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ThE TEN MosT ExpENsIVE EARThquAKEs IN hIsToRY (pRE-TohoKu)

Year Location Loss (USD bn) Insured Loss (USD bn)
1994 California, Northridge 44.0 15.3
2011 New Zealand, Christchurch 20.0 10.0
2010 Chile 30.0 8.0
2011 New Zealand, Christchurch 6.5 5.0
1995 Japan, Kobe 100.0 3.0
2004 Sri Lanka, Indonesia, Thailand etc. 10.0 1.0
1989 California 10.0 1.0
2004 Japan 28.0 0.8
1999 Taiwan 14.0 0.8
1989 Australia 1.2 0.7

  With the upper end of the insured loss estimates currently standing at 
approximately USD 35 billion, the recent Tohoku earthquake and subsequent 
tsunami is very likely to prove the costliest in the insurance market’s history.  
But what will be its long term effect on the global insurance energy markets?

 Source: Munich Re, Geo Risks Research, NatCat SERVICE

ThE TEN MosT ExpENsIVE opERAToRs ExTRA ExpENsE (oEE) lossEs IN hIsToRY

Year Type Location Country OEE Indexed USD
2010 Rig Gulf of Mexico USA 2,000,000,000
2005 Platform Gulf of Mexico USA 636,047,629
1989 Well North Sea Norway 396,419,527
2008 Platform Gulf of Mexico USA 384,080,640
2005 Platform Gulf of Mexico USA 341,560,173
1984 Well Nova Scotia Canada 320,593,818
1988 Platform North Sea UK 308,109,489
1987 Platform Gulf of Mexico USA 264,476,529
1975 Well Dubai UAE 246,250,219
2004 Rig Mediterranean Egypt 230,104,683

 Source: Willis Energy Loss Database, April 1, 2011
 
  The Macondo loss of April 20, 2010 dwarfs all other OEE losses in the Willis 

Energy Loss Database – even on an inflation-adjusted basis. But what lessons  
have been learned in its immediate aftermath?
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 —  The global energy insurance markets have had to take 
immediate stock of their position following the recent 
tragic earthquake and subsequent tsunami in Japan. 
Although the possibility exists for competitive pressures to 
reassert themselves later in 2011, any softening dynamic on 
risks not already quoted in either market has been brought to 
an end as this Review went to press.

 —  Before this tragedy struck, the Macondo blowout and  
oil spill had resulted in the largest Operators Extra 
Expense (OEE) loss in the upstream market’s history. 
However, it’s impact on the energy insurance markets has 
not been as profound as might be imagined, due to the limited 
amount of the loss that was actually insured. The most notable 
upswing in upstream rates has therefore been confined to the 
‘stand alone’ OEE market and the resurgent Marine Third 
Party Liability (TPL) market. 

 —  A genuine upstream market bifurcation is therefore 
becoming apparent. Insurers are adopting a different 
underwriting approach to OEE and TPL risks, depending on 
the degree of attractive physical premium damage income 
being offered on a ‘package’ basis. As we discuss in our leading 
feature, we believe the ‘stand alone’ OEE and TPL markets 
may now consider the regulatory environment under which 
deep water drilling operations are conducted as a factor when 
assessing drilling risks.

 —  Notwithstanding the impact of Macondo and the Japan 
earthquake, both upstream and downstream markets 
remain over-capitalised. Capacity is now at all-time record 
levels in the upstream market, while the downstream market is 
also recording a ten-year high. With no significant withdrawals, 
the introduction of additional capacity from some insurers  
such as Berkshire Hathaway has intensified the pressure to 
compete for premium income and market share. As a result,  
we can imagine a further market bifurcation, between the larger 
composite insurance companies looking to generate premium 
income by pursuing cross-class underwriting philosophies and 
the more traditional London-based insurers who are being 
pressurised by regulators to maintain underwriting discipline.
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 —  Furthermore, a new series of energy 
losses are also contributing to the 
break on any market softening, at least 
in the short term. A few weeks before 
this Review went to press, we received 
reports of several major incidents in both 
the upstream and downstream sectors. The 
impact of these losses will be to contribute 
to the stalling of the softening process as 
insurers take stock of their portfolios.

 —  In the meantime, the statistics 
continue to point to overall 
profitability in both markets. Until such 
times as any red ink begins to appear in 
insurers’ figures, the energy markets will 
remain over-capitalised and in theory at 
least, competitive pressures will continue 
to persist. The history of how these 
markets react in the aftermath of a major 
catastrophe suggests that it is still possible 
for the softening dynamic to re-assert itself 
as the year progresses. Any fundamental 
change in market dynamics will therefore 
depend on the extent of any capital 
withdrawn from the markets in 2012.

EXECUTIVE 
SUMMARY
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INTRODUCTION
I’m pleased to introduce this year’s Energy 
Market Review, which is being released  
on the occasion of the inaugural Willis 
North American Energy Conference in  
San Antonio, Texas. 

If anything, the world is an even more 
unpredictable place than it was this time 
last year. I write this in the immediate 
aftermath of the tragedy in Japan, 
which follows a series of major natural 
catastrophe losses over the last twelve 
months, including a devastating oil spill in 
the Gulf of Mexico, earthquakes in Haiti, 
Chile and New Zealand, as well as floods 
in Pakistan and Australia. We’ve also seen 
political upheaval in the Middle East  
and resulting significant energy losses 
already in 2011.  

At the same time, the global economy has 
still not found solid footing, the rise of the 
BRIC nations continues to re-shape trade 
dynamics, and in the energy industry, 
the race is on to develop hydrocarbons 
from shale deposits and ultra-deep water 
fields. This race is going to involve the 
deployment of increasingly sophisticated 
technology – and the attendant risks  
will provide a major challenge for the 
insurance industry.

Through this kaleidoscope of events, 
it’s encouraging to see that the energy 
insurance market remains very active.  
In fact, the market seems to have survived 
the recent global financial crisis pretty well. 
Our review points to record capacity levels 
for upstream business, with capacity at a 
ten-year high for downstream business.  
It seems that the energy sector remains  
an attractive investment for insurers;  
what remains to be seen is whether or  
not the recent catastrophes will change  
this situation.

Increased capacity is great news for energy 
insurance buyers, but it pays to remember that 
more capacity isn’t always enough. We need 
to think about the impact on our clients in the 
event of another Macondo, or if the situation 
in the Middle East escalates further. Is buying 
more insurance always the answer in such 
circumstances? I doubt it. 

As an industry we have to find new answers 
for these questions. These may come from 
the conventional insurance market, capital 
markets, mutuals, or governments – or they 
may involve all of them and more. At Willis, we 
are marshalling every resource on behalf of our 
clients to meet the challenge of creating and 
delivering these solutions.

We hope you enjoy reading this Review  
and as always we look forward to receiving  
your feedback.

Joseph J. Plumeri
Chairman and Chief Executive Officer,  
Willis Group Holdings
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AFTER  
TOHOKU: 
WHAT NEXT FOR THE ENERGY 
INSURANCE MARKETS?

As the insurance community around the world mourns the tragic 
loss of life and almost incomprehensible destruction caused by the 
recent Japanese earthquake and tsunami, our first thoughts are 
for our Japanese readers and their families at this dreadful time.

As this Review went to press, we felt that it was important to outline our 
initial thoughts as to the possible ramifications of the event on the energy 
insurance markets. It is of course far too early to attempt an entirely 
accurate prediction of the way in which the energy markets might 
react over the course of the next few months. However, what we can 
do is outline what we know to date and articulate both the positive and 
negative factors that need to be considered by energy insurance buyers. 
To begin with, we will consider some questions that we believe may be in 
the minds of many of our readers as this tragedy continues to unfold.
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WHAT HAPPENED?
An earthquake with moment magnitude (Mw) 9.0 (USGS, JMA) 
struck northern Japan on March 11, 2011, making it Japan’s largest 
recorded earthquake and severely affecting prefectures Miyagi, 
Hokkaido, Ibaraki (southern) Iwate, Tochigi and Chiba (northern) 
and Fukushima. The earthquake was located offshore in the Japan 
Trench, approximately 130 km east of Sendai in the Tohoku region 
(373 km northeast of Tokyo). 

Notably, the earthquake induced a large tsunami that impacted 
significant portions of the Pacific basin. It overwhelmed a 
significant number of coastal cities and, as most of our readers 
will know, has been responsible for high numbers of fatalities 
and extensive damage. The prefectures of Fukushima, Ibaraki, 
Iwate and Miyagi are the most severely affected. There has also 
been considerable damage to property, agriculture and marine 
(including ports and cargo) locations, as well as to nuclear facilities 
(as widely reported in the global media).

HOW MUCH DAMAGE HAS BEEN CAUSED?
At the moment it is impossible to put an exact quantum on the 
scale of the overall economic loss, although latest reports in the 
public domain suggest amounts in excess of USD 100 billion.

HOW MUCH OF THE DAMAGE  
HAS BEEN INSURED?
Again, it is too early to formulate an accurate estimate of the total 
insured damage. Analysts and modelling companies have provided 
a broad range of initial estimates.

We should mention that all original policies in Japan exclude 
nuclear risks; the nuclear power operators themselves obtain 
insurance cover from either the Nuclear Pools or from the 
Japanese government. Consequently we do not anticipate seeing 
any direct losses from the nuclear power stations in either the 
Japanese or global insurance markets.

HOW WILL THE JAPANESE DOMESTIC 
INSURANCE MARKET RESPOND?
Insured Japanese earthquake losses will come from three distinct 
areas, each with their own policy form and conditions, namely:

 —  Japanese Domestic Non Life Companies, e.g. Tokio Marine, 
Nichido Fire, Mitsui Sumitomo and Sompo Japan

 —  Japanese Mutual Companies, i.e. Zenkyoren, Zenrosai, FJCC
 —  Policies issued outside Japan by international insurers 

covering Japanese exposures as part of a global programme

Japanese Domestic Non Life Companies 
Japanese domestic non life companies have 
always taken great care over earthquake 
exposures and do not issue property policies 
with automatic coverage. In all cases, 
earthquake cover is sold by endorsement for 
an additional premium; this approach greatly 
reduces market penetration. Definition of 
earthquake is tightly worded and covers 
earthquake shock, tsunami and fire following  
a volcanic eruption.

For homeowners’ risks, all earthquake 
exposure is pooled in the Japanese Earthquake 
Residential Scheme (JER) where the non life 
companies, the Japanese government and 
Japan Earthquake Reinsurance Company all 
share the risk. This is fully retained within 
Japan and not ceded overseas. The scheme 
currently has a limit of JPY 5.5 trillion 
(approximately USD 66 billion).

Earthquake extension for automobile and 
personal accident business is very limited.  
The non life companies also provide the 
following marine insurance protections:

 —  For Cargo insurance, Ocean Cargo provides 
earthquake coverage as standard.

 —  For Inland Transit and Coastal Cargo, 
earthquake coverage is non-standard but 
may be purchased by endorsement – this 
has relatively low take-up rates.

 —  Cargo exposures ceded to the International 
reinsurance markets do not always include 
earthquake coverage.

 —  For Hull exposures, earthquake coverage  
is also standard but earthquake is 
not always ceded to the international 
reinsurance markets.

For Aviation Hull, earthquake coverage is 
provided as standard and is ceded to the 
Japanese Aviation Insurance Pool (JAIP) 
which is in turn reinsured in the International 
reinsurance market via the JAIP's own treaty 
placements. It is understood that there are 
limited losses to the JAIP which mainly relate 
to general aviation equipment.

The bulk of the earthquake exposure reinsured 
outside Japan relates to commercial and 
industrial property risks but again Japanese 



companies always apply sub limits to manage their 
own exposures and take great care over writing 
earthquake-exposed business interruption.

The four main prefectures worst affected by the 
disaster are not such key areas of economic activity 
and the original sums insured are more limited 
than for the Tokyo, Nagoya and Osaka areas. 
Similarly the ports which have been badly affected 
do not carry large throughputs.

In summary, for Japanese non life companies a 
combination of tightly controlled policy form and 
exposure management, together with the JER 
scheme, will serve to control their ultimate losses 
at manageable levels.

Japanese Mutual Insurance Companies
Japanese Mutual Companies primarily cover 
personal lines and small commercial risks.  
Over the years some of them have expanded  
their earthquake coverage and since they are  
not members of the JER scheme they are more 
heavily reliant on overseas reinsurance support.

A good proportion of fishing vessels are insured 
by the Fishing Vessels Mutual, which is in turn 
reinsured with the Japanese government. Others 
are insured by the non life insurers.

WHAT ABOUT GLOBAL POLICIES 
ISSUED OUTSIDE JAPAN?
Global policies can vary in their approach to cover 
and standard wordings may provide separate cover 
for earthquake shock damage and fire following 
earthquake and tsunami.

Some companies do not have assets in Japan, but 
have direct and indirect suppliers and customers 
that may be affected. It is currently very difficult to 
make any estimate of insured loss in this area as we 
anticipate that a number of overseas corporations 
may not yet be fully aware of their supplier 
exposures in Japan. In addition to the current 
property damage the issue of planned power 
cuts over the next few months may also serve to 
increase supply chain losses. 

We understand that several of our Middle 
Eastern and African clients have Japan as a 
key export market for natural gas and that a 
significant proportion of the global energy 
industry infrastructure (including a number of 

Willis Energy Market Review 2011 | 9
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large compressors and major pipelines) is fabricated in Japan. Every client will be different 
and unique in the problems that they face around this issue, but the Contingent Business 
Interruption/Suppliers’ Extension issue is an area which is going to be of some complexity 
going forward. Indeed, there are likely to be many commercial insurance buyers who have no 
direct exposure in Japan but may not have fully appreciated their exposure in this regard. 

In the event that such losses are sustained by the energy industry, the following may be difficult 
to establish:

 —  The extent of the timeframe that will be involved in restoring production following 
the supply chain disruption, especially in light of the ongoing delay in restoring power to 
key areas of the Japanese industrial infrastructure.

 —  The ability to prove a loss. This may be difficult for buyers that are being supplied by the 
Japanese market in the event it can be proved that alternative (but more expensive) supply 
routes are available (for example through undamaged ports such as Tokyo and Yokohama).

 —  The extent of the coverage provided. For example, it will be very difficult to pursue 
a claim under certain forms should the buyer simply suffer a business interruption loss 
from this event and at the same time the buyer’s costs reduce or their profits increase. 
In contrast, under other forms if the buyer has identified a specific revenue stream as a 
sum insured and this is subsequently interfered with because of a loss of supply, then this 
revenue stream is likely to be covered, subject to a sub-limit. Some policies will respond 
only for named suppliers, while others may be less specific.

WHAT HAS BEEN THE INITIAL IMPACT ON THE  
(RE)INSURANCE MARKETS?
We understand that some of the terms and conditions relating to the renewal of the major 
Japanese reinsurance treaties at April 1, 2011 were concluded prior to this event, and that these 
terms will generally be honoured by the market. Meanwhile several earthquake reinsurance 
programmes have been extended by two or three months.

However, coming so soon after the recent earthquakes in New Zealand, Chile and Haiti, 
together with the floods and major cyclone in Queensland, it will come as no surprise that  
(re)insurers specialising in natural catastrophe risks – probably including major companies 
such as Munich Re, Swiss Re and Hannover Re – may suffer losses from this event.  
Initial market feedback suggests that this is still an ‘earnings’ rather than a ‘capital’ event;  
in other words, the event is likely to affect profit levels but may not be sufficient in itself to 
prompt a withdrawal of capital. However, some commentators are suggesting that further 
natural catastrophes later in 2011 may lead to capital depletion in the market.

From an energy industry perspective, pricing for Gulf of Mexico windstorm cover (as a natural 
catastrophe exposure) may be impacted, although the extent of this will depend both on the 
level of demand for the somewhat limited offering currently provided by the market and the 
extent to which any further rating increases – if indeed any are deemed necessary – may affect 
such demand. In fact, we can see other natural catastrophe risks (as well as Gulf of Mexico 
windstorm) no longer being able to be automatically included but instead having to be bought 
as a separate purchase. Other reinsurers may enter the market to provide any additional 
capacity required.



HOW WILL THIS EVENT AFFECT THE 
UPSTREAM AND DOWNSTREAM MARKETS?
In the meantime, insurers in both the upstream and downstream 
markets have been quick to suggest that any softening dynamic 
that may have characterised the markets in recent months may be 
affected by recent events. For example, some insurers have issued 
statements that they will not be offering any rate reductions on 
business; any exceptions will require extraordinary circumstances 
as well as executive referral. Other insurers have indicated that they 
wish to review their portfolios in some depth before deciding on how 
to develop their underwriting philosophy. It may well be that some 
insurers will attempt to artificially limit their capacity, citing an 
overall reassessment of their participation in classes such as energy 
which are characterised by low frequency, high severity losses.

However, it will be interesting to see how long this ‘straight 
bat’ approach will last, given that capacity in both the upstream 
and downstream markets remains as buoyant as ever (see the 
Upstream and Downstream chapters of this Review). The vast 
majority of insurers in these markets renew their reinsurance 
treaties at January 1 (although there are some that attach at 
both April 1 and July 1) and therefore have already paid for their 
reinsurance protection until January 1, 2012. With capacity intact 
for the remainder of the year, and with any resolution of Japan 
earthquake claims months off at best, it could be argued that 
the overall dynamics in both markets remain unchanged for the 
moment – despite insurers’ natural protestations.

Furthermore, the following factors have been instrumental in 
shaping market dynamics following previous major catastrophes, 
and which may play a part in formulating a similar market reaction 
later this year:

 —  The 2006 precedent of hurricanes Katrina and Rita in 
the downstream market. In September 2005, following the 
most expensive event in insurance history, we saw a three 
month period during which downstream insurers, most of 
whom had not suffered significant downstream energy claims 
from the event, remained resolute in their determination to 
‘hold the line’, preventing any further market softening and 
indeed instigating some rate increases. In January 2006, in 
anticipation of hardening market conditions, capacity for 
downstream risks actually increased, so competitive pressures 
reasserted themselves towards the middle of the year. 

 —  The need to write business while reinsurance costs are 
still relatively cheap. It is difficult to look too far ahead at this 
stage but it is possible that reinsurance costs may increase at 
the next major reinsurance renewal season (January 1, 2012). 
Should this be the case, by say the third quarter of 2011 it might 
be that insurers are tempted to write business before the onset 
of these increased reinsurance costs. If sufficient numbers of 
insurers were to adopt such a strategy, this would clearly have 
an impact on market dynamics later in the year.

 —  The perception of energy business as 
a profitable portfolio. In this Review 
we demonstrate that, if Gulf of Mexico 
windstorm is excluded, both sectors 
have been generally profitable over the 
last ten years. Given the recent severe 
deterioration in the natural catastrophe 
portfolio in recent months, it may be that 
some insurers elect to deploy their capacity 
more forcefully in the traditional upstream 
and downstream markets – especially if 
they anticipate a hardening in both sectors. 
Should they do so in sufficient numbers, 
then we are back where we started – 
buoyant capacity and downwards pressure 
on rating levels.

For the moment it is certainly the case that  
the market remains in a somewhat shocked 
state, and while the position remains unclear  
at present, it will be very difficult indeed  
during this period to persuade insurers  
to offer reductions. 

Meanwhile, the long term future of both 
markets will only become clear once we 
know whether increased reinsurance costs 
will prompt a withdrawal of capital for 2012. 
Willis Energy will continue to keep our 
readers advised of developments in the market 
following the Japanese earthquake as the 
situation unfolds.
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STOP PRESS – THE LATEST FROM WILLIS RE
The following is Peter Hearns introduction to the April 1 edition of Willis Re 1st View 
available for download at www.willis.com:

Any modest hopes the global reinsurance market may have held that the 1st Quarter 2011 would 
develop more favorably than the 1st Quarter of 2010 were impacted by a continuation of the 
recent series of catastrophe losses. 2011 has started with floods and Cyclone Yasi in Australia, 
a second major Earthquake in Christchurch, New Zealand and the devastating Tohoku 
Earthquake in Japan. Of the total 2010/11 catastrophe losses – approximately USD 60 billion of 
insured losses to the global insurance industry in a 13 month period – it is currently estimated 
that between USD 35 to USD 42 billion has been passed from primary insurers to reinsurers.

Fortunately, this run of losses is occurring at a time when the global reinsurance industry’s 
financial position is strong. Excellent underwriting results in 2009, together with strong 
investment performances for both 2009 and 2010, have left the industry with a robust capital 
position. Against this background, the major rating agencies remain confident that the 
reinsurance industry as a whole can absorb these losses, which are largely an earnings issue.  
Any rating downgrades are likely to be limited to a few outliers.

While reinsurers’ financial strength may be largely unimpaired, their financial flexibility – for 
some – has been impacted. This is likely to manifest itself in a reduction of share buy backs 
and other excess capital management techniques. Similarly, mergers and acquisition activity 
may decrease as the effect of the losses on individual company’s balance sheets and business 
franchises is digested.

The immediate challenge for many reinsurers is that the losses suffered to date in 2011 have 
largely exhausted their annual catastrophe loss budgets. Unlike 2010, where the catastrophe loss 
load in the 1st Quarter was more manageable, reinsurers this year are acting more proactively 
to try to manage their underwriting results for the remainder of 2011. The impact of this is 
immediate; rate increases are being applied in all areas of natural catastrophe loss activity and 
capacity is being managed more tightly both in key catastrophe zones and secondary zones. 
This may affect the forthcoming U.S. mid-year renewals when catastrophe model changes are 
anticipated to drive increased capacity demand from some buyers in specific cases.

For reinsurers who have purchased some retrocession capacity from collateralized providers, 
there are concerns that with their existing capital now pledged to the recent losses, collateralized 
markets’ ability to provide additional retrocession capacity is highly dependent on their ability 
to raise new collateral funds. This is likely to be a challenge for many, as capital markets are also 
potentially facing some losses on two or three catastrophe bonds.

While this approach is leading to rate increases on natural catastrophe exposures, the Tohoku 
and Christchurch Earthquakes are not by themselves sufficient to trigger market-wide rate 
increases for all classes, which still need an additional catalyst. As many commentators have 
speculated, the trigger could come from more natural catastrophe losses, especially as the key 
North Atlantic and European Winter Windstorm seasons lie ahead. It could, though, come just 
as easily from other pressure points, such as inflation, the reversal of back-year reserve releases 
and wider financial issues impacting investment income and balance sheet strength.

The timing of such events, as ever, remains uncertain, but at the time of writing, all we can say 
with certainty is that the 1st Quarter 2011 results have definitely accelerated the likelihood of a 
market-wide turn.

Peter C. Hearn – Chairman, Willis Re
April 1, 2011
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AFTER 
MACONDO: 
WHAT NEXT FOR WELL 
POLLUTION RISKS?

“ Deepwater energy 
exploration and 
production, particularly 
at the frontiers of 
experience, involves 
risks for which 
neither industry nor 
government has been 
adequately prepared, 
but for which they can 
and must be prepared in 
the future.”

National Commission on the BP Deepwater Horizon Oil Spill and Offshore Drilling, 
January 2011

Willis Energy Market Review 2011 | 15



INTRODUCTION
If 2010 will be remembered for anything in the offshore Exploration 
and Production (E&P) industry, it will of course be the tragic events 
that unfolded on the evening of April 20 in the Gulf of Mexico. A year 
on, the full ramifications of the Macondo well blowout for energy risk 
managers remain tantalisingly blurred, as Congress returns to the 
drawing board following the mid-term elections in the United States. 
However, on one thing risk managers, brokers and insurers alike are in 
full agreement: the marine liability underwriting environment, most 
specifically for pollution from wells risks, has been fundamentally 
altered – almost certainly permanently. In this article, we examine:

 —  The underwriting environment for this risk pre-Macondo: 
why pollution from wells has received limited attention  
from insurers in the past

 —  The findings of the National Commission Report  
on the incident

 —  Possible underwriting responses
 —  Why robust regulatory regimes might prompt insurers to 

differentiate in their favour in future

In conducting our research for this article, we canvassed the opinions 
of a quorum of highly distinguished insurance, risk management and 
regulatory professionals in the UK. They are: 

 —  Jonathan Cassidy, Insurance Manager, Hess Services UK Limited
 —  John Henderson, Head of Marine and Energy, Aspen Insurance UK
 —  Mark McAllister, Former CEO Fairfield Energy and first 

Chairman of the UK’s Oil Spill Prevention and Response Advisory 
Group (OSPRAG)

 —  Simon Urry, Senior Liability Underwriter, Torus 
 —  Demian Smith, Global Head of Marine, Torus
 —  Malcolm Webb, Chief Executive, Oil & Gas UK

Some of their observations are quoted directly on the following pages. 
We would like to thank them for their time and their willingness to 
give us the benefit of their expertise. However, we would point out that, 
apart from when quoted directly, the views expressed in this article 
represent Willis’ own conclusions as a result of our research and  
should be in no way be specifically attributed to any individual member 
of the panel.
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THE UNDERWRITING ENVIRONMENT PRE-MACONDO
In order to appreciate the market’s historical handling of the pollution from wells risk,  
it is worth having a look at a few statistics which explain why, until Macondo, this risk has  
not always attracted the attention from insurers that it might otherwise have warranted.

 GLOBAL OFFSHORE BLOWOUTS 1984-2009 – FREqUENCY
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  With the exception of 2007, the number of blowouts in recent years has generally 
been below the 25 year average

 Source: Willis Energy Loss Database February 9, 2011

Despite all the new technology absorbed by the drilling industry since the 1970s, the number 
of offshore blowouts worldwide continues to be significant. Although in general terms 
the frequency levels have somewhat dropped off from the high point of the late 1990s to 
early 2000s, there are still at least as many incidents as there were 25 years ago – perhaps 
unsurprisingly given the complexity of wells being drilled today, as boundaries continue to be 
pushed to develop more challenging reservoirs. 

OEE loss severity levels continued to escalate…
However, the frequency of loss tells only one side of the story. If one examines the average 
severity of each loss during the same period, a very different picture emerges.

 OFFSHORE BLOWOUTS 1984-2009 – SEVERITY
 Average cost of each offshore blowout (adjusted for inflation), 1984-2009
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From the chart, one can immediately see that on average the severity of each blowout in overall 
financial terms has increased significantly. 

This increased severity has been brought about by a number of factors. Oil and gas price 
rises and the development of new technology have allowed the E&P industry to push back 
traditional boundaries and expand into increasingly deeper water, and to drill increasingly 
deep wells which of course take longer to drill. This in turn has brought about an increase in 
contractor day rates and the overall Authorization for Expenditure (AFE) of drilling these 
wells, together with the cost of re-drilling them in the event of a blowout.

…but the market remains cushioned by the rest of the portfolio
Despite this upsurge in severity, the actual impact of these higher average loss figures on the 
upstream insurance market has, surprisingly enough, been minimal. Like the Construction 
All Risks portfolio used to be, Operators Extra Expense (OEE) risks (including pollution from 
blowouts), where packaged, have been historically underwritten ‘off the back of’ the more 
profitable offshore property portfolio. However, while offshore construction is now a class 
that is written in its own right, much of the OEE portfolio is still subsidised by the upstream 
property book. With higher deductibles imposed during the last five years, and with premium 
volumes on the increase following the increase in rating levels and upstream infrastructure 
value, the market has therefore been cushioned from their full impact.

A stand-alone OEE market emerges…with different underwriting ideas
However, in more recent times a number of insurers have chosen not to offer capacity for 
OEE risks when presented on a ‘stand-alone’ basis. As a result, a ‘sub-sector’ of the market has 
evolved – those upstream underwriters prepared to consider such risks without the benefit of 
other parts of the upstream portfolio. This market segment has now developed a much more 
distinct underwriting philosophy when considering these risks, preferring to offer a rate on 
AFE rather than the traditional per foot drilled and applying a more technical focus on water 
and well depth, well pressures, the drilling contractors and a variety of other factors.

Despite this, the increased focus from ‘stand-alone’ OEE insurers has been on two of the three 
basic constituent parts of the OEE coverage which were the areas most severely impacted by 
the recent hurricanes – Control of Well and Re-drilling Expenses. The third constituent part, 
Seepage and Pollution, has been relatively neglected. Why should this be so?

“ I don't think anyone thought, prior to Macondo, that a 4 or 5 million barrel spill from 
a single well was remotely likely.”

 Jonathan Cassidy, Hess UK

Historical data provides insurers with false sense of security…
The last significant pollution from a blowout occurred back in January 1989 in the Norwegian 
sector of the North Sea, where the overall OEE costs amounted to USD 225 million – roughly 
a tenth of the estimated overall OEE loss at Macondo. It is therefore not surprising that in 
the past, pollution spillage from any source was not considered a particularly serious risk by 
the market. (Interestingly enough, on the whole there has been little distinction made by the 
market between oil and gas wells in rating OEE risks.)
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The chart below shows an example that helps to explain why: in the United States the actual ratio of oil spilled 
compared to oil produced has declined by 87% since the 1970s and prior to Macondo. We would suggest that this 
picture is reflected globally, and indeed the picture may be even more pronounced in other areas of the world. 

 ANNUAL AVERAGE US OFFSHORE SPILLAGE PER UNIT BARREL PRODUCTION, 1969-2007
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In terms of the actual loss record from pollution from wells offshore the United States, this has also been extremely 
favourable in comparison to other sectors of the upstream portfolio. Indeed, according to the American Petroleum 
Institute the 17 spills from blowouts in the Gulf from 1964 to 2009 produced a combined total of no more than 248,000 
barrels, as per the table below:

US OIL WELL BLOWOUTS 1964-2009 (ORDERED BY VOLUME)
Date Well Location Barrels Spilled Oil Type
01/28/1969 Alpha Well 21 Platform A Pacific (Santa Barbara CA) 100,000 crude
03/01/1970 Main Pass Block 41 Platform C Gulf of Mexico 65,000 crude
12/01/1970 South Timbalier B-26 Gulf of Mexico 53,095 crude
10/01/1964 Ship Shoal Gulf of Mexico 11,847 crude
09/29/1992 Greenhill Timbalier Bay 251 Gulf of Mexico 11,500 condensate
02/19/1979 Herbert Bravo 1 A Gulf of Mexico 3,500 crude
07/01/1965 Ship Shoal 29 Gulf of Mexico 1,690 crude
01/13/1995 BLDSU 6 Gulf of Mexico 800 condensate
12/26/1992 Block 60 SP0060 Gulf of Mexico 595 condensate
07/08/1994 Fred Stovall Well 9 Gulf of Mexico 595 crude
02/28/2000 MC 538 Gulf of Mexico 200 crude
09/07/1974 Houma Block PL 0020 Gulf of Mexico 75 crude
10/16/1971 Lafayette Block EI 0215 Gulf of Mexico 45 crude
09/09/1990 EI-0296 Gulf of Mexico 8 condensate
03/20/1987 VR-0226 Gulf of Mexico 6 crude
02/23/1985 WD-0090 Gulf of Mexico 5 crude
12/02/1974 Houma Block PL0019 Gulf of Mexico 2 crude
Total: 248,000
Source: American Petroleum Institute Analysis of U.S. Oil Spillage 2009 (courtesy Torus)
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Given that the total number of barrels spilled at Macondo was 4.9 million, it seems clear 
that the oil spillage track record in the Gulf had been no help in preparing insurers for such 
a loss. Looking further afield to the global arena, even the largest oil spill ever recorded from 
a blowout– the Ixtoc 1 spill in the Bay of Campeche in 1979 – could not match it even in 
terms of the volume of oil spilled, let alone in terms of the overall cost and the impact on the 
environment. Moreover, since 1979 even the largest well oil spill losses around the world have 
hardly amounted to very much in comparison to Macondo as the chart below shows.

LARGEST INTERNATIONAL OIL WELL BLOWOUTS ORDERED BY VOLUME (PRE-MACONDO)
Year Name of Platform Location Volume of Oil Released (bbls)
1979 Ixtoc 1 Bahia de Campeche 3,300,000
1986 Abkatun 91 Bahia de Campeche 247,000
1977 Ekofisk Bravo Norway 202,381
1980 Funiwa 5 Nigeria 200,000
1980 Hasbah 6 Saudi Arabia 105,000
1971 Iran Marine Intl Iran 100,000
1969 Alpha Well 21 Block A California 100,000
1970 Main Pass Block 41 GoM 65,000
1987 Yum II / Zapoteca Bahia de Campeche 58,643
1970 South Timbalier B-26 GoM 53,095

  For over thirty years, the largest oil blowout spill in the US Gulf had been only 
65,000 barrels – compared to Macondo’s 4.9 million barrels

 Source: American Petroleum Institute Analysis of U.S. Oil Spillage 2009 (courtesy Torus)

What should we make of these statistics? Simply that they serve to underline why pollution 
from wells has not, until now, been a major focus for most elements of the upstream  
insurance market. 

“ As a market, we have got very used to the idea that pollution is not the inevitable 
result of a blowout.”

Demian Smith, Torus

…so well pollution risks were not given a specific focus...
Especially during long periods of softening market conditions, insurers occasionally included 
pollution from wells into clients’ excess liability programs – which in turn have often been 
‘packaged’ with Physical Damage and OEE coverages, often at highly competitive rates offered 
by the mainstream upstream market. When considering their participation in these E&P 
packages, underwriters have generally assumed – understandably, given the statistics that 
we show on these pages – that clients are buying sufficient OEE cover (including Seepage and 
Pollution) that any excess exposure picked up by the Third Party Liability (TPL) section of 
the package will be sufficiently remote for them not to be particularly concerned about how 
that exposure is rated. Indeed, in comparison to what they thought they saw as their main 
risks – physical damage to the rig/platform, a failure of machinery, the cost of controlling a 
blowout – it is fair to say in many instances that well pollution risks were not a priority on the 
underwriting radar.

“ There were a number of things we got wrong – as a market, we were blasé on the 
subject of the aggregation of liability towers with physical damage losses”.

Demian Smith, Torus



…and coverage ambiguities emerge
This position on well pollution risks from the upstream underwriting 
community has led to two major ambiguities in how this cover  
is provided. 

 —  The application of the OEE Combined Single Limit. In the 
opinion of some sections of the Marine Liability market, there has 
also been some confusion between buyers, brokers and insurers 
over the potential ambiguity of cover offered by OEE underwriters 
for Seepage and Pollution. In the vast majority of cases, coverage 
under the Energy Exploration and Development form (EED8/86) is 
provided for a combined single aggregate limit per event over all the 
different coverages provided by the form. In practice, this usually 
means that, in the event of a major blowout such as Macondo, the 
control of well and re-drilling expenses incurred tend to absorb the 
vast majority (if not all) of the coverage provided. So where TPL 
insurers were expecting the buyer’s OEE policy to provide a buffer 
for the buyer’s well pollution risk, this has not always proved to 
have been the case in the event of a loss.

 —  Clean-up costs where no thirds parties are involved. There 
is also one further ambiguity between coverage provided for well 
pollution under the standard London market OEE and TPL forms 
that is not always appreciated. If the well pollution exclusion is 
written back under the TPL form, coverage only extends to the 
client’s liabilities to third parties as a result of a spill – not for any 
‘First Party’ costs and expenses of cleaning up the spill in the sea 
when a spill does not strike landfall (and therefore does not affect 
third parties). Instead, this is an exposure that is generally covered 
exclusively by the OEE EED 8/86 form.

“ There are often ambiguities with regard to pollution coverage 
in E&P package policies. For example, until pollution from 
a well blowout reaches shore there is very unlikely to be any 
coverage under the Third Party Liability section. Furthermore, 
the pollution cover afforded by an OEE form offers little or no 
balance sheet protection.” 

John Henderson, Aspen UK
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As this Review went to press, there was still no sign of any new legislation 
emanating from the US in terms of Amending the Oil Pollution Act (OPA) 1990. 
Currently OPA places on the Operator strict, joint and several liability for 
pollution damage and clean-up/constraint up to a limit of USD 75 million for 
offshore facilities, plus removal costs. We expect this amount to increase when 
the new legislation is announced, although some of the amounts that have been 
rumoured to have been considered in the past – figures as high as USD 10 billion 
have been talked about by some – can almost certainly be discounted. In the UK, 
the Offshore Voluntary Pollution Liability Agreement (OPOL) has been amended 
so that the Operator must show financial responsibility of  USD 250 million 
(100%) per occurrence and USD 500 million in the annual aggregate.
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THE NATIONAL  
COMMISSION REPORT
A collective failure 
At this stage, although it is still not entirely 
clear what the final clean up bill will be, it is 
safe to assume that had all the co-venturers 
in the Macondo well purchased a significant 
amount of OEE and TPL insurance for well 
pollution, the overall impact on the market 
would have been much more severe than it 
actually was.

Perhaps it is not surprising that the Director  
of Performance management at Lloyd’s,  
Tom Bolt, has indicated his wish that Lloyd’s  
is now to push for this exposure to be 
thoroughly analysed and rated by specialist 
liability underwriters rather than simply  
being absorbed into packages as has been the 
case in the past.

As the offshore industry has moved into 
increasingly deeper water in the search for 
hydrocarbons, it would also appear that the 
market has understandably looked to the 
regulatory authorities to produce a measure  
of risk assessment. 

So how relevant to the marine liability market 
were the main findings of the President’s 
National Commission on the BP Deepwater 
Horizon Oil Spill and Offshore Drilling, 
published in January? In the Foreword of the 
report, the Commission summarised their 
findings. In particular, the emphasis of their 
summary is to stress the collective failure  
of all involved. 

In formulating fresh rating methodologies 
in the future, the marine liability market 
will continue to take these findings into 
consideration, and will continue to focus 
the individual risk profiles of operators, 
co-venturers and contractors, as well as the 
physical, regulatory and legal environment 
where the risk is located.

National Commission Summary Conclusions (Page vii of Foreword)
 —  The explosive loss of the Macondo well could have been prevented.
 —  Deepwater energy exploration and production, particularly at the 

frontiers of experience, involve risks for which neither industry nor 
government has been adequately prepared, but for which they can and 
must be prepared in the future.

 —  To assure human safety and environmental protection, regulatory 
oversight of leasing, energy exploration, and production require reforms 
even beyond those significant reforms already initiated since the Deepwater 
Horizon disaster. Fundamental reform will be needed in both the structure 
of those in charge of regulatory oversight and their internal decision 
making process to ensure their political autonomy, technical expertise, and 
their full consideration of environmental protection concerns.

 —  Because regulatory oversight alone will not be sufficient to ensure 
adequate safety, the oil and gas industry will need to take its own, 
unilateral steps to increase dramatically safety throughout the  
industry, including self-policing mechanisms that supplement 
governmental enforcement.

 —  The technology, laws and regulations, and practices for containing, 
responding to, and cleaning up spills lag behind the real risks associated 
with deepwater drilling into large, high-pressure reservoirs of oil and 
gas located far offshore and thousands of feet below the ocean’s surface. 
Government must close the existing gap and industry must support rather 
than resist that effort.

 —  Scientific understanding of environmental conditions in sensitive 
environments in deep Gulf waters, along the region’s coastal habitats,  
and in areas proposed for more drilling, such as the Arctic, is inadequate. 
The same is true of the human and natural impacts of oil spills.

It is safe to assume that had all the 
co-venturers in the Macondo well 
purchased a significant amount of OEE 
and TPL insurance for well pollution, 
the overall impact on the market would 
have been much more severe than it 
actually was.



STRIKING THE BALANCE  
– HOW WILL THE MARKET RESPOND?
But how will marine liability insurers strike the correct balance 
between these factors in determining future underwriting 
philosophies? As well as increasing rates and developing existing 
underwriting methodologies, there are perhaps three new ways in 
which the marine liability market might respond to the challenge 
of underwriting pollution from wells risks, especially in light of the 
National Commission report:

 —  They might conclude that this risk is no longer possible to be 
written profitably in isolation, and seek to either to impose 
unrealistic price increases or even exclude it altogether,  
leaving OEE underwriters to absorb and underwrite the  
risk in its entirety.

 —  They might focus more intensely on the risk profile of each 
client by adopting a risk engineering approach to satisfy 
themselves that safety procedures were being applied properly 
at each location/site.

 —  They might focus more intensely on the regulatory 
environment in which the drilling operations are taking place.

Future Underwriting Response 1  
– Simply Retain the Pollution from Wells Exclusion
“ What should be happening is that if an underwriter is  

being asked to provide OEE pollution then he should do  
so at OEE rates.”

Simon Urry, Torus

One potential reaction from marine liability underwriters following 
Macondo might be to walk away from pollution from wells risks 
altogether by maintaining the pollution from wells exclusion from 
the current liability forms, on the basis that this risk should more 
properly be covered under the buyers’ OEE policy. However, as we 
have seen earlier in view of the combined aggregate limit under 
the EED form for all OEE perils, this could easily mean that in the 
event of a major blowout, coverage for well pollution would be at 
best limited and at worst non-existent.

Simply turning away from this class is indeed an unlikely direction 
for the marine liability market to take. The demand for this cover 
from E&P companies is very likely to increase in the future, 
especially in light of the recent increase in OPOL limits in the UK 
to USD 250 million and the high likelihood of a future increase 
in US companies’ liabilities under the Oil Pollution Act. It would 
therefore seem odd, at a time when increased premium generation 
is a major driver of underwriting strategy, for insurers simply to 
withdraw from the class altogether.

A more likely scenario would be for marine liability underwriters to 
continue to delete the exclusion but ensure that the premium they 
receive for including this risk is derived from the same basis as the 
OEE rating formula. However, OEE underwriters are increasing 
leaning towards underwriting these risks on the basis of a rate on 

the value of the well in question (Authorization 
For Expenditure, or AFE) rather than on the 
traditional per foot drilled basis (please see the 
Upstream chapter of this Review). The clean-
up cost risk may well not bear as much relation 
to the value of the well and so other factors will 
inevitably come into play when establishing a 
premium for the risk in question.

Instead, two other ways in which marine 
liability insurers might differentiate between 
buyers of pollution from wells cover are 
deserving of greater scrutiny.

Future Underwriting Response 2  
– A Focus on Risk Engineering
“ We as a market have accepted well 

pollution risk on the basis of very 
little knowledge – we get lots of nice 
information, but without a true 
knowledge of how that information  
is applied.”

Demian Smith, Torus

There is certainly a feeling in certain sections 
of the marine liability market that insurers 
need to understand more about the insured’s 
operating processes and pay more attention 
to their business operations, rather than 
be satisfied with a limited overview of their 
procedures. This means forming a longer 
term risk partnership with clients and get to 
understand their operations in greater detail; 
in particular, by sending the insurer’s engineers 
out to the client’s infrastructure (much as has 
been commonplace on the downstream arena 
for many years). 
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In the post-Macondo environment, the arguments that insurers 
use to suggest that risk engineering will be the way to accurately 
underwrite well pollution risks in the future can be summarised  
as follows:

 —  If the well pollution risk is to be transferred from the  
client’s balance sheet to the insurers, this should not be  
done naively. This means a full understanding of the client’s  
risk is imperative.

 —  Clients want to transfer their well pollution risk to an insurer 
that truly understands its business. This means they will 
generally welcome a greater involvement of their leading 
insurer at site level.

 —  In the event of a blowout, the well pollution risk is inherently 
connected to the control of well risk, and so there needs to 
be a joint approach to assessing the risk, using the insurer’s 
engineers and their experience and expertise as a starting point.

However, this approach is by no means likely to be adopted by 
the entire marine liability market. For some insurers, there is no 
escaping the conclusion that a major spill following a blowout is 
always going to happen eventually – no matter how hard the oil 
company, drilling contractor or indeed the insurer focuses their 
engineering expertise on the drilling process. 

“ At the end of the day, you can engineer this and you can 
engineer that but they will not once in a while stop the kind 
of chain of events we saw at Buncefield and Macondo.”

John Henderson, Aspen UK

A further objection to the risk engineering approach comes 
from those insurers who point out that the market for marine 
liabilities remains a subscription market. As a result, it is argued 
that no one insurer can aspire to build an increasingly deep and 
intractable underwriting relationship with a specific client by 
providing such engineering expertise and expect the remainder of 
the insurers subscribing to the placement to meekly accept every 
underwriting decision they make. Furthermore, it is argued that 
such a relationship would make it much more difficult for the client 
to consider alternative leading underwriting options and indeed 
might leave them unhealthily reliant on the underwriting decisions 
of their leader.

A further potential argument to challenge to the risk engineering 
approach may also be the attitude of the energy companies 
themselves to developing such a partnership with a single insurer. 
Most energy companies of any size boast considerable engineering 
expertise of their own and are unlikely to respond positively to the 
notion that an underwriter’s engineer can add much to improve 
their own safety procedures and processes.

“ If underwriters were pricing for their 
own account it may well make sense to 
work closely with underwriters who 
might give you better than average terms 
if they were persuaded that your risk 
engineering was better than average too. 
But in a standard subscription market 
they are probably going to be more 
expensive because they have to pay  
for a risk analysis that other insurers 
aren't incurring.”

Jonathan Cassidy, Hess UK

FUTURE UNDERWRITING 
RESPONSE 3 – REGULATOR 
DIFFERENTIATION?
What other options are available to insurers 
keen to maintain their profile within 
this market but wary of the potential for 
catastrophic losses on the scale of Macondo? 
One feature of the risk matrix that insurers 
have not always given the highest priority has 
been the regulatory environment within which 
the drilling operations are being conducted. 

Domicile as a factor 
– is it just about the legal environment?
Marine Liability underwriters have, naturally, 
always paid considerable attention to the 
domicile where the risk is located in terms of 
the size of the potential liability claim in the 
event of a loss. However, one aspect of domicile 
differentiation that is worthy of debate is the 
potentially reduced risk of a major oil spill 
occurring in an area of the world where the 
regulatory body has a proven track record in 
ensuring the application of safety standards. 

Before we examine this aspect in more  
detail, at this point in our analysis it is vital 
to point out that there are of course many 
oil companies and drilling contractors with 
operations in the Gulf of Mexico today that 
can boast outstanding risk profiles, safety 
procedures and track records, regardless 
of the competence of the regulator and the 
professionalism of the environment within 
which regulation is conducted. 
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Where regulation didn’t work…
In the USA, the National Commission’s report on the Macondo loss published in January was 
particularly scathing about the failure of the US regulator, Minerals Management Services 
(MMS) to discharge their responsibilities properly, and concluded that had it operated properly 
it might have identified reasons to challenge and question what was going on, thereby possibly 
breaking the chain of events that led to the loss. Excerpts of the report are quoted below:

 —  “The rig’s demise signals the conflicted evolution – and severe shortcomings – of federal 
regulation of offshore drilling in the United States, and particularly of MMS oversight of 
deepwater drilling in the Gulf of Mexico.” (p55)

 —  “MMS became an agency systematically lacking the resources, technical training or 
experience in petroleum engineering that is absolutely critical to ensuring that offshore 
drilling is being conducted in a safe and responsible manner.” (p57)

 —  “At the time of the Macondo blowout – almost 20 years after its original proposal – MMS 
had still not published a rule mandating that all operators have plans to manage safety and 
environmental risks. The agency’s efforts to adopt a more rigorous and effective risk-based 
safety regulatory regime were repeatedly revisited, refined, delayed and blocked alternatively 
by industry or sceptical agency appointees. MMS thus never achieved the reform of its 
regulatory oversight of drilling safety consonant with practices that most other countries had 
embraced decades earlier.” (p71) 

 —  “The MMS personnel responsible for reviewing the permit applications submitted to MMS for 
the Macondo well were neither required nor prepared to evaluate the aspects of that drilling 
operation that were in fact critical to ensuring well safety.” (p77)

 —  “The inescapable conclusion is striking, and profoundly unsettling. Notwithstanding 
statutory promises of layers of required environmental scrutiny…none of these laws resulted 
in site-specific review of the drilling operations of the Macondo well…MMS lacked the 
resources and committed agency culture to do so.” (p84)

Now that the MMS has been split up and replaced by the Bureau of Ocean Energy Management, 
the Bureau of Safety and Environmental Enforcement and the Office of Natural Resources 
Revenue, there is no doubt that the future regulation of the US Gulf drilling operations will  
be a distinct improvement on what has gone before.

…but is it working elsewhere?
How relevant will the actions of the new regime in the US be in minimising the risk of a well 
blowing out? To provide some idea about how the new US regulators might act in the future, 
and perhaps to show how efficient regulation of drilling activity can help minimise the chances 
of a major blowout occurring, it is worth having a look at one of the most developed regulatory 
regimes in the global offshore industry, that of the UK. Should such a regime be taken into 
consideration by insurers when assessing their well pollution risk?

“ We are certainly out in front. We got out of the blocks faster than anyone else,  
and hopefully everyone else will look and learn.”

Malcolm Webb, Oil & Gas UK

Those at the forefront of regulating offshore drilling in UK waters certainly seem to think so. 
Their overall premise is that such have been the advances in regulation in the last twenty or so 
years that they really do believe that there is significantly less chance of a blowout on the scale 
of Macondo occurring in UK waters – including the deep waters west of Shetland – than in most 
other parts of the world.



“ You have to divide the issue into two parts: the first is 
the regulatory issue, the second is the culture and the 
behaviours. How is the cultural standard being played  
out in practice on the rigs, in the well design and in what  
kind of orders people are receiving on a day-to-day basis? 
That’s a lot harder to put your finger on.”

Mark McAllister, OSPRAG

“ One thing’s for certain though: unless governments, 
companies and the unions sit down and study, assess and 
analyse the reasons for a disaster, we have no chance of 
learning anything.”

Magne Ognedal, director –general of the Norwegian Petroleum Safety 
Authority (Quoted in Safety Status and Signals, 2010-11)

What grounds do the UK regulators give for their optimism? They 
believe that the following factors should be taken into consideration:

 —  Lord Cullen’s proactive approach. Lord Cullen led 
the public inquiry into the Piper Alpha explosion in 1988. 
Originally charged with determining what happened 
on Piper Alpha, Lord Cullen proactively undertook to 
develop recommendations to prevent a recurrence of such 
a disaster. Rejecting a prescriptive approach, he instead 
developed comprehensive objectives and made 106 specific 
recommendations to initiate a new and improved safety 
regime. Ultimately, any company wishing to operate a fixed 
or mobile installation offshore UK was obliged to submit a 
‘Safety Case’, being documentation providing full details for 
managing Health, Safety and Environment issues for approval 
by the regulator. The effect of the Cullen report was to reassure 
all stakeholders—the oil industry, the UK Government and 
its citizens—that offshore oil and gas operations could be 
conducted safely if a rational, goal-oriented approach were 
implemented, together with effective application of technology 
and stringent inspection procedures.

 —  The effectiveness of a ‘goal setting’ approach. Unlike most 
other parts of the world, the onus was put on the Operator 
to reduce the risk of their operation as far as is reasonably 
practical. Rather than simply complying and ‘ticking the box’ 
of a prescriptive regulator, this ‘goal-setting’ approach enabled 
operators to choose the best methods available to achieve the 
objective. The Operator itself takes proactive responsibility 
for safety, taking responsibility for quantifying and mitigating 
each individual risk.

“ Detailed control often encourages a passive attitude by 
companies. They expect the regulator to inspect them, 
identify errors and deficiencies, and explain how these 
are to be corrected. Performance management is the exact 
opposite. The regulations here are framed to specify the 
goals to be achieved.”

Norwegian Petroleum Safety Authority, Safety Status and Signals, 2010-11)
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 —  The guaranteed independence of the 
regulator. The two functions of safety 
and license granting are split between the 
Health and Safety Executive (HSE) and 
the Department of Energy and Climate 
Change (DHCC). This ensures that no 
compromises are possible as the regulator 
cannot be swayed by political, industrial or 
financial considerations.

 —  The collegiate safety culture, in 
particular the crucial role of the 
well examiner. For example, in the 
immediate aftermath of Macondo the Oil 
Spill Prevention and Response Advisory 
Group (OSPRAG) was formed. This 
enables decisions to be made that all 
parties can buy into, thereby reducing 
the risk of non-compliance by ensuring 
the co-operation of all parties. Because 
the vast majority of personnel working in 
the UK sector at a given time will be from 
the local pool of workers, there is always 
a reasonably common working culture 
that overlays each individual company’s 
approach. Furthermore, the plan for 
each well not only has to be scrutinised 
by the UK HSE but also has to be put 
before an independent well examiner for 
approval. That examiner is likely to be 
working for a consultancy and is required 
to be independent from all oil company 
influence. This significantly increases the 
likelihood of efforts by oil companies to  
‘cut corners’ to save costs being identified 
and addressed before the well has been 
spudded in.

UK Regulations: Key Features
 —  Established Safety case regime for MODUs
 —  Wells notification to HSE 21 days prior to 

commencement
 —  Requirement for independent wells examiner
 —  Requirement for independent verification  

of performance of safety critical elements  
(e.g. BOPs)

 —  Duty Holder focused intervention by HSE wells 
specialists and other offshore HSE inspectors

 —  Weekly drilling operations reports submitted  
to HSE

Source: UK HSE
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“ In terms of our response on Macondo and what OSPRAG have 
been doing it has been quite interesting watching how our 
response has been quickly recognised by the global industry as 
the way to go. We are getting plenty of positive feedback from 
the industry and I think there will be a natural move towards  
a UK style regime around the world.”

Mark McAllister, OSPRAG

CONCLUSION
What can we conclude from our analysis? From our dialogue with our 
experts, we can agree that:

 —  Until Macondo, the Upstream market had perhaps paid less 
attention to the risk of pollution from wells than to other risks 
within the portfolio.

 —  Macondo has undoubtedly shown that this risk can be catastrophic.
 —  Despite the US moratorium and the slow progress being made 

in the US to restart drilling following its lifting, the pressure to 
continue deepwater drilling all over the world is unremitting.

 —  This in turn will lead to increased demand for well pollution cover, 
whether by legislation or indeed by the implementation of more 
prudent risk management strategies.

 —  The National Commission’s report on Macondo showed that 
regulatory failure was a key link in the chain of events that caused 
the loss.

Insurers will continue to rely on historical data; this should over time 
demonstrate the benefits of more effective regulation. But in the 
meantime, the challenge for the market is this: should it recognise 
that an effective regulatory environment can reduce the risk of well 
pollution in the region for which it is responsible just as significantly  
as the safety practices of the most respected oil companies?
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UPSTREAM
In March 2010 we said:

 —  Softening pressures are beginning to mount, despite recent losses
 —  Capacity is at a ten-year high
 —  Major losses are particularly felt by the fledgling Singapore Market
 —  Although 2009 was not a bumper year in terms of profitability,  

it was hardly a disastrous one either
 —  The new Gulf of Mexico rating model remains untested following a benign 

windstorm season
 —  There has been an upswing in activity in the Offshore Construction Sector

However, well-documented events have now overtaken matters:

“ For new business coming to the market in the aftermath of the (Deepwater Horizon) loss, 
it has been clear that insurers are now suggesting that this loss has fundamentally altered 
the existing market environment. In general terms, insurers are no longer countenancing 
reductions in programme rates and in most instances are seeking to impose rate increases, 
particularly on drilling contractor business.” 

EMR Newsletter, May-June 2010

“ Should these proposals being considered (by Congress) therefore become law, the 
consequences for the upstream insurance market would be all too clear; a significantly 
increased demand for cover that may well test the market capacity for these risks to the limit.”

EMR Newsletter, August 2010



INTRODUCTION 
What impact will the Gryphon A loss and the terrible events  
in Japan have on the market?
As is so often the case when producing the Energy Market Review, 
events have once again negated what we had originally intended to 
publish only a few weeks ago; the Gryphon A loss in the North Sea, 
now combined with the tragic events in Japan, has significantly 
altered the atmosphere in the upstream market just as this Review 
was about to go to press. Following Macondo, it could be argued 
that another major loss was just what the market wanted to see to 
stall what was an inevitable softening prompted by the continued 
over-supply of capacity into the market; the Japanese earthquake 
has simply provided insurers with further momentum to bring 
this about. The key question for the remainder of 2011 is therefore 
going to be this: with increased capacity still in play, how long will 
the market be able to sustain the turnaround in market conditions 
brought about by these losses?

We understand that Maersk’s Oil’s Gryphon A Floating Production 
Storage and Offloading (FPSO) vessel is likely to be shut down for 
a considerable time after sustaining significant damage in a storm 
during the middle of February. It is reported that the FPSO lost 
its dynamic positioning system in heavy storms and veered 180 
degrees when four of ten anchor chains broke, allowing the vessel 
to move off its position. All wells were immediately closed in and 
subsequent surveys from planes, vessels and remotely operated 
vehicles under the water confirm no oil was sighted. 

Due to the capacity requirements of the operator’s programme,  
we believe that the placement was written by the vast majority 
of the market. However, we also understand that it was layered, 
which may mean that some insurers will have missed the loss, 
despite the loss falling within the 2010 year of account. 

We understand that the riser and subsea systems have  
sustained significant damage; initial reports from the market 
suggested a potential Physical Damage loss of approximately  
USD 100-150 million and a potential Business Interruption loss of 
approximately USD 300-400 million, although subsequently it is 
reported that these figures have been amended to USD 300 million 
and USD 500 million respectively as this Review went to press – a 
total of USD 800 million. We would emphasize that these figures 
remain purely speculative for the moment; however, at this stage 
these are the numbers being discussed in the market and which 
insurers will be factoring into their underwriting. Combined 
with the events in Japan, this has now brought about a shift in 
market conditions and as yet we have no way of knowing how long 
this shift will last. We can say that, for the moment, the loss has 
been sufficient to stall any anticipated market softening, and in 
the short term at least there may be specific attention to FPSOs, 
in particular where the Business Interruption exposure is to be 
insured. We can also say that the loss is likely to instigate some 
stability into the market for the first six months of 2011 – when 
upstream insurers book approximately 75% of their premium 
income. Of course, it is always possible that a ‘rogue’ insurer 

32 | Willis Energy Market Review 2011

that has not been impacted significantly by 
the Gryphon A loss may take an alternative 
approach and elect to compete against the 
prevailing market norm to gain market share.

Be that as it may, it may be that the market’s 
‘false equilibrium’ that it has found itself in 
since hurricane Ike in 2008 may now remain 
for the time being. In the meantime, we 
now examine how market conditions had 
developed between the occurrence of the 
Macondo and Gryphon A losses.

Why the Macondo effect had petered out
At the beginning of 2011, as we reported in 
our EMR Newsletter updates during 2010, 
the initial effect of the Macondo loss was 
to reverse the softening upstream market 
conditions as the market sought to shore 
up its position in the light of increased 
anticipated demand for its products. However, 
this reversal of the previous market dynamic 
had, until recently, been short-lived; the 
market ‘equilibrium’ had instead turned out to 
be false, and we had found ourselves in similar 
market conditions that we were reporting on 
this time last year. 

Why was this the case? One quick answer is 
that the January 1, 2011 reinsurance renewal 
season did not turn out to be quite as punitive 
as some insurers had feared. At one stage it 
was rumoured that insurers would have to buy 
separate towers of liability protection, which 
could have resulted in a reduction in physical 
damage reinsurance capacity; not only was 
this avoided, but the majority of the upstream 
market were treated more leniently than 
expected, with only a few upstream insurers 
singled out for harsh punishment. However, 
the dynamics of the reinsurance market 
have certainly changed since the Japanese 
earthquake, and those upstream insurers 
renewing their reinsurance treaties at April 1 
and July 1 are very likely to have a much less 
comfortable ride – which naturally creates its 
own set of issues if a buyer’s leader is one of 
those insurers.

To understand more comprehensively why we 
had expected the softening dynamic to return 
before the onset of the recent events – and 
why it may still re-appear later in 2011 – we 
need once more to focus on the perennial 
issues of capacity, losses and profitability.
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CAPACITY
2011 Operating capacity USD 4.3 billion (+13%) 
2011 Offshore Construction capacity USD 3.7 billion (+17%)

 UPSTREAM INSURER CAPACITIES 2000-2011 (EXCLUDING GULF OF MEXICO WINDSTORM)
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We can now report that stated capacity has 
virtually doubled since 2006 and indeed now 
stands at an all time high, at USD 4,361 million.  

The Lloyd’s establishment is often keen to point out that the upstream 
portfolio has not been a truly profitable one for many years. It seems 
therefore somewhat odd that our chart shows a remarkable increase 
in capacity for this line of business since the immediate aftermath 
of Hurricanes Katrina and Rita; we can now report that stated 
capacity has virtually doubled since 2006 and indeed now stands 
at an all time high, at USD 4,361 million. We should point out that 
a major contributor to this year’s increase in capacity has been the 
introduction of Berkshire Hathaway as a supporting insurer on a ‘full 
follow’ facility basis for certain brokers (please see our January 2011 
EMR Newsletter). However, we should also point out that capacity 
has increased across a broad range of upstream markets; in particular 
several of the existing market leaders have increased their lines, 
perhaps in anticipation of an upswing in demand for specific cover 
such as Operators Extra Expense, Marine Liabilities and large offshore 
construction projects.

It seems clear from these figures that the upstream portfolio remains 
attractive to investors; there seems to be a positive perception of 
the class’ rating levels in terms of profitability, and certainly at 
the beginning of the year the class seems to be regarded in a more 
favourable light than much of the rest of the global industry portfolio.

Notwithstanding the continued upswing in 
capacity, it should be noted that the overall 
leadership panel remains very much what it has 
been for the last few years or so (although new 
leadership options have materialised recently in 
the shape of insurers such as Partner Re.)  
The only actual participant changes to the market 
have involved the supporting market, with Philip 
Thorp-Apps and his team transferring from 
Omega to Argo and the arrival of Skuld’s London 
market operation headed by James Scott.

There had been signs that some of the insurers 
without direct access to the London market, 
such as Partner Re and SCOR, were adopting 
a more proactive stance in ensuring they 
maintain or increase their market profile, 
while competition for regional business in the 
Middle East and the Asia Pacific regions from 
local markets and the regional ‘hubs’ of global 
insurers remains as intense as ever.
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LOSSES
2010-11 MAJOR UPSTREAM LOSSES TO DATE (EXCESS USD 25 MILLION)

Year Type Cause Country Land / 
Offshore

PD USD OEE USD BI USD Total USD

2010 Rig Fire/
lightning/
explosion

USA Offshore 560,000,000 2,000,000,000 2,560,000,000

2011 MOPU Heavy weather UK Offshore 200,000,000 300,000,000 500,000,000
2010 Rig [unknown] Venezuela Offshore 235,000,000 235,000,000
2010 Well Blowout Iraq Land 125,000,000 125,000,000
2010 Platform Fire/

lightning/
explosion

Angola Offshore 120,000,000 120,000,000

2010 Pipeline Design/
workmanship

Trinidad Offshore 80,000,000 80,000,000

2010 Rig Fire/
lightning/
explosion

Italy Land 68,000,000 68,000,000

2010 Well Blowout USA Offshore 51,000,000 51,000,000
2010 MOPU Design/

workmanship
Australia Offshore 26,750,000 10,220,280 36,970,280

2010 Well Blowout Canada Land 14,850,000 15,000,000 29,850,000
2010 MOPU Impact France Land 29,150,000 29,150,000
2010 Well Blowout USA Offshore 27,500,000 27,500,000
2010 Platform Fire/

lightning/
explosion

UK Offshore 25,700,000 25,700,000

2010 MOPU Design/
workmanship

Norway Offshore 25,477,500 25,477,500

2010 Vessel Fire/
lightning/
explosion

France Offshore 25,000,000 25,000,000

Source: Willis Energy Loss Database as at March 18, 2011 (figures include both insured and uninsured losses)

The chart above shows that the Gryphon A loss is currently reported by our database at  
USD 500 million, although as we intimated earlier this may increase to a total of USD 800 million. 
Aside from this loss, the chart also shows that the 2010 upstream energy loss record is naturally 
currently dominated by the Deepwater Horizon/Macondo tragedy. However, it is interesting to 
note that, apart from this loss, the 2010 record to date has been by no means unusual. Our chart 
shows that to date only two other upstream losses were sustained excess of USD 100 million last 
year, compared to a total of five in 2009.

It is also interesting to note that although the cause of the Deepwater Horizon loss has been 
officially accredited as fire/explosion – it was an explosion that sank the rig, rather than the 
blowout itself – there were also three other losses excess of USD 25 million in 2010 that were 
caused by well blowouts.

The chart also shows a wide geographical spread of major losses; it will perhaps have come as a bit 
of a surprise to some insurers so see onshore losses of nearly USD 70 million from an explosion of 
a rig in Italy and nearly USD 30 million from an accident involving a Mobile Offshore Production 
Unit whilst in dock in France. These statistics simply confirm that the upstream loss record 
continues to retain the capacity to surprise.
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PROFITABILITY

  WELD UPSTREAM ENERGY LOSSES 1990–2011 (EXCESS OF USD 1 MILLION)  
VERSUS ESTIMATED GLOBAL OFFSHORE ENERGY PREMIUM INCOME
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USD 2 billion, once other uninsured losses are 
taken into consideration. In addition the second 
half of 2010 was relatively benign, with no Gulf 
of Mexico windstorm losses. Furthermore,  
there has been a discernable increase in 
premium following the market hardening,  
and a noticeable increased demand for increased 
OEE and TPL cover.

So in reality 2010 – despite including both 
Macondo and the Gryphon A loss – might still 
turn out to be a profitable year for most direct 
and reinsurance underwriters; indeed, it could 
even be argued that both losses were blessings in 
disguise for much of the direct upstream market.

2010 is going to be to 
be the worst non-
windstorm affected 
underwriting year of 
the last two decades 
– but with premium 
income still at a 
historic high will this 
affect the underlying 
softening dynamic?
Source: Willis Energy 
Loss Database as at 
March 18, 2011 (figures 
include both insured and 
uninsured losses)

To what extent have Macondo and other 2010 losses affected 
the overall profitability of the upstream sector? Our chart shows 
that the overall losses (insured and uninsured) recorded by our 
database for 2010 are the most extensive for twenty years if one 
discounts the windstorm-affected years of, 2005 and 2008.  
It also shows that our estimate of global upstream premium  
levels is going to be less than the total upstream losses recorded  
by our database.

However, these figures are of course only a rudimentary guide 
as to the market’s overall profitability. Although 2010 appears 
to be the worst upstream loss year for two decades (excluding 
windstorm years) at approximately USD 4 billion, we estimate 
that approximately 48% of Macondo loss was uninsured. So in 
reality, insured losses are more likely to amount to approximately 

 LLOYD’S UPSTREAM PROPERTY/OEE INCURRED RATIOS, 1993-2010 (AS AT q1 2011)
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Another rudimentary guide that can be used to 
ascertain the overall profitability of the sector 
are the Incurred Ratios (premiums versus 
paid and outstanding claims) for ET (Offshore 
Property) and EW (Operators Extra Expense) 
produced on a quarterly basis by Lloyd’s.  
(It should be noted that any statistics provided 
by the new audit codes introduced by Lloyd’s 
for 2011 will take some time to mature).  
Again, these figures should be treated with 
some caution, as they do not take into account 
either reinsurance costs or operating costs; 
they also of course only apply to Lloyd’s 
syndicates. For this reason, we generally 
assume that the Incurred Ratio has to be below 
80% before we can conclude that Lloyd’s 
upstream insurers have had a profitable 
underwriting year. However, it is interesting  
to note two particular features of this chart:

 —  The chart tells a very similar story to the 
previous one; it shows that for the last ten 
years significant underwriting losses have 
only been sustained by Lloyd’s upstream 
insurers in the windstorm affected years  
of 2005 and 2008.

 —  The Lloyd’s figures for 2010 are still very 
immature and do not appear to have yet 
taken into account the paid claims from 
Macondo and other losses that we know  
to have been sustained last year.

As most readers of this Review will appreciate, 
we are often at pains to state that until actual 
underwriting losses have been sustained, 
reported and digested by senior insurer 
management, there are very unlikely to be any 
withdrawals from the market and therefore 
any fundamental change in dynamics.

As we explained earlier, the Gryphon A loss 
and the Japanese earthquake have been too 
recent to make any impact on the statistics 
available. Prior to these losses we had 
concluded that Macondo and other 2010 losses 
had perhaps not had quite the effect on market 
conditions that some members of the upstream 
underwriting community might have perhaps 
been hoping for. Instead, we concluded that the 
period of ‘false equilibrium’ in the upstream 
market was at an end and a softening dynamic 
was once more at work. What grounds did we 
have for such an assertion?

So in reality 2010 – despite 
including both Macondo 
and the Gryphon A loss – 
might still turn out to be 
a profitable year for most 
direct and reinsurance 
underwriters; indeed, it 
could even be argued that 
both losses were blessings 
in disguise for much of the 
direct upstream market.
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UPSTREAM MARKET DYNAMICS, 2011

  ENERGY INSURER CAPACITIES AND AVERAGE RATING LEVELS, 1993–2011  
(EXCLUDING GULF OF MEXICO WINDSTORM)
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  Before the recent losses, the period of ‘false equilibrium’ was coming to an end at 
the beginning of 2011

 Source: Willis

The statistics for this chart now go back nearly 20 years and graphically show the overall 
relationship between rating levels and overall capacity (we should point out that this chart 
reflects the general upstream picture and does not reflect the significant change in market 
dynamics for risks such as stand-alone OEE). One does not need a masters degree in economics 
to appreciate that the greater the capacity in the market, the more the pressure on rating levels. 
Up until 2008, this natural correlation has been self evident. The last true hardening of the 
upstream market had been following the devastating losses incurred by the market as a result 
of hurricanes Katrina and Rita; however, this upswing lasted only one year as 2006 proved to 
be relatively profitable and additional capacity soon flooded into the market.

What has been truly extraordinary since the aftermath of hurricane Ike in 2008 has been  
that the continuing increase in overall rating levels has been accompanied by an increase in 
overall capacity levels. Again, simple economics tells us that such a ‘false equilibrium’ simply 
can’t last forever. But how will the recent losses impact a market where stated capacity 
continues to increase?

The short-lived softening in early 2011
Early in 2011 we were detecting the first signs of a softening dynamic in the market. As is so 
often the case when a market first begins to soften, individual underwriters’ first efforts to 
secure additional premium income and market share had to be conducted ‘under the radar’  
so that they can continue to demonstrate to their management that overall rating levels  
have not yet fallen. Such softening was therefore taking the form of volume credits for  
package business and charging the same amount of premium for a programme even though 
values have increased.

However, one of the problems has been that, notwithstanding the bifurcation in rating levels 
referred to earlier, individual insurers are still nervous in making the first moves that might 
signal the start of the softening process. As a result, when brokers were too aggressive in their 
pricing, they found that they were rebuffed by the market. (For example, we are aware of at 
least one programme where one of our competitors has attempted to place a programme 
featuring a reduction of circa 25% and ended up with the client actually paying a rise – probably 
more than they would have done if a more realistic approach had been taken to start with.) 



So if we then factor in the recent losses, over the coming months this is now going to be an even 
more difficult market for brokers to judge; the issue is complicated still further when considering at 
what price they should bid, given the requirement for captive insurance companies to participate. 
We are also aware of a further recent example where the broker’s tender pricing was at a level that 
even the captives – certainly initially – refused to participate at the price quoted, leaving the broker 
with the unenviable task of completing 100% of the programme in the commercial insurance 
market at a price which was designed to allow for the participation of only the most competitive 
insurers in the market.

A brighter outlook for buyers later in 2011?

 SYNCHRONISING THE UPSTREAM MARKET IN THE WAKE OF RECENT LOSSES
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Notwithstanding the impact of the Gryphon A and Japanese earthquake losses, the outlook for later 
in 2011 may still bring better news for the buyer. In our March 2010 Review we noted how competitive 
pressures were building and that we anticipated a further softening during 2010. This state of affairs 
continued well into the second quarter of 2010 until the extent of the Macondo loss became evident, 
when the next round of renewals attracted rate rises rather than rate decreases. By the end of 2010,  
as our chart above shows, the rates offered by the upstream market had become significantly 
bifurcated, with those programmes that had renewed in the first half of 2010 (in blue) enjoying 
considerably more advantageous terms than those that renewed in the second half of the year (in red). 

Now, the effect of the recent losses may be to mitigate the dislocation that was so apparent earlier 
in 2011. As we head further into 2011, it will therefore be difficult for brokers to know what will 
constitute a successful renewal for those programmes renewed post-Macondo.

However, despite the impact of these losses, we also think insurers may review their stances in the 
second quarter of 2011, as we suggested in the first Chapter of this review. However, there are two 
areas of the portfolio where any softening dynamic is very unlikely to apply, being Operators Extra 
Expense (OEE) and marine Third Party Liabilities (TPL).
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‘Stand Alone’ OEE: a market within a market
During the last twelve months, we have seen a widening of the gap 
between OEE business that is packaged within an attractive,  
well-paid programme featuring a wide spread of property risks 
and that which is presented to the market on a ‘stand-alone’ basis. 
Whereas virtually the entire upstream market is prepared to 
underwrite this class within a package, only approximately 30% is 
prepared to do so without the benefit of the physical damage risk.

We have therefore seen the development of a ‘market within a 
market’ for OEE business; this market is showing none of the 
appetite for additional income shown by the mainstream upstream 
market, and indeed following the Macondo loss is focusing even 
more intently on underwriting this class on a more technical basis. 
Some of the features of this approach include:

 —  Rating the risk for drilling wells entirely on the value or 
Authorization for Expenditure (AFE) of the well in question 
rather than on the traditional per foot drilled basis.

 —  Insisting on much higher deductible levels for wells located in 
deeper water depth, with a meaningful correlation with the AFE.

 —  A focus on the physical characteristics of the well – its 
temperature, pressure and the type of gas prevalent in the 
formation (H2S or CO2).

 —  Amount and quality of offset data.
 —  Ascertaining and aggregating their full exposure to the 

operation in question, including their participation on the 
relevant drilling contractor’s and Joint Venturers’ programmes.

 —  Adopting a ‘risk engineering’ approach. For example,  
Francis Lobo’s arrival at Catlin has certainly enabled this 
insurer to intensify its technical approach to rating this risk 
still further, while some brokers are looking to partner with 
specialist engineering firms so as to present their clients in the 
best possible light to the market.

As a consequence we are witnessing this increasingly technical 
market providing differential rating for each individual well  
rather than imposing a ‘blanket’ rate on AFE that was certainly 
more prevalent when the market first started rating this class  
on an AFE basis. 

We would suggest that, as drilling re-commences in the Gulf of 
Mexico following the lifting of the Moratorium, this market is 
likely to rate any new wells even more expensively than their 
counterparts elsewhere. (It could be argued that this is a reflection 
on the perception of the previous US regulatory environment.) 
Furthermore, any buyers whose OEE risk is currently packaged 
but may in the future require an increased limit (especially in light 
of the post-Macondo risk environment) may well find that the 
package underwriters may not be willing to accommodate them on 
the basis of their existing traditional rating methodology; they may 
have no alternative but to have any additional cover provided and 
rated on an entirely different (and more expensive) basis, albeit by 
the same insurers.

Marine TPL – the specialists take control
It will be no surprise to most readers to learn 
that this is the class of coverage that perhaps 
has changed the most during the course of 
the last twelve months. Regardless of what 
proportion of the eventual TPL element of 
the Macondo loss is paid by London and how 
much is paid by Bermuda and other markets, 
the reality is that there is no chance of any 
softening in this sector in either market, 
no matter how competitive the rest of the 
portfolio might become later in 2011.  
The leading article of this Review analyses  
this sector in some detail, but suffice to say  
here that following Tom Bolt’s comments  
from Lloyd’s there is now going to be an 
increasing reliance on specialist liability 
underwriters to provide terms which, until 
now, the major upstream underwriters were 
happy to price and indeed ‘take a view on’ 
themselves. Indeed, already we are seeing that 
limits for this coverage are now only being 
offered on a 100% basis, whereas in the past 
limits may have provided for insured’s interest 
where requested.

Although only approximately 25% of upstream 
insurers currently boast a specialist marine 
liability underwriter, this includes most of the 
major upstream market leaders. As a result, 
brokers are having to get used to seeing their 
slips ‘passed over’ to liability specialists who 
naturally now wish to take as long as they need 
to assess the risk before providing terms.

Brokers are now bearing the brunt of an 
increased administrative burden, becoming 
accustomed to conducting two sets of 
negotiations when renewing or negotiating 
fresh terms for package programmes.  
Whereas once brokers could negotiate the 
entire package with one underwriter per 
placement, now there are two; whereas once 
brokers only needed to secure a few leaders’ 
lines to ensure a placement was completed, 
now they are finding all too often that ‘the 
tail is wagging the dog’ as marine liability 
underwriters further down the slip attempt to 
impose their own views/terms.
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With The Offshore Pollution Liability Association Ltd (OPOL) rumoured to be considering a 
further increase in limit from USD 250 million, and with energy companies’ liability under the 
US Oil Pollution Act almost certain to increase in the near future, there can be no doubt that 
the implications for energy companies of these new developments will be highly significant.

We also expect several upstream leaders to use their marine TPL capacity as a negotiating 
weapon if, when the impact of the Japan earthquake has been digested, the main upstream 
market begins to soften later in the year. For example, a leading upstream insurer may be  
able to provide a broker with 10% leading line on both the property and TPL sections of a 
particular programme, but will only do so if his liability terms are met; if not, he may  
threaten to reduce his line – or even withdraw it – on both sections. In some instances this  
may mean that the broker no longer has a sufficiently robust lead line to lead the programme  
and ensure its completion.

Offshore Construction: a softening market despite back-year deterioration

 WORLDWIDE OFFSHORE CONSTRUCTION LOSSES ABOVE USD 1 MILLION, 2006–2010
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  The 2008 and 2009 offshore construction loss records continue  
to deteriorate significantly

  Source: Willis Energy Loss Database as at March 2011  
(figures include both insured and uninsured losses)

Without reliable historical data it is not possible to conduct an accurate analysis of the true 
profitability of this sub-sector of the upstream portfolio.

However, despite the fact that the 2008 and 2009 underwriting years continue to show a 
marked deterioration in the offshore construction loss record, this portfolio was showing signs 
of softening until the onset of recent losses. As we have seen, capacity for offshore construction 
risks has increased roughly in line with operating capacities (if not more rapidly) and with 
a significantly increased number of projects under construction now that oil prices have 
recovered, the portfolio represents an excellent way in which insurers can generate additional 
premium income and a spread of risk, with recent major projects in such diverse locations as 
Brazil, the North Sea, Africa, China, Russia and Canada.
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This new source of premium income is welcome news to Lloyd’s 
insurers, who at the moment are free to adopt their underwriting 
philosophy ‘out of sight of’ the Franchise Board as insufficient data 
exists from the fledgling Audit Code for the regulators to take a view 
as to its profitability. However, despite the potential softening of 
rating levels, this market appears not to have forgotten the lessons 
of the past, with a continued focus on deductibles, particularly for 
‘stand-alone’ pipeline and deep water subsea business. There is  
no doubt that captives adding their capacity to the supply dynamic 
have a softening influence on those projects where captive 
participation occurs.

Gulf Wind: overall capacity difficult to establish as overall 
record begins to improve
With no energy windstorm losses in the Gulf of Mexico for a second 
successive year, and with buyer enthusiasm for the market’s 
limited offering lukewarm at best, it is difficult to predict both 
supply and demand for Gulf of Mexico windstorm cover for 2011. 
However, the five year loss record for this class is now looking a 
little more appealing now that the annus horribilis of 2005 is now 
more than five years ago. Indeed, on this basis the class can boast 
four clean years out of five, with only 2008’s hurricane Ike serving 
as a reminder of what can happen in this volatile class of business.

In anticipation of any future softening environment for the rest 
of the upstream portfolio later in 2011, it is possible that more 
insurers may look to this class as a ready source of premium.  
In any event, as in previous years those insurers who have already 
paid for reinsurance protection for this class of business may have 
little choice but to offer terms which will be acceptable to buyers  
in order to at least cover their reinsurance costs.

However, it should also be borne in mind that capacity ran out  
in 2010, so those insurers who gave their capacity away early lost 
out on the better paid deals. It remains to be seen whether such  
a scenario will repeat itself in 2011 in the aftermath of the  
Japanese earthquake.

Cross-class competition can only fuel the softening process 
for the choicest business
In the downstream section of this report, we outline why the major 
composite insurance companies may be about to re-shape their 
underwriting philosophies by offering a discount for participating 
on all lines of business for selected major clients. Should this trend 
take hold during 2011 – and the impact of the Japanese earthquake 
may now prevent this – then the softening process which was just 
beginning to become evident in the upstream market before the 
Japan earthquake and Gryphon A may intensify more quickly. 
Under these circumstances, the upstream market (of which Lloyd’s 
syndicates make up some 60% or so) would not only be competing 
against each other; they would also find themselves competing 
against the senior underwriting management of a selection of 
major insurers who may have no interest at all in the survival of the 
orthodox upstream market.

A possible outcome of such a struggle for  
the choicest parts of the upstream portfolio 
might indeed leave the traditional upstream 
market with the worst of all worlds – a 
collection of deep water drilling wells and 
large diameter pipeline construction projects 
without the spread of risk and premium  
income offered by the business taken from 
them by the fresh competition. 

However, an alternative view is that since  
only a small section of the upstream portfolio 
can be properly viewed from a cross-class 
perspective, although competitive pressures 
generated by the larger composite insurers may 
well have an effect on some larger programmes, 
the vast majority of the portfolio will remain 
relatively unaffected.

In the meantime, as usual buyers will be looking 
to their broker to help them generate maximum 
advantage from a market which, although 
hardening for the specialist lines of OEE and 
TPL, looked set to soften in many other areas 
before the Gryphon A loss materialised.

Conclusion – a difficult market to read!
As the reader can see from this analysis, this 
is not an easy market to assess. On the one 
hand, the need for capacity for large projects 
has created an over-supply of capacity for 
the majority of the risk population; on the 
other, recent losses and the renewed focus on 
OEE and Marine TPL has to date prevented a 
wholesale market softening. As we move into 
the second quarter of 2011, much will depend 
on how aggressive a broker is prepared to be 
in order to fuel the competitive pressures that 
may be unlocked later in the year as insurers 
look to meet their premium income targets.
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DOWNSTREAM
In March 2010 we said:

 —  Downstream insurers are beginning to compete for business in a manner not seen 
since the last truly soft market in 1999-2000.

 —  While North American market capacities remained stable, its International 
counterpart continued to grow.

 —  Various markets became more prominent, including Chartis, CV Star, Talbot 
Validus, Torus and Zurich.

 —  Following a benign underwriting year in 2009, the portfolio remained profitable, 
despite the softening market conditions.

 —  The level of attritional losses has fallen to the point where rates could fall further 
before the inherent profitability of the class is threatened.

 —  The degree of aggression shown by individual insurers is now driving competition 
in the market, rather than overall capacity.

 —  Regional markets are contributing to the softening process.

“ We are now at a stage whereby rating levels are generally now as low as they were at 
the depth of the last truly soft market in 1999, with every indication that they will go 
even lower in 2011.”

Willis EMR Newsletter, November 2010

“ The overall downstream loss record has improved considerably since 1999. Many 
observers would put this down to improved risk management practice and the input 
to energy companies’ risk management practice from insurers’ engineers that has 
increased markedly during the last decade.”

Willis EMR Newsletter, November 2010

“ It will be difficult to expand their portfolio any other way as most insurers are already 
subscribing to the business they wish to underwrite.”

Willis EMR Newsletter, November 2010
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INTRODUCTION
Japanese earthquake signifies changes in market dynamics 
 – but for how long?
This time last year we reported that the downstream market was continuing 
to soften significantly, and we wondered where such softening would lead 
to in the remainder of 2010. Now we have to say that, before the Japanese 
earthquake, 2011 had brought very little by way of change to the overall 
market dynamics; and any upturn in rates seemed to be as far away as ever. 

Now we find ourselves in a period where insurers are taking stock of their 
portfolios, insisting not only that further rating reductions will no longer 
be considered but also, in the case of several prominent market leaders, on 
the requirement for actual rating increases. As a result, there is now some 
confusion in the market, with different segments taking different stances 
depending on the profile of the risk in question. Important differences in 
underwriting approach can now be seen from three different segments of 
the market:

 —  Those underwriters operating purely on a regional basis
 —  Those insurers operating regionally but who are subject to a global 

underwriting directive
 —  Those insurers not subject to any directive and who are free to 

adopt whatever underwriting approach fits best with their overall 
underwriting philosophy

We are also seeing significantly differing underwriting approaches along 
the following lines:

 —  Programmes which are exposed to natural catastrophe risks, and those 
that are not

 —  Programmes with North American exposures/risks compared to those 
that are not

The question to be considered now is this: do the underwriting actions 
of some market leaders actually constitute a withdrawal of underwriting 
capacity? So far, we have received no word of any official withdrawals, but 
perhaps it is worth considering:

 —  Whether an insistence on increasing rates by one section of the market 
in effect constitute a ‘realistic’ withdrawal of capacity 

 —  Whether it will be only a matter of time before such insurers are forced 
to abandon their current stances in light of the continued competitive 
pressures generated by the remainder of the market

 —  Whether in the event of the entire downstream market ‘following  
the charge’ towards increased rating levels, basic economic laws  
would then reassert themselves, thereby reinstating competitive 
pressures to the market

As we indicated in the first Chapter of this Review, in the absence of any 
major capacity withdrawals it is still possible that the softening process 
for programmes which are not exposed to natural catastrophe risks may 
re-emerge later in the year, once the impact of the Japanese earthquake 
has been digested. The remainder of this chapter, which outlines how 
downstream insurers might maximise their positions in a softening market, 
should therefore be read with this in mind.



CAPACITY

  DOWNSTREAM OPERATING UNDERWRITING CAPACITIES, 2000–2011  
(EXCLUDING GULF OF MEXICO WINDSTORM)
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   While North American Downstream market capacity remains stable,  
its International counterpart continues to grow

 Source: Willis
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A quick glance at the chart above shows a continuation of the same story 
that we have been reporting since 2007. It can be seen that the overall 
stated capacity in 2011 is even more significant than in the last three 
years; a neutral observer would be forgiven for wondering why there is 
so much market enthusiasm for a class where rates have been declining 
so dramatically.

Pre-Japan – was everyone trying to play the same game?
Once again this increase is not down to any new entrants into the 
market; the number of insurers writing this class is broadly the same as 
in 2010. What we have seen is simply a capacity increase from virtually 
every single significant insurer in the market, all hoping that in doing 
so they might stand a chance of maintaining, or even increasing, their 
market share. 

While the major Lloyd’s leaders have certainly retained their market 
profile, we have seen major increases from composite insurers such as 
Chartis, Allianz, ACE, Liberty International, SCOR, XL and Zurich; in 
contrast, other insurers have had to be content with simply maintaining 
their position.

A problem for the major composites is that it seems that they have all 
been adopting the same strategy, which, if over-capacity remains, will 
only serve to exacerbate any softening process. For example, we now 
find that a company such as Asia Capital Re, hitherto regarded as a 
supporting insurer for Asia/Pacific-based business, can now offer a line 

size comparable to what the major composites 
were offering only a few years ago; furthermore 
such insurers may not have experienced some 
of the issues that have beset some of their 
global competitors. 

One of the reasons why some insurers have 
been able to flex their muscles in this way has 
been the benign nature of the January 1, 2011 
reinsurance season. Unlike previous years, 
some downstream insurers have generally 
found that they have not been asked to retain 
more risk this year, while the price of their 
existing reinsurance treaties has actually gone 
down. This has in turn allowed some of them 
to adopt even more aggressive underwriting 
tactics, as the cost of doing business in this 
sector has decreased. Other regional insurers 
have appeared to have elected to reinsure 
their downstream portfolio into their Fire 
treaties, taking away a further portion of the 
increasingly meagre premium pot available. 
Whether this capacity will be available to them 
in the future will be a key factor in determining 
the longer term implications for the market.
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LOSSES

2010/11 DOWNSTREAM LOSSES EXCESS USD 50 MILLION
Year Type Cause Location Country PD USD BI  USD Total USD
2011 Oil/tar sands Fire/lightning/

explosion
Alberta Canada 710,000,000 500,000,000 1,210,000,000

2010 Refinery Fire/lightning/
explosion

Washington USA 40,000,000 168,000,000 208,000,000

2010 Refinery Earthquake Talcahuano Chile 80,000,000 80,000,000 160,000,000
2010 Petrochemical Fire/lightning/

explosion
Antwerp Belgium 26,000,000 104,000,000 130,000,000

2011 Petrochemical Fire/lightning/
explosion

Louisiana USA 20,000,000 108,000,000 128,000,000

2010 Refinery Fire/lightning/
explosion

Lincolnshire UK 20,500,000 79,500,000 100,000,000

2010 Petrochemical Fire/lightning/
explosion

Texas USA 40,000,000 60,000,000 100,000,000

2010 Oil/tar sands Fire/lightning/
explosion

Alberta Canada 84,200,000 84,200,000

2010 Petrochemical Fire/lightning/
explosion

Chiayi County Taiwan 80,000,000 80,000,000

2010 Refinery [unknown] Gujarat India 18,000,000 60,000,000 78,000,000
2010 Refinery Fire/lightning/

explosion
Falcon State Venezuela 70,000,000 70,000,000

2010 Refinery Fire/lightning/
explosion

Durban South 
Africa

8,891,000 52,787,000 61,678,000

2010 Tank farm/
terminal

Fire/lightning/
explosion

Bonaire Neth. 
Antilles

60,000,000 60,000,000

2010 Petrochemical Fire/lightning/
explosion

Halle-Leipzig 
Region

Germany 10,000,000 45,000,000 55,000,000

2010 Refinery Fire/lightning/
explosion

Yunlin County Taiwan 50,000,000 50,000,000

 The downstream loss record has deteriorated rapidly in 2011 – but will this be enough to turn the market?
 Source: Willis Energy Loss Database as at March 21, 2011 (figures include both insured and uninsured losses)

These losses were seized on by some insurers, 
particularly during the reinsurance renewal 
season and its immediate aftermath when 
insurers have to report their cash requirements 
to senior management, as a legitimate rationale 
to try to halt the softening process. However, 
there is no doubt that it will take considerably 
more than recent loss levels and the impact 
of the Japanese earthquake to fundamentally 
alter the dynamics of this market. Although we 
understand that very little in the way of oil and 
gas infrastructure has been damaged in either 
the Japanese or the New Zealand earthquakes, 
it is worth remembering that generally all 
natural catastrophe business is written by the 
major insurers and reinsurers into the same 
portfolio. Time will tell if this loss will make a 
significant contribution to any change in the 
downstream market underwriting climate.

An increase in downstream losses as well as the Japanese 
earthquake – but what will be the consequences?
The chart above shows that there has been an increase in the number of 
losses excess of USD 100 million; in 2009 we reported only three such 
losses, but here we show that five have been recorded by our database 
for 2010. Already in 2011 our chart shows that there has been a major 
incident in Canada at an oil sands upgrader which may well result in a 
significant business interruption loss.

However, it may not just be large losses that need to be considered;  
we understand there have been a significant number of smaller events 
in 2011. While these losses on their own may not amount to too much,  
if this level of loss frequency is maintained the impact on net retentions 
may build some momentum for a change in market dynamics. Certainly 
if profitability levels are threatened, they may well affect any decision to 
offer buyers reduced retention levels. 
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While these losses on their own 
may not amount to too much, 
if this level of loss frequency 
is maintained the impact on 
net retentions may build some 
momentum for a change in 
market dynamics.



Another factor that may impact the current scenario is a continued upward trend in oil prices. 
With the price of oil expected to exceed USD 100 per barrel in 2011, recent geopolitical events 
still unfolding as this Review went to press suggest it could increase to even higher levels.  
This would obviously have an effect on the scale of any further downstream losses.

PROFITABILITY

  WELD DOWNSTREAM ENERGY LOSSES 1990 – 2011 (EXCESS OF USD 1 MILLION) VERSUS 
ESTIMATED GLOBAL ENERGY PREMIUM INCOME
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  The recent Canadian oil sands upgrader loss has already had a major impact on the 
downstream loss statistics for 2011

  Source: Willis Energy Loss Database as at March 21, 2011  
(figures include both insured and uninsured losses)

How can we attempt to ascertain the current profitability of the downstream market, bearing 
in mind the future impact of the Japanese earthquake and other recent downstream losses? 
This chart shows a comparison between the losses recorded by our Willis Energy Loss 
Database and our own estimates of global downstream premium income. Such a comparison  
is of course at best only a rudimentary guide to the profitability of this class of business;  
not only is our estimate of premium income just that (no reliable global statistics on 
downstream premium income are available) but our database includes both insured and 
uninsured losses. (For example 2006 and 2007 actually turned out to be profitable for the 
downstream portfolio as by no means all of the losses recorded by the database were insured 
by the commercial market). That being said, both 2009 and 2010 are likely to turn out to be 
profitable years for this market. Even if we allow a reasonable margin of error in our global 
premium estimates, our chart shows that the total of all losses (both insured and uninsured)  
is unlikely to exceed the premium received.

Again, a neutral observer might wonder why premium income levels have not dropped 
more in 2010 at a time of significant market softening. The main reason for this has been the 
resumption of the increase in commodity prices (particularly the oil price) and consequently  
it is no surprise that values, particularly for Business Interruption, have increased once more. 
So while overall premium levels have indeed declined somewhat during 2010, the full extent 
of the market softening has been somewhat muted by the additional premium generated by 
increased commodity prices.
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 LLOYD’S DOWNSTREAM PROPERTY INCURRED RATIOS, 1993-2010 (AS AT q4 2010)
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The improved loss record since 2001 may 
well be down to general improvements 
in risk control and mitigation by the 
downstream industry, encouraged by the 
risk engineering approach taken by the 
market in recent years.

A further set of statistics by which we might measure downstream 
market profitability are the official figures from Lloyd’s (see chart 
above). Although these incurred ratios (premiums versus incurred and 
paid claims) do not take into account either reinsurance premiums nor 
operating costs as a combined ratio would, they do at least show that 
Lloyd’s downstream insurers are very likely to have made a sustainable 
underwriting profit in every year of the last decade apart form the 
hurricane-affected years of 2005 and 2008. 

Given that Lloyd’s now offers less than 20% of the overall downstream 
market capacity – as well as often writing this class of business on  
an excess basis – these figures can only be used as a rough guide to 
overall market profitability before the onset of recent losses.  
That being said, these statistics do at least provide some explanation 
as to why the constituent parts of the market have continued to persist 
with this class of business. We should also point out that other parts 
of the global property portfolio, notably the mining and utility sectors, 
have not performed nearly so well in recent years, which has naturally 
encouraged insurers to deploy their capacity even more intently on this 
profitable area of their overall book of business.

In reviewing these statistics on profitability, we are struck by three 
thoughts as to why this market has been deemed profitable by investors.

The first is that, windstorm damage apart, the improved loss record 
since 2001 may well be down to general improvements in risk 

control and mitigation by the downstream 
industry, encouraged by the risk engineering 
approach taken by the market in recent 
years. In particular, following the last spike in 
commodity prices in 2007 and the early part 
of 2008, with production facilities running 
at full tilt we would have normally expected 
an increase in both frequency and severity of 
losses (see our January 2008 Energy Market 
Review for a full analysis of this issue).  
Now that commodity prices are rising once 
more, if there is still no significant upswing 
in losses there will then be plenty of evidence 
that the risk profile for this portfolio has 
fundamentally changed. And if this is really 
the case, it may well be that the technical rates 
required to underwrite this portfolio properly 
over the long term might be considerably 
less than those produced by insurers’ current 
models. A further factor that may well have 
contributed to the favourable loss record has 
been the determination of the market not to 
give in to pressure to reduce deductible levels, 
no matter what concessions may have been 
granted on price.

Despite increasingly soft 
market conditions, Lloyd’s 
downstream property 
portfolio continues to  
look profitable
Source: Lloyd’s



Although official capacity has been higher in the 
past when there were more individual markets 
around the world participating in this class, 
rating levels – at least until recently – have never 
been lower – not even in the reinsurance-fuelled 
market of the late 1990s.



The second is this: if instead there has been no fundamental change in the risk profile of this 
industry in recent years, downstream insurers have just been plain lucky. Under this scenario, 
it should only a matter of time before serious underwriting losses are sustained and a significant 
market correction takes place.

The third is that, following the Japanese earthquake and the spate of downstream losses 
incurred over the course of the last six months, this scenario has already occurred, with 
consequent implications for a potential capacity withdrawal and a fundamental change in 
market dynamics. 

MARKET DYNAMICS 2011

 DOWNSTREAM CAPACITIES AND AVERAGE RATING LEVELS, 1993–2011
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How will insurers seek to generate future premium income?
So where do all these factors leave the downstream market in 2011? Our chart depicting the 
relationship between capacity and rating levels over the last 18 years shows that, although 
official capacity has been higher in the past when there were more individual markets around 
the world participating in this class, rating levels, at least until recently, have never been lower 
– not even in the reinsurance-fuelled market of the late 1990s. It also shows that, for the time 
being, rating levels have stabilised in the wake of the recent Japanese earthquake.

However as we indicated earlier chapter in this Review, we believe that once the major 
composite insurers have digested the impact of this tragedy they will do all they can to maintain 
their current market position. They have underwriting and risk engineering resources, but they 
are facing serious competition not only from their peers but also regional markets (and indeed 
broker’s facilities). What are the options open to them, based on a scenario where current 
capacity levels continue to be maintained?

Option one – withdraw from the market
Clearly, the first option open to downstream insurers is to officially withdraw from the market 
or reduce their line size significantly, in order to collapse the market. To date, we have seen no 
sign of this to date, although it still remains a possibility following the recent losses.
 
Option two – start writing rejected business
One obvious but short term solution to insurers’ premium income problems might be to  
start writing business that they have rejected in the past, providing them with an additional 
spread of risk. However, as soft as current market conditions are, this is still a sophisticated 
market; no matter how intensely the degree of competitive pressure being applied,  
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they will still be reluctant to pursue business in which their 
engineers have little or no confidence.

Option three – focus exclusively on target business
Rather than simply accepting premium income wherever it is 
offered, downstream insurers are much more likely to focus on 
the part of the portfolio which they really wish to target. In doing 
so they are likely to have to accept that they will not only have 
to abandon any reference to technical rating formulae but they 
will also have to make sure that they underwrite as many risks 
as possible within the chosen area of the business. For example 
it is no market secret that the Middle East, offering an attractive 
spread of risk with very little natural catastrophe risk, has been 
a region that has long been in favour with a number of insurers. 
Similarly some sections of the market have targeted Liquefied 
Natural Gas (LNG) plants as a ready source of premium income. In 
both instances, insurers will find that they will have to underwrite 
a significant proportion of the spread of risk in question if they are 
to generate sufficient premium income to meet their targets and 
remain participants in this class.

The implications of such a strategy are obvious: if the most 
attractive areas of the downstream portfolio are recognised by 
most if not all of the major participants in the market, then these 
lines of business are likely to incur even more rate reductions later 
in 2011 – reducing the overall premium pool still further. However, 
consideration should also be given to increasing BI values in 
response to the increase in the price of oil referred to earlier.

Option four – reduce deductibles
Reducing deductible levels would seem to offer another 
opportunity for insurers to generate increased premium income. 
Again, the problem with such a strategy is that the experienced 
underwriters in the market, mindful of the levels of deductible 
set during the late 1990s, are aware that would almost certainly 
result in the ruin of their portfolio. As a result, we have seen only a 
limited move towards lower retentions, despite the current market 
pressures. The only concessions seem to have been granted on 
Business Interruption waiting periods, where the market ‘gold 
standard’ waiting period has in some instances been reduced, 
depending on the risk profile. However, as far as Physical Damage 
deductibles are concerned, there has been remarkably little 
movement from the current status quo. 

We have already referred to the increase in oil prices and the effect 
that future losses may have on retention levels. However, if the 
premium pool declines much further during 2011 then a ‘tipping 
point’ might still be reached at some stage during the year when 
insurers have no choice but to take a deep breath and consider this 
alternative – no matter how unpalatable it might appear to be – to 
secure their premium income targets. Should this ‘tipping point’ 
actually come about, then history tells us that it will not be long 
before underwriting losses materialise, insurers will be forced to 
withdraw and market conditions will begin to change.

Option five – offer full value policies
Before the market hardened in 2001, full 
value policies were routinely provided by the 
downstream market, with insurers basing 
their lines on the Estimated Maximum Loss 
(EML) of each risk. However, in recent years 
insurers have almost universally applied a 
policy limit, although the premium charged has 
been based on the values presented. In theory, 
it might seem possible for an insurer to offer a 
full value policy in exchange for an increased 
rate and premium income; in practice, most 
buyers are unlikely to consider such an offer 
to be particularly valuable. Moreover, in a 
subscription market such as this one it is very 
unlikely that such a change in underwriting 
strategy would attract sufficient support 
from the following market to enable an entire 
programme to be placed on this basis.

Option six – offer capacity on a  
long term basis
A further option for insurers keen to 
differentiate their product might be to offer 
their capacity on a long-term basis, perhaps 
for 24 months rather than the usual twelve 
months. The history of the market offering 
such long term deals has not proved to be 
entirely satisfactory. All too often the market 
has insisted on various ‘escape’ clauses being 
inserted into the wording, mostly to ensure 
that they can withdraw from the arrangement 
should losses exceed a specific percentage 
of the premium or subject to there being ‘no 
material change is risk’. Buyers have therefore 
learned to treat such ‘long-term’ products 
with some caution. However, an alternative in 
recent years has been the concept of a ‘rollover’ 
credit in which the insurer offers the buyer a 
discount on the basis that he renews with that 
insurer; each time the contract is renewed the 
credit gets ‘rolled over for another year.

The current market conditions are now 
causing insurers to think again about long term 
policies. Indeed, brokers are now seeking to 
persuade insurers to offer their capacity on a 
straightforward 24 month basis, with none of 
the usual stipulations that have characterised 
such deals in the past. To date, there still seems 
to be a degree of reluctance in the market to 
consider such a proposal; however, should a 
significant amount of fresh premium income be 
the consequence of such an arrangement, 



it is possible that such programmes may 
become a feature of this market in the  
near future.

Option seven – compete for  
cross-class business
We have already referred to the increase 
in capacity from the largest and best-
known composite insurance companies 
for downstream business. This increase 
has coincided with a shift in underwriting 
philosophy within these major insurers, 
which has essentially been to adopt a more 
collegiate approach to business across various 
underwriting disciplines such as Property, 
Casualty, Terrorism, Hull, Cargo and Directors 
and Officers’ Liability. In the case of the oil 
and gas industry, this approach is now even 
being extended to include both upstream and 
downstream operations.

The motive for talking a wider underwriting 
view is simple enough: a major insurer can 
achieve operational synergies, a wider spread 
of risk and increased premium income by 
looking at favoured clients’ risk profile from a 
more holistic perspective. In return, the client 
is offered a significant premium discount  
(as well as possibly including some lines of 
cover such as Terrorism for free) in return  
for a firm order on all lines of cover.

For brokers to profit from this new appetite 
for underwriting on a cross-class basis, a 
specific marketing strategy of instigating initial 
negotiations with the Chief Underwriting 
Officer rather than with individual line 
underwriters needs to be implemented. 
The agreement to offer a discount for being 
awarded a line on each class of business 
is therefore concluded at a strategic level, 
and enables each line underwriter to offer 
their own terms before the application of 
any discount, which will not be for these 
underwriters to consider.

Given the overall premium income generation 
opportunities provided by such a strategy, 
there can be little doubt that we are likely to see 
a significant increase in the composite market’s 
willingness to offer capacity on this basis 
during the remainder of 2011. For these major 
insurers, the premium pool in virtually every 
line of business (apart from OEE and Marine 
Liabilities) is being threatened by competitive 

                      The only problem 
         that buyers and their 
brokers will have in the long 
term is this: in negotiating 
favourable terms from the 
downstream market later 
in 2011, how will they avoid 
eventually killing the  
goose that lays the  
golden eggs?

pressures – especially in traditionally  
favoured regions such as the Middle East, 
where regional competition is becoming 
increasingly aggressive.

Conclusion – plenty of options  
open for buyers, but beware of the  
long-term implications!
As we have seen, this Review is going to press 
amid a cloud of uncertainty as to where the 
downstream market might be heading later in 
the year following both the recent Japanese 
earthquake and the deterioration in the overall 
downstream market loss record.

We have shown why we still think that later 
in 2011 the composite market may start to bid 
aggressively for cross-class programmes – at 
the expense of those insurers in Lloyd’s and 
elsewhere that do not have the wherewithal or 
the means to compete on this basis. A divide may 
emerge between risks that appeal on a cross-
class basis and those such as deepwater drilling 
and Gulf of Mexico windstorm which do not. 

In the meantime, should capacity levels be 
maintained during the rest of 2011, most buyers 
will have plenty of options to choose from when 
formulating their own strategies to maximise 
the advantages to be gained from any further 
market softening. The only problem that buyers 
and their brokers will have in the long term is 
this: in negotiating favourable terms from the 
downstream market later in 2011, how will they 
avoid eventually killing the goose that lays the 
golden eggs?
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With the exception of the Middle East 
building sector, in most territories where 
projects were delayed or suspended 
we are now seeing these same projects 
beginning to be reactivated and return to 
the insurance market.
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ONSHORE 
CONSTRUCTION
In March 2010 we said:

 –  There is a renewed focus on technology risks following a 
power plant loss in the United States . 

 –  Because of the credit crisis, numerous international 
projects are being delayed or cancelled completely.

 –  Global regional hubs continue to develop.
 –  Overall rating levels remain steady and capacity levels 

remain strong, but future profitability remains open to 
question because of the number of delayed projects.

Recent Developments
The global construction market is yet to see the full extent of the 
impact of recent natural catastrophe losses, although it is widely 
recognised that this is likely to have little impact on the global 
capacity and market appetite for construction risk. This may only 
seek to focus the mind of carriers in the short term to the terms 
and conditions in relation to these specific perils. In addition, 
a benign 2010 US windstorm season has meant that the global 
construction market had remained largely unaffected by natural 
catastrophe events until recently. There have been several power 
generation, tunnelling and process metal industry losses, although 
these incidents have been within underwriters’ loss scenario 
estimates and easily absorbed by the international market.  
The construction market has now seen a continued period of 
softening for the last four to five years, with little sign that this  
will change during 2011. The current view is that it would take  
a major event to stimulate change in terms, conditions and  
global capacity availability. 

The most significant influence remains the fragile nature of the 
global economy, which continues to have a direct impact on the 
volume of construction activity around the world. There seems 
to be signs of ongoing recovery (especially in light of the need 
for re-building in Japan and New Zealand) and the volume of 
new construction risks requiring significant levels of financial 
investment entering the market is beginning to increase; however, 
this remains some way from pre-global credit crunch levels. 

Consequently, competition for major construction projects 
remains high amongst carriers, even more so for those  
projects which feature high degrees of loss control and risk 
management expertise. 

With the exception of the Middle East 
building sector, in most territories where 
projects were delayed or suspended we are 
now seeing these same projects beginning to 
be reactivated and return to the insurance 
market. There continues to be a high volume 
of new investment in the onshore oil and gas 
sector, specifically in the Middle East and 
more recently in Northern Australia, where 
the demand for energy from the major Asian 
economies remains high. 

The global construction market continues 
to respond to the diverse nature of all 
construction projects from its global client 
base. Furthermore the trend towards a 
decentralised underwriting philosophy has also 
continued, with more specialist construction 
expertise being developed in the global hubs 
of UAE, Singapore, Hong Kong and Latin 
America, which minimises the need for head 
office referral for all but the largest and most 
complex projects. It is reasonable to suggest 
that in excess of USD 1 billion of capacity (on a 
Probable Maximum Loss basis) now exists in 
the Asian hubs alone, reducing the reliance on 
the European market. International carriers 
can no longer rely on the global stock market 
to deliver returns on capital during the soft 
market cycle; consequently there is increased 
underwriting focus on the developing markets 
of Russia, India, China and Latin America 
where the need for infrastructure and power 
remains high.
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Due to its wealth of natural resources, 
coupled with an increased emphasis 
on the development of the power 
generation sector (specifically in relation 
to renewables), Africa continues to be an 
attractive proposition and the region has 
shown signs of significant development 
during 2011 despite the economic and 
political environment remaining volatile.

Over the last 12 months the construction 
market has experienced a number of 
significant entrants and transfers:

 —  June 2010 – CV Starr Consortium 
continued to develop increased 
capacity by forging new partnerships 
with Torus and Chubb 

 —  Chubb formed a Lloyd’s Syndicate – 
Chubb 1880 allowing access a wider 
global construction clients base 

 —  Q4 – 2010 – Hardy Syndicate finalised 
its regulatory requirements to allow 
business to be underwritten via their 
Singapore branch

 —  TSM Agencies Syndicate 1110 
commenced underwriting small to 
medium sized construction risk 

 —  January 2011 – Zurich London 
recruited construction underwriting 
manager from IGI Northstar 

 —  Tokio Marine and Kiln form  
Lloyd’s syndicate TKM1880 and 
continue to develop their onshore 
construction offering

 —  Construction underwriting manager 
of Zurich Global Corporate London 
resigns to go RSA Singapore

Impact 
The global construction market remains 
stable, as the nature of construction risks 
often means that rates are not as cyclical as 
with other insurance classes. Most projects 
are placed on multi-year non cancellable 
project specific policies,  

London and European markets retain their role in 
leading major civil engineering and power risks, where 
they are able to demonstrate value added technical 
expertise in return for consistent rating levels.

so construction market cycles are normally driven by losses and 
specific engineering issues related to them. Significant deviation in 
pricing is unlikely during 2011, and it is feasible to expect potential for 
a slight softening of rates given the abundance of over capacity and still 
a relatively small number of projects. Appetite for risk retention from 
captives remains high on the very large construction projects, further 
increasing the competition in respect of the element of risk transfer 
to the commercial market place. It is expected that deductible levels, 
design and maintenance coverage levels will remain consistent during 
2011, although it is only a matter of time before these begin to come 
under pressure.

Heavy civil engineering rates are likely to remain constant during 
2011 due to loss frequency. Coverage, deductible and pricing levels 
are unlikely to come under downward pressure, given the complex 
nature of this class. Despite the decentralisation of the market 
and development of global hubs, there remains a relatively limited 
international pool of lead underwriters in the sector. London and 
European markets retain their role in leading major civil engineering 
and power risks, where they are able to demonstrate value added 
technical expertise in return for consistent rating levels.

Local market hubs continue to be incredibly competitive in other 
sectors, especially Asia and the Middle East territories, where pricing 
remains very aggressive. 

The construction treaty market continues to enjoy a sustained  
period of marginal to good underwriting returns; consequently,  
despite the optimism of major international capacity providers  
there is little opportunity for them to restrict treaty capacity or  
impose tighter treaty terms and conditions. Rating is largely a  
question of tracking minimum technical levels and there continues  
to be appetite from cedents for high levels of retention, minimising  
the ability for upward leverage. 

The construction market remains well capitalised and able to meet the 
current demands of cedents and their global construction client base. 
It is estimated that current global market capacity has increased by 
approximately 5-7% based on 2010 levels, with total global construction 
capacity now estimated to be in the region of USD 3 billion (PML basis) 
with insurers rated A (S&P – A.M Best) or above, which increases to 
approximately USD 3.6 billion (PML basis) if carriers rated BBB are 
included; there remains the potential for this figure to increase further 
during 2011. It should be noted that these figures have been calculated 
on a ‘best risk’ basis, fulfilling all the technical criteria of all carriers; in 
practice, this is unlikely to be the case for all risks.
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 Capacity for construction risks in 2011 is now at a nine year high
 (NB 2011 figure rises to USD 3.6 billion if S&P BBB security is included)
 Source: Willis

The construction sector is seen as an area for development for many insurers who have 
previously been engaged in the traditional property and casualty sectors as, by comparison, 
rating remains attractive. We are therefore seeing an increasing number of markets seeking  
to add this class to their product offering. 

Compared to other classes, the international construction market remains relatively small. 
Depending on the type of construction risk and the territory in which is located, the right 
market strategy is therefore highly significant in accessing the key expertise and decision 
makers in order to obtain the optimum response. The construction market is now truly a 
global service; offering a blend of local knowledge and internationally recognised expertise is 
therefore necessary for both brokers and companies to achieve the optimum product solution. 

Summary
The construction industry is beginning to show signs of recovery and the construction 
insurance market continues to enjoy a period of sustained profitability. In the absence of 
further international natural catastrophe events during 2011, this profitability is likely to be 
sustained during over the next twelve months. Global capacity continues to keep pace with the 
increasing cost of construction projects, and shows no sign of diminishing in the short term. 

Despite the degree of over-capacity and the number of new underwriting entrants to the 
market over the last two years (which has largely consisted of following market capacity) as 
well as the creation of Lloyd’s syndicates to broaden carriers’ global capabilities, the panel of 
lead underwriters for this class remains largely unchanged. There continues to be an emphasis 
on market share for these carriers and there is also an appetite for risk aggregation products.  
In a competitive market, there remains a willingness to consider new products, and a 
continued commitment (despite the current market cycle) to provide its client base with 
technical underwriting and a cost effective risk transfer solution to encourage the development 
of the global market place through 2011. 
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INTERNATIONAL
LIABILITIES

In March 2010 we said:

 –  Rates were generally flat to soft
 –  The financial environment remained uncertain
 –  Capacity remained buoyant
 –  The Buncefield incident triggered a review of appropriate oil storage cover
 –  There was the potential for a further softening of market conditions towards 

the end of the year and insurers strove to reach revenue targets
 –  Local markets were expected to target the lower end of the buyer spectrum and 

draw business way from the global underwriting centres

Looking back at the international energy liability market in 2010, it was not easy at the 
time to identify clear trends in pricing, underwriting philosophy or capacity; this perhaps 
indicates that pricing was reaching a floor following four to five years of compound rate 
reductions of 10-15%. There has generally been a lack of market reaction to the losses 
of the past few years, some of which have resulted in major claims. Claims development 
timescales mean that the liability market can sometimes behave like a dinosaur when hit 
on the tail; although it will take time before the head knows what’s happened, when it does 
it may well turn and bite. 

At the time of writing, only the offshore sector of the liability market is experiencing a 
much tighter approach to underwriting, with significant price increases in evidence.  
This is beginning to feed through to combined onshore/offshore programmes,  
where some capacity has withdrawn.

History is always instructive; however, what matters to insurance buyers and the market is 
what happens next. In our analysis of the issues which are impacting the liability market, 
we will attempt to draw conclusions as to whether the changes which are beginning to be 
visible (and which largely affect offshore pollution exposed risks) are a sign of a broader 
trend towards tighter conditions in the energy sector.

Claims development timescales mean 
that the liability market can sometimes 
behave like a dinosaur when hit on the tail; 
although it will take time before the head 
knows what’s happened, when it does it 
may well turn and bite.



Losses
The Deepwater Horizon explosion and subsequent pollution from the Macondo well currently 
dominates any discussion of losses in the sector. The estimated size of the insured liability loss 
is difficult to assess accurately; it could be as high as USD 3 billion. Depending on the outcome 
of the legal process, there could be multiple full limit losses in relation to the various parties 
involved. A key issue has been the way in which parties have been drawn into the claim in a 
way that insurers had not anticipated. In particular, market attention has been focussed on 
policy wordings which provide combined on/offshore liability cover for buyers which were 
not expected to have such direct exposure to offshore operations (for example minority joint 
venture partners with no management role).

Onshore, there have been a number of major events with potentially significant claims into the 
liability market for injury damage and pollution, notably:

 –  Caribbean Petroleum: an explosion and fire at the Caribbean petroleum site in Puerto 
Rico on October 23, 2009 resulted in extensive damage to the site as well as significant 
third party property damage. A major concern is the pollution resulting from the fire and 
rupture of a large number of tanks. The US Chemical Safety Board investigation is still 
in process but the Board reported early on that the initial cause was the overflowing of a 
gasoline tank due to inadequate level monitoring. The resulting vapour cloud detonated, 
resulting in direct damage. The subsequent fire burned for 3 days.

 –  Enbridge Pipeline failure: on July 26, 2010 an oil pipeline owned by Enbridge burst 
and spilled a significant quantity of oil into the Kalamazoo River, resulting in extensive 
pollution reaching 30 miles downstream. The company initiated an extensive clean up 
operation involving up to 7,500 employees and contractors. 

 –  PG&E Explosion San Bruno: a gas pipeline exploded in a residential area leaving  
eight dead and many injured. 55 homes were rendered uninhabitable; PG&E Corp.  
said provisions for property damage injuries and other third party liabilities will  
exceed USD 200 million. 

Although these are all losses in the United States or its territories, following the Buncefield 
explosion in the UK in 2005 the market has become increasingly sensitive to petroleum storage 
and transport exposures. 

Combined On/Offshore Programmes
There has been a trend over the past few years to design and implement liability programmes 
that integrate onshore and offshore exposures. The specialist energy insurance divisions of 
such insurers as Chartis and Zurich, when combined with the Bermuda market capacity,  
has enabled overall programme limits of up to USD 800 million to be achieved. These 
programmes can be economically and technically efficient; a single catastrophe limit is 
purchased and there are reduced interfaces between separate placements (or none) to  
navigate in the event of a major loss. Following the Deepwater Horizon loss there has 
unsurprisingly been a clear trend for buyers to seek increased limits for such programmes. 

                   We do expect to see ever more focus by the 
                   market on the quality of the risk information 
provided. In particular, claims storage and pipeline  
risks are receiving particular scrutiny.
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 After several years of increases, global liability capacity has flattened out in 2011
 Source: Willis

This chart, which shows maximum theoretical market capacity, conceals the most significant 
development in the market over the past few months – the shrinkage of capacity for combined 
onshore and offshore programmes. This has been brought about by a combination of a withdrawal 
from the market by a small number of insurers and a reduction in the amount of capacity offered by 
some of the major players – at a time when buyers are seeking to purchase increased policy limits.  
It is still possible to build limits up to USD 600 million; however there is significant upward 
pressure on pricing where the maximum market capacity is being sought. A substantial part of such 
capacity will only be available on the Bermuda Occurrence Reported form.

Higher limits can be reached by inserting separate onshore and offshore towers into an otherwise 
combined programme. Using this approach, limits close to USD 1 billion are still feasible. However, 
we may not yet have seen the end of this particular story, and it is possible that there will be a 
further squeeze on capacity and pricing through 2011. 

Capacity for onshore only exposures remains plentiful and we do not anticipate any contraction 
through 2011. However we do expect to see ever more focus by the market on the quality of the  
risk information provided. In particular, claims storage and pipeline risks are receiving  
particular scrutiny. A well-structured market presentation providing evidence of the current 
condition, maintenance protocols and safety management will therefore underpin a successful 
marketing strategy. 

This chart, which shows maximum theoretical 
market capacity, conceals the most significant 
development in the market over the past few 
months – the shrinkage of capacity for combined 
onshore and offshore programmes.
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Regional Market Variations
Our evaluation of the energy sector is centred on the London and 
European markets. As we describe elsewhere in this Review,  
the US market for US domiciled risks is firmer, reflecting a 
concentration of property and liability losses. In contrast, 
the Middle East and Asia Pacific markets have significant 
over-capacity, which is the result of both local companies and 
increasingly London and International insurers seeking direct 
access to business. The combination of the typically low limits 
purchased by locally-based companies and the aggressive pursuit 
of revenue by insurers is producing a sustained competitive 
market, with rating reductions still achievable.

Outlook
We have highlighted a number of factors affecting the energy 
market, which in our view introduces the potential for greater 
volatility over the next 12 months. We certainly expect 
underwriters to continue to focus hard on exposures with 
significant pollution risks. Furthermore it seems likely that  
the market for combined onshore and offshore exposures will 
shrink further, with consequent price tightening where  
substantial limits are being sought.

Across the purely onshore sector as a whole we expect rating to 
remain flat. Reductions will become scarcer, and below-average 
risks may see terms tightened and deductibles pushed up. 
The question of what will happen in the liability market in 2012 
and beyond remains very difficult to answer. Substantial market 
change will not happen until sufficient energy liability capacity 
is withdrawn to reduce competition by a meaningful extent. 
Future liability events producing full limit losses may produce 
change; however the dinosaur’s tail may be getting sore but it’s 
not clear that the head knows it yet. Insurance buyers (at least 
in the onshore sector) can only be grateful that relatively benign 
conditions look likely to continue at least through 2011 and 
possibly longer. 

Market Movements
 –  Zurich Global Energy: Glenn McCubbin, formerly head of 

Energy Liability underwriting in London, has left to join a 
major broker. Darrin Tasker has taken over responsibility  
for the underwriting team.

 –  Chaucer Syndicate 1084: Their new International Liability 
division opened for business in December 2010. The division 
is headed up by Mark Lawrence and supported by Mark 
Aaron and James Mecham, both formerly of Novae, who will 
underwrite the general liability portfolio.
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The dinosaur’s tail may be 
getting sore but it’s not clear 
that the head knows it yet.
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Recently, the unrest in the 
Middle East/North Africa 
region has led to an increased 
interest in strikes, riot and civil 
commotion coverage
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TERRORISM
In March 2010 we said:

 –  The impact of the Mumbai Hotel attack on the Terrorism market was significant
 –  However, there were no further losses that have been severe enough to prevent a 

gradual softening of the market
 –  Overall capacity levels have increased by approximately USD 100 million  

to USD 1.2-1.5 billion
 –  There has been an increased willingness to provide Control of Well and Business 

Interruption cover for losses caused by terrorism
 –  The most appetite for terrorism business has come from the Lloyd’s market

Despite indications in early 2010 that the 
terrorism insurance market had bottomed 
out, the year continued with a further 
decline in rates. This can be attributed  
to a number of factors, but is primarily  
due to over-capacity in the market.  
In 2010 we saw a number of new markets 
writing terrorism business; however,  
this new capacity was somewhat tempered 
by the reduction in capacity of some of the 
larger terrorism insurers. In addition, the 
predicted increases in the cost of insurers’ 
reinsurance treaties did not materialise.

However, in 2010 the terrorism market 
saw more claims activity than in previous 
years with a number of significant losses 
being reported. Some of the more notable 
events include a Russian hydroelectric 
plant and losses developing from the riots 
in Thailand. The two events contributed 
an estimated half a billion dollars worth 
of losses; in addition there is a possible 
large loss in India impacting the market, 
although the quantum is still being 
established. It may be that the stand- 
alone terrorism market, as a whole, 
experiences a loss ratio in excess of 100% 
for the first time.

Bearing in mind the above, the overall 
'competitive' capacity in the stand 
alone market has now increased to 
approximately USD 1.75 billion.

We have also seen an increasing interest in 
liability and employers liability terrorism, 

as multinational companies face concern 
over gaps in cover where terrorism may be 
excluded. To a lesser extent, the requirement 
to ‘buy back’ Nuclear, Biological and Chemical 
terrorism has also increased, although this 
has not developed at the same pace as other 
terrorism products, mainly due to a lack of 
reinsurance capacity and the very limited 
markets available that can write this business. 

The energy sector is still an enthusiastic buyer 
of terrorism insurance, primarily as a result of 
some of the challenging locations in which the 
sector operates. While the core of the stand-
alone terrorism market is focussed on property 
damage and business interruption coverage, as 
we reported last year the market is continuing 
to extend cover to include Control of Well 
expenses following a terrorism incident. 

Recently, the unrest in the Middle East/North 
Africa region has led to an increased interest 
in strikes, riot and civil commotion coverage. 
While these perils are normally included in All 
Risk polices, there is a possibility that the All 
Risk market may start to be more selective as  
to where they offer this cover; indeed, the 
stand-alone Terrorism/Political Violence 
market might need to respond to buyers  
needs in this regard.

Finally, a combination of the nature of the 
exposure and an increase in losses in 2010 have 
resulted in underwriters requiring increasingly 
more detailed security information in 
territories and sectors that are perceived as 
high risk.
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Since many energy companies with 
joint venture exposures had some 
form of scaled joint venture limits long 
before the Macondo incident, there 
was likely to be little change to most 
buyers’ joint venture coverage.
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EXCESS US 
LIABILITIES

This section describes the conditions in the excess 
liability market for companies domiciled/with corporate 
headquarters located in the USA.

In March 2010 we said:

 –  Major changes were not anticipated
 –  While pricing would ebb and flow, we did not envisage 

drastic swings in either direction
 –  Nor did we expect significant broadenings or restrictions 

in coverage
 –  Since a number of new companies entered the 

marketplace in 2009 we believed capacity would  
remain stable

While the Macondo loss may not be viewed by some as a recent 
development, it certainly was one of the most significant events 
to impact the energy industry in many years and may ultimately 
prove to be one of the most important losses in recent memory.  
It will bring profound change to many aspects of the energy 
industry in areas such as health, safety, and engineering to name 
just a few, and it will of course have its effect on the insurance 
industry as well.

That said, last year US Excess Liability insurers did not generally 
overreact to the Macondo loss. Instead, most responses were 
measured; some energy companies with offshore exposures 
(certainly those with Gulf of Mexico interests) may have seen 
modest to sharp premium increases, some may have seen some 
reductions in some insurers’ capacities and some may have 
had their policies tightened as respects joint venture language. 
However, since many energy companies with joint venture 
exposures had some form of scaled joint venture limits long before 
the Macondo incident, there was likely to be little change to most 
buyers’ joint venture coverage.

Nevertheless, there is still more uncertainty surrounding the 
Macondo loss than certainty. For example, the extent of the 
burden that the Federal and/or State Governments will impose 
on the offshore energy industry as respects increased financial 
responsibility requirements is still unclear. (Many international 
jurisdictions are also investigating the institution or increase of 
their similar financial responsibility requirements, and well be 
reacting to the extent of the federal/state imposition.) It is also 
unclear whether litigation as respects contractual provisions 

between offshore contracting parties will 
change and whether any such change will 
increase insurers’ potential exposure to loss. 
These issues and many others will be sorted out 
over time; suffice to say, there will be change on 
many fronts.

Market Security
Market security continues to be an important 
component of the purchasing decisions of 
Risk Managers. To some extent, decisions 
surrounding market security can be impacted 
by the amount of capacity purchased. If a buyer 
is not purchasing total market capacity, then 
it may be possible to structure a program with 
the strongest security available, not only from 
a financial point of view, but from a general 
service, policy issuance and breadth of coverage 
perspective (i.e. the purchaser can be more 
selective). However, if a buyer is purchasing 
full market capacity it may not be possible to 
customize a program to this extent. 

Capacity
Current worldwide ‘stand alone’ Excess Liability 
capacity is in the area of USD 1.4 billion, off 
slightly from levels of the past two or three 
years, with meaningful realistic capacity  
(i.e. capacity that is viable relative to one's 
overall program cost/structure/needs) 
somewhat less and reducing. For most classes 
of business, this is much more capacity than 
is actually being utilized; however, we note 
a greater number of buyers utilizing a larger 
percentage of this realistic capacity.

Most of this capacity is ‘follow/commodity’ 
capacity, and there are relatively few insurers 
that are willing to lead programs, even excess of 
significant retentions. While many insurers in 
recent years have not offered their maximum 
lines to the energy sector, some insurers have 
reduced their capacities further, in light of 
Macondo and pipeline incidents and in order to 
manage their clash exposures. 



Moreover, some insurers in London, 
Bermuda and even the US (as well 
as possibly elsewhere) are reviewing 
capacities deployed and, in order to  
reduce or eliminate their reliance on  
treaty reinsurance, may begin to deploy 
smaller lines. 

The most recent news we received just 
as the Review was going to press was that 
Torus insurance in Bermuda has ceased 
underwriting liability insurance altogether, 
with quotes offered prior to March 14 to 
be honored. This development removes 
some USD 25-50 million of capacity 
from the market (as well as putting some 
respected underwriters out of a job). It 
is questionable whether additional new 
‘stand alone’ capacity will become available 
in 2011 – especially in light of certain key 
markets cutting back the capacity available 
to buyers.

Counter Party Risk
Like security in general, counter party 
risk continues to weigh heavily on risk 
managers’ minds; as such, buyers continue 
to focus on the amount of capacity bound 
with any one market. This is important 
as respects the market composition and 
positioning of insurers in buyers’ excess 
liability programs, but also must be 
balanced across all insurance programs, 
i.e. Onshore and Offshore Property, Excess 
Liability, Marine, Aviation, D&O etc. 
Shy of capacity risks, there are a variety 
of ways to address this issue and each 
needs individual analysis and assessment 
as respects the impact on overall cost, 
capacity and coverage required.

Pricing
Given the shrinking capacity that exists 
for most classes of energy business, the 
fact that individual insurers missed 
certain sector losses will present buyers 
with certain pricing anomalies not seen in 
the recent past. Many insurers certainly 
addressed the way they purchased their 
treaty reinsurance at the last renewal,  
and this will result in varying pressures  
on premiums in 2011.

However, in spite of the above realities, the ‘wild card’ is this – have 
the results/loss ratios of Excess Liability energy insurers deteriorated 
to the level whereby they will not worry so much about losing market 
share and therefore require (and achieve) meaningful across the board 
premium increases in order to put their books of business back on solid 
foundations? The jury is still out as respects this question. However, if 
it is not this year, it may only take another year or two of deteriorating 
results to drive a more broadly-based market hardening.

Accounts in the small to medium size range, where the Excess Liability 
program sits on top of traditional primaries, with clean loss records, 
where competition could be created (or where there was a threat of 
competition), and that also purchased much less then total market 
capacity, experienced premiums that were flat to slightly down in 2010; 
this may continue in 2011. One mitigating factor for these accounts 
will be whether they have offshore/Gulf of Mexico exposures, where 
premium increases will be required.

Larger clean programs, with liabilities attaching excess of significant 
self-insured retentions that require greater market capacity, generally 
experienced flat to modest increase treatment at renewal in 2010. 
However, this was tempered by where the renewal date was set with 
regard to the Macondo event. Insurers applied pressure with increased 
rates on individual renewals later in the year, and we expect that this 
will continue in 2011, with the negotiation of flat renewals signifying a 
strong result for the buyer.

Many if not all Excess Liability energy insurers would like to see 
increases in rates and premiums. This sentiment existed before the 
Macondo incident; these insurers believe that long term pricing is not 
adequate to support the severity of loss that can be generated by many 
in the energy sector. The Macondo loss has simply deepened this belief; 
moreover, one of the markets that provides many lead umbrellas/lead 
excess placements is reassessing its book of business with regard to 
adequacy of premiums as well as attachment points, and will now begin 
to require increases in both. Since this market writes the majority of US 
energy leads, this is a space to watch.

No Major Changes Anticipated – Maybe!
At this stage, we do not anticipate major changes from last year as 
respects coverage, terms and conditions. However, there will be 
continued focus on insurer clash issues in light of the Macondo loss. 

As respects pricing, (aside from those accounts with offshore/Gulf of 
Mexico exposures which will see premium increases), it will depend 
on the ability to create competition to keep underwriting desires for 
premium increases in check. However, we believe that any significant 
broad-based market hardening will depend on the results/loss ratios of 
excess liability energy insurers and whether or not results/loss ratios 
have deteriorated enough to create this type of marketplace. This issue 
is still somewhat unclear.
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Placing Issues
Insurers continue to appreciate 
comprehensive underwriting submissions. 
Risk Managers who are fully informed as 
respects exposures and losses, and who can 
clearly articulate this in renewal meetings  
with underwriters, have an advantage.  
As respects capital expenditures, those 
accounts that target expenditures for health, 
safety, environment/loss control in general 
and where management from top to bottom 
are fully engaged are also at an advantage. 
Lastly and generally, maintaining relationships 
with key markets, especially incumbent 
underwriters, continues to be beneficial when 
negotiating renewals and certainly claims. 

Underwriting Issues
Areas that some insurers continue to monitor 
include the following:

 –  MTBE claim activity
 –  Benzene claim activity
 –  Silica claim activity
 –  Global warming/climate change
 –  Exposures in hurricane prone areas and 

resultant pollution losses that can occur
 –  Nanotechnology
 –  Naturally occurring radioactive materials 

on drilling equipment/piping
 –  Litigation pending in respect of Ethanol 

additives causing corrosion of fibreglass 
fuel tanks in boats

 –  Litigation pending in respect of the 
Macondo event

 –  Aging refineries
 –  Aging pipelines in general and a concern 

with respect to what has been built on top 
of and/or around them

 –  Environmental and human health 
concerns as respects Hydraulic Fracturing

 

If it is not this year, it may 
only take another year or 
two of deteriorating results 
to drive a more broadly-
based market hardening.
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ThE TEN MosT ExpENsIVE EARThquAKEs IN hIsToRY (pRE-TohoKu)

Year Location Loss (USD bn) Insured Loss (USD bn)
1994 California, Northridge 44.0 15.3
2011 New Zealand, Christchurch 20.0 10.0
2010 Chile 30.0 8.0
2011 New Zealand, Christchurch 6.5 5.0
1995 Japan, Kobe 100.0 3.0
2004 Sri Lanka, Indonesia, Thailand etc. 10.0 1.0
1989 California 10.0 1.0
2004 Japan 28.0 0.8
1999 Taiwan 14.0 0.8
1989 Australia 1.2 0.7

  With the upper end of the insured loss estimates currently standing at 
approximately USD 35 billion, the recent Tohoku earthquake and subsequent 
tsunami is very likely to prove the costliest in the insurance market’s history.  
But what will be its long term effect on the global insurance energy markets?

 Source: Munich Re, Geo Risks Research, NatCat SERVICE

ThE TEN MosT ExpENsIVE opERAToRs ExTRA ExpENsE (oEE) lossEs IN hIsToRY

Year Type Location Country OEE Indexed USD
2010 Rig Gulf of Mexico USA 2,000,000,000
2005 Platform Gulf of Mexico USA 636,047,629
1989 Well North Sea Norway 396,419,527
2008 Platform Gulf of Mexico USA 384,080,640
2005 Platform Gulf of Mexico USA 341,560,173
1984 Well Nova Scotia Canada 320,593,818
1988 Platform North Sea UK 308,109,489
1987 Platform Gulf of Mexico USA 264,476,529
1975 Well Dubai UAE 246,250,219
2004 Rig Mediterranean Egypt 230,104,683

 Source: Willis Energy Loss Database, April 1, 2011
 
  The Macondo loss of April 20, 2010 dwarfs all other OEE losses in the Willis 

Energy Loss Database – even on an inflation-adjusted basis. But what lessons  
have been learned in its immediate aftermath?

This Review is published for the benefit of clients and prospective 
clients of Willis. It is intended to highlight general issues relating to the 
subject matter which may be of interest and does not necessarily deal 
with every important subject nor cover every aspect of the subjects 
contained herein. If you intend to take any action or make any decision 
on the basis of the content of this Review, you should first seek specific 
professional advice and verify its content. Copyright Willis 2011.
All rights reserved.
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