.

Business process reform has been an agonisingly slow
journey for the London market. Nonetheless, in the last
year progress has been made in modernising some of
the antiquated back office systems that Lloyd's and the
company market laboured under. Efforts to ensure
contract certainty at inception have been a resounding
success, and take-up of the electronic claims file and
accounting and settlement systems is high.

Even so, a decade after the idea of electronic screen-
based trading was first mooted at Lloyd's, the market is
barely any closer to achieving it. Most risks in the
market are still submitted in paper form, and the details
are still thrashed out face-to-face between brokers and
underwriters on the Lloyd's trading floor.

The history of attempts to introduce electronic placement at Lloyd's is littered with failure, which
may explain why the market has shied away from the issue. The most recent effort, Kinnect,
originally known as Project Blue Mountains, ran for five years to January 2006, cost the market
about £70m ($137m) and achieved nothing.

After the Kinnect experience, the idea of e-trading in the London market was banished to the
background for a number of years by the Lloyd's management. It focused its efforts on reforming
back office functions instead. The result has been that many of the largest market stakeholders,
keen not to be left behind internationally, have pursued their own initiatives — for example, Aon has
championed RI3K, and Hiscox has developed its own e-placing hub. Added to that, several
technology providers have developed their own systems and are attempting to sell them to the
market.

Many in the market saw the appointment of Richard Ward, who led the International Petroleum
Exchange in London through its transition from face-to-face to screen-based trading, as a positive
step. But Ward has been careful not to make bold statements about a move to electronic trading,
insisting that the doors to Lime Street will never be locked to managing agents and brokers
because of the bespoke nature of the risks traded there.

Ultimately though, everyone in the market knows that a transition to electronic placing must
happen. London cannot ignore the fact it is the only big insurance and reinsurance market in the
world where paper-based trading is still the norm.



"If I look around the world, our only office that doesn't electronically place its business is London,"
says Toby Esser, CEO of broker Cooper Gay. "And we absolutely have the capability — there is
already the technology out there. Why would we all not want to do it? There is absolutely no
rational explanation for why it hasn't occurred."

London is facing more competition than ever. Bermuda is how the favoured location for start-ups,

and other cities around the world — Zurich, Dubai, Singapore and Dublin to name a few — are also

vying to become insurance and reinsurance centres. An efficient trading environment is vital if
London is to fight off its competitors.

Death by a thousand costs

For London market brokers the question of
efficiency is becoming central to their survival.
Brokers' margins are coming under increasing
pressure as it becomes clear that the role of
distribution alone can no longer support a
broking business. Brokers' business model is
changing.

"We're not broken as an industry, but we're

suffering a continual pressure on our margins

and revenue lines. The reason change is vital

is because in order to improve financial

performance we need to find a better

mousetrap — and ultimately that's a process of
reducing costs," says Rupert Swallow, head of global operations at reinsurance broker Benfield. "I
think it's absolutely vital."

Esser agrees: "Everyone's costs are killing them in this market. The trading environment is terrible
and the brokers are getting killed."

Now even Lloyd's and the cross-market Market Reform Group (MRG) — made up of Lloyd's, the
London Market Association, the International Underwriting Association (IUA) and the London
Market Brokers Committee — are talking about moving towards electronic placement.

The MRG stated in a three-year outlook that it intends to make progress towards electronic
placement by the end of 2008. It has set-up a cross-party steering committee that is responsible for
setting targets to move towards electronic placing.

Meanwhile, Lloyd's is going through a tendering process with a number of suppliers, and plans to
endorse a messaging and information system that will allow users to send messages to each other
that comply with the standards of Acord, a data standards organisation, but will also allow market
participants using other systems to continue to do so.

"Hence it wouldn't replace systems already in place," says Sue Langley, director of market
operations and North America at Lloyd's. "People using their own systems can continue to do so,
or link through us if they wish. This is aimed at those yet to make the leap. It will be a simple
solution — it won't have any functionality around it and it will just be about exchanging information.”

The first step is for initial submissions and endorsements to be sent electronically. Eventually the
intention is to get some of the simpler risks, such as fine art risks, terrorism and some types of
marine and cargo risks, placed electronically. But Langley is not looking at any specific time-frame
for this. She also emphasises that it will be a small simple pilot scheme, and if the uptake is poor or
it does not work, Lloyd's will not carry on.



"The previous initiatives have tried to do a one-size-fits-all approach and commaoditise the whole
market, and it just doesn't work because the market's not like that," says Langley. "It might be in
two years' time that one supplier has taken dominance and then we might want to add some
functionality to it, but let's not try and do anything complicated and instead try small steps."

She adds: "Rather than an amorphous or a large initiative that intends to deliver utopia one day —
which never works — you can see small steps. And with the boxes at Lloyd's so close in proximity,
the doubters will be next to people who embrace the changes, and hopefully they'll see that it
works."

Langley insists that, even once electronic trading is in place for simple, standardised risks, the
Lloyd's open-outcry trading floor will remain for complex risks where face-to-face negotiation is
deemed a necessity. And, she says, there will be no need to force market groups to take up
electronic trading because those that do not move forward with it will lose business.

"Over time, business will flow to those who are most efficient and give the best service.
Commercial reality prevails,” she says. "It's my job to make sure that does not happen, but
ultimately you can't force people to change.”

While Lloyd's and the MRG are making positive noises, they are still being very cautious about
pushing the market towards electronic trading in one go. They are championing a step-by-step
approach, where no single solution is imposed on the market, no-one is forced to take part and
timeframes are loose.

"Lloyds are now trying to allow the various stakeholders to take their own approach and maintain
the different product offerings or potential competitive advantages that each of them have," says
Andrew Murray, senior director for insurance at Fitch Ratings. "And they are also promoting greater
consistency by producing guidelines on common standards to help the different systems talk to
each other. So rather than one single framework, you've got many different platforms which can
link in and talk to each other."

Fear of change

The excessive caution is partly down to past
failure, but it is also partly down to fear of
change on the part of market participants.
Lloyd's is notoriously afraid of change.

One reason is a fear that brokers and
managing agents will be putting themselves
out of a job by bringing in electronic placement.
In the end, electronic trading will mean less
manpower is needed to place the risks.

Jonathon Palmer-Brown, deputy chairman of
Aon UK and chairman of the London Market
Brokers Committee, agrees this fear exists but
does not believe it is the fundamental problem
holding change back.

"We don't need to have thousands of people
doing things in an expensive location in
London if we can do it electronically. People do
see there is a change happening that will
require less people, but on the other hand |



think that nobody today feels they can or should stand in the way of progress on this issue," he
says. "The bigger difficulty is more around people being accustomed to working a certain way."

Swallow at Benfield believes that, for brokers, it is not about making swathes of brokers redundant
— it is about realigning the talent.

"The fundamental issue with all change is the behavioural impact, and how people are actually
going to change their behaviour to take advantage of the opportunities that technology is offering
them. What that means in our market is a move away from face-to-face broking for every risk," he
says.

"Everyone looks at it and says it's just a lot of management-speak for making people redundant.
Well it just isn't. The skills that the brokers represent in terms of their personal relationships — both
with their customers and the market — are absolutely vital. What we're saying is they need to be
realigned and focused in another direction to allow this new way of doing things to come through."

Even where it is accepted that change must happen there is confusion about how to bring it about.
New technology means making difficult changes to staffing models and changing the business
culture.

Andy Stears, operations and IT director at Lloyd's managing agent Ascot, says: "If we've got
traditional underwriters sitting at each box, and their day is effectively managed by the queue of
brokers, so their priorities are defined by that, then that's one thing. But if the same lot of
underwriters also have to take electronic submissions, how do they prioritise their day?"

Stears believes managing agents will have to develop two teams of underwriters — one to deal with
business placed electronically, and one to deal with complex risks that are still traded face-to-face.
This takes time, money and effort.

The other fundamental problem with change in the London market is the wide variety of
stakeholders it comprises — Lloyd's syndicates, brokers and the companies market too. They do not
always see eye-to-eye on how change should happen.

Steven Riley, chairman of the IUA, which represents the company market in London, says
commissioning new systems to deliver state-of-the-art business operations for a market like
London is an extremely complicated task.

"One of the things we have all wrestled with here is designing things by committee and managing
that process. Particularly the project management of these things is prone to the sort of problems
you get with all large projects — too much scope, delivering a product that doesn't meet the
expectations of enough of its constituents, and cost overrun," he says. "It is sometimes very difficult
to reconcile competing needs."

Riley adds that coming up with a one-size-fits-all solution is dangerous in a market where there are
such competing needs. "In a market like this, you will tend to get resistance to engaging in too
much blue-sky thinking, because the stakeholders have different ideas of what their blue skies are,"
he says.

With stakeholders unable to reconcile their interests, the will to impose one solution on the market
is not there for now. Unfortunately, the present situation where there are multiple electronic trading
solutions endorsed by multiple stakeholders just seems to create confusion.

"With no central solution, confusion can be created, and some people in the market are very
nervous about making the wrong choice and investing in something that then changes," says
Langley.



By endorsing a messaging system, Lloyd's could go some way towards addressing that problem —
but this is unlikely because it is not going to mandate use of the system.

Stears at Ascot thinks Lloyd's let the opportunity to get everyone using one system slip through its
fingers.

"You cannot get 100 different businesses to trade on a single platform, I'm afraid, unless you made
it mandatory. It would've been a brave move — the only way of making Kinnect work — and | think
they could've done it," he says. "But now we're in a situation with five or six systems that we're
using, which could springboard into between 10 and 20 systems that are going to be a nightmare to
manage."

Stears illustrates the problems for syndicates. "If our underwriters are having to log onto 10
different systems in a morning, there must be a way of getting some technology to help us with
that. It's a bit of a pain, but we are here to underwrite rather than trail-blaze technology. | would like
to see a common core platform that everyone trades on, but | don't think it's going to happen,” he
says.

He believes those companies that have invested in their own trading systems are going to be
extremely reluctant to write-off their investment and move to a common platform. Stears says that
he would rather use simple Acord-standard emails sent through outlook, rather than risk getting it
wrong.

"We don't want to invest in cutting-edge technology that's not going to be used by anybody. It's a
bit of a chicken and egg situation, I'm afraid," he says. "It would be good if Lloyd's could persuade
all the brokers to buy into one platform, but | don't think you'll ever get brokers to see eye-to-eye."

Palmer-Brown at Aon agrees that one solution would be preferable, but says the lack of one should
not hold back progress. "One wants to eventually break the stalemate around the choice of solution
and so on, but there's no harm in moving forward in a direction around the use of the Acord
standards that we have. If we all have certain standards and are able to connect with each other,
then you don't have to have the same piece of kit do you?"

The real question is why Lloyd's and the London market have been left behind while other financial
exchanges have successfully managed the transition to electronic trading. The main argument —
that the complex and bespoke risks do not lend themselves to electronic trading — only holds true
for a portion of the market's business. Plenty of simpler risks could be standardised and traded
electronically.

Swallow at Benfield believes it is partly a question of self-interest. Market players have made a
profitable business out of the market as it works now and so have had no incentive to change. But
he also believes there has been no outside pressure to do so.

"There haven't been third-party forces that have put the insurance platform on fire, whereas in the

London stock exchange, for example, you had the big bang. It was either change and assimilate

new technology or go out of business," he says. "Is there an opportunity for a leader to drive that
fundamental change? Well, not until it is a
really in the practitioners' interest to do that."

Shiny visions

A big bang in the London insurance market is
unlikely, so a step-by-step approach appears
the only solution. For change to be pushed
through in a market with diverse stakeholders,
all involved need to see a material benefit to



their business in that change. Interests need to be aligned.

That moment may have arrived for London market brokers. The forces putting brokers under
pressure — whether from macroeconomic pressure, cyclical pressure or competition from the
convergence of the insurance industry with the capital markets — means they have to change.

"I'm hopeful that the alignment of interest might come from the fact that the brokers are all
struggling, and everyone is recognising that we operate in a market where we need to do
something about the way that we trade and the efficiencies of how we trade," says Esser at Cooper
Gay.

Some believe a strong business vision needs to be presented to the market. The will for change
appears to be there, but no-one seems to know how to encourage market participants to invest in
and move forward with that change.

Langley at Lloyd's does not believe a business vision is necessary for Lloyd's, as long as there are
objectives.

"I'm not a great fan of fantastic shiny visions. I'm a fan of objectives, such as: 'We want to make
this market in terms of efficiency and costs at least equal to any other market.' | think people
sometimes use this idea that we don't understand the vision as an excuse not to change. It's a fear
of the unknown," she says.

Others believe a vision and leadership is vital to progress with electronic placing, even if they
recognise the difficulties inherent in that.

"If you're trying to drive fundamental change you need to be in a position where you can show
people where you're going, why you're going there and how you're going to get there," says
Swallow at Benfield. "But what we are experiencing is that it's hard to come up with a vision of the
future, get all your stakeholders behind you and then be in a position to vocalise that and really
lead it."

He adds: "Would the progress be faster, would the impact be greater if somebody were able to
create that fundamental change? Yes, absolutely."

The question of leadership is important. Most viewed the appointment of Richard Ward as a step in
the right direction, and hoped he would force the market to modernise. But Ward and the Lloyd's
management seem unwilling to rock the boat for now.

Some hope that the MRG, which represents a broad group of stakeholders and has a dedicated
team working on market reform, will be able to push change. Palmer-Brown at Aon and the London
Market Brokers Committee is one of those.

"It is the agenda and the purpose going forward of the MRG to identify future strategy and not just
for next week," he says. "A lot of people have done a lot of very good work to take it from nowhere
to where it is today, but it now needs to move on again. We've got a good relationship between the
companies, syndicates, the franchisor, and the brokers all accepting that the vision needs to be
brought forward and moved on with."

It has taken great effort for the London market to push through the back office changes of the past
year. It is going to be much more difficult to move to electronic placement, even for simpler risks.

Stears at Ascot is cynical about change happening as quickly as most would like. "It's changing
now, but it's not going to be utopia for us for many, many years. Until someone takes the bull by the
horns and comes up with something all of us can buy into, things are just going to bumble along as
they have been."



