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Understanding the growth
and risks of HMO’s
There is an increasing trend for landlords choosing to grow their residential property
portfolios by taking on HMOs (House of Multiple Occupation) rather than traditional lets.
Britain has seen growth in the last 10 years within the HMO market, and while it has been
addressed in the Housing Act (2004), more rigour needs to be put in place in regards
to the definition of a HMO, how the asset is valued and the licensing and planning
requirements for the different types of this asset class.
A landlord survey last year by a mortgage provider revealed that
around 40% of landlords are planning to offload terraced properties
from their portfolios, while only eight per cent of HMO landlords
are planning to sell. Meanwhile, over 20% of landlords are seeking
to add an HMO to their property portfolio. It’s not difficult to
understand why they are considering this option. HMO properties
generate a higher yield. In April-June 2019, an average HMO yield
was 6.3%, as opposed to the market average of 5.5%. The highest
average yields among landlords was reported in the North West
at 5.9%, with cities such as Manchester, Liverpool, Preston and
Bolton offering great returns at relatively lower price points than the
pricier south of the country. Manchester’s various universities alone
reportedly have 140,000 students in attendance, most of whom
have accommodation needs to be catered for.
A step into the HMO sector is seen by many as a way of bringing
balance to their portfolios. These properties are more timeconsuming to manage because there are minimum room size rules
and licensing requirements to attend to and lots of elements come
into play. That said, generally speaking, HMO properties are easy
and inexpensive to fill with a ready market from a mix of students,
trainee professionals and young people with job mobility all of
whom want city living. But it is important to note not all landlords
and tenants or geographies are the same. An HMO filled with young
professionals in zone three in London or the centre of Liverpool is a
completely different prospect from an HMO in Dover. This not only
makes a difference to returns it also affects tenant expectations.
What we can absolutely guarantee is that legislative and regulatory
scrutiny will follow any tenant detriment. The rise in popularity of
HMOs means our industry needs to be mindful of. It is a common
misconception that the private rented sector is not regulated.
It is in fact heavily regulated and the licensing requirements for
HMOs, in particular, are ever increasing. Whether it be obtaining
extra licensing, implementing proper safety measures, maintaining
communal areas or preventing property overcrowding, HMOs need
to be compliant with legal standards to avoid costly consequences
and, in larger businesses, reputational downfall. There are many
apocryphal stories of landlords who have bought a single unit buy-tolet house and as the valuer departs he notes a transit van containing
four bed frames which will be put in upon his departure.
Not every property can work as an HMO, so the number of suitable
properties in an area might be limited compared to single lets. Capital
growth can sometimes be lower, as when a property has been
converted into an HMO the resale market consists almost exclusively
of specialised landlords. Finally, the up-front costs of an HMO start-up
can be higher than traditional buy-to-lets, as the property often needs
refurbishment. HMOs can therefore be more complicated to manage
and some landlords find it harder to raise finance.

The challenge is with little guidance in this area, lenders are
approving landlords and houses that are potentially questionable in
their quality. There is a risk that without proper guidance there will
be a continued drop in quality and that will further increase the risk
to lenders.
The solution then is the use of external data where it is available
and perhaps intermittent visits to ensure paperwork and the on the
ground reality are not at odds with one another. If dilapidation risk
or tenant detriment are a possibility a physical inspection every five
years might be prudent and specific conditions for lending should
be attached. Landlords that let HMOs have additional expectations
to fulfil. It is not unreasonable that the funders of these properties
should have expectations and obligations too.

The responsibilies of an HMO landlord
A property with less than four tenants, forming more than one
household and sharing communal facilities such as the toilet,
bathroom or kitchen is considered an HMO. A property with at
least five tenants living there, forming more than one household, is
considered a large HMO. A household is defined as either a single
person or members of a family (eg a married couple, relatives or
half-relatives, step-parents and step-children) who live together.
A HMO landlord is obliged by law to ensure the welfare of their
tenants by implementing the following:
• A fire risk assessment should establish clear, accessible escape
routes and install fire safety equipment such as smoke alarms
and fire extinguishers with proper documentation of all fire safety
procedures.
• An annual gas safety check is required and electrical systems
should be checked at least once every five years with proper
documentation for new tenants before they move in or within
28 days of the check.
• Communal areas and facilities should remain in good condition
with routine maintenance. This includes any shared gardens and
other structures belonging to the HMO.
• A routine Legionella risk assessment is required to maintain safe
water supply and drainage system.
• The local council should complete a Housing Health and Safety
Rating System (HHSRS) risk assessment on the HMO within five
years of the licence application. Any remedial work completed in a
timely manner.

Welcome
• Landlords must provide tenants with their full name and address
or those of the letting agent, the property’s energy performance
certificate and the government’s ‘How to Rent’ guide. Also,
prominently display your name, address and telephone number
within the property.
• Avoid overcrowding concerns – Especially when renting
out HMOs, the risk of overcrowding can become a costly
compliance issue. Facilities should be suitable for the amount
of people living at the property. ‘The Licensing of Houses in
Multiple Occupation (Prescribed Description) (England) Order
2018’ enforces the following requirements:
– 	Sleeping accommodation for persons over the age
of 10 years must have a floor area of at least 6.5
square metres.
– 	Sleeping accommodations for persons under the age
of 10 years must have a floor area of at least 4.64
square metres.
– 	Landlords must inform their local authority if their HMO
properties possess any rooms with a floor area of less than
4.64 square metres. These rooms cannot be used
as bedrooms.
– 	Any single room used as a bedroom for two people over
the age of 10 years must have a floor area of at least
10.22 metres.
– 	When calculating the floor area of a room, any part of the
room where the height of the ceiling is less than 1.5 metres
cannot be considered in the final measurement.
– 	Tenants must not exceed the maximum number of people
permitted to use a single room for the purpose of sleeping
accommodations.
– 	Rooms that are used for sleeping accommodations may
not be used for other purposes.
– 	Tenants must have suitable space to store rubbish outside
of their rented home, as well as suitable washing and
cooking facilities for the number of tenants.
• Report any changes – local councils should know of any
major property changes to an HMO or if the tenants make any
changes (e.g such as have a child).

Welcome to Perspective. It’s impossible to escape the
impact of climate change. If it is not the events themselves
globally and locally that command our attention then it is
our collective and policy responses that grab the headlines.
The PRA has asked lenders to feedback how they intend to
manage the impact of climate change on their portfolios.
This is a complex task and requires an understanding of
the impact, its probability and any potential change to a
property’s value as a result. The data sources are many
but, as we demonstrated with our New Build proposition,
we have a track record of delivering the right advice at
the right time. Climate change is no exception. We are
already delivering digital valuations (we expect to conduct
over 50,000 of these this year alone) to reduce our clients’
carbon footprint but there is much more we are doing. As
ever if you want to know more get in touch.
Professional Indemnity Insurance is a pressing problem
for many working in construction, architecture as well as
survey and valuation services. The many years of a soft
market has meant a correction was overdue and this has
come from a thematic review from Lloyds conducted a
couple of years ago that has now truly filtered into the
market. We have seen suppliers withdraw from the market,
increase premiums, and turn to more ingenious ways of
underwriting risk by pooling insurers. However, there is
a real concern there is more pain to come as more issues
such as cladding come to the fore.
Later life lending is under the regulatory spotlight. We look
at the issues and consider the conduct risks facing lenders
and finally we consider the ‘data lake’ that can inform
our risk management decisions but also recognise the
importance of the ‘human element’ when considering
the unknown.
As ever, thank you for reading. We believe it’s crucial you
have the right information, guidance and support and if
anything in this edition gives you cause to want to speak
further then please get in touch.

Thank you

Kevin Webb
Managing Director
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The impact of global climate change
on the UK lending landscape
The global impact of climate change has rarely been more visible.
From wild-fires, extinct glaciers, the loss of sea ice, accelerated sea
level rise and longer, to more intense heat waves, many of the effects
that scientists had predicted are now occurring. But how do such
global catastrophes impact upon lending risk at a local level?
The lack of strategic information on how climate
change will affect the financial services industry
prompted the Prudential Regulation Authority (PRA)
and the Bank of England to set out their expectations
of responses and responsibilities for financial
institutions in April last year. This culminated in the
published policy statement, “Enhancing banks’ and
insurers’ approaches to managing the financial risks
from climate change – PS11/19”.
So, are we any further down the road? And, if not,
what steps ought lenders to be considering?

When it rains, it pours!
Meteorological sources such as the Met Office’s
UKCP18 uses climate science to provide updated
observations and climate change projections out to
2100 in the UK and globally. This project builds upon
UKCP09 to provide the most up-to-date assessment
of how our climate may change over the 21st century.
It points to drier summers, and warmer, wetter
winters; both of which are prime ingredients for
increased risk of subsidence and flooding respectively.
Rising sea-levels and increased storm surges will
undoubtedly increase the rate of coastal erosion.
Wetter winters with more concentrated rainfall events
will increase the likelihood of flooding. According to
the Environment Agency, around 5.2 million properties
in England are currently considered at risk of flooding,
with remedial repairs typically costing between
£20,000 and £45,000. All forms of flooding, from
storm surge, river, pluvial and rising groundwater are
set to increase in the coming years.
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In terms of our building history, many of the UK’s
large towns and cities grew up around bodies of
water, which facilitated trade and transport. As
settlements expanded, housebuilding began to
spread to available land on floodplains, which
previously had served as natural barriers when
rivers burst their banks.
We know flooding impacts property value in particular
when it is flooded for the first time. But if it was built
post 2009 and is not eligible for Flood Re (or it is not
occupied by the owner and the flood risk has greatly
increased), then the property may not be insurable,
which will again reduce the property value.
There have been numerous high-profile flooding
incidents across the UK in recent years with South
Yorkshire and the East Midlands particularly badly hit
in 2019. The ABI reported that insurance payouts to
people hit by the recent floods in Yorkshire and the
Midlands are expected to reach £110 million. So far
just over 4,000 flood claims have been received, of
which 2,250 relate to flooded homes and businesses
and 1,788 for damaged vehicles. While incidents
like these are generally caused by heavy rainfall and
making the headline news, there are numerous
smaller flooding incidents that aren’t widely
reported and occur due to localised rainfall or
groundwater swell.

Last year a large-scale study published in the journal
‘Nature’ analysed data from thousands of locations
across Europe and found flood events are becoming
increasingly severe in the north-west – including
the UK – but are decreasing in severity in the south
and east of the continent. The Vienna University
of Technology’s research involved institutions in 24
European countries including the University of Bath
and University of Liverpool. Researchers analysed
records from 3,738 river flood measurement stations
across Europe over five decades. Northern England
and southern Scotland have seen an increase in
flooding of more than 11%, while the study observed
a 23% decrease in Russia. The UK has seen a pattern
of severe flooding over the past 10 years which the
Environment Agency says is linked to an increase in
extreme weather events.
Sir James Bevan, chief executive of the Environment
Agency since 2015, said of the findings, “To
prepare for this risk, as a nation we need to move
from a strategy of protection and building higher
flood defences to improving the resilience of our
communities and our infrastructure… Our new flood
strategy … includes a record £2.6 billion investment
we are making now to protect 300,000 homes from
flooding and coastal erosion.”
This move from ‘defence’ to ‘resilience’ illustrates
policy makers’ dilemma. How much can government
spend in anticipation of the problem but, by cutting its
own cloth, it puts the risk squarely in the hands of the
private sector.

Coastal erosion is also a feature of the Met Office’s
UKCP18 report and suggests that an increase in storm
surge and rising sea levels will increase the rates
of erosion in coastal areas. This may affect not only
properties located close to the shoreline itself but
also buildings located in tidal river basins away from
the coast. In areas which are already susceptible to
coastal erosion, climate change will increase the rate
at which the cliff edge retreats. Swathes of land of
the East Anglian shoreline have vanished into the sea
over the last two decades. In 2013 three houses in the
seaside village of Hemsby in Norfolk, fell into the sea
and others were badly damaged by storms. In 2018,
five properties in the same village were demolished
because of severe coastal erosion, and many are still
at risk after strong winds and high tides claimed six
metres of cliff in two days. But no area of the British
coast is immune. Earlier this month a huge crack
opened in a cliff on the coast at Hornsea, Yorkshire,
just metres from holiday homes. The climate change
committee warned that building defences was
unaffordable for a third of the country’s coast. Instead,
discussions about ‘hard choices’ must be started with
communities that will have to move inland, it said.

Exceptional summers
Of course, flooding is only one part of the equation.
Hotter, drier summers will increase the potential
for subsidence, particularly on shrink-swell clay.
Thousands of homes are affected every year and
consequently lose up to 20% of the property resale
value. Older homes built with shallower foundations
can be particularly at risk, but that doesn’t mean that
newer properties are immune.
The dry summer of 2018 caused exceptional
subsidence losses for insurers. In December 2018
the ABI reported that the figures for July, August and
September 2018 were the highest for subsidence
claims since the record-breaking heatwaves of 2003
and 2006. Claims jumped from around 2,500 with a
value of £14 million in the second quarter to around
10,000 with a value of £64 million in the third quarter.
Although 2019 figures have yet to be released, many
of these 2018 subsidence claims will still be subject
to ongoing investigations and repairs, and new claims
will continue to have been reported throughout 2019.
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Ground stability presents itself as an increasing risk
factor that lenders should be aware of using available
data to provide a precise picture of the land’s geology,
and proximity of large trees. Cranfield University’s
UK soil map is one resource that helps avoid costly
reputational and financial damage by identifying
environmental risks, which makes it easier for even
non-soil scientists to understand soil risks
and resources.

Political weather fronts
Of course, one other very real risk is not from the
natural environment but from our political system.
The UK’s commitment to reduce greenhouse gas
emissions to net zero by 2050 is clearly laudable,
but the challenges ahead are immense. How can
the nation build houses and deliver affordable net
zero housing?
Alterations in public policy to address carbon emissions
or increase energy efficiency can come with relatively
little warning. If the government progresses any
changes relating to the energy efficiency of properties
– requiring homeowners to upgrade F and G rated
properties with expensive remediation work – this
could create a negative effect on property values
with low-rated homes becoming blighted by their
ratings. This is a serious risk to current portfolios.
Understanding not just what a property is made of but
what improvements may have affected or decreased
its value in energy efficiency ( not to mention issues
of older and newer materials under increasing heat
stress) is a huge undertaking – one that we, for
example, understand.
Well-designed and constructed housing is also critical
in mitigating the risks that climate change poses in
the UK. Studies have shown that in the UK we tend to
spend about 90% - 95% of our time indoors and that
about 66% of that indoor time is at home. New builds
will have to be designed and built of materials that
can withstand the effects of climate change – keeping
owners cooler in warmer weather and dryer and safer
in extreme wet weather, free of subsidence risk. They
will incorporate a range of new technologies to reduce
their energy use, and to cut the energy needed to build
them, including the embodied energy in the materials
they contain.
Finally, the law of unintended consequences has
shown the issue that arrives first is often the one that
we least expect. Many in the insurance world are
waiting to see how global insurers react to the events
in Australia and elsewhere. Insurance is ultimately a
global market and if the UK and other less affected
markets have to subsidise the pay-outs in other areas
already affected by climactic events, this may affect
domestic markets. If buildings insurance were to
increase to unaffordable levels, this would greatly
affect lending decisions for more borrowers. In short,
people, data and systems are required to better
understand the feedback loops and interconnectivity
between insurability and mortgageability.
Lenders need to be better prepared as climate change
is happening right now and will inevitably change our
national and lending landscape. Any risk to lending
should be understood in terms of the probability of any
impact as well as the impact itself.

What is Legal & General
Surveying Services doing to
help lenders?
Driven by a need for greater efficiency and
evolving consumer expectations, our mortgage
valuation business has leapt forward in realising
the benefits of technology, and how it can
streamline, safeguard and ultimately improve our
clients’ valuation process. In today’s environment,
with the rise of intelligent rules-based risk
modelling and the use of complex data models
to support them, digital valuations are a significant
part of most of our lenders’ valuation business.
These fulfil a financial and economic brief but
now lenders are aware of their positive impact for
reducing carbon in their businesses. We expect
this year to conduct over 50,000 digital valuations
saving many thousands of road miles per annum
with the associated reduction in emissions.
But we are planning much more. This year will
see the launch of a series of Climate Change
Summits. If you are interested in attending
these sessions please get in touch with
paula.matthews@lgsurvey.co.uk

New Homes in flood zones
With the UK in the grips of a housing shortage, the
government has promised to build 300,000 more homes a
year by the mid-2020s. But targets given to authorities fail
to take into account local flood risk and are instead based
on factors including expected demand and recent
construction rates.

according to local planning documents analysed by the
FT. In Doncaster, where the town of Fishlake flooded in
November, about 6,000 new homes are intended in and
around flood zones, and in Cambridgeshire, the Fenland
district council is planning a new garden town of up to
12,000 homes in and around a flood zone.

Thousands of new homes are to be built in areas of England
at high risk of flooding, as local authorities struggle to
balance housing targets with a dearth of suitable land and
the growing threat from climate change. The 10 English
authorities with the highest number of homes already
at serious flood risk plan to build a total of about 35,000
homes in what the government considers “high-risk”
areas – defined as having a 1 per cent or greater chance of
flooding in any year – and more in lower-risk flood zones,

Despite increasing warnings from scientists, the proportion
of new homes built in areas at high risk of flooding has risen
dramatically this decade, up from 7 per cent in 2013-14 to
11 per cent in 2016-17, according to government figures.

Getting down and dirty with soil types
Understanding soil data is an important part of analysing risk
exposure. One of the most common soil types susceptible
to subsidence is clay which is made up of approximately
1/3 water. The level of moisture in the ground can cause
clay soils to shrink, crack and shift during the summer heat.
There are more than 700 different soil types in England and
Wales alone, and each reacts to weather and stresses in
different ways.
• There are three types of clay in the UK, classified by
their ‘plasticity’ (or how much they can change volume
because of their water content):
• Clays with the highest plasticity (and so the highest
risk) are generally found in the South East of England,
stretching up through the East Midlands to the Humber in
the North and down to Bath in the West.

• Medium plasticity clays are found in the rest of the
South East, across the Midlands and up beyond the
Humber Estuary towards the North East. There are also
some isolated areas in the North West of England near
the coast.
• The rest of England and Wales are generally low plasticity
clays - but they still carry some risk.
• Seasonal changes affect clay soils - causing them to swell
in winter and shrink in summer. That’s why there are
minimum foundation depths for each type of clay. Strip,
trench fill or pad foundations must be cast at a minimum
of 750mm in low plasticity clays, 900mm in medium, and
1000mm in the highest risk areas.

A change in the weather
Measurements show that the average temperature at
the Earth’s surface has risen by about 1°C since the preindustrial period. 17 of the 18 warmest years on record have
occurred in the 21st century and each of the last 3 decades
have been hotter than the previous one. This change
in temperature hasn’t been the same everywhere; the
increase has been greater over land than over the oceans
and has been particularly fast in the Arctic.

The UK is already affected by rising temperatures. The most
recent decade (2008-2017) has been on average 0.8 °C
warmer than the 1961-1990 average. All ten of the warmest
years in the UK have occurred since 1990 with the nine
warmest occurring since 2002.
Although it is clear that the climate is warming in the longterm, note that temperatures aren’t expected to rise every
single year. Natural fluctuations will still cause unusually
cold years and seasons.
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More choice required for
later-life homeowners
In 2019, the number of households in the UK grew by 249,000 from the previous year
to 27.8 million, a rise that the Office for National Statistics called statistically significant.
There wasn’t one single factor driving this, but notable was the fact
that the number of people living alone has increased by a fifth over
the past 20 years, from 6.8 million in 1999 to 8.2 million in 2019.
The majority of this uplift was driven by the growth in the numbers
of men living alone, predominantly aged 45 to 64 years.
At the same time, analysis from the ONS also showed that while,
overall, the proportion of the population who are divorced has
remained broadly the same over time, the age profile of the divorced
population has also shifted since 2008. (GRAPH attached)
A smaller share of people under the age of 55 years were divorced
in 2018 while the share of the divorced population has risen for
those aged 55 years and over. This could be partly because of
people increasingly getting married later in life. Despite the rise in
the proportion of the divorced population who were aged 70 years
and over in 2018, the rise of the size of the married population who
are 70 years and over has been greater.
This has implications not just for how we plan for the types of new
homes built in this country – there is clearly a need for many more
one and two-person homes than are currently being built. But it also
highlights an emerging risk consideration for those in the mortgage
and later life lending markets.
Much later life lending is done based on the assumption that there
are two co-habitees. The slow initial take-up of retirement interestonly mortgages has broadly been put down to the fact that the
affordability underwriting just does not stack when assessed on a
sole survivor basis. At the moment, that is fuelling a significant rise
in the number of lifetime mortgages provided.
According to figures collated by the Equity Release Council, over
33,000 new customers accessed their property wealth via equity
release in the first three quarters of 2019, exceeding the total
number of new plans agreed in any full year from 1991 to 2016.
So swift has the growth of the market, which is up from around
£1billion five or six years ago to over £4billion today, been that it
emerged in mid-December that the Financial Conduct Authority has
been liaising with firms to give it a better understanding of what is
driving such rapid growth in the number of homeowners drawing
money from their homes.
That the regulator is supervising the standards of advice,
underwriting and regulation in the later life lending market closely
must be welcomed. It should also prompt the industry to remember
that we must be constantly reviewing our own processes and the
assumptions that we make when underwriting deals like this.
The demographic shifts outlined above have clear implications for
affordability on later life lending where repayments are made rather
than rolled up into the capital balance. They also have an effect on
the risk associated with the security that underlies the loan.

At the moment, equity release providers typically instruct a valuation
of the property when the lifetime mortgage application is submitted
for approval and then again when the property is sold on the death
or move into full-time care of the remaining householder.
While usually the interim period is around seven years, there is
scope for it to be much longer, particularly, as is likely, homeowners
with insufficient pension savings and income tap into the equity in
their homes to support their later years much earlier in their much
longer lives.
Without regular valuations (and the implicit remedial works that
result from these inspections) there is an increasing risk of property
dilapidation. This not only presents the immediately obvious cost
consideration for providers, who also foot the bill for no negative
equity guarantees and inheritance guarantees. There is also the very
real and ethical consideration for the borrower living in the property.
There are providers in the market that have offered (and perhaps
still do) development loans to upgrade properties at the start of the
lifetime mortgage period in order to mitigate this security risk. This
can have huge financial implications for borrowers, who will be
charged compound interest on both the development loan and the
lifetime loan.
There are big ethical questions that need to be asked if we are to
serve the increasing number of older homeowners who deserve to
have a choice about how they access and spend the wealth they
have accumulated over the courses of their lives. The issues with
later life lending are not insoluble, but they do need to be addressed.
It’s important to understand the breadth of opportunity, but also of
the responsibility we have towards those we are serving.
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The number of new customers that accessed their property
wealth via equity release in the first three quarters of 2019

33,000
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A hardening act to follow
Correction or hardening? The worst case is that what we are seeing in
the Professional Indemnity Insurance (PII) market at the moment is that
the former is pre-empting the latter.
Coverage of the problems facing solicitors trying to renew or obtain
Professional Indemnity Insurance has been relatively widespread
but the recalibration of coverage and pricing is impacting many
other businesses in construction and professional services.
The hiking of premiums facing surveyors and valuers has its roots
in the conclusions of a thematic review initiated by Lloyd’s of
London, which supplies so much of the PII capacity for this market.
Lloyd’s has implemented a clear process to respond to the losses
in the market of recent years by demanding that its syndicates’
business plans do not include unprofitable areas of exposure.
Lloyds’ review identified that two-thirds of its syndicates were loss
making and PI was highlighted as one of the worst performers,
which has resulted in a significant reduction in capacity. Claims
globally have gone up, leaving many insurers who wrote business
at unsustainably low rates see their loss ratios exceed their
premium income. The non-US PI market has lost $435 million
(approximately £347 million) over five years, according to Insurance
Day, which has added further pressure on pricing.
Following the ‘Thematic Review’ by Lloyds of London in 2018
many loss-making syndicates were forcibly put into run-off, and
others have had their capacity reduced. In the last 18 months
Aspen, Brit, Hamilton Syndicate 3334, Novae and Pioneer
Syndicate and more recently Allied World Assurance Company
have withdrawn from the UK PII market entirely and several
others have withdrawn from underwriting PI risk. As a result most
insurers that maintain any appetite for this sector are quoting
increased premiums, higher excesses and limiting their exposure
through restricted policy coverage.
Greg Harrison, Associate Director at Howden Insurance Brokers
believes, “Insurers are under significant pressure to identify
and minimise loss-making business and this means taking a
much tougher stance on areas they deem to be more volatile
than others.”
But this ‘hardening’ has been accompanied by other concerns too.
As a result, professional services firms like architects, engineers,
surveyors and contractors have seen some form of ‘cladding’
coverage restriction becoming increasingly standard when they
renew their PI policies and some have found ‘cladding’ cover
excluded altogether. Whilst the ban majored on buildings over 18
metres in height, the concerns of some PI Underwriters moved on
from just tall residential buildings, featuring Aluminium Composite
Material (ACM) panels, to all combustible materials on a wider
range of buildings. Of particular concern is the fact that for some
PI Insurers the definition of “cladding” seems to now incorporate
elements of fire safety. ‘Cladding’ coverage restrictions are
increasingly applicable to buildings above and below 18 metres
in height and any situations relating to fire safety.

The Assigned Risks Pool
This is a facility for actively trading Regulated Firms who find
themselves unable to obtain insurance in the normal market.
The ARP is underwritten by all RICS Listed Insurers
collectively and the aim of the ARP is to make a Regulated
Firm an insurable risk again in the normal market.
Firms can remain in the ARP for a maximum of three
years during which they will be audited and guided in how
to amend business procedures/practices. Membership
is subject to compliance with the terms and conditions
of entry.
The ARP is managed on behalf of RICS by Miller Insurance
Services.

All of these cover restrictions and higher levels of excess can leave
companies with increasingly exposed balance sheets.
With reduced capacity and choice, insurers are having to adapt
and be creative in order to manage capacity. The most common
method for larger firms is co-insurance, where an insurance
company or syndicate subscribe to a percentage of the agreed limit
of indemnity. However this kind of arrangement is less possible
for smaller firms. Small to Medium size Enterprises are seeing
premiums increase between 50% and 100%. This may yet result
in more applications from smaller firms to the Assigned Risks Pool.
The view among many professionals is that whilst premiums have
been increasing for some professions, rates have not got actually
got back to sustainable and profitable levels. It has been almost
two decades since the end of the last hard market and during that
time rates have been eroded to painfully low levels whilst cover
has got ever wide. In the cold light of day, any professional looking
at the numbers is going to see that PI has been soft for too long
and to rectify the problems isn’t going to happen in a semi-hard
market. The next twelve months will continue to be eventful. As
each month ticks by expect the market place to become tougher
and harder.
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Seeing the wood for the trees
Data and technology present huge opportunities for better
understanding property risks but we should not confuse data
and metrics with strategy.
‘In life, there are known knowns; there are things we
know we know. We also know there are unknown
knowns; that is to say we know there are some
things we do not know. But there are also unknown
unknowns – the ones we don’t know we don’t
know.’ – Donald Rumsfeld, the former United States
Secretary of Defense, in 2002.
What Rumsfeld is alluding to, of course, is uncertainty
– fear of which often informs our approach to risk
but there is a crucial difference between the two.
This is important because it can illuminate and cloud
our understanding of both concepts. Nowhere is
that more evident than in our assumptions and
aspirations of risk management. Big Data can unlock
understanding of property risk and financial risk but
it is only a part of a more rounded proposition. Yet,
very often computing casts a spell over executives.
We readily dismiss tarot card readers and crystal ball
gazers and yet we willingly defer to an expert with a
computer when very often we do not know what that
computer (and as importantly its operator) is really
capable of.
Risk is different from uncertainty and data and
algorithms help with risk. It is a known entity. But to
illustrate the difference between risk and uncertainty
consider the example of a turkey. It’s born and then
it’s fed and watered. The feeding and the watering
repeats, every single day. In the mind of the turkey,
that’s how life was, is and will always be.
Now consider feeding that turkey’s experience into
a computer that uses machine learning to anticipate
behaviour and make recommendations based on that
analysis. Christmas would come out of nowhere as a
massive shock.
What this goes to show is that no matter how
accomplished machine learning becomes, it relies
on inputs to create outputs - much like humans.
Experience is predicated on what we have learned
and done and seen and understood. In a turkey’s data
life, Christmas is an unknown unknown. It’s still an
indisputable fact though.
And yet we are in danger of seeing technology,
big data and analytics as the answer to everything.
Particularly in banks, which have been slow to
innovate digitally and give consumers the online and
mobile experiences they have been used to in other
sectors like retail for many years now, there is now a

real push towards improving technology. In the wake
of open banking there is even more impetus towards
using data to predict consumer behaviour and needs.
This is a very good thing and it’s long overdue in
many ways, but we must be careful that we do
not run before we can walk where technological
innovation is concerned. In other words, we must
beware the unknown unknowns. This is increasingly
important in light of the way that data is being used in
machine learning.
Last year researchers at Microsoft and the University
of Cambridge created a system called DeepCoder to
solve basic programming challenges. In plain speak,
they invented a system that could write its own code
using machine learning. According to an article in
New Scientist magazine, the approach could allow
non-coders to describe an idea for a programme and
let the system build it.
It reported: ‘DeepCoder uses a technique called
programme synthesis: creating new programmes
by piecing together lines of code taken from existing
software – just like a programmer might. Given a
list of inputs and outputs for each code fragment,
DeepCoder learned which pieces of code were
needed to achieve the desired result overall.’
Programmes like this have developed a lot further
since and we now have artificial intelligence building
into our systems its own systems. This brings
a whole new meaning to the idea of unknown
unknowns. You could even argue that it’s a known
unknown unknown.
Data and systems offer huge opportunities to
understand new and current markets, buyer
behaviours and more global risk issues such as
climate change. As part of the Fintech division in
Legal & General, we are acutely aware of these
opportunities for our clients. There is a wealth
of information – a data lake – that can inform the
decisions we make and how we implement our
solutions. This means every business needs to enable
its intellectual property of its decision makers. It is
what we do with it and how we deal with things
we cannot know in risk management that will really
enable us to see the wood for the trees.
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