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An Accelerating Transformation

Waves of reform and transformation are hitting
energy markets in the wake of recent hurricanes 
and regulatory reform.The challenges facing
markets as a new storm season approaches are
becoming better understood, and our contributors
to this Energy Market Review clearly define the
rating, capacity, deductible and other conditions
of the current offshore, onshore, marine
reinsurance, power generation, third party
liability, and terrorism markets.

Driving these changes and conditions are 
the changing dynamics between underwriters,
brokers, and their clients. In this period of great
change and uncertainty, the interaction among
the three players as they define their strategies 
is increasingly lively and occasionally tense.
Carriers are demanding more information and
precision from their clients in describing their
assets. They are tightening terms, reducing limits,
extending waiting periods, and raising prices 
in an attempt to manage risk more realistically
and professionally than ever before.

At the same time, clients are re-evaluating their
attitudes and approaches to risk management.
They are experiencing historically high cash
flows, which raise the prospect of retaining more
risk; they are using increasingly sophisticated risk
and portfolio management techniques, raising
the hurdle for brokers and carriers in how we
add value; and they are benefiting from many
years of experience with managing financial 
and commodity price risks, raising the question 
of what new carriers and brokers have to say
about answering their risk management needs.
Last year’s storm season triggered shock waves 
that are still moving through our industry.We
now face not just another storm season, but an
extended season of change in how we conduct
business.We welcome the challenges ahead and
the stronger industry they will forge.

Phillip Ellis
Chairman, Global Energy Practice
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The Widening Gulf

Described by Munich Re as the most expensive
natural catastrophe year ever, 2005 set new records
for the number of named US windstorms. With 
all 21 names plus a further 6 letters of the Greek
alphabet used, the 27 named windstorms including
15 hurricanes exceeded the previous record (21 
and 12) by a considerable margin.

Not only was 2005 a record for the number of
storms: three category 5 hurricanes were recorded
for the first time in one year, with two of these,
Katrina and Rita, hammering the energy industry
particularly hard in the Gulf of Mexico. For the
second year running energy underwriters were 
given a thrashing.

h~íêáå~=~åÇ=oáí~
Losses in the energy industry from these two
hurricanes continue to develop. Currently we 
estimate that a total of around US$15 billion 
has been incurred, and it will still be many months
before all rigs, wells and pipelines have been
assessed for damage and the impact of downstream
contingent business interruption has been fully
determined. When other “non-elemental” (in other
words, non-natural catastrophe) losses from the US
and around the world are included, the total for all
energy losses worldwide rises to over US$18 billion.

It should be noted that this total includes estimates
for both insured and uninsured (or self-insured)
losses. It also includes over US$3 billion reserved 
in the energy insurance mutuals, OIL and sEnergy.
But even if we conservatively assume that no 
more than 50% of the hurricane losses has been
insured in the commercial market one glance at the
two charts on page 8 shows just what a dreadful
year 2005 has been for the energy sector. For with 
estimated total commercial market premium of
somewhat less than US$3 billion the year was in
deficit even without the hurricanes. When Katrina
and Rita are added it would appear that the
insurance market has lost its shirt on energy
underwriting.

Nor is the outlook bright. There have been more
storms in the past five years than in the previous 
ten, and the weather experts tell us that we are 
in the first phase of a lengthy period of intense
cyclonic activity in the Atlantic. We are already 
being told that “Katrina will be outdone”.
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oÉ~Åíáçå=çÑ=íÜÉ=áåëìê~åÅÉ=áåÇìëíêó
Let us put the reaction of the energy market to these
losses into context by first examining the response 
of the insurance industry as a whole. Estimates by
the major reinsurance companies of the total of
insured losses in 2005 from all sectors of the market
(not just energy) range from US$70 billion up to
more than US$90 billion, depending on the source.
Whatever the final outcome, however, the scale of
losses in this range is starkly put into perspective by
the Swiss Re sourced chart below.

Compare the total loss burden for 2005 to that of
2001 when, four and a half years ago, 9/11 severely
impacted the capital base of an already weak
insurance sector. Its effects were immediately felt
throughout the industry, with instant hardening of
markets in virtually all sectors and across most lines.

That simply has not happened today. The industry 
is far better capitalised than it was, and as a whole
much more disciplined in its underwriting approach,
whilst despite a gradually softening market in most
sectors rates are still generally at significantly higher
levels than they were before 9/11.
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Sources: A.M. Best; ISO, III.                      
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In the general property and casualty market risks
that have suffered losses or have windstorm
exposure in the Gulf of Mexico region have seen
significant rate increases, but there has not been 
the knee-jerk response to these losses across the
insurance industry that we saw four years ago,
and competition remains strong in many classes,
particularly where the loss experience has been
favourable or the perceived exposure limited.

With this framework of financial strength and
stability in mind let us turn to the reaction of 
the energy market – or rather, the energy markets.
For this is really a tale of two markets that have
always existed side by side, but whose differences
have been recently accentuated by events and the
different reactions of each to them. It is also a tale of
two types of insured, about those with “elemental”

(natural catastrophe) exposure particularly in the
USA, and those without. And, most significantly,
it is a tale about how these two groups of markets 
and insureds are growing apart.

båÉêÖó=ã~êâÉí=êÉëéçåëÉ
The response of the upstream sector of the energy
market to the hurricane losses has been marked by
massive rate increases, incomplete reinsurance
programmes, general confusion and a (perhaps
understandable) lack of underwriting consistency, as
different underwriters develop their own solutions to
trading in a new environment. There would appear
to be no logical and generally accepted plan as to
how to achieve sustained profitability. Indeed, there
is doubt in some quarters as to whether upstream
energy underwriting can ever again be profitable.
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In contrast to the upstream market the response of
the various downstream energy sectors very much
mirrors the reaction of the general property and
casualty market – some general hardening, perhaps,
and attention to elemental exposure certainly, but
without the significant rate increases and capacity
shortages that the upstream market is witnessing.
Overall one could say that in the aftermath of the
hurricanes a sense of “calm concern” has prevailed,
with rates in the onshore property sector firming for
a time but more recently beginning to ease.

réëíêÉ~ã=~åÇ=ÇçïåëíêÉ~ã=ÇáÑÑÉêÉåíá~íçêë
On one level, of course, this is hardly surprising. A
cursory glance at the loss statistics on page 9 will
reveal that out of a total of some US$16 billion of
energy losses arising out of Katrina and Rita not
much more than US$2 billion (although a substantial
figure in itself) is applicable to downstream. Upstream
underwriters clearly bore the brunt of the storms.
But significantly, risks in the downstream sector are
better spread geographically, and, as with the
general property and casualty market, not only can
such losses be more easily absorbed within a global
portfolio of onshore business, downstream insurers
can also limit their exposure in the Gulf of Mexico
region without significantly impacting their book or
market share. This state of equilibrium has, by and
large, been achieved. For upstream underwriters,
however, the Gulf of Mexico represents a major –
perhaps, the major – part of their risk universe, and 
it is questionable whether such a highly focused
sector can maintain critical mass without being
substantially exposed to risks in the Gulf of Mexico.

This fundamental divide between the two sectors 
is underscored by innate differences in underwriting
approach. On the one hand the upstream sector has
traditionally been defined by its “trader” mentality –
its willingness to take risks without over-reliance 
on technical appraisal. On the other, downstream
insurers have for the most part taken a diagonally
opposite line, with underwriting decisions very much
dependent on detailed risk surveys and reports
conducted and written by an army of professional
chemical engineers, whilst unknown or unquantifiable
exposures have been subject to exclusionary wording
or severely restrictive sub-limits.

Nowhere is the difference in attitude more clearly
pronounced than in the two sectors’ current
approaches to windstorm underwriting in the Gulf 
of Mexico. Faced with at best extremely expensive,
and at worst, a complete dearth of reinsurance the
upstream market is essentially pricing GOM
windstorm as a commodity. Risk differentiation is not
being measured so much in price terms but rather in
whether underwriters participate in writing the risk
or not. Conversely (and whilst the onshore
windstorm market is undeniably tight) it is risk
quality that to a great extent determines the rate
that onshore insurers will charge.
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It is not the purpose of this article to discuss the merits
or otherwise of either underwriting approach, nor
would it be fair to apply such broad generalisations
to every underwriter in either sector of the market.
Suffice it to say that in one respect, at least, losses
arising out of the 2005 windstorms in the upstream
sector have been exacerbated (and, conversely, in the
onshore property sector controlled) by these different
attitudes to underwriting: Exposure to contingent
business interruption has come as a nasty shock to
upstream underwriters who had generally included
blanket coverage without sub-limit.

To a great extent this is as much the fault of marine
treaty reinsurers upon whom the upstream sector
relies as the direct market. It is clear that these
reinsurers need to re-evaluate the risks that they are
writing. Given the extent of the losses, the lack of
time to get things right, and the near vertical
learning curve that they are facing, many treaty
reinsurance programmes are incomplete, and
retrocessional capacity ranges from scarce to non-
existent. No wonder the upstream market is in crisis.

`~ää=Ñçê=êáëâ=ÇáÑÑÉêÉåíá~íáçå
Since the 2005 windstorms there has been a growing
clamour from insureds whose risks are neither
situated in North America nor elementally exposed 
to have their risks clearly differentiated, and assets
and exposures rated separately, from those that are.
One look at the loss analysis on page 9 starkly
explains why: More than US$15 billion of elemental
losses in 2005 has been reported so far for North
America against only US$33 million for the rest of

the world, whilst non-elemental losses for North
America total US$2.7 billion against US$760 million
for the rest of the world. And in addition to the
hurricanes, no less than five out of the seven non-
elemental losses in excess of US$100 million 
in 2005 occurred in North America.
From an onshore commercial market perspective this
is not a particular problem. The market has always
been keen to compete for those risks which are not
elementally exposed, and to spread its share of risk
beyond North America. To a great extent such risks
are already substantially differentiated, particularly
where large capacity is not required.

However, a considerable number of these insureds
are also members of the industry mutual OIL which
does not differentiate windstorm risk in its rating
plan. Yielding to pressure from this group of
substantially non-North American members OIL has
agreed to put the case for the establishment of a
separate windstorm pool to the whole membership 
in September of this year. Such a change will require a
75% majority and it is by no means certain that this
will be achieved. If it is not it is probable that a number
of members will leave OIL at the end of the year.

This interesting dynamic demonstrates how the
insurance buying community is beginning to
separate into two distinct groups – of those
elementally and those non-elementally exposed,
of those with North American exposures and those
without, and of those who require global capacity
and those with smaller risks.
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qÜÉ=ïáÇÉåáåÖ=ÖìäÑ
Given the prospect of increasing cyclonic activity in
the Atlantic, and the possibility that Gulf of Mexico
risks become uneconomic to insure in the commercial
market, where does that leave energy underwriters?
As we have seen, this is not a particular problem 
for the onshore sector. But for upstream underwriters
it depends on whether a meaningful book can be
written without the Gulf, and to this question these
insurers have not yet found an answer. Their reaction
to the losses in 2005 has been extreme, and they are
in an increasingly difficult situation, with large holes
in many of their reinsurance programmes and no
idea of how to fill them. In contrast, the onshore
sector, both property and liability, is demonstrating
stability, having quietly firmed up rates whilst
continuing to differentiate risk.

The upstream and downstream sectors of the energy
market were always markedly different, but over the
last six months or so these differences have been 
accentuated to the point where a gulf exists between
them, and this gulf continues to widen.
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Katrina and Rita Energy Loss Estimates

h^qofk^ mÜóëáÅ~ä=a~ã~ÖÉ léÉê~íçêë=bñíê~=bñéÉåëÉ _ìëáåÉëë=fåíÉêêìéíáçå= qçí~ä
Upstream ex Rigs 4,137,312,000 1,228,125,000 831,686,000 6,197,123,000
Rigs 474,100,000 58,285,000 532,385,000
Downstream 1,791,205,000 628,500,000 2,419,705,000

SIQMOISNTIMMM NIOOUINORIMMM NIRNUIQTNIMMM VINQVIONPIMMM

ofq̂ mÜóëáÅ~ä=a~ã~ÖÉ léÉê~íçêë=bñíê~=bñéÉåëÉ _ìëáåÉëë=fåíÉêêìéíáçå= qçí~ä
Upstream ex Rigs 2,762,756,000 870,478,000 853,260,000 4,486,494,000
Rigs 497,750,000 49,995,000 547,745,000
Downstream 481,635,000 364,565,000 846,200,000

PITQOINQNIMMM UTMIQTUIMMM NIOSTIUOMIMMM RIUUMIQPVIMMM

Notes:
1. These loss estimates are for the energy industry as a whole and are not necessarily insured amounts
2. Where no BI/OEE split is available the BI/OEE has been included in the PD number

OMMR=içëëÉë=bñÅÉëë=çÑ=rpANMM=jáääáçå=bñÅäìÇáåÖ=h~íêáå~Loáí~

ali c~Åáäáíó içÅ~íáçå `çìåíêó
04/01/2005 Oil sands Alberta Canada 1,325,000,000
30/01/2005 Oil sands Alberta Canada 340,000,000
23/03/2005 Refinery Texas USA 305,000,000
27/07/2005 Platform Mumbai India 370,000,000
10/08/2005 Refinery Texas USA 235,000,000
25/11/2005 Refinery Virginia USA 100,000,000
11/12/2005 Tank farm London UK not yet available

OMMR=içëëÉë=péäáí=kK ^ãÉêáÅ~LoÉëí=lÑ=tçêäÇ=~åÇ=bäÉãÉåí~äLkçåJbäÉãÉåí~ä

^êÉ~ bäÉãÉåí~ä= kçåJbäÉãÉåí~ä qçí~ä=
N. America 15,040,352,000 2,674,698,000 17,715,050,000
Rest of World 32,950,000 723,876,013 756,826,013

15,073,302,000 3,398,574,013 18,471,876,013

All amounts in US Dollars

Source: Willis Energy Loss Database as at 31 January 2006
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Where do we start? In a past review we described
the upstream market as “boring”, and we struggled
to find any new or interesting developments to
report. Now we have the opposite problem in that
there is so much to write about it’s hard to know
where to begin or what to focus on.

Underwriters face a similar problem but in their case
they are not writing an article – they are trying to
write a book of business on which their livelihoods
may depend. This year it is fair to say that, like the
author, many of them don’t know where to begin.
Can you write a book of energy business without
exposure in the Gulf of Mexico? Probably not. Can
you afford to write (and reinsure) a book of energy
business including the Gulf of Mexico? Who knows?
Was 2005 a freak year, or the start of a new era of
hurricane activity?

Three months into the calendar year many
underwriters still have holes in their reinsurance
programmes and many have yet to purchase any
protection against US Named Windstorm. Some are
anticipating capacity will be easier to come by later
in the year, while others are trying desperately to
develop a business plan to determine what to buy.

One thing is certain: The direct energy market looks
to be more exposed to a loss of its own capital (as
opposed to a loss to the reinsurance market) than 
at any time in living memory. Whilst there is no such
thing as the ‘average’ underwriter or a ‘typical’
reinsurance programme it is fair to say that
underwriters are retaining more risk at the bottom
and the top of their reinsurance programmes, and
they will generally have less “sideways” or
aggregate protection. It could be argued that in the
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long run this will be a good thing. The extreme
volatility in energy insurance pricing and terms has
usually resulted from the ability or otherwise of
direct insurers to pass losses on to the reinsurance
market. Without abundant (and innocent)
reinsurance, capacity and rates should find the right
level for the risk.

Certainly we are in the most difficult market in living
memory. Clients, underwriters and brokers have
enormous challenges ahead of them, particularly in
the period leading up to the Gulf of Mexico
windstorm season.

Our current view on capacity, cost and coverage is
detailed below.

`~é~Åáíó
Capacity is measured in three ways that are relevant
to the client.

• Single risk
• Catastrophe aggregation (notably the GOM)
• Premium income

páåÖäÉ=êáëâ capacity is virtually static, scaling back
of existing carriers has been offset by new additions
being Lancashire US$75 million, SV Burnhope US$20
million, and the re-entry of Allianz with US$50
million. However, significantly more risks are now
testing single risk capacity owing to higher steel
prices, higher oil prices (fuelling LOPI purchase) and
higher Rig/Contractor rates driving insureds to 
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purchase larger OEE limits. Whereas 12 months ago
only 1 or 2 risks tested world capacity now (as
forecast in our last review) there are 20 or 30, and
the number is rising.

With specific regard to CAR many of the new FPSOs
are a significant scale up on previous constructions.
There are several projects cutting steel or already in
the yards that will severely test the market capacity
for CAR. CAR capacity is much lower than for
operational risks owing to underwriter reluctance to
commit a maximum line for periods that may be
anything up to five years or more.

Once this new generation of FPSOs comes to be
operational we can expect capacity issues to emerge,
as by definition these fields are likely to yield a high
throughput, and this will inevitably lead to higher
LOPI and OEE values. The world’s largest single risk in
terms of capacity required is no longer the Hibernia
platform and we can shortly expect to see perhaps
the top ten or more single risks being FPSOs.

For Å~í~ëíêçéÜÉ=~ÖÖêÉÖ~íáçå risk, the focal area
worldwide is clearly the Gulf of Mexico (GOM). There
is not necessarily any direct correlation, however,
between underwriters’ individual risk capacity and
their total aggregate capacity available for the GOM.
Underwriters will individually calculate their own
Realistic Disaster Scenario (RDS) by taking a
proportion of the aggregate exposure written by the
insurance company or syndicate in the area.
Depending upon the constituent parts of their book
their RDS could range from a conservative 66%
down to as little as 10% or less of the total
applicable exposure in their book. For this and other
reasons it is virtually impossible to calculate
accurately the total capacity for GOM. Anyway, the
single event limit will be radically different to the
total amount of aggregate written. Much of the

information published to date on available capacity
is either plainly wrong or does not address what
measure of capacity is being used.

Whilst there is clearly a scarcity of capacity,
misleading information and insurance press scare
stores are leading to a race for capacity that is
exacerbating the problem. In the current market the
largest individual limits available for one client are
typically capping out at around US$200 million, but
this capacity depends upon the individual risk and, of
course, the premium. An excess wind market is
developing, though with the hurricane season just
around the corner it looks unlikely there will be many
new entrants at the last minute.

The final measure of capacity, éêÉãáìã=áåÅçãÉ,
causes huge confusion among insureds when Lloyd’s
capacities are published. Owing to the fact that the
upstream market is dominated by Lloyd’s syndicates,
Lloyd’s rules regarding premium income limitation
have great potential for impacting the market in the
later part of this year.

Whilst there are several measures that Lloyd’s uses
to monitor syndicates’ exposure to risk, the one that
causes the most uncertainty from a capacity
standpoint is the limitation on the amount of
premium that each syndicate can write. In an
extremely hard market with significant premium
increases (see below) underwriters, because of
premium income limitations, face the prospect of
either being forced to cease underwriting well before
the end of the year or having to put up more capital
to support further writing. Whilst Lloyd’s itself would
argue that there are some mitigating factors, in
simple terms it is the case that in a soft market
underwriters have to put much more risk onto the
books to reach their budgeted premium income. In
the very soft markets of the past the quest to achieve



income targets drove rates down further and led to
ever broader coverage. Conversely, in a hard market
such as today, with the same amount of capital to
support their underwriting underwriters put less risk
on the books at more restrictive terms. We believe
that there is a strong case to generate sector
weightings for premium income by class of business.
Over time this would serve to assist in smoothing the
cycle, surely an objective both underwriters and
clients would support.

`çëí
Since supply and demand drives the cost of most
products it should come as no surprise that
insurance is no different. Relationships, continuity,
loss records, engineering, risk management and
other factors are all key ingredients, but inevitably
market forces carry huge weight. We can therefore
look at the categories of risk referred to above under
Capacity and see price movement falling into three
distinct bands:

• Subject to the other factors above, single risks
that do not challenge market capacity are
experiencing rate increases between nil and 25%.

• Risks that involve (or are exclusively) single risks
that test market capacity are likely to see rises of
15% to 25%. This could be much higher where
capacity is really tight, where the renewal is
coming off a very low rate, or where the loss
record is a factor.

• Risks that involve (or are exclusively) aggregation
risks (primarily GOM) are likely to see increases
of hundreds of percent, and in addition there is
likely to be a loss load where applicable. The
rating of GOM risks may vary hugely. Aside from
the pure rating against assets and wells,
underwriters are seeking to achieve a rate on line

against the applicable windstorm limit on the
policy. This appears to be a crude measure and
one which most clients and brokers find
offensive. Underwriters, however, would contend
that they are simply rationing the capacity they
have and ensuring they charge sufficient
premium to cover the cost of their own
reinsurance protection. With reinsurance costing
up to 70% on line (with a loss) dependant upon
the make up of their portfolio (eg primary or
excess) underwriters generally feel they need to
take in a spread of direct GOM business at rates
that may pay between, say, 10% and 25% as a
rate on line for the windstorm limit given. For
insureds with a small portfolio or a particularly
high value(s) this may present an enormous
increase, and yet capacity will undoubtedly still
be hard to find at these rates.

Whilst underwriters are almost exclusively sticking
within the above rating band to release GOM
aggregate, for certain risk profiles some mitigation
can be achieved through layering. This is particularly
the case if the layer is pitched excess of the bulk of
the individual exposures, i.e. at a clash level. In
addition, underwriters are usually only looking for the
overall premium to hit the rates on line mentioned.
This means that the premium for other exposures or
other risks/perils can be drawn into the pot to achieve
the required rate on line. In short, despite the tough
environment there is still plenty of room for creativity
tailored to the individual risk profile.

Overall the message on cost is more mixed than ever
before. Some clients with small to medium values in
a benign area may achieve low to nil increases.
Conversely, a clean risk in the GOM may see an
increase of hundreds of per cent. In the middle, the
vast majority of clients can expect increases in the
ranges outlined above.
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`çîÉê~ÖÉ
Coverage issues have a tendency to reflect the most
recent loss experience. It is no different this time
around with three main issues affecting current
renewals.

The first and dominant issue is business interruption
or loss of production income (LOPI). Since a large
proportion of the losses from the recent hurricanes
related either to LOPI or contingent LOPI it comes
perhaps as no surprise that the new market form is
being widely applied. It is difficult to complete a
large placement without running into the new form
as underwriters are being pressed to implement this
by both their own management and by reinsurers.
The new wording need not necessarily be more
restrictive, but it is more onerous in terms of
information disclosure. Generally, underwriters are
prepared to listen to sensible amendment and are
not particularly looking to withdraw coverage. We
remain of the view, however, that clients with long
established wordings should not be subject to
change for change’s sake.

A second area of significant claims arising from the
hurricanes has been making wells safe and extended
redrill coverage. With many ageing platforms being
insured for very low values the relative cost of claims
from these two areas of coverage has in many cases
dwarfed the physical damage claim. This has left
underwriters feeling they may be paying costs that
more appropriately relate to the ultimate cost of
abandoning the facilities. These issues are in their
infancy, but as the adjustment process unravels we
can expect further attention to be paid to these two
heads of coverage.

Finally, with both Katrina and Rita set to exceed the
OIL aggregation limit of US$1 billion, the OIL
payment will be scaled down for each event (see 

the OIL/sEnergy section of this Review). It is fair to
say that the majority of the market either never
anticipated that this limit would be breached or
never realised they would be dropping down to an
effective quota share position if it were. The result 
is that “deeming OIL in place” is now commonplace.
Whilst this is common practice it is clear already 
that the gaps it creates is placing many insureds in
an extremely difficult position, particularly where
financing is involved, the problem being compounded
by OIL’s intention to reduce the aggregation limit 
to US$500 million. It is too early to see where this
will lead but some underwriters are absolutely
adamant that they will not drop down, and therefore
a number of programmes will have to be completely
restructured.Again, we suggest that the underwriting
community treat each risk on its merits rather than
applying a blanket ruling.



táääáë Energy Market Review May 2006  NR

j~êâÉí=réÇ~íÉëW låëÜçêÉ=mêçéÉêíó

The chaotic state of the upstream market is in
marked contrast to the situation onshore, where 
the response to the losses of 2005 has been
measured. “Crisis? What Crisis?” would seem 
to sum up the attitude of a robust market that 
is demonstrating a welcome level of maturity.

The direct impact of the hurricanes has been felt 
to a far lesser degree in the onshore property market
than upstream. It also appears that the hurricanes,
although causing massive economic loss, have not
damaged the capital base of the insurance industry 
to the extent that 9/11 did, and the consequence 
of which was to cause capacity to contract and
prices to rise across most classes in virtually all
industrial sectors.

The insurance industry today is much better capitalised
than four years ago, and the impact of the hurricanes
has therefore been more localised. In addition, greater
underwriting discipline and better control of risk
accumulation than in the past has restricted the extent
of the losses, and the recent results of a number of
major reinsurance companies (whose profits have
been depressed, but by no means wiped out) would
appear to support this contention.

To an extent the onshore energy property market 
has been fortunate. First, some of the major oil
companies particularly hard hit by the hurricanes 
are either self-insured or members of mutual
insurance companies, and many do not insure their
business interruption risk. Secondly, onshore losses
as a whole – although undoubtedly severe – do not
now appear to be as bad as some initial reports
indicated, particularly with regard to Rita, where
onshore losses are currently estimated at US$915
million versus US$4.982 billion offshore. (For Katrina
the equivalent estimated losses are US$2.53 billion
onshore versus US$6.63 billion offshore.)

On the other hand the estimated combined on and
offshore total of 2005 hurricane losses continues 
to grow, and there is particular uncertainty over the
degree to which downstream contingent business
interruption may increase the final number. But
whilst this worry may greatly exercise the minds of
the upstream market, to a large extent onshore
underwriters have in recent years controlled their
exposure to contingent losses through strict insistence
on policy sub-limits, especially where exposures
cannot be identified and quantified, and therefore
rated. This is a lesson which upstream underwriters
are only now painfully beginning to learn.

Another factor contributing to the robustness of the
onshore energy market is that despite a significant
number of serious non-elemental operational losses
(in addition to the natural catastrophes) over the 
last two years, the leading quota share underwriters
who comprise the main body of the market have
successfully managed to limit their exposure, and a
significant proportion of these losses have been
borne by the general property and excess markets.
The specialist energy market property underwriters
have demonstrated a more disciplined underwriting
approach, and many have not been afraid to walk
away from business where the quality is not good
enough to justify participation in programmes
offered at premiums below technical rating levels.

Given the foregoing combination of good
underwriting practice and that most necessary of
underwriting commodities, luck, it is not surprising
that although the market has firmed it has not done
so dramatically. Effectively there has been no more
than a partial reverse of the significant reductions
given over several years up to the third quarter of
2005, and rates are still well off their peak of four
years ago. Capacity has not contracted – indeed, it 
is gradually increasing – so the onshore property



market today could best be described as stable.
However, the inherent volatility of the sector should
not be underestimated, and this, combined with
higher retentions under treaties and generally less 
reliance on (or availability of) reinsurance, plus the
increasing willingness of management to move
capital quickly away from underperforming areas,
means that the underlying fragility of the market has
not diminished.

That said, the onshore energy property market
appears to have largely learned the lessons of the
late 90s and early years of this century. Any naivety is
long gone; the market has matured, and is now
managing the cycle with quiet confidence.

The following are some of the current key onshore
property market indicators:

√ `~é~Åáíó=
We estimate that economically viable capacity 
has remained broadly unchanged over the period
June 2005 to April 2006, standing today at 
around US$2.2 billion. OIL and sEnergy provide 
an additional US$250 million and US$200
million respectively. Several minor players
(Canopius and Alea) dropped out during the
period, and some excess players are now writing
smaller lines, but this capacity has been replaced
by Bermudian start-ups (Lancashire and Ariel Re),
and the as yet untried potential of Starr Tech as
an entity separate from AIG.
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√ o~íáåÖ==
The severity of rate increases depends on 
many factors – engineering, loss record, nat 
cat exposure, and previous market track record 
in soft and hard markets, for instance. The market
has firmed, and increases for clean renewals
without natural catastrophe exposure are
generally in a broad range of 5% to 20%,
very much depending on risk quality.

√ aÉÇìÅíáÄäÉë=~åÇ=t~áíáåÖ=mÉêáçÇë=
In general there is little movement in deductibles.
The market has by and large been satisfied with
the levels achieved in recent years, and these
have caused a significant reduction in the
frequency of claims. For windstorm, however,
there is pressure to increase deductibles from 
2% to 5%, though this is not as yet mandatory.

√ _ìëáåÉëë=fåíÉêêìéíáçå
There is a continued focus on BI throughout 
the market. Specifically, accumulation is often 
a major factor in restricting available capacity.

√ `çåíáåÖÉåí=_ìëáåÉëë=fåíÉêêìéíáçå=E`_fF=
Restrictions of cover are being seen, and where
the exposure cannot be identified or quantified
underwriters are only prepared to offer very
modest sub-limits. Identified exposures can be
covered with higher sub-limits, and may be rated
accordingly.

√ dìäÑ=`ç~ëí=táåÇëíçêã=
Capacity is available up to approximately
US$300 million, though more is available at
premium prices. Unlike in the upstream market
Gulf Coast capacity has not been commoditised
to the same extent, and pricing very much
depends on the individual risk. The market is
however tight, and underwriters are under

pressure to increase premium volume whilst
reducing exposure.

√ lfi=tê~é~êçìåÇë=
Most underwriters will not now give occurrence
aggregate limit “drop-down” cover.

√ båÖáåÉÉêáåÖ=
The onshore market continues to place ever
greater importance on risk quality. Compliance
with risk improvement recommendations is now
required, and good reasons must be given where
this has not happened. Underwriters are
increasingly drilling down into survey reports, and
in some instances where a site is judged to be
below expected standard specific dates are being
required for compliance with risk improvement
recommendations.

√ låëÜçêÉ=`çåëíêìÅíáçå=
Coverage under property programmes is normally
sub-limited at a relatively low level, the intent of
property underwriters being to provide minor
works and refurbishment coverage only. Projects
of significant size therefore require separate
construction (CAR) policies, and these are placed
in a specific sub-sector of the onshore energy
market. A more disciplined approach to
underwriting has led to much improved results
over the past few years, and the market has
remained stable; since the beginning of the year
there has been little change, and any increased
reinsurance cost at January 1 has yet to be
passed on to the buyer.

j~êâÉí=réÇ~íÉëW låëÜçêÉ=mêçéÉêíó=J=ÅçåíáåìÉÇ
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The recent 2006 marine reinsurance renewal season
has been dominated by the losses sustained by the
Market from Hurricanes Ivan, Katrina and Rita.

lÑÑëÜçêÉLréëíêÉ~ã=båÉêÖó
The renewal process was delayed until mid-December
due to the scale and complexity of the losses and
question marks surrounding the available capacity 
and cost of retrocessional arrangements. There were
five dominating factors in the marketplace, being:
an increased requirement for transparency from
cedants; a demand from reinsurers for a “miss-
factor”; increased pricing; a flight to quality in respect
of security; and an implosion of the retrocessional
market, all of which combined to severely reduce 
the amount of capacity available for Gulf of Mexico
windstorm exposures.

To take these issues one at a time, the most striking
change was the increased information demands, partly
due to a perception that the catastrophe models that
had become commonplace over recent years had yet
again proved to be unreliable, but more importantly by
a desire of reinsurers to better understand the
exposures they were being asked to reinsure.

To this end a myriad of questionnaires were produced
by various reinsurers asking cedants to estimate the
size of their Gulf of Mexico account and likely
conditions granted by 1 June, 2006.Whilst the level of
detail varied, the conclusions were aimed at allowing
reinsurers to benchmark the various portfolios they
were asked to reinsure, with the calculation of the
Lloyd’s Realistic Disaster Scenario becoming pivotal
and spawning a rating tariff. In addition to this, many
reinsurers were unwilling to provide more than one
limit in respect of windstorm losses emanating from
offshore energy accounts, and at the time of writing
many direct insurers are seeking to calculate their
exposure to a second windstorm loss in the coming

hurricane season before purchasing further
reinsurance.

The second major change was that virtually every
programme protecting Gulf of Mexico exposures was
restructured in order to provide reinsurers with a
“miss-factor”.The trend in recent years had been
towards whole account coverages, meaning that
entire treaty portfolios could be impacted by a single
loss. In order to avoid this happening again, the
reinsurance market sought to structure programmes in
mutually exclusive pillars which were commonly split
by territory or peril, in order to produce a more
balanced portfolio.

Another solution taken by certain direct insurers was
to resort to the purchase of proportional reinsurance
in the absence of competitive excess of loss solutions,
and a number of large treaties were placed.

At the same time reinsurers were seeking to increase
pricing levels, impose co-insurance for certain perils,
apply additional premiums in the event of losses and
increase retentions.All of this is leading direct
underwriters in the offshore energy sector not only to
require more premium from their original clients, but is
also forcing them to apply a spectrum of corrective
measures as a reaction to their now having much less,
and more expensive, reinsurance, often with an
increased retention.These underwriters’ most
important action is clearly to limit the amount of
windstorm cover granted, but the corrective measures
are also likely to include increased deductibles and
waiting periods, co-insurance for certain perils and a
restriction on the amount of capacity sold in
historically problematic areas such as business
interruption, contingent business interruption and
extended re-drill.

j~êâÉí=réÇ~íÉëW j~êáåÉ=oÉáåëìê~åÅÉ
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At the same time direct insurers and their
management have become much more concerned
about the quality of the security that makes up their
reinsurance panel. Cedants are imposing stricter 
limits on the capacity they will accept from any given
reinsurer, and we estimate that the number of
reinsurers commonly acceptable has reduced by as
much as a third.This capacity crisis was exacerbated
by the withdrawal from the marine reinsurance arena
of Allianz Marine and Aviation, Montpelier Re and 
the Munich Re Syndicate at Lloyd’s.Whilst this was
partially offset by the expanding Bermuda Class of
2005, most clients were unwilling to accept the new
players with their “A-” ratings for anything other 
than modest shares.Another development has been
the increased appetite of the capital markets who
continue to offer various expensive parametric
solutions, although to date a very limited number 
of these deals has been concluded.

The last factor has been the significant shrinkage of
the retrocessional market. Many first-tier reinsurers
wrote business in December with the expectation of
purchasing reinsurance themselves only to find that
capacity was scarce and penally priced, and this has
caused many reinsurers to stop accepting additional
exposure.

In conclusion, reinsurance providing cover for losses
from offshore energy accounts exposed to hurricanes
has become a scarce and expensive resource, with the
London Market taking a diluted share of those
programmes that have been placed. In the weeks
following Katrina and Rita it became clear that the
market had under-corrected following Hurricane Ivan
in 2004 and the eventual size of that loss is still
uncertain even today.

It is clear that the weather patterns in place indicate
that we are in a phase of increased hurricane activity,

with most experts believing that it is only 
the storm category and path of the storm that is in
doubt. Reinsurers and direct insurers alike need to
produce enough premium and diversification in their
portfolios to ensure that they can withstand at least
one major Gulf of Mexico windstorm per year.

The effect of the 2006 windstorm season on the
offshore energy reinsurance market will clearly affect
the marketplace’s behaviour going forward, but in the
short-term it is unlikely that prices will reduce or
capacity increase.

låëÜçêÉ=båÉêÖó
The onshore energy market was impacted by the same
factors that applied to the offshore energy market,
although the restructuring of programmes was not as
radical. The size and complexity of the claims arising
from Katrina and Rita highlighted the potential for the
same cat losses to affect both the offshore and
onshore market, with the aggregated losses in many
cases falling on the same reinsurers, albeit in different
departments. The scarcity of retrocessional cover,
security concerns and demand for transparency of
information manifested itself in an extremely late
renewal season.

The effect of cat capacity constraints on reinsurers,
either self imposed or imposed by retrocessional
terms, is that cedants will be forced to reassess their
utilisation of cat aggregate, given that their
reinsurance cover attached at higher levels and at
significantly higher prices. The most extreme price
increases were applied on the middle and higher
layers of programmes, as reinsurers were unwilling to
put their capital at risk for layers perceived as being
thinly priced.

Reinsurers brought pressure to bear to exclude natural
perils from risk programmes, or forced cedants to pay
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for two pillars of cover split between elemental 
and non-elemental coverage, and this significantly
increased the reinsurance spend.Aligned to this,
occurrence limits were imposed to ensure that 
cat exposure was limited in risk programmes, and
protected by separate cat cover which was separately
rated based on the applicable exposures.

Given the forecast direct market rate increases on US
exposed business there was however more appetite
from reinsurers to offer pro-rata cover subject to strict
occurrence limits geared to income, and with reduced
commission terms.

In summary direct insurers will be paying a 
significant proportion of their income for reinsurance
programmes that leave them with significant
retentions and reduced sideways protection.

j~êâÉí=réÇ~íÉëW j~êáåÉ=oÉáåëìê~åÅÉ=J=ÅçåíáåìÉÇ



táääáë Energy Market Review May 2006  ON

j~êâÉí=réÇ~íÉëW mçïÉê=dÉåÉê~íáçå=ríáäáíáÉë

Whilst the devastating impact of the last two
windstorm seasons has turned the focus of most
property and energy underwriters’ attention towards
re-appraisal of natural catastrophe exposures, it is
the increased frequency of high severity 'risk' losses
that is causing the greatest concern in the power
generation sector of the market.

Up until early 2005 the loss record of the worldwide
power industry could be fairly described as benign.
However, a sudden increase in frequency in 2005 has
caused losses to at least triple the total reported in
2004. Gross reserves for power losses in 2005
(excluding natural catastrophe) stand at more than
US$700,000,000, and it appears that in the first
quarter of 2006 alone losses in Europe, Asia and the
USA may exceed that figure. There does not seem to
be any common cause for this increase in frequency,
although it is a fact that power plants are running
more base load to take advantage of higher
wholesale prices. All types of generators have
contributed to these losses, with causation ranging
from a series of gas and steam turbine failures to
boiler explosions and dam collapse. These losses may
have strengthened the opinion of some underwriters
that rates for power sector risks have not adequately
reflected changes in exposure.

The growth of power companies’ costs and revenues
due to increased fuel and raw energy prices has
exacerbated the size of these losses. Underwriters
are consequently focussing on business interruption
issues, favouring those insureds who can
demonstrate an active approach to risk management
and who maintain critical spares holdings or have
sharing agreements in place, while behaving warily
towards those who do not. Indeed, some market
leaders have begun to establish a database of
worldwide spares availability in an effort to help
their clients minimise the period of business

interruption following loss.

Despite the negative underwriting results there are
no signs at present that capacity will exit the
marketplace. It is also clear that the recent influx of
Bermudian capacity into the property market will not
to any great extent be directed towards the power
generation sector. Despite this, the healthy level of
capacity in the market should ensure that
competition continues among insurers for good risks.
This will act as a brake on underwriters' ability to
increase rates for these risks as they attempt to
recover their 2005 and 2006 underwriting losses.
Inferior risks, or those that have suffered losses, may
be less fortunate.

The established power insurers have shown their
commitment to the sector by not reacting in 'knee-
jerk' fashion in the current market climate. Capacity
is stable, and although higher prices can generally be
expected, risk differentiation will become an
increasingly important factor in premium rating.
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In the June 2005 issue of this Review we anticipated
further softening with rate reductions flattening 
out towards the year end. While underwriters have
attempted to balance still aggressive premium
income targets with a reluctance to lose the pricing
benefits of the hard market, the decline in rates
indicate that they have not succeeded.

As with the property market, the 2005 storms were
anticipated to create a market turning point. The
direct impact of claims on the liability market,
however, has been limited. Claims have been filed
under workers comp policies, along with general
liability and pollution claims, against those
municipalities directly involved, but the number of
both claimants and insureds remains limited.
Therefore, while the scale of such claims still remains
unclear, it is safe to predict that the final total of
liability settlements will be a small fraction of total
property losses.

Following the storms there was a reasonable
assumption that competition for capital and
increased reinsurance costs would lead to tougher
conditions in the liability market. It was expected
that the energy sector would be particularly hard hit.
The end of the soft market appeared in sight. This
view now appears to have been premature. The rapid
influx of new and replacement capital into Bermuda
indicates that those insurers hoping for sustained
price increases will be disappointed.

Competitive pressure remains a factor in the market.
There is no evidence of capital currently allocated to
liability business being diverted to opportunities in
property and, while liability treaty reinsurance costs
have remained relatively firm, direct insurance costs
have to some extent become de-linked from
reinsurance pricing as direct insurers have
increasingly opted for higher retentions (the

calculation being either that better advantage can 
be taken of firm rates, or perhaps more likely, that
increased costs will be difficult to pass on to the
customer). This allows direct underwriters greater
freedom to respond to competition in the market.

Another factor in current pricing may be
organisational inertia or administrative inefficiency.
Senior management within some insurance
companies may not have succeeded in transmitting
the message to frontline underwriters about
reinsurance cost and the need to hold their position
on rates in a falling market.

mêáÅáåÖ=çìíäççâ
Having reviewed the current market dynamics our
view is that further softening is more likely than not.
Although there was a check in the rating slide at the
end of 2005 the indications are that it is resuming.
The energy sector has remained firmer than those of
less exposed industries but it is nonetheless still
experiencing rate reductions. The actual levels vary
widely depending on past rating history claims and
exposure and, while flat renewals may be the norm
reductions of 5% to10% are possible.

There is increasing differentiation between primary
and excess capacity, particularly for energy
companies with global operations. There are
relatively few insurers who both have true global
capability and who also target energy business, and
this does limit the scope for competition in the
primary area. The acceptance however (or at least
the threat) of taking higher retentions by the insured
can provide some additional leverage in the market.
Further, direct writing captives are increasingly seen
as a solution to the issuance of local primary policies,
thereby reducing the dependence on the limited
number of global carriers. The tighter position on
primaries is offset to some extent by greater



flexibility of capacity for excess layers where
admitted paper is not required.

Whatever the outcome on pricing, insurers are
having more success in holding the line on cover.
Terrorism exclusions and the recent introduction of
silica exclusions are examples of this trend.

In summary, while we expect to see further softening
over the next few quarters, the long term trend is
more difficult to call. Some key insurers renew their
treaties mid year and this may have an impact,
particularly if the hurricane season starts early. If the
slide in rates appears to accelerate more definite
action may be taken by insurers to move capital
away from the liability market.

o~íáåÖ=Ä~ëáë=Ó=qÜêçìÖÜéìí=îÉêëìë=íìêåçîÉê
The steep rise in oil prices over the past three years
has produced substantial increases in revenues. If

revenue is used as the premium rating basis this will
result in significant premium increases even where
rating remains flat. Throughput (eg barrels per day)
provides a much more realistic picture of an insured’s
activity and has become accepted in the market as
an alternative rating basis for premium calculation.

içåÖ=íÉêã=ÇÉ~äë
Long term deals (from 2 to 5 years) were virtually
eliminated by insurers over the period 2001 to 2004.
Such arrangements became available again for some
risks through 2005. They have value where the
objective is to lock in cover, though onerous break
clauses can clearly undermine this value.
Negotiations are very much on a case-by-case basis
to arrive at a solution tailored to the needs of the
particular insured.

A variation which can result in worthwhile cost
reduction is the stretched aggregate as illustrated:

2006 2007 2008

US$400m

US$100m

3 year stretched  aggregate
excess programme
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The exposure in the energy sector is generally low
frequency, high impact losses. By stretching a single
excess aggregate over 2 or 3 years cost savings of
10% to 20% can be realised.

`~é~Åáíó
Our current estimate of total A rated market capacity
is illustrated below. There have not been any major
new entrants into the liability market during the
course of 2005. However, capacity has drifted up as
existing players offer more. Gerling for example can
now write up to US$100 million for certain risks (up
from US$50 million) although this will be under
threat once the announced acquisition by HDI
completes. There is evidence that Gerling is now
being very cautious about offering their full capacity
at the more exposed end of the onshore energy sector.
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It seems likely that the steady increase in capacity
seen over the past 3 years will not be sustained at
the same rate, although diversion of new Bermuda
capacity to liability could become a factor. It remains
the case for many exposures that the available
capacity substantially exceeds the needs of most
buyers. This allows scope for leveraging the market
and further demonstrates why a hard market is not
yet in sight.

It should however be noted that global capacity
shown in the chart above reflects pure international
liability capacity. When a programme includes US
domiciled exposures the capacity available is
significantly restricted, in particular when full follow-
form is required. Capacity available for the more
exposed energy risks in North America is in the
region of US$1 billion, not much more than half that
available for pure international liability, and to obtain
even this reduced amount compromises on both
form and price may be required.

mêçÖê~ããÉ=píêìÅíìêÉë=~åÇ=éçäáÅó=Ñçêãë
Occurrence cover remains available for many
insureds up to US$400 million of capacity.Above this,
claims made or the Bermudian occurrence reported
form is usual for the balance of the programme. The
different triggers do not present any major problem
for single events (such as plant explosions) where
knowledge of the event is immediate. The situation is
more complex for exposures where the timing of the
loss is not clear or where it could spread over more
than one period. This would be typical of certain
types of product claims where the different policy
forms trigger at different points in the development
of the loss. In these often complex cases it is
important to structure and manage the programme
to ensure that attachment point gaps are not
opened up between one policy year and another.

réÇ~íÉ=çå=bãÉêÖáåÖ=ÉñÅäìëáçåë
páäáÅ~=
Industrial processes using silica (such as sand
blasting) have produced a significant number of
personal injury claims in the US. As a result it is
becoming increasingly common to see silica
exclusions being introduced, even though in many
cases the exposure is low to non-existent. Definitions
are being extended to include mixed dust materials.
The language used in some exclusions can also be
very broad. Our view is that if exclusion has to be
applied it is important it relates only to the disease-
causing properties of silica. Careful review of
insurers’ proposed wordings is essential.

jq_b=
Methyl Tertiary-Butyl Ether continues to be the focus
of exclusions. While it is sometimes possible to
maintain a degree of cover in renewals where there
is limited or no US exposure the market is becoming
steadily more difficult on this issue. Because of
environmental concerns a number of producers are
converting production to ETBE (Ethyl Tertiary Butyl
Ether), and some exclusions are being drafted to
eliminate cover for this substance as well.

cçÅìë=çå=íÜÉ=rp=j~êâÉí
It might have been expected that the 2005 storms
would have had a greater impact on the US liability
market from an energy standpoint. Losses estimated
at more than US$50 billion across all classes
represent the largest single loss in the insurance
industry’s history. However only a proportion of this
loss has stayed in the domestic market. Perhaps half
of the loss will flow out to the international
insurance market where as described earlier it
appears to have been absorbed without creating
major disruption.
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The reality is that the effect has been highly focused
on property and marine risks in the Gulf of Mexico,
as described elsewhere in this Review. As with
international liability the impact on the US liability
market has been very limited.

Pollution is clearly a concern for the energy sector. A
number of refineries were affected with the potential
for contamination of surrounding land. In fact up to
this point such damage appears limited.

The impact of offshore pollution on markets such as
OCIL was an initial concern but this again appears to
have been overplayed.

At the end of the first quarter of 2006 it is evident
that the hurricanes have done little more than
depress 2005 profitability, and the underlying capital
base of the insurance industry remains intact.

Pricing for general liability risks is therefore likely to
follow a similar pattern to that of the international
market, certainly for the bigger insureds who
routinely access world markets.

j~àçê=äçëëÉë
The most significant event since the last issue was
published was the Buncefield Oil Depot explosion 
in the UK near London. This was probably a result 
of the ignition of a gasoline vapour cloud. As yet the
reason for the leak and the source of ignition have
not been reported. The explosion resulted in very
severe damage to the site itself and surrounding
property although fortunately no loss of life. As 
yet no clear picture has emerged in relation to 
third party claims, although some commentators
have suggested a figure as high as £500 million 
( US$870 million). This figure includes damage and
business interruption to surrounding businesses and
also additional costs and loss of profit by airlines as

a result of non-supply of fuel. These latter claims 
will no doubt turn on the nature of the contracts 
in place. A more realistic figure for pure general
liability losses may well be in the region of £100
million (US$170 million) 

`çåÅäìëáçå
In the final analysis a soft market becomes a hard
market only when capital is withdrawn or forced out.
There is little evidence that this is happening in the
liability sector, and the message for insurance buyers
is that they should continue to resist any pressure for
price increases. As always good quality presentations
demonstrating above average risk management
practice increases underwriters’ confidence and pays
dividends in renewal negotiations.



After an extensive period of rate reductions the market
is flattening out as underwriters reconsider their line
sizes and premium rates in the aftermath of the
London July bombings and the 2005 hurricanes.

In general the market is unwilling to give reductions in
renewal premiums. However, there is still hunger in the
market for new business, and where capacity is not an
issue there is competition, particularly for smaller
accounts with limits of US$50 million or less, and these
continue in many cases to enjoy premium reductions.

Deductibles remain competitive for onshore terrorism
risks, with US$250,000 each and every loss for physical
damage and 14 days for business interruption being
the market norm, significantly below the average
deductible requirements of the energy property market.

Despite new entrants bringing significant capacity 
to the market (notably Lancashire Re offering up to
US$100 million and most recently Chaucer with 
a US$15 million line) we estimate that overall
competitive capacity remains unchanged at US$650
million, for the reasons given above.

Although rates have stabilised the market is now
starting to offer coverage tailored to the insured’s
requirements. This move away from standard market
wordings would not have been an option previously.

When allowed the market continues to compete
against national terrorism pools or government
guaranteed back-ups such as TRIA.Where coverage 
in the national pool is mandatory the market can fill 
in the gaps by writing coverage, for example, for
construction or liability, which are often not part of 
the mandatory cover.

Terrorism liability coverage continues to be in
increasing demand. Up to US$200 million of capacity

is available, and is increasingly being used on an
excess basis as a top up to coverage already given
within corporate liability programmes.

qÜÉ=qof^=bñíÉåëáçå=fãé~Åí=
President Bush signed The Terrorism Risk Insurance 
Act (TRIA) in November 2002, creating a federal
reinsurance backstop in the event of certain
catastrophic terrorism losses.The original three-year
limit on TRIA was set to expire at midnight, December
31, 2005.The original intention was that the
insurance industry would be able to provide a market
solution whilst TRIA was in place and renewal would
not be necessary. However it had been clear for some
time that there is not the market capacity to provide
cover for many areas in the US, especially those with
aggregation issues such as New York, Chicago and
San Francisco.With no other solutions being presented
it was clear that the US government would have to
extend TRIA in some form. Great uncertainty and
speculation surrounded the issue right up to the last
few days before renewal. The threat of TRIA not being
renewed raised serious capacity and coverage issues,
so insureds prepared themselves by buying policies
incepting on December 31.

Under the pressure from industry and the insurance
markets members of the Senate and the House worked
out a compromise for a proposed extension.The final
bill was agreed late in the day on December 17, 2005.
President Bush signed the legislation on December 22.
Not everyone is satisfied with the new bill and there is
a feeling that potential for improvement to the bill was
diminished by political wrangling.

TRIA has been extended but there are some fundamental
changes that have implications for all involved. Our
review focuses on the basic provisions of TRIA, firstly
what has remained unchanged and secondly the
amendments that have the most significant impact.
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rå~äíÉêÉÇ=Äó=íÜÉ=ÉñíÉåëáçåW

Most importantly the new legislation continues the
mandatory make-available provision. This means that
insurers must continue to make TRIA terrorism
insurance coverage available to their clients until
December 31, 2007. This is however, as with the
original Act, not on a risk attaching basis. The insurers
may add a “sunset” endorsement to policies issued
during the next two years that cancel the coverage at
the expiry of TRIA on December 31, 2007, even if the
expiry date of the policy is in 2008.

The 2005 act has not altered the definition of
certified terrorism to include domestic acts. Therefore
any act that is carried out by US groups with a target
within the US cannot and will not be certified by the
Secretary of the Treasury, the Secretary of State and
the US Attorney General.

jçëí=ëáÖåáÑáÅ~åí=~äíÉê~íáçåëW

bñÅäìÇÉÇ=`çîÉê~ÖÉ
Commercial Automobile, burglary and theft, surety,
professional liability and farm owners multiple peril
insurance. These stand in addition to the classes that
were originally excluded under the 2002 TRIA Act.

mêçÖê~ã=qêáÖÖÉê
The 2005 legislation stated that the amount of loss
required to enable the act to be certified was US$5
million until December 31, 2007.After March 31,
2006 the government is prohibited from making a
payment from federal funds until the loss exceeds:

• US$50 million throughout the remainder 
of 2006 and 

• US$100 million in 2007.

This means that whilst an event causing aggregate
losses between US$5 million and US$50 million
could be deemed certified, the insurer will have no
access to federal reinsurance, as the “trigger” level
will not have been satisfied. It is possible therefore
that smaller insurers, especially those with TRIA
deductibles smaller than US$50 million may well
reconsider participating in the first US$50million.

Captives may well require additional capitalisation or
additional reinsurance if available. Once the “trigger”
level has been satisfied the federal reinsurance back
stop will apply, and individual insurers will be
reimbursed for the amount in excess of their
increased deductibles. This provision means that there
is only concern for losses that do not exceed US$50
million in 2006 and US$100 million for 2007.

Insurers deductibles will rise from 15 percent of 
the prior year’s direct earned premiums in 2005 to
17.5% in 2006 and to 20% in 2007.

The federal reinsurance quota share of compensation
for insured loss will remain at 90 percent in 2006,
but decrease to 85 percent in 2007.

The insurance marketplace aggregate retention
amount will rise from US$15 billion in 2005 to
US$25 billion in 2006 and to US$27.5 billion in 2007.

fãé~Åí=çå=íÜÉ=fåëìê~åÅÉ=j~êâÉí
The insurance market has reacted favourably to 
TRIA’s extension. The new US$50 million programme
“trigger” will only really impact small insurers 
and captives writing primary terrorism risks. There
could be some small capacity issues, but overall 
the insurance market will be able to accommodate
the changes.
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As a result of the exceptional losses incurred in the
2005 hurricane season the Bermuda market saw 
an influx of new capital of approximately US$10
billion, with much of this (US$6 billion) being raised
to replace lost capital and to ensure that Bermuda
insurers / reinsurers maintained their high ratings.

Of the balance, US$3 billion was raised to create
reinsurance start-ups, with the remaining US$1billion
brought in to provide backing for new direct markets
such as Lancashire and Ariel Re which have both
expressed an appetite for writing energy risks. The
number of viable markets writing direct property
energy business in Bermuda has therefore increased
to 10, and the maximum line size and preferred
position of each are outlined below:

Rating agencies have noted that over-reliance 
on catastrophe modeling software too often
underestimates a company’s actual exposure,
and has led to insurers and reinsurers being 
required to maintain larger reserves.

If rating agencies impose significantly more stringent
capital adequacy requirements on insurers and
reinsurers with catastrophe exposures, the result will
be a reduction in capacity, at least among companies
desiring to maintain their current rating. Insurers and
reinsurers will be required to hold more capital and

ACE 50,000,000 Minimum attachment US$500 million
Arch 100,000,000 Excess & quota share
AWAC 20,000,000 Primary & 1st excess
AXIS 150,000,000 Excess & quota share
Everest Re 5,000,000 Primary & 1st excess
Lancashire 75,000,000 Excess
Max Re 25,000,000 Primary & 1st excess
Montpelier Re 25,000,000 Excess
XL 150,000,000 Excess & quota share
Ariel Re 25,000,000 Primary & 1st excess

ASORIMMMIMMM
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surplus to meet the new risk-adjusted capital
standards, and the probable outcome would be 
less competition and upward pressure on rates.

While rate increases are predominantly being seen 
in the heavier cat exposed areas, the clear message
from the Bermuda market is that reductions will not
be given on any account. The level of rate increases
experienced in the latter part of 2005 ranged from
20% to over 300%, depending on exposure and
class of business. With some reinsurance treaties 
still to be renewed in July we anticipate this trend 
to continue.

There is speculation that the increased rates for 
high risk offshore exposures may encourage some
insurers to take advantage of the current market and
write this class of business (which has previously not
been the case), however evidence of this has yet to
be seen.

Bermuda continues to play an important role in 
the liability sector of the energy market, and this 
is discussed more fully in the Third Party Liability
section of this Review.

While stiffer risk capital criteria may encourage some
energy markets to abandon business in catastrophe
prone areas, the Bermuda market has reaffirmed its
desire and commitment to continue to insure risks in
this volatile industrial sector.

_ÉêãìÇ~=j~êâÉí=réÇ~íÉ=J=ÅçåíáåìÉÇ



OIL

In 2002, under the heading 'OIL - a remarkable year',
we reported that 2001 was 'an extraordinary year 
in the life of OIL, a year of massive change in profile
and expansion of members coinciding with the worst
underwriting results in the history of the company'.
We subsequently reported on further 'dramatic' or
'watershed' events, not least the withdrawal of
gradual seepage and pollution cover. However,
perhaps we were a little hasty in our use of the
superlatives as surely the accolade for the 'worst
ever' or 'most extraordinary' or 'most remarkable' 
or 'watershed' year belongs firmly to 2005.

'It's an ill wind that blows nobody good', and the
hurricanes of 2005 were truly 'an ill wind'. In
common with the commercial market, Katrina 
and Rita not only delivered devastating losses to 
OIL, but have also caused a radical rethink of the
underlying model, a model that has never before

been as severely challenged or called into question.
Why called into question?  For years the rating
agencies have cited the 'unique rating model' of 
OIL as justifying or underpinning their support of 
a strong rating. Witness the following statements
taken as extracts from the Standard & Poor’s (S&P)
ratings release on 24 September 2002 when the
agency affirmed OIL's A+ rating:

'Rationale: ... Although the confluence of poor
investment markets and high catastrophe losses
reduced capital adequacy to 92% as of June 30,
2002, from 169% in 2001, the capital replenishment
provisions are sound and are expected to return
capital adequacy to the rating range in the next
three-five years, depending on loss levels between
now and then...' and further '...Obligations to repay
underwriting losses are joint and several in all
relevant respects and shared by many of the largest
energy companies in the world. The obligations
succeed their membership in OIL and constitute a
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modest share of their collective net worth...'

'Major Rating Factors: ...Unique retrospective rating
plan. OIL is reimbursed by its policyholders for 
100% of incurred losses under its policies, increased
from the 85% of the incurred losses concession
made in low-loss periods. Any exiting members must
make payment in full for its share of all outstanding
amounts. All policyholders are also shareholders,
directly linking the interests of the capital suppliers
and the insureds...' and this is just one rating agency
example.

However, following Hurricane Katrina, the same rating
agencies allegedly began to question the robustness
of the OIL premium rating model. According to this
model what should have happened is that the
US$1billion loss would have been included in the
rating calculation for the next 5 years and been
refunded through higher premium charges through
2010. However, amidst ominous rumblings from the

rating agencies that they were going to downgrade
OIL's security rating (allegedly questioning members’
ability or willingness to pay) OIL took what was, in
their own words, 'extraordinary action' and on 23
September 2005, after posting a US$1 billion reserve
(IBNE) for Katrina, the company 'booked' additional
premium of approximately US$800million (i.e. the
vast majority of the IBNE) in a single year. In their
presentation to shareholders in January 2006 they
claimed that 2005 was 'an extraordinary year' and
fully acknowledged that they 'had to operate outside
of normal parameters', an admission which is further
evidenced by OIL's briefing note for shareholders
dated 27th September 2005 from which we quote:
'...In the normal course of events the 2005 losses
would impact the 2006 and following years' rates.As
recent events have transpired, the year 2005 cannot
be characterized as “normal”. Our Shareholders
have stressed the importance to them that OIL's
financials are sufficiently robust to cope with severe
loss years and members have made us aware of the

PO táääáë Energy Market Review  May 2006

lfi=~åÇ=ëbåÉêÖó=réÇ~íÉ=J=ÅçåíáåìÉÇ

Freeze
1%

Source: OIL

Earthquake
0%

Other
14%

Blowout
14%

Hurricane
32%

Gulf of Mexico
Exposures

29.9%

Explosion & Fire
38%

lfi=eáëíçêáÅ~ä=içëëÉë=Äó=qóéÉ



potential impact to them if OIL were to be
downgraded below 'A' by the rating agencies.
Without the effect of the 2005 rate adjustments,
the expected action of the rating agencies would
likely have been severe and unacceptable to the
majority of Shareholders. In light of these
considerations, and the need to inform Shareholders
promptly of the actions to be taken so that
Shareholders will be able to plan accordingly
(including, as apparently is the case for some
members, giving consideration to possible
withdrawal from OIL), the Board determined 
that quick action was necessary...'

Despite OIL taking this extraordinary action, on
September 30 2005 S&P decided to lower their
rating of the company two notches to A-, an 
action which caused some distress to the OIL 
board who clearly felt that their actions had been
misinterpreted. They went into print to say that
'...We regard this action as regrettable. S&P, in 

our opinion, does not sufficiently value the mutual
structure of OIL or the contractual nature of OIL’s
shareholders’ obligation to fund, via OIL’s unique
Rating & Premium Plan, the cost of catastrophic
losses by spreading and recovering them from the
entire membership by the end of the following 
five-year period.....' but worse was to come. The 
day after booking the Katrina reserve, Hurricane Rita
tore through the Gulf, creating further devastating
loses. As the losses began to escalate, and a further
limits loss seem likely, the board took the painful
decision on December 15 to collect a further US$900
million premium supplement to support their balance
sheet and ultimately their rating.

While taking this action in the interests of their
members, the reaction from the membership has
been mixed and not exclusively supportive. The range
of reactions has been far reaching, and clearly those
members who do not have exposure to natural
catastrophe (and windstorm in particular) have had
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difficulty in not only accepting but also in justifying
this level of additional premium payback. There 
have been loud calls for action, and radical measures
were considered and discussed at the annual 
general meeting in March. The result of these
deliberations was that the board determined that 
the “per occurrence cap” should be reduced from
US$1 billion to US$500 million effective 1 June 2006.

Further work is underway to develop a long-term
strategy to enhance capital and to focus risk
differentiation on those assets (“sectors”) that have
generated significant losses to the pool. Proposals
will be discussed at an extraordinary general meeting
in September. In anticipation of changes being
introduced (or, indeed, a lack of sufficient change)
which may be unpalatable to some of the
membership, the board has reduced (on a one-off
basis) the withdrawal notice period to 60 days.
Finally, members can now choose to report assets 
on either a US GAAP or IFRS basis for 2006.

The impact on shareholders has not been restricted
to the premium charged by OIL alone. OIL has now
suffered its first (and second) ever full per occurrence
limits loss. The model, from an OIL perspective is
fairly simple, in that all members’ losses are scaled
back in proportion to their share of the overall loss
that they bring to the pool. However, the impact on
the commercial market writing excess of OIL is only
now being fully appreciated and, perhaps for some,
only now for the first time being evaluated. The
commercial market reaction to the scaling back of
underlying OIL limits is likely to be varied and to
depend very much on the structure of each excess
insurance programme, and the extent that each 
one 'drops down' or 'wraps around' OIL; in other
words, it will depend upon the quality of the product
bought by the individual OIL member. The adjustment
process will be both interesting and protracted with

members who have fully addressed the exposure
through brokers offering quality products likely to
fare better in the long run.

Finally, there may inevitably be no way back for
some members, who may have had their faith in 
the model irreparably damaged. For such members,
the process of withdrawing from OIL can be both
protracted and expensive and requires careful
management and stewardship. However, perversely,
the fact that the hurricane losses have been almost
fully funded in advance means that future exit
penalties will be lower. In fact this, together with 
the overall issue of booking Theoretical Withdrawal
Premium (TWP) liabilities in advance, means that 
OIL has potentially moved from a low barrier to
entry/high barrier to exit environment to a high
barrier to entry /low barrier to exit environment,
and that could alter the dynamic of the company
dramatically.

OMMR=c~Åíë=~åÇ=cáÖìêÉë=áå=êÉîáÉï

• OIL discontinued Broad Form Pollution (BFP)
coverage at 1 January 2006. From this date
coverage is only provided on a sudden &
accidental basis (40 day discovery/120 day
reporting) but claims for BFP from occurrences
commencing prior to 1January 2006 may still 
be submitted. Policyholders can elect to give 
up their right to the BFP 'tail' at any time and 
will receive a 4% rating discount (reduced from
10%) for doing so. This discount is being phased
out over the next 4 years (1% reduction in
discount each year) to zero by 1 January 2010,
but the Avoided Premium Surcharge (APS) for
making this change is being waived and any
outstanding APS amounts still to be collected
from members who elected S&A pollution within
the past 5 years is forgiven.

lfi=~åÇ=ëbåÉêÖó=réÇ~íÉ=J=ÅçåíáåìÉÇ
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• The final 2005 year end result is projected to be:
- Total Written Premiums: US$2,600 million 
- Claims and Claims Expenses: US$2,800 million

• From a financial perspective, the underwriting
loss was offset by investment income and after
taking account of expenses, the actual net loss 
to OIL was US$118 million (on top of US$548
million for 2004).

• 3 members withdrew at the end of 2005,
Ashland, CMS Energy and Encana and 2 new
members joined during the year (Pacific Gas &
Electric and Royal Vopak).

• Membership currently stands at 82.

• Shareholder equity stood at US$876 million 
at 31 December 2005.

• Total statutory capital was approximately
US$1,500 million at 31 December 2005
(including US$800 million capital market
facilities) but both S&P and Moody's lowered
OIL's ratings to A- and A2 respectively.

• OIL's rates have escalated dramatically during
2005 as a result of the 'extraordinary' premium
'calls' during the year:
a) Pool A (Standard Premium) Rate increased 

from 9.22 cents (1st Quarter) to 41.04 cents 
(4th Quarter)

b) Pool B (Flat Premium) Rate increased from 
9.07 cents (1st Quarter) to 52.55 cents 
(4th Quarter)

• In December 2005 OIL confirmed its rates 
for 2006 1st quarter billings as follows:

a) Pool A (Preliminary Standard Rate - paid 
by all members): 13.00 cents 

b) Pool B (Provisional Flat Premium Rate - 
additionally paid by Pool B members):
12.52 cents.

These rates are considerably higher than the final
2004 rates, or indeed the 'going in' 2005 rates.
OIL has since announced that the 2006 Pool A 
and Pool B rates for the 2nd and 3rd Quarters are 
to be increased to 17.32 cents and 17.31 cents
respectively. These rates are of course prior to
application of the modifier credits.

• 77 of the members are on a Flat Premium 
basis, with 6 on individual Retro and 4 on 
the Minimum Premium only option.

• Coverage was extended for non-nuclear risks
within nuclear facilities.

• Theoretical Withdrawal Premium (TWP) continues
to exercise the minds of OIL and its members
alike. The view seems to be that as long as
members are subject to an exit penalty they 
will be forced to recognize this by way of a TWP
liability on balance sheet.
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OIL Rate Increase Analysis

fåÅêÉ~ëÉ=çå
OMMQ=o~íÉ jçÇáÑáÉê kÉí=o~íÉ OMMQ=o~íÉ fåáíá~ä=OMMR=o~íÉ

Pool A 8.03 0.3 2.409
Pool B 8.73 0.2 1.746

Composite 4.155

fåáíá~ä=_áääÉÇ OMMR=o~íÉ jçÇáÑáÉê kÉí=o~íÉ
Pool A 11.75 0.3 3.525
Pool B 13.62 0.2 2.724

Composite 6.249 150%

mçëí=h~íêáå~ OMMR=o~íÉ jçÇáÑáÉê kÉí=o~íÉ
Pool A 25.02 0.3 7.506
Pool B 31.58 0.2 6.316

Composite 13.822 333% 221%

mçëí=oáí~ OMMR=o~íÉ jçÇáÑáÉê kÉí=o~íÉ
Pool A 41.04 0.3 12.312
Pool B 52.55 0.2 10.510

Composite 22.822 549% 365%

Ignoring Asset Value adjustments, example premium impact:
2005 Budget (based 2004 Rates) say $7.25
2005 Outcome (based Post Rita Rates) say $39.82

fåáíá~ä=_áääÉÇ OMMS=o~íÉ jçÇáÑáÉê kÉí=o~íÉ
Pool A 13.00 0.3 3.900
Pool B 12.52 0.2 2.504

Composite 6.404 154% 102%
2006 Projected (Assets unchanged) say $11.17

OåÇ=C=PêÇ=nì~êíÉêë
mêçîáëáçå~ä OMMS=o~íÉ jçÇáÑáÉê kÉí=o~íÉ
Pool A 17.32 0.3 5.196
Pool B 17.31 0.2 3.462

Composite 8.658 208% 139%
2006 Projected (Assets unchanged) say $15.11

Source: OIL/Willis Research
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ëbåÉêÖó

On 10 April 2006 sEnergy issued the following 
press release:

“sEnergy Insurance Ltd. (sEnergy) announced 
today a decision to suspend writing of insurance 
and reinsurance.

This action is as a result of changes in the risk profile
of the sEnergy pool and the external environment in
which sEnergy has been operating.

The rationale for establishing sEnergy on May 1,
2002 was to respond to the demand by some of 
the shareholders of Oil Insurance Limited and Oil
Casualty Insurance, Ltd. for affordable, reliable
business interruption and excess property damage
insurance coverage. The economics of such coverage
has changed as a result of energy market conditions.
In response, the board of directors and shareholders
of sEnergy have decided that it is appropriate to
suspend the writing of business interruption and
excess property damage insurance on or about May
15th, 2006. After this date, sEnergy will conduct an
orderly discharge of its liabilities and all claims will
be met in full. Shareholders have until August 1st,
2006 to submit notices of any occurrences that may
give rise to any claims under policies in force prior 
to the effective date of cessation.

No further new membership enquiries are being
entertained.

The members of sEnergy have not precluded
consideration of a subsequent mutual facility at
some stage in the future to address the provision 
of energy insurance as the need arises.”

It is our view that the hurricanes were not per se the
reason for this stark announcement. The indications
are that sEnergy escaped claims from Katrina and
may not breach its US$200 million occurrence limit
for Rita; it would therefore appear that the mutual
has performed within its business model. Rather,
sEnergy since its creation four years ago was, for 
a variety of reasons, unable to achieve critical mass,
with the membership at the time of the press release
having declined to 14 from a peak of only 16.
Written premium for 2005/6 amounted to an
unviable US$71 million.

The upside for energy insureds in general is that 
with only 14 members affected the overall effect 
on the commercial market is likely to be limited.
The announcement came as little surprise to many
and, although accumulation problems are affecting
capacity in some cases, we expect the commercial
market to be able to absorb the additional BI
exposures without too much upheaval.
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Onshore

mÜáäáé=pÉñíçå has resigned from Hiscox

j~äÅçäã=tÉáê has joined Zurich

`Üáë=_~êÄÉê has left Zurich in London to establish 
a presence for Zurich in Hong Kong

jáâÉ=d~êêáëçå has left AIG in Paris

sáÅíçê=mÉáÖåÉí has been appointed CEO of Scor
Property & Casualty 

pçéÜáÉ=`~áää~ìÇ has left Scor and joined Swiss Re
in Zurich as a senior casualty underwriter

j~êáÉ=c~óÉí has left Axa Re in Paris

oáÅâ=jáíÅÜÉää has left Allianz Houston to join AIG

oçå~äÇ=_ÉêäÉê has joined XL as Global Business
Development Leader for Energy  

qçåó=qÜáêâÉííäÉ has left international reinsurance
and re-joined the energy department at Munich-
American RiskPartners 

bêáÅ=̂ êã~äáåç has moved to CAR underwriting at
Liberty

m~ìä=p~åâÉó has joined Liberty from O'Farrell
syndicate at Lloyd’s

m~ìä=lDkÉáä has been appointed head of Global
Energy at Allianz

m~ìä~=mçêíÉê has joined Lancashire from Houston
Casualty Company

k~ï~ä=̂ ä=n~ã~áëÜ has left ARIG to become the
new general manager of AIG Bahrain

^ååÉ=mäìãÄ is leaving Swiss Re in London

Upstream

qáã=_ìêêçïë has succeeded David Foreman as
Chief Underwriting Officer at Wellington

g~ëçå=mçìä~ëíáÇÉë of St Paul syndicate is leaving
to join SVB syndicate at Lloyd’s who have started 
an upstream energy account effective 1 May 2006

lääó=m~óåÉ of Marsh has joined St Paul Syndicate
as deputy to `Üêáë=jìêéÜó=lD`çååçê

mÜáäáééÉ=sáî~êÉë is leaving Axa Re Paris to join
Arch Europe

píÉîÉ=`ìääÉå has left XL to head up Markel Marine
& Energy in the US

páãçå=båÖÉäÉå is joining the O'Farrell Liability
team from Millennium

^äÉñ=j~äçåÉó=has moved to Lancashire from Zurich

oçï~å=a~îáÉë has left Navigators to join Liberty

mÉçéäÉ=~åÇ=mä~ÅÉë
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Starr Tech and AIG 

The recent split of Starr Tech and AIG has seen
unprecedented movement of onshore underwriters
in North America. There has been significant
competition between the two companies to retain
quality staff, with a knock on effect on the rest of 
the market as they seek to make good any shortfalls
in numbers

At the time of writing Starr Tech estimate that they
have hired approximately 100 staff, compared to 
AIG who estimate that they have hired 90, 30 of
whom are underwriters

Willis

mÜáääáé=bääáë has joined Willis as Chairman of 
Global Energy Practice. Phillip joins Willis from the
Boston Consulting Group (BCG) where he served for
six years as leader of their oil and gas practice. Prior
to BCG, Phillip was with Booz Allen & Hamilton, for
over 13 years, where he last headed up their Energy
Practice for Europe and the Middle East

In addition Willis Energy in London has made a
number of key hires: m~ìä=_ê~ÇÇçÅâ, `Üêáë
`çäã~å, `Üêáë=dÉçêÖÉ, ^ä~å=k~ëÜ=& kÉáä=pãáíÜ
from Marsh;a~îáÇ=dêáÑÑáíÜ from Agnew Higgins
Pickering; píÉîÉ=mçêíã~å from Millers;
and with dÉê~êÇ=j~Öáåå & gÉêÉãó=_ÉååÉíí
due to join from Aon in the Autumn

mÉçéäÉ=~åÇ=mä~ÅÉë=J=ÅçåíáåìÉÇ
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pìãã~êó

We have sought in this issue to review the energy
insurance market as a whole, but with detailed
analysis of its key components.

The size of the claims suffered by the energy market
in 2005 was such that a few years ago it could have
led to a total capacity melt-down.

Of course, capacity in the Gulf of Mexico has been
dramatically reduced, and as we approach the 2006
hurricane season many insureds will benefit from only
a fraction of the coverage that they had in the past.

But despite this severe reaction the market overall
has proved resilient, and strong enough to continue
to offer a comprehensive product going forward,
regardless of the hurricanes, BI spikes, CBI concerns,
technical issues, and gaps in reinsurance
programmes.

As discussed at the beginning of this Review there 
is a "widening gulf" between the onshore and
offshore markets, but it is quite clear to us that
Katrina and Rita have emphasised the need for a
significant technical re-evaluation of the upstream
market. To many observers it is long overdue.

The strength of the insurance industry’s recovery
which started in earnest after 9/11 has meant that
Katrina, as the largest insured loss ever, and on 
its heels Rita (and Wilma), are essentially earnings
depleting events, and unlike the terrorist attacks 
of four years ago the capital base of the industry 
has not been significantly damaged.

There are clearly many challenges ahead for the
energy market. In addition to an expected
restructuring of the upstream sector there is a
particular need for the market to address the
aggregation risk, and to determine how to provide

enough capacity for a significant accumulation of
values at risk in those areas of the world that have
major natural catastrophe exposures. Whilst the
reinsurance market has used innovative methods to
attract new capital providers such as hedge funds,
the energy market is still reliant on traditional sources.

The mutual system was tested in 2005 and, despite
all its detractors, appears to be able to continue 
to provide solutions for the industry, although the
demise of sEnergy demonstrated that you need
critical mass for mutualisation to be successful.

But despite the relative strength of the market,
all eyes are now turned towards the Gulf of Mexico 
and the 2006 hurricane season.

The next 7 months will undoubtedly determine
whether the market can withstand a repeat of 
the events of 2005.
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