Interview with José Sanchez Crespo
General Manager of AM Best Europe Ltd.

«The driving force behind a company is its
quality»

AM Best’s purpose has
not changed since it was
set up in 1899 in the USA.
It is today the only rating
agency exclusively
specialised in offering
insurance industry
information and ratings.
In order to do this, in
addition to its home
country, it has a presence
in Canada, Hong Kong,
and, for the last five
years, in London, which
is its base for the
European market. José
Sanchez Crespo heads
the team in charge of
setting ratings for
European companies,
and in this interview
explains his work and
the way he sees the
marRket.

Question: The financial
rating awarded by rating
agencies is becoming increa-
singly important, but what is
a rating? How and where do
these types of services arise?
What differences are there
between AM Best and other
agencies like Moody’s, Stan-
dard & Poor’s or IBCA?

Answer: A rating is an opinion
on a company'’s credit profile,
not a product. It is an element of
analysis. With regard to the his-
tory of rating agencies, they we-
re all formed many years ago in
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the United States and were asso-
ciated with a certain sector in or-
der to compile information, but
with the years, and for commer-
cial or economic reasons, they
then moved on to specialise in
credit analysis of the various
sectors. When required, the in-
formation that has been obtai-
ned serves as the basis on which
to give an opinion on the finan-
cial status of the companies. It is
not necessary for the rating to be
published, but in the North Ame-
rican market the whole world
revolves around ratings and

many companies even have va-
rious of them.

Each company has its own
criteria for maRing assessments.
We are different because of our
specialisation. We are the only
rating agency specialised in one
single sector and have been true
to our roots since 1899. This spe-
cialisation in the insurance sec-
tor for more than a hundred ye-
ars has brought us to the posi-
tion where now we have around
700 professionals exclusively de-
dicated to the insurance in-
dustry, this gives us the advanta-
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ge of having extremely reliable
information available, above all
in the North American market
where AM Best is the leading
company in the sector. Another
important distinguishing aspect
is that we are one of the few ra-
ting agencies to continue in pri-
vate hands. This trueness to our
roots, and the fact that there are
no commercial pressures means
that our ratings continue to be
“an independent opinion”.

Q: What is AM Best’s wor-
Ring process in order to arri-
ve at a rating?

A: Principally, it is important
to form an opinion as to a com-
pany’s capacity to meet its liabi-
lities. The rating should be mar-
Ret-orientated and determine
where the companies are and
where they are going. In order to
do this we base our opinions on
various analyses which might be
defined as a study of the market
profile and product distribution;
a study of economic profitabi-
lity, differentiating between
technical profitability and total
profitability; a study of financial
strength, encompassing capital,
reserves, investments etc. In
summary, we analyse various
aspects, both qualitative and
quantitative, and we try to un-
derstand the quality of the com-
pany's management team and
the viability of its strategy, which
in the end is the company’s dri-
ving force.

Nobody wants to be need-
lessly evaluated. In the case of
Europe, the ratings tend to be
led by reinsurance and these
are followed by insurers un-
derwriting large risks. Risk ma-
nagers and broRers want to
know whom they are working
with.

Q: With regard to solvency,
what differences would you
make between the European
and the North American
markets?

A: We should talk about a glo-
bal market in reinsurance and
insurance - even more so in the
case of reinsurance - which uses
similar parameters on both sides
of the Atlantic. From my point of
view, Europe is managing to de-
velop on its own, and a very im-

portant role in this will be taken
by the Basle agreements applied
to insurance, which have beco-
me known as solvency II, which
are based on the concept of ba-
sic risk capital, or, in other
words, on how much capital is
needed with respect to the risk
(assets, underwriting, invest-
ments, management, etc) which
has been accepted by the com-
pany. This new viewpoint will
mobilise the whole industry, sti-
mulating insurers to maintain
assets that are appropriate to
their activities. Until now one of
the advantages of the North
American market was the ho-
mogeneity of the accounting
norms. The coming into force
however of international ac-
counting guidelines, NIC-IAS,
will contribute to greater homo-
genisation and, in a few years,
the market will be even more
globalised. There can evidently
not be total homogenisation be-
cause characteristics relating to
each culture must be taken into
account. There will be certain
decisive elements, such as mor-
tality rates for life insurance,
which will be different for each
country depending on various
factors such as education, diet,
cultural habits, etc. Homogenous
accounting norms will be achie-
ved in Europe in the same way
that today there is a common
currency. All this will contribute
to the fact that the European
market will take a more impor-
tant role.

Q: Risks are changing, but
so is society’s perception of
risk. Nowadays people are
aware that in addition to pro-
perty risks, financial risks
can lead to drastic changes in
their lives. How do you see
this situation?

A: This is a very important
matter, because society is fa-
cing the appearance of new
risks and those that are conside-
red traditional are changing in
magnitude, with technology,
with liabilities with respect to
the activities of people or com-
panies. There is a greater awa-
reness of risks and prevention.
There is no doubt however that
not all countries are faced with
the same risks, or at least they

do not do it with the same prio-
rity. A clear example of this
would be the approach taken
with regard to the prevention of
some catastrophic risks, since
the probability of hurricanes or
earthquakes is very different
depending on the country. The-
re is a need to protect assets.

Q: What role do the capi-
tal markets play?

A: The financial markets have
been around for years, and ad-
vanced societies have learnt to
use them in order to raise finan-
cing. The technical advances of
the two last decades have been
very great, and this has needed a
large capital investment. The
more advanced insurers are
now turning to these markets to
transfer capital.

Q: With the incursion of
reinsurance in the capital
markets through the applica-
tion of ART (alternative risk
transfer) formulas, could it
not be that the very essence
of a function is being Iost a
little since, with slight chan-
ges, it could also be carried
out by other financial pla-
yers?

A: The business which reinsu-
rance carries out helps to sup-
port and understand the risk
better on other economic and
financial levels. Advice that is
given for achieving an opti-
mum protection, including the
use of ART types of instru-
ments, is a complementary ser-
vice. A few years ago there was
a soft market where the rates
were far below what was tech-
nically prudent, below what
should have been charged in
order for the underwriting to be
technically profitable. In this
environment, the use of alter-
native solutions to transfer risks
(ART) was not attractive from
an economic point of view sin-
ce there was such a high level of
competition that reinsurers of-
fered extremely low prices in
order to attract business. But
with the natural market con-
centration and raising of rates
ART products begin to be at-
tractive. It will be interesting to
see the full extent of these ini-
tiatives taken by reinsurers,




brokers or even investment
banks.

Q: How are these services
being offered by rating agen-
cies in Latin America develo-
ping and what rating is given
to this market?

A: Submitting to an interacti-
ve rating is today a voluntary
process. The companies that
call us in are those that have a
relatively stable situation. AM
Best has assigned ratings to so-
me ten companies in Latin
American and has information
available on 95% of the compa-
nies that operate in this market.
An overall rating of the Latin
American markets would howe-
ver give a slightly distorted vi-
sion of reality, because it would
be necessary for the majority of
companies to submit themsel-
ves to rating in order to obtain
an idea of the sector’s solvency.
It should be remembered that
the rating does not only measu-
re solvency but also other quali-
ties, because then the compa-
nies must grow, in other words

you may have solvency but the
company may still stagnate. The
rating should establish present
and future solvency, where they
are going. With regard to this, 1
should remind you that the de-
velopment of insurance busi-
ness develops hand-in-hand
with a country’s economy.

Q: AM Best has its base for
European operations in Lon-
don, what is the status of
this market which some pro-
fessionals are beginning to
compare with the Bermuda
market?

A: There is a great disparity in
opinions. For example the pro-
blems that Lloyd’s has been faced
with have given rise to a number
of throwaway comments that
have tarred the whole market.
But Lloyds is a market in itself,
and as such has an effect on the
London market. Lloyds conti-
nues to be a point of reference
for the insurance industry and is,
in addition to this, carrying out
far-reaching reforms, above all
to guarantee its flexibility and ca-

pacity with regard to the future.
The interactive rating for the
Lloyds market is A-, and nine
months ago we launched a met-
hodology to interactively analy-
se the syndicates. There are alre-
ady approximately 10 that subs-
cribe to our services.

Q: How would you assess
the consequences of the
WTC loss of September 11,
2001?

A: This subject has been writ-
ten and talked about a lot. The
losses associated with the WTC
attacks have supposed enor-
mous outflows of capital, the
exact extent of which will still ta-
Re some time to be known. But
new capital has also arrived, ap-
proximately USD 11 billion (EUR
11.26 billion) has entered the
Bermuda market, of this USD 9.6
billion (EUR 9.83 billion) has fi-
nanced new companies without
a past history or liabilities. All this
means new capacity. The fact
that the market is able to conti-
nue attracting capital is good
news. ]




