BY JOHN KINGHAM

dividend hunter

Why Admiral is my
favourite dividend
growth stock
Mrkq#Nlqjkdp#grhvq*w#*idoo#lq#oryh*#zlwk#lqglylgxdo#frpsdqlhv1#Exw#li#kh#kdg#wr#slfn#d#
idyrxulwh/#Dgpludo#zrxog#eh#lw1#Khuh*v#zk|ĩ
As a general rule, I'm not a huge
fan of 'cheerleading' individual
companies. My preferred approach
is to own shares in a broadly
GLYHUVLȴHGJURXSRIFRPSDQLHVWKDW
I like, and not to 'fall in love' with any
of them. The future is, after all, a very
uncertain place, and no company is
guaranteed a bright future.
However, at this time of year,
many investors like to talk about
which stock they think will perform
best over the coming 12 months,
so I thought I would join in and
write about Admiral, the UK's
leading car insurer. I'm not 'in love'
with Admiral, but if I had to pick a
favourite, then Admiral would be it.
There are lots of reasons why,
such as the fact that Admiral
has produced consistent growth
and average total shareholder
returns of almost 16% per year
VLQFHΖȴUVWLQYHVWHGLQ%XW
that's all in the past, and when
it comes to investing, it's the
future that counts. On that front,
I think Admiral is probably more

attractively positioned and valued
today than it was when I became a
shareholder.

Admiral: the UK's largest
car insurer
Most people in the UK have heard
of Admiral. For those who haven't,
it's the country's leading car insurer
with more than four million UK
car-insurance policyholders. As
well as UK car insurance, it has
almost a million UK home-insurance
policyholders and another million

“I THINK ADMIRAL
IS PROBABLY MORE
ATTRACTIVELY
POSITIONED AND
VALUED TODAY
THAN IT WAS
WHEN I BECAME A
SHAREHOLDER.”

policyholders in its international carinsurance operations. It also owns
several leading price-comparison
websites, including confused.com in
the UK.
Admiral has grown rapidly since
LWZDVIRXQGHGLQDQGLVWRGD\
a multi-billion pound FTSE 100
company. Along the way it helped
to disrupt what was previously a
broker-based car-insurance market,
with the direct model pioneered by
Direct Line and Churchill Insurance
$GPLUDO VȴUVWDQGORQJWLPHFKLHI
executive, Henry Engelhardt, was
a member of Churchill's founding
team).

Market-leading
underwriting ratios
Stripped down to its very essence, I
would say that Admiral's long-term
VWUDWHJ\LVWRȴUVWGHYHORSPDUNHW
leading underwriting ratios and
then to incrementally expand into
adjacent markets from a position
of strength. Underwriting ratios are
important because they drive an
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“ADMIRAL’S LONG-TERM STRATEGY IS TO FIRST DEVELOP
MARKET-LEADING UNDERWRITING RATIOS AND THEN TO
LQFUHPHQWDOO\ H[SDQG LQWR DGMDFHQW PDUNHWV IURP D
POSITION OF STRENGTH.”

LQVXUHU VSURȴWDELOLW\DQGWKHUHDUH
three of them.
First is the loss ratio, which is the
ratio of losses (claims) incurred to
SUHPLXPVHDUQHGGXULQJDVSHFLȴF
SHULRG W\SLFDOO\DFRPSDQ\ VȴQDQFLDO
year).
The trick with the loss ratio is to
price risks (ie policies) rationally,
and then to get the balance right
between volume and value. For
example, anyone can write a million
car-insurance policies if the premium
is set at £10 per year. Cash will come
ȵRRGLQJLQIURPSUHPLXPVEXWLIWKH
average loss eventually turns out to
EHeSHU\HDU\RX OOVRRQEHRXWRI
business. On the other hand, you could
set the premium at £900 per year, but
LIWKHH[SHFWHGDYHUDJHORVVLVe
then competitors will undercut you,
you won't sell any policies and once
again you'll soon be out of business.
Admiral tries to optimise its loss
ratio by focusing on the three areas of
data, analysis and discipline. It gathers
as much data as possible about the
ULVNSURȴOHRIGLHUHQWGULYHUFDU
location combinations, by leveraging
coinsurance and reinsurance; invests

heavily in people and technology
to extract as much risk-pricing
information from the data as possible;
and it focuses on writing rationally
priced policies at all times, even if
other insurers are pricing low to gain
market share or pricing high to boost
short-term margins.
Applying pricing discipline means
Admiral may struggle to grow at
times when the insurance market
is very soft, ie when premiums are
low following a period of low claims.
However, in the long term, saying no
to policies that will eventually be lossmaking (even if it means foregoing
premiums up front) is the rational
choice.
The second underwriting ratio is
the expense ratio, which is the ratio
of underwriting-related expenses
to premiums written during a given
period. A low expense ratio comes
IURPHɝFLHQF\DQGNHHSLQJFRVWV
low, and there are lots of ways that
Admiral does exactly that.
For example, Admiral has several
RɝFHVLQWKH8.DOORIZKLFKDUHLQ
Wales rather than London. As you
may suspect, rent, wages and just

about everything else is a lot cheaper
in Wales than London. Admiral uses
the direct-insurance model, which
strips out the cost of insurance-broker
middlemen. It owns comparison
websites like confused.com because
LW VPRUHHɝFLHQWWRSURȴWIURP
owning comparison websites than
to pay commission to use thirdparty sites. It also focuses heavily on
customer satisfaction, because this
increases renewal rates. In addition,
LWIRFXVHVRQNHHSLQJVWDKDSS\
$GPLUDOZRQWKH6XQGD\7LPHV
Best Place to Work award), which
PHDQVOHVVVWDWXUQRYHUZKLFK
reduces recruitment expenses. And
Admiral has a very well-known brand
which helps it acquire customers at
lower prices.
I could go on, but you get the point.
In a nutshell, Admiral's strategy for
maintaining a low expense ratio is to
attract customers cheaply through
comparison websites (preferably its
RZQ WRRHUWKHPUDWLRQDOO\SULFHG
policies, to retain them as customers
by providing a good service and to do
DOORIWKLVZLWKH[WUHPHHɝFLHQF\
This focus on rational insurance
SULFLQJDQGVXSHUHɝFLHQWRSHUDWLRQV
shows up in the third underwriting
ratio, which is known as the combined
ratio.
The combined ratio is the sum
of the loss and expense ratios and
Admiral's is consistently far below the
UK car-insurer average. A combined
ratio of more than 100% means
that claim losses and underwriting
expenses exceeded premiums,
which means the company made an
underwriting loss. This is surprisingly
common, and as a group, the UK's
leading car insurers typically have a
FRPELQHGUDWLRRIPRUHWKDQ
ZKLFKLVDQXQGHUZULWLQJSURȴWPDUJLQ
RIOHVVWKDQ
Admiral's combined ratio is typically
about 90%, giving the company
clear market leadership in terms of
SURȴWDELOLW\7KLVDELOLW\WRSURGXFH
FRQVLVWHQWO\DERYHDYHUDJHSURȴWVLV
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“IF THEY GET ANYWHERE NEAR THE
UK’S LEVEL OF PROFITABILITY IN THE
QH[W#ILYH#RU#43#\HDUV/#WKHQ#WKH\#
WILL PROVIDE AN ENORMOUS BOOST TO
THE COMPANY’S OVERALL RESULTS.”
Admiral's core competency. However,
now that Admiral is the UK's leading
car insurer, future growth will be
driven by the second strategic pillar of
incremental expansion into suitable
adjacent markets.

Incremental expansion
from a strong core
There are many markets which are
similar to UK car insurance, where
Admiral's long-honed skills in risk
SULFLQJDQGHɝFLHQWRSHUDWLRQVPD\
be equally successful.
The most obvious is international
car insurance, where the knowledge
that comes from insuring millions of
8.FDUVRYHUWKHODVW\HDUVVKRXOG
come in very handy. Admiral realised
this long ago and began to launch
RYHUVHDVRSHUDWLRQVLQȴUVW
in Spain, then Germany, Italy and
the US. Along with these insurance
businesses, Admiral launched several
international comparison websites to
shake up their broker-based insurance
markets and pave the way for direct
insurers like Admiral.
These international businesses
ZURWHePLOOLRQRIQHWSUHPLXPV
LQFRPSDUHGWRePLOOLRQ
IURPWKH8.EXVLQHVV-XVWȴYH\HDUV
ago they produced £50 million of net
premiums, so they're growing very
rapidly and as a group they'll likely
overtake the UK business within the
next decade.
$VIRUSURȴWVIURPWKHVH
international businesses, they
don't generate any (yet), but that's
because insurance is all about scale,
both in terms of data collected and
RSHUDWLRQDOHɝFLHQF\+RZHYHU
each year, each country has made
VWULGHVWRZDUGVSRVLWLYHSURȴWVDQG
as a group they are now very close to
breakeven. If they get anywhere near
WKH8. VOHYHORISURȴWDELOLW\LQWKH
QH[WȴYHRU\HDUVWKHQWKH\ZLOO
provide an enormous boost to the
company's overall results.

Another adjacent market is UK
home insurance. This is a relatively
new business, but so far, it's gone
well thanks to Admiral's ability to a)
advertise at low cost to its existing
four million car-insurance customers
and b) bundle insurance for a home
and multiple cars into one MultiCover
policy. The home-insurance
business now has almost one million
customers after just a few years of
operation.
The newest addition to Admiral's
collection of adjacent markets is
Admiral Loans, which is hoping to
leverage Admiral's knowledge of risk
SULFLQJLQDQHQWLUHO\GLHUHQW EXW
surprisingly similar) market. This is a
very young business, but the market
is certainly big enough to produce
VLJQLȴFDQWDGGLWLRQDOSURȴWVZLWKLQWKH
next decade.

Coinsurance, reinsurance
and the death of private
car insurance
At this point, it might seem that
Admiral's continued success is
inevitable. But it isn't, and as with any
company, there are many risks.

For example, Admiral uses an
unusual degree of coinsurance and
UHLQVXUDQFHHHFWLYHO\SDVVLQJ
of the risk (ie policies) it writes onto
other insurance companies. This
allows Admiral to write about three
times more policies than it could
otherwise, and that gives it access
to much more accident data, which
helps it to price risk more accurately.
It also helps with economies of scale
and building a nationally recognised
brand. The result is very high returns
on equity which have averaged about
RYHUWKHODVWGHFDGH
However, Admiral is dependent
on these contracts staying in place
on broadly similar terms. So if it was
unable to renew or replace these
agreements, Admiral's ability to write
insurance at its current scale would be
severely impaired.
Admiral has been using this
arrangement for many years and the
coinsurers and reinsurers seem happy
ZLWKWKHVWHDG\ȵRZRISURȴWDEOH
premiums they have received over the
years. As long as Admiral continues
WRZULWHSURȴWDEOHSROLFLHVWKHUH
seems to be no obvious reason why
the coinsurers or reinsurers would
end this arrangement, but you never
know.
Another longer-term risk could
be the end of private car insurers,
driven by either autonomous cars or
subscription cars, or a combination
of both. If we ever get autonomous
cars that work reliably and safely, then
it's likely that when in autopilot mode
these cars will be insured by a third
party (possibly the manufacturer)
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“ADMIRAL HAS PAID A CONSISTENTLY LARGE SPECIAL DIVIDEND
HYHU\#VLQJOH#\HDU#VLQFH#LW#MRLQHG#WKH#VWRFN#H[FKDQJH#
LQ#5337/#VR#IRU#PH#LW#PDNHV#VHQVH#WR#UHJDUG#WKH#VSHFLDO#
DIVIDENDS AS NORMAL RATHER THAN SPECIAL.”

rather than the driver. This means the
manufacturer is likely to sign large,
bulk insurance contracts with a small
number of insurers to cover its entire
DXWRQRPRXVȵHHW7KHULVNIURP
subscription cars is similar, where
there is an increasing trend for people
to pay for everything on a monthly
subscription, including cars. Insurance
could end up being bundled into a
single monthly payment along with car
hire, service costs and so on, and the
insurer would probably be selected by
the subscription service provider.
Either way, the insurance would
be sold in bulk to a corporation,
DQGWKDW VDYHU\GLHUHQWPDUNHWWR
insurance sold directly to consumers.
This is why it's interesting to see that
Admiral recently signed a deal with
)RUG8.WRSURYLGHWKHRɝFLDO)RUG
branded insurance to Ford drivers.
It's possible that large contracts like
this could make up the majority of
Admiral's business in 10 or 20 years.

An attractive yield and
good prospects for further
growth
Despite having grown its total
assets (mostly consisting of premium
reserves), net assets (the surplus
of premium reserves above and
beyond expected claim liabilities) and
dividends by around 12% per year for
the last decade, Admiral still has a very
attractive dividend yield of almost 6%
at a share price of 2,100p.

That's quite a high yield, and yet
Admiral doesn't seem to have any
obvious problems at the moment.
So why does a company with an
excellent track record of growth
and a seemingly bright future have
DGLYLGHQG\LHOGFORVHWR"ΖWKLQN
there are several reasons.

7KHȴUVWLVWKDW$GPLUDOLVXQXVXDO
because it pays out almost 100% of
its earnings as dividends. It can do
that because, with returns on equity
DYHUDJLQJRUVRLWGRHVQ WKDYH
to retain a lot of earnings in order to
grow. So even though its dividend
yield is almost 6%, its price-earnings
UDWLRLVUHODWLYHO\KLJKDW
Investors that screen primarily on P/E

ratios (and there are many) will not
ȴQG$GPLUDOYHU\LQWHUHVWLQJ
For those investors looking for
high dividend yields, there's a good
chance they'll glance at Admiral and
then look elsewhere. That's because
Admiral's dividend is split into two
parts: a normal dividend and a
VSHFLDOGLYLGHQGΖQ$GPLUDO
DQQRXQFHGQRUPDOGLYLGHQGVRIS
DQGVSHFLDOGLYLGHQGVRIS0RVW
investment websites exclude special
dividends in their yield calculations
because special dividends are
typically infrequent and unreliable. As
a result, they show Admiral's yield as
LQVWHDGRI$\LHOGLVQ W
bad, but it's a long way short of a 6%
yield.
However, Admiral has paid a
consistently large special dividend
every single year since it joined the
VWRFNH[FKDQJHLQVRIRUPHLW
makes sense to regard the special
dividends as normal rather than
special.
And if you do that, then Admiral
starts to look like a market-leading
insurer with a long track record of
double-digit growth, multiple fastgrowing international businesses,
an ability to successfully expand into
adjacent markets and, last but not
least, a dividend yield of around 6%.
As I said at the beginning, I don't
like to 'fall in love' with individual
companies, but if I had to pick a
favourite, Admiral would be it.

About John
John Kingham is the managing editor of UK Value Investor, the investment newsletter
for defensive value investors which he began publishing in 2011. With a professional
background in insurance software analysis, John's approach to high yield, low risk
investing is based on the Benjamin Graham tradition of being systematic and factbased, rather than speculative.
John is also the author of The Defensive Value Investor: A Complete Step-By-Step Guide to
Building a High Yield, Low Risk Share Portfolio.
His website can be found at: www.ukvalueinvestor.com.
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