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On the edge of an abyss?



Following an uneventful Gulf of Mexico hurricane season, the additional premium 
generated to the market in the aftermath of hurricane Ike has enhanced the 
profitability of the energy sector.  But does this apparently healthy premium base mask 
a market that is on the edge of an abyss?
(WELD = Willis Energy Loss Database)
Source:  Willis Energy Loss Database (figures include both insured and uninsured losses)

0

5

10

15

20

25

‘90 ‘91 ‘92 ‘93 ‘94 ‘95 ‘96 ‘97 ‘98 ‘99 ‘00 ‘01 ‘02 ‘03 ‘04 ‘05 ‘06 ‘07 ‘08 ‘09* ‘10
0

5

10

15

20

25

Losses excess USD 1m Estimated Worldwide Premium (USD)USD Bn

*incurred to dateYear

?

WELD ENERGY LOSSES 1990 – 2009 VERSUS GLOBAL ENERGY PREMIUM INCOME

SELECTED MAjOR (RE)INSURER RESULTS, 2009 

Ace	 Net	income	more	than	doubles	to	$2,549	million
Arch	 Threefold	surge	in	net	income	despite	reduced	premium	income
Aspen	 Full	year	net	income	soared	to	$473.9	million,	up	356%	on	last	year
Axa	 Net	profit	quadruples	to	€3.61	billion
Axis	 71%	increase	in	underwriting	income	to	$525million
Catlin	 	Swings	back	to	the	black	with	a	$603	million	profit	compared	to	a	loss	of	$13	million	

in	2008
Max	Capital	 $246	million	net	operating	income	reverses	$144m	2008	loss
Montpelier	Re	 Combined	Ratio	reduces	to	62%	from	91%
Munich	Re	 Beats	forecast	with	62%	profit	surge
Renaissance	Re	 Net	income	of	$839	million	reverses	2008’s	$13	million	loss
Swiss	Re	 SFr	506million	profit	reverses	last	year’s	SFr864million	loss
XL	 Net	income	of$839	million	reverses	$175million	loss	in	2008
Zurich	 $5.6	billion	business	operating	profit	compared	to	$5.1	billion	in	2008

With results like these, it’s little wonder that capital providers are looking forward to 
another decent return from the insurance industry in 2010
Sources: Company Press Releases

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	2010.		
All	rights	reserved.
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‘�With�little�or�no�natural�catastrophe�losses�
to�offset�2009�premium�income�levels,�both�
markets�are�now�threatened�by�a�softening�
rating�environment,�despite�several�major�
operational�losses�last�year.’
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As the global financial crisis eases, and 
the world takes its first tentative steps 
towards economic recovery, the energy 
insurance market finds itself in a somewhat 
bittersweet mood. In general terms, the 
insurance arena is recognised as a sound 
investment by capital providers; given that 
catastrophic losses on the scale of last year’s 
hurricane Ike have generally been averted in 
2009, overall underwriting results for the vast 
majority of property/casualty insurers have 
excellent. And from an energy perspective, 
premium levels can only benefit from the 
upturn in energy industry activity and the 
recovery of worldwide oil prices.

However, capital providers’ enthusiasm 
for the insurance industry has now raised 
capacity levels in both the upstream and 
downstream markets. The market consensus 
that has held sway since the aftermath of the 9/11 
tragedy has now started to unravel, following 
the deployment of additional capital from major 
carriers such as Berkshire Hathaway. 

Short of a series of major losses in 2010, 
softening conditions in both upstream 
and downstream energy markets look set 
to continue for the foreseeable future. 
While the eventual impact of the recent 
earthquake in Chile on the insurance market 
is still to be finally determined, with little or 
no natural catastrophe losses to offset 2009 
premium income levels, both markets are now 
threatened by a softening rating environment, 

despite several major operational losses last 
year. Insurers will now be forced to compete 
more fiercely for premium income and market 
share than at any time during the last decade; 
while retentions levels and breadth of cover on 
offer remain consistent, a significant reduction 
in rates during 2010 cannot be discounted. 

There is now an obvious opportunity 
for buyers and their brokers to take full 
advantage of these new market conditions. 
However, such is the volatility of the energy 
sector that buyers may wish to give some 
consideration to the long term effects of the 
wholesale abandoning of existing market 
relationships. At some stage, history teaches us 
that low rating levels will encounter increased 
claims activity and that underwriting losses 
and market withdrawals will be the inevitable 
consequence. When these soft market 
conditions are reversed – as one day they will 
be – it will be those buyers who have continued 
to invest in long term partnerships who will be 
best placed to navigate the market cycle.

Meanwhile, this remains a sophisticated 
market. In this issue, we discuss how brokers 
are now using actuarial techniques to test 
the softening conditions in the market still 
further. It is those buyers who can prove their 
risk quality mathematically that perhaps stand 
most to gain from a market which, in terms 
of rating levels at least, may now be balancing 
precariously on the edge of an abyss.
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‘�...for�the�first�time�in�many�years�
the�market�is�entering�a�softening�
phase�of�the�pricing�cycle.’



FOREWORD
Welcome to the 2010 edition of the Energy Market Review. This year, we have news of a 
significant change in market dynamics; for the first time in several years the market is entering 
a softening phase of the pricing cycle. 

We at Willis are loath to suggest putting any percentage numbers on the extent of this 
softening; for a start, those who can prove their risk quality to insurers will stand to gain much 
more from the market than those that cannot. What we can do is to confirm that we will work 
closely with every client to maximise the opportunity that the softening market brings to 
reduce insurance costs by whatever means possible. 

Many of you will have heard or read about our Chairman Joe Plumeri’s pleasure in recognising 
both the value the insurance industry provides to the global economy and indeed how it has 
weathered the worst effects of the recent global recession. The same thing can also be said 
about the energy industry; while pressures on refining margins and capital expenditure 
budgets remain as relentless as ever, the recovery of the oil price and the global demand for 
hydrocarbon products suggests a somewhat more positive outlook, at least in the short term.

So if the insurance industry is doing well, rates are falling, and the energy industry is back 
on its feet, then surely things are looking up for the energy risk manager? Well, maybe for 
the moment. But in any business environment, I’m sure you will agree that nothing can be 
taken for granted for long. The fresh injection of capital into the energy insurance market 
that we highlight in this Review is obviously to be welcomed; however, what cannot as yet be 
determined is how committed some sections of the market will be to their client base when the 
going starts to get a little tougher. Losses, particularly in an energy industry about to undergo 
an upturn in project activity featuring new technology in unfamiliar terrains, will doubtless 
continue to be a fact of life; such is the volatile nature of the market that softening trading 
conditions can always turn around in the blink of an eyelid. And when such a turnaround 
comes, the true value of your risk partnerships in the market and the skill and experience of 
your broker will become all too clear.

In the meantime, brokers are now bringing more tools to the table in the drive to deliver the 
maximum value from this market to the energy industry. One of these tools, which we feature 
in the leading article of this Review, is the use of individual actuarial analyses to validate 
individual risk management decisions and, where possible, to test the premiums quoted by the 
market still further. I’m sure that even the most sophisticated risk manager reading this Review 
will be able to take away something from some of the case studies that we feature; perhaps 
others have had little or no experience of such analyses. What is certain is that this is a tool 
which we believe will become increasingly useful as the insurance industry continues in its 
drive towards underwriting sophistication and technical excellence.

We do hope that you enjoy the Review and, as ever, Willis would always value your own 
feedback, comments and observations.

Alistair JC Rivers - Chief Executive, Willis Energy
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‘�...directors,�shareholders,�lenders�and�
other�stakeholders�increasingly�require�risk�
managers�to�produce�a�comprehensive�risk�
audit�trail,�explaining�and�justifying�how�each�
risk�has�been�identified,�valued�and�managed.’



ACTUARIAL 
MODELS

LEVELLING THE PLAYING FIELD IN THE 
ENERGY INSURANCE MARKET
Most energy risk managers are familiar with the concept of 
actuarial modelling, and that their use has been actively embraced 
by energy insurers in recent years. But how often do brokers use 
this tool to good effect in the insurance market? In this article 
we show how brokers and their clients are now using actuarial 
models to test premiums, to optimise retention levels and to 
maximise the benefits of using captive insurance companies.

INTRODUCTION
YOUR RISK MANAGEMENT PROGRAMME IS UNDER SCRUTINY!
The dire global economic conditions of the last 18 months have 
required energy companies to minutely scrutinise every aspect of their 
business. And with today’s corporate governance processes becoming 
more challenging than ever, directors, shareholders, lenders and 
other stakeholders increasingly require risk managers to produce a 
comprehensive risk audit trail, explaining and justifying how each risk 
has been identified, valued and managed.

More than ever, risk managers now need to have the answers to the 
following questions continually at their fingertips:

 1.  What is the future forecast frequency and severity  
of our losses?

 2.  Should we retain more (or less) risk?
 3.  How much insurance should we buy – if any?
 4.  If applicable, how much premium should our captive 

insurance company charge?
 5.  Are our existing insurers giving us the best value for 

money, or are there other insurers that could offer us 
better terms?

Of course, you could argue that, in old-fashioned English parlance, 
“t’was ever thus.” And for sophisticated risk managers who already 
use actuarial models, those answers are readily available. However, for 
any risk managers and their brokers who rely on traditional replies – 
usually containing the time-honoured phrase “based on my experience 
in the market” – changing business environments and information 
reporting cultures the world over mean that all too often these types of 
responses simply won’t be enough to satisfy senior management.
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Why not? Perhaps it’s worthwhile to recall some traditional 
analytical tools, used in the insurance market for generations past. 
These can perhaps best be summarised as:

–  Adding up all historical claims and dividing to provide an 
average annual claim figure

–  From time to time, removing large claims considered to be of an 
exceptional and non-recurring basis, and restating the average 
annual claim figure on an “as if” basis

–  Based on changes in the client’s asset values, annual revenues 
or other relevant exposure data, revaluing historical claims, and 
restating the average annual claim figure on an “as if” basis

There is nothing wrong with these tools in themselves, and energy 
companies and their brokers have traded with insurers using 
them for decades. However, even the most conservative market 
practitioner would concede that they have their limitations. In 
particular it is clear that they offer an unreliable forecast of the 
average frequency and severity of future losses, since they are 
based only on the organisation’s historic loss experience rather 
than the full range of losses to which the organisation may be 
exposed in future.

At the dawn of the new decade, the energy broker’s traditional 
attributes remain as significant as ever in delivering best terms 
to clients. However in an increasing number of instances, these 
acknowledged attributes now need to be combined with modern 
negotiating tools if the broker’s value to the energy industry is going 
to be maintained in the future. And the most significant of these 
tools is almost certainly the use of actuarial models.

WHAT’S NEW ABOUT USING ACTUARIAL MODELS?
Actuarial models are hardly an unknown quantity to the insurance 
market. As most readers will know, for mass market insurances 
such as Life and Auto actuaries have driven the premium rating 
process for decades, and actuarial analysis has also become a 
standard feature of the reinsurance market during the last 20 years. 
Indeed for all but the simplest reinsurances, reinsurance brokers 
cannot get ‘a stake at the table’ unless they can demonstrate their 
analytical and actuarial resources.

More recently, direct specialty insurers, including those 
participating in the energy insurance market, have also 
acknowledged that the risks for which they offer coverage today are 
too large, too diverse and too dynamic to underwrite based solely 

on the expertise of their class underwriters; 
they also need actuarial analyses on which to 
overlay their underwriting experience. This is 
not to discount the ability of their underwriters 
and their business production capabilities, 
but is rather a recognition of the need for 
these capabilities to be supported by objective 
actuarial loss forecasts.

ACTUARIAL TOOLS AND THE GLOBAL ENERGY 
INSURANCE MARKET
From an energy insurance standpoint, actuarial 
techniques have been increasingly used since 
the late 1980s by leading energy insurers 
– particularly those based in continental 
Europe – as increasing amounts of loss data 
have became available and as increasingly 
sophisticated models have been developed. 
Although it could be perhaps argued that their 
London market colleagues took a little longer 
to incorporate actuarial analyses into the 
underwriting strategies than their European 
counterparts, by the end of the last decade 
underwriting models had become key to pricing 
risks across the global energy insurance market.

The largest energy companies have also 
been using actuarial models for some time, 
especially as the use of captive insurance 
companies and significant self-insured 
retentions have become increasingly the norm.

SOLVENCY II DIRECTIVE – THE ROLE OF 
ACTUARIES IN THE EUROPEAN UNION
And now, for all of those insurers regulated by 
the European Union’s impending Solvency II 
Directive (the ‘go live’ implementation date is 
currently October 31, 2012), the use of actuaries 
will become mandatory for all classes of 
business. The Directive suggests that actuaries 
will take a frontline role in future insurance 
company decisions, although of course for 
many specialty insurers, they already do. 



STRASBOURG, NOVEMBER 25, 2009
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The European Union’s impending Solvency 
II Directive means that the use of actuaries 
will become mandatory for all classes of 
(re)insurance business.

‘�...for�all�of�those�
insurers�regulated�by�
the�European�Union’s�
impending�Solvency�II�
Directive�(the�‘go�live’�
implementation�date�
is�currently�October�
31,�2012),�the�use�of�
actuaries�will�become�
mandatory�for�all�
classes�of�business.’

Directive of the European Parliament and of  
the Council.

On the taking-up and pursuit of the business  
of insurance and reinsurance
(Solvency II)
(Recast)

Article 48 – Actuarial function
1.   Insurance and reinsurance undertakings shall 

provide for an effective actuarial function to:

 (a)  coordinate the calculation of technical 
provisions;

 (b)  ensure the appropriateness of the 
methodologies and underlying models used 
as well as the assumptions made in the 
calculation of technical provisions;

	 (c)		assess	the	sufficiency	and	quality	of	the	data	
used in the calculation of technical provisions;

 (d)  compare best estimates against experience;
 (e)  inform the administrative, management or 

supervisory body of the reliability  
and	adequacy	of	the	calculation	of	 
technical provisions;

 (f)  oversee the calculation of technical provisions 
in the cases set out in Article 82;

 (g)  express an opinion on the overall  
underwriting policy;

	 (h)		express	an	opinion	on	the	adequacy	of	
reinsurance arrangements; and

 (i)  contribute to the effective implementation 
of the risk-management system referred to 
in Article 44, in particular with respect to the 
risk modelling underlying the calculation of 
the	capital	requirements	set	out	in	Chapter	
VI, Sections 4 and 5, and to the assessment 
referred to in Article 45.

2.  The actuarial function shall be carried out by 
persons who have knowledge of actuarial and 
financial	mathematics,	commensurate	with	the	
nature, scale and complexity of the risks inherent 
in the business of the insurance or reinsurance 
undertaking, and who are able to demonstrate 
their relevant experience with applicable 
professional and other standards.



AN ISSUE THAT BROKERS CAN NO LONGER IGNORE
It can be seen that if, in the future, a major energy company approaches insurers with its 
insurance requirements without having first conducted its own actuarial analysis, it arguably 
risks placing itself at a significant disadvantage during negotiations.

Indeed, if the market is now compelled to base its underwriting strategies on actuarial models, 
and given that the major energy companies have been using them for decades, an observer 
might be forgiven for asking: why have some specialist energy brokers generally eschewed 
actuarial techniques when negotiating terms for their clients in the insurance market?  
There are a number of reasons which may explain this reluctance. These include:

 –  A lack of meaningful data from some clients
 –  Time pressures
 –  Unfamiliarity and uncertainty as to how to deploy these tools to best effect
 –  A perception that the output of such tools have little or no correlation with  

prevailing market rates, terms and conditions
 –  A natural tendency to rely on the traditional presentational skills, broking  

acumen, understanding of the risk and market knowledge that have served them  
so well in the past

HOW ENERGY BROKERS ARE LEVELLING THE PLAYING FIELD
We have set out in this feature to explain how energy companies can now take advantage of the 
depth and breadth of the actuarial expertise now available to brokers. Specifically, we outline:

 –  How brokers can show the relevance of actuarial loss forecast outputs to an 
energy company

 –  How brokers can use actuarial loss forecasts to level the playing field with 
insurers, and test the premiums being requested by the market

 –  How brokers can use actuarial loss forecasts to optimise retention levels
 –  How the outputs of a broker’s actuarial loss forecast can benefit energy company 

captive insurance companies

Before we answer these questions, perhaps we should start by asking a simple one – what 
do actuaries do and how are they doing it? Although the role of the actuary may be familiar 
to many, we think it right to “start from scratch” so that the full benefits of using actuarial 
techniques in the market will be recognised by all our readers.

INSIDE “THE BLACK BOX”
WHAT DO ACTUARIES ACTUALLY DO?
Among the many roles that they play, actuaries create mathematical models to forecast future 
losses. From these they help clients, their Client Advocates and their brokers to make key  
risk-related decisions. At a fundamental level they clearly can’t tell you, for example, that 
your well will explode next Tuesday, or that your refinery will suffer a two month business 
interruption loss on October 10, but what they can do is to forecast future loss outcomes to 
varying degrees of confidence. For example, an actuarial analysis might be able to show an 
energy company that:

 –  Based on its re-valued historic losses, cross referenced with the historic losses of similar 
operators, our loss model forecasts that the company will only experience a Control of 
Well loss greater than USD 5,000,000 once every 10 years, or:

 –  Based on its re-valued historic losses, cross referenced with historic losses  
experienced by similar refineries, our loss model forecasts that 90% of the company’s 
business interruption losses from refining operations will have a value of less than  
USD 25,000,000.
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WHERE’S THIS INFORMATION COMING FROM?
In essence, the information required to 
answer these questions comes from the 
actuarial loss modelling process. In very 
general terms, this involves:

 1.  Reviewing the client’s historical loss 
frequency and severity data

 2.  Revaluing this data to ensure that it 
reflects the client’s operations today, 
taking into account changes in asset 
values, revenues, oil and gas prices 
etc. – the intention is to express 
historical losses in today’s terms

 3.  Where applicable, combining the 
client’s loss data with the loss data  
of other clients in the same sector  
(at Willis, our actuaries make 
extensive use of the Willis Energy 
Loss Database)

 4.  Deriving mathematical loss 
frequency and severity loss 
distributions, or “models”. These 
models should accurately reflect not 
only the client’s historical frequency 
and severity of losses, but also its 
future loss frequency and severity

 5.  Running the model at least 10,000 
times, in effect forecasting the 
client’s losses for the next year 
10,000 times

 6.  Summarising the results, as shown 
in the chart overleaf
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‘�...if,�in�the�future,��
a�major�energy�company�
approaches�insurers�
with�its�insurance�
requirements�without�
having�first�conducted�
its�own�actuarial�
analysis,�it�risks��
placing�itself�at�a�
significant�disadvantage�
during�negotiations.’



From this table we can make four observations from the highlighted figures:

 1.  Based on the current retention structure, in 5 out of 10 years (the 50th percentile), annual aggregate 
insured losses are forecast to be USD 3.56 million or less. This reflects a reasonable “burn” price before 
profit, and might encourage an insurer to believe that he has a chance of making money should  
USD 3.56 million be the premium offered. In a soft market, the underwriter would more than likely 
consider subscribing at this price, although in harder market conditions, where the underwriter is 
spoiled for choice, this prospect becomes increasingly unlikely.

 2.  The nature of the client’s business means that the company is exposed to occasional catastrophic losses, 
even if none have been recorded to date. While the median forecast aggregate insured losses are  
USD 3.56 million (as above), the mean aggregate forecast insured losses are considerably higher, at  
USD 12.88 million. So the model tells us that an insurer would need to write the business at a premium 
in excess of USD 12.88 million – effectively the “technical price” – to break even in the longer term. 

 3.  If the insurer underwrote this business at a premium of USD 15.47 million, they would only expect to 
make a loss 1 year in 4, thereby securing a measurable degree of profit over the long term. Even in hard 
market conditions, the insurer should be confident of writing the programme at this price.

 4.  In one year in 100, the client can expect to experience a catastrophic loss of USD 130.75 million before 
insurance recoveries, which may well be considerably more than the organisation can bear without 
appropriate risk transfer. The client may choose to select say USD 150 million as his policy limit, or, if he 
wanted to be doubly sure, select a limit of approximately USD 300 million, which equates to a 1,000 year 
return period. However, this of course is likely to be only worthwhile if the market price of the excess 
USD 150 million cover is reasonable (how this is actuarially calculated is discussed more fully later in 
this article).

12 | Willis Energy Market Review 2010

 The outputs of an actuarial model can be invaluable in shaping an energy company’s 
risk management strategy.
* Average time in years between losses of a given size
** Probability that aggregate annual losses are less than/equal to a defined value
*** Annual aggregate losses prior to insurance at a defined percentile

Return 
period*

Percentile ** Gross aggregate 
losses (USD)***

Total number 
of losses

Aggregate losses 
retained by client (USD)

Aggregate losses ceded 
to insurers (USD)

Number of losses 
ceded to insurers

1.33 25% 7,231,293 2.0 6,210,564 0 0.0

2.00 50% 16,771,458 3.0 11,366,771 3,560,165 – 1 1.0

4.00 75% 31,963,253 5.0 16,524,074 15,467,915 – 3 2.0

5.00 80% 37,613,116 5.0 18,000,000 20,093,234 2.0

6.67 85% 44,499,681 5.0 19,677,174 26,399,059 2.0

10.00 90% 55,109,653 6.0 22,145,790 35,908,155 2.0

20.00 95% 74,213,963 7.0 25,921,622 54,648,546 3.0

25.00 96% 80,311,830 7.0 26,860,051 59,419,346 3.0

33.33 97% 89,964,421 7.0 28,378,125 68,072,067 3.0

50.00 98% 103,761,454 8.0 30,611,037 82,449,175 4.0

100.00 99% 130,750,722 – 4 8.0 33,535,847 109,731,277 4.0

200.00 99.5% 173,586,675 9.0 36,658,013 152,498,202 4.0

250.00 99.6% 186,180,682 9.0 37,317,018 162,704,676 5.0

333.33 99.7% 197,147,014 10.0 38,348,620 179,372,025 5.0

500.00 99.8% 226,963,871 10.0 39,363,672 210,503,656 5.0

1,000.00 99.9% 293,793,573 10.0 40,953,591 277,268,311 5.0

Mean 24,847,482 3.5 11,964,627 12,882,855 – 2 1.1

SD 30,418,609 1.9 7,580,570 26,715,929 1.0



A Willis client had a target premium of 
USD 3,000,000, but two leading insurers 
told the Willis Client Advocate® that 
they required USD 4,000,000 due to the 
client’s poor loss experience, and because 
“that’s what our actuaries are telling us 
the price should be”.

Willis created an actuarial loss model 
from which we extracted clear and 
positive broking points, the main thrust 
of which was that at a premium of  
USD 2,000,000, the insurers should  
make a profit 3 years out of 4. As a result 
of our analysis, Lead Insurer A agreed to 
the USD 3,000,000 premium and Lead 
Insurer B reduced its price by  
USD 550,000.

As illustrated, the numbers spoke for 
themselves. The insurers were doing their 
job, trying to extract as much premium from 
the client as possible. However, the client’s 
actuarially forecast future losses simply did 
not support insurers’ suggested premium 
rise. In the face of our objective analysis,  
the carriers moderated their position.

Here is another example of the benefits of actuarial loss modelling 
when negotiating with insurers. 

A Willis client had a poor record of energy construction losses. 
However, their operations have changed significantly in recent 
years, as have platform values in their sector of operation,  
and therefore their historical losses could not be seen as an 
accurate reflector of their potential future losses.

Willis created an actuarial loss model and shared the results 
with leading insurers. While we had been concerned that insurers 
would require a premium increase, the model’s results supported 
both leading and following insurers’ decision to offer continued 
coverage at the expiring premium.

So on many occasions actuarial models can provide the rational 
and reasoned arguments that insurers require, either to forgo 
premium increases or to justify premium reductions.

RETAINING CONTROL
HOW TO MAKE THE MOST OF YOUR RETENTION AND POLICY LIMIT
Using actuarial analyses to put pressure on underwriters to review 
their premiums is one thing; however, this is by no means the only 
way in which brokers can use this tool. Actuarial analyses can also 
be used to ensure that a company is retaining and transferring the 
right amount of risk, and indeed brokers have been helping energy 
companies do this for several years now. 

DETERMINING THE CORRECT RETENTION AND POLICY LIMIT FOR YOU
While the traditional solution to managing energy risks has been 
generally to purchase as much insurance as possible, more and 
more energy companies now retain significant exposures, either on 
their balance sheets or via the use of a captive insurance company.

With the benefit of actuarial loss forecast models, an energy 
company can gain the maximum understanding of its predicted 
retained and transferred risk. A risk-averse energy company may 
focus on losses that are not, for example, forecast to occur more 
than 1 in 10 years. In contrast, a risk-seeking energy company may 
be satisfied by basing its financial planning and risk retentions on 
median forecast losses. Alternatively, a risk neutral energy company 
may base its retentions on its 1 in 4 years loss forecast.

Any such retention and insurance purchasing decisions also need 
to be compatible with the protection of the company’s key financial 
performance indicators. 
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USING MODELS TO TEST PREMIUMS
So how can energy companies and their brokers use these analytical tools to test premiums required by the 
insurance market? 

Here is a real recent example (for reasons 
of client confidentiality, figures have  
been rounded):



Many corporations’ financial strategies insist that any deviation from publically quoted Key 
Performance Indicators should generally be kept to between 3-5%. As an example of this 
approach, in the above chart the client’s stated risk tolerance in this regard was established  
at 5%. In order for retained losses not to breach the company’s basic earnings per share,  
its retention had to be set below USD 250 million across all losses (as at this figure the impact  
of retained losses would exceed a 5% deviation from its basic earnings per share). 
 
This requirement therefore formed the baseline for Willis’ retention analysis and proposals  
for the client.
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FINANCIAL IMPACT ANALYSIS – NEWCO LTD

Financial Year End 31-Dec-2008

Number of Shares in Issue 1,000,000

Adjusted Average Shares 1,000,000

Financial Results: USD 

Maximum Suggested Tolerance: (Range 3% to 5%) 5.00%

Selected Risk Retention USD 50.0M 150.0M 250.0M 300.0M

Estimated Cost of Uninsured Losses - - - -

Additional Risk Retention 10.0M 50.0M 150.0M 250.0M 300.0M

Corporate Tax Rate: (approximate) 25.00% 25.00% 25.00% 25.00% 25.00%

Tax Relief 2.50M 12.50M 37.50M 62.50M 75.00M

Retained Retention after Tax 7.50M 37.50M 112.50M 187.50M 225.00M

Scenario A Scenario B Scenario C Scenario D

Reported 
Results

Impact per  
10M Retained

Impact Result Impact Result Impact Result Impact Result

1.	Operating	Profit $6,000 -0.17% -0.8% $5,949 -2.6% $5,847 -4.3% $5,745 -5.1% $5,694

2. EBITDA $8,000 -0.13% -0.6% $7,948 -2.0% $7,844 -3.3% $7,740 -3.9% $7,688

3.	Pretax	Profit $7,500 -0.13% -0.6% $7,451 -2.0% $7,354 -3.3% $7,256 -3.9% $7,208

4. Net income $4,500 -0.17% -0.8% $4,462 -2.6% $4,385 -4.3% $4,309 -5.1% $4,271

5.	Operating	Cash	Flow $5,010 -0.20% -0.1% $4,960 -3.0% $4,860 -5.0% $4,760 -6.0% $4,709

6. EBITDA % Margin 41.00% -0.10% -0.5% 40.80% -1.5% 40.39% -2.5% 39.98% -3.0% 39.77%

7. Net income % Margin 21.00% -0.19% -0.9% 20.80% -2.9% 20.40% -4.7% 20.00% -5.7% 19.80%

8. EBITDA/Interest Expense (x) 40.53 -0.12% -0.6% 40.29 -1.8% 39.80 -3.0% 39.31 -3.6% 39.07

9.	Net	Debt/Equity 27% 0.11% -0.6% 27.15% 1.7% 27.45% 2.8% 27.74% 3.3% 27.89%

10. Net Debt/EBITDA 0.2500 0.12% -0.6% 0.2515 1.8% 0.2545 3.0% 0.2575 3.6% 0.2590

Recommendation: From the above analysis it appears that the company could accept an additional retention 
of USD 250 million in the aggregate and remain within the 5% tolerance limit selected.
Notes: 
  Scenarios A,B,C and D above show the impact of different levels of retention. These can be changed as 

required and the model will recalculate the impact on the ratios.
  Similarly the ‘Maximum Suggested Tolerance’ can be changed as required and where this is exceeded it 

will be highlighted in purple.
  Any increase in retentions must result in a sufficient discounts from insurance markets to make the 

increased exposure add financial value.
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‘�With�the�benefit�of�
actuarial�loss�forecast�
models,�an�energy�
company�can�gain�the�
maximum�understanding�
of�its�predicted�retained�
and�transferred�risk.’
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ENSURING YOUR RETENTION IS VALUED PROPERLY IN THE INSURANCE MARKET
In parallel with deciding how much risk it wishes to retain, energy companies also need to consider the premium 
surcharge or premium savings associated by respectively decreasing or increasing retention levels. Sophisticated 
risk managers and their brokers have been conducting this analysis for many years now; the difference today is that 
brokers can now help energy companies to obtain the commensurate benefits in the market should the company’s 
retention be either raised or lowered.

In the table below, we show an analysis conducted for a Willis Energy client (for the purposes of confidentiality,  
the precise numbers have been changed).

All amounts in USD Million Current	Programme Alternative 1 Alternative 2 Alternative 3

Ground-up Loss $6M EEL  
$300M Policy Limit

$6M EEL
$150M Policy Limit

$3M EEL
$150M Policy Limit

$9M EEL
$150M Policy Limit

Return 
Period

Percentile Amount Number Retained Ceded Retained Ceded Retained Ceded Retained Ceded

1.33 25% 7.231 2.0 6.211 0.000 6.211 0.000 4.422 1.496 7.231 0.000

2.00 50% 16.771 3.0 11.367 3.560 11.386 3.560 7.326 8.256 13.282 0.190

4.00 75% 31.963 5.0 16.524 15.468 16.562 15.468 10.576 21.617 20.447 10.838

5.00 80% 37.613 5.0 18.000 20.093 18.000 20.093 11.613 26.696 22.426 15.100

6.67 85% 44.500 5.0 19.684 26.399 19.782 26.399 12.554 33.375 24.880 21.098

10.00 90% 55.110 6.0 22.173 35.908 22.346 35.908 14.013 43.520 27.985 30.209

20.00 95% 74.214 7.0 25.968 54.649 26.248 54.649 16.414 62.158 33.246 47.805

25.00 96% 80.312 7.0 26.963 59.419 27.385 59.419 17.182 68.355 34.910 53.925

33.33 97% 89.964 7.0 28.469 68.072 29.097 68.072 18.000 76.130 37.015 62.186

50.00 98% 103.761 8.0 30.861 82.449 31.643 82.449 19.346 90.944 40.275 75.718

100.00 99% 130.751 8.0 33.622 109.731 35.918 109.731 22.052 119.338 45.117 103.070

200.00 99.5% 173.587 9.0 37.025 152.498 40.005 150.000 26.618 150.000 51.364 144.398

250.00 99.6% 186.181 9.0 37.994 162.705 41.852 150.000 36.181 150.000 52.028 150.000

333.33 99.7% 197.147 10.0 38.966 179.372 48.099 150.000 47.147 150.000 57.465 150.000

500.00 99.8% 226.964 10.0 40.481 210.504 76.964 150.000 76.964 150.000 76.964 150.000

1,000.00 99.9% 293.794 10.0 42.666 277.268 143.794 150.000 143.794 150.000 143.794 150.000

Mean 24.847 3.5 12.100 12.748 12.415 12.432 8.290 16.558 15.026 9.822

SD 30.419 1.9 10.416 24.245 13.692 21.630 12.467 23.247 14.961 20.241

Alternative 1:  As for current programme but with policy limit reduced from USD$ 300 million to  
USD 150 million

Alternative 2: As for Alternative 1 but with EEL deductible reduced to USD 3 million
Alternative 3: As for Alternative 1 but with EEL deductible increased to USD 9 million

In the “Mean Row” highlighted at the bottom of the table, we note that on average, the energy company expects 
annual losses of USD 24.84 million. However, the energy company’s median loss (50th percentile) is  
USD 16.77 million. This median figure is lower since, as explained in the earlier example, it does not take  
account of low frequency but high severity losses.

The energy company in question currently buys USD 300 million of coverage for this particular category of risk 
at a total premium cost of USD 17 million. As can be noted from looking across the “Mean Row,” this shows that 
insurers currently charge a premium of more than the expected average insured losses (the ceded figure of  
USD 12.74 million), but less than the amount of insured losses expected to arise every 1 in 5 years (the 80th 
percentile), being USD 20.09 million.



Willis Energy needed to help the client to see if they should consider changing their retention 
and policy limit this year. The benefit of this type of actuarial loss forecast analysis is that the 
energy company is now in a position to understand their predicted ‘gross’ average losses,  
their predicted ‘net’ retained losses, and their insured (ceded) losses.

Since on average the client expected to cede USD 12.74 million of claims to insurers each year 
(the mean ceded figure) under their current programme, they could expect insurers to charge 
in excess of this amount. However, the commercial realities of the marketplace can be used 
by the energy company and its broker to gain the maximum financial value from its retention 
strategy. These include:

 –  Current underwriting capacity
 –  Differences in insurers’ underwriting philosophies
 –  Their eagerness to write business
 –  Their past loss experience
 –  The lack of market transparency 

Where insurers are offering premiums below the ‘technical’ loss premium for a given retention, 
insurance is a valuable alternative that risk managers can demonstrate to senior management 
is a worthwhile purchase. Alternatively, if insurers are seeking a higher premium than the 
‘technical’ loss premium, brokers can use the results of the actuarial analysis to demonstrate  
to the market why the premium that they are attempting to charge should come down.

Willis then provided three new alternatives to the client:

 –  In Alternative 1, we kept the same retention but decreased the policy limit by 50%  
to USD 150 million. Our analysis showed that the correct technical premium for  
the risk moved only slightly, from USD 12.74 million to USD 12.43 million,  
thereby demonstrating the remoteness of the exposure in excess of USD 150 million  
for this company. This encouraged the client to maintain his existing USD 300 million 
policy limit.

 –  In Alternative 2, we demonstrated the results of decreasing the retention to  
USD 3 million from USD 6 million, at the revised policy limit. Here, the difference is 
obviously more pronounced, as the correct technical premium increases from  
USD 12.43 million to USD 16.55 million. The client looked to us as his broker to see if 
we could persuade the market to charge less than the difference (USD 4.12 million) for 
lowering the deductible to this figure. In the event, the insurer’s revised rates produced  
a quote for an additional premium of USD 3.88 million.

 –  Encouraged by this, in Alternative 3 we demonstrated the results of increasing the 
retention from USD 6 million to USD 9 million, again at the revised policy limit. We can 
see from the chart that the correct technical premium moves from USD 12.43 million to 
USD 9.82 million, prompting the client to ask us to negotiate a quote for a reduction in 
premium greater that the difference (USD 2.61 million) in the market. However, on this 
occasion the insurers only quoted a reduction in rates equivalent to a saving of  
USD 2.24 million. This indicates that even though insurers may have realised that they 
would be now exposed to substantially less risk, they were not prepared to reduce their 
premium accordingly. The arguments used were:

  –  they would be still providing a large limit of insurance and are would be still exposed 
to catastrophic losses

  –  their underwriting capacity comes at a minimum price
  –  because this particular client had a poor historic loss record, they required sufficient 

premium to help to achieve ‘payback’ for the losses of previous years

The result of our analysis was that the client opted to maintain the USD 300 million policy limit 
and to reduce the retention to USD 3 million.
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WHY A RETENTION ANALYSIS IS VITAL
To sum up, why do energy companies need 
to conduct an actuarial retention analysis? 
The benefits can be summarised as follows:

 –  The energy company has an objective 
and detailed actuarial forecast of how 
often its retention is expected to 
be used. As illustrated in the table 
above, this can be compared with 
the energy company’s chosen key 
financial performance indicators  
to ensure that the retention will  
not expose it to unacceptable 
financial losses.

 –  The energy company has an objective 
and detailed actuarial forecast 
of the claims that it expects 
that insurers will be paying, 
and accordingly their baseline 
premium (before allowing for 
market conditions, their costs, target 
profit margin etc.).

 –  The energy company can compare 
what insurers ‘should’ be charging 
with what they are actually  
charging, setting its retention  
level to maximise its financial  
value for money.

 –   When negotiating various retention 
alternatives with insurers, the energy 
company has a comprehensive and 
objective analysis of its ‘real’ loss 
profile and therefore can resist 
unreasonable insurance premium 
demands from insurers.
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‘�When�negotiating�various�
retention�alternatives�
with�insurers,�the�
energy�company�has�
a�comprehensive�and�
objective�analysis�of�its�
‘real’�loss�profile�and�
therefore�can�resist�
unreasonable�insurance�
premium�demands��
from�insurers.’



MAXIMISING THE ADVANTAGES OF YOUR CAPTIVE
FOUR qUESTIONS FOR CAPTIVE MANAGERS THAT AN ACTUARIAL ANALYSIS CAN ANSWER

For those energy companies that already have an established captive insurance company,  
or are considering the establishment of one, many of the themes discussed in this article are 
equally relevant. Indeed, the actuarial modelling process can help risk managers answer four 
fundamental questions with regard to the management of their captive.

qUESTION ONE – WHAT ARE THE RIGHT ATTACHMENT LEVELS?
For each participating business unit, the captive needs to determine in excess of what quantum 
of individual losses and frequently, aggregate losses, it will provide coverage. The intention 
will be to avoid “dollar swapping”, focusing on losses of greater frequency and severity than 
expected each year. Actuarial loss forecasts are of significant assistance in setting these risk 
attachment levels.

qUESTION TWO – WHAT IS THE RIGHT LEVEL OF RETAINED RISK?
The captive needs to establish how much risk it should retain, per loss and in the aggregate, 
bearing in mind the company’s financial profile and risk tolerance as explained earlier.

qUESTION THREE – WHAT ARE THE CORRECT TECHNICAL PREMIUMS TO CHARGE INDIVIDUAL  
BUSINESS UNITS?
A key benefit of a captive is that it can charge its owner the ‘technical premium’ associated 
with the exposures assumed by the captive, saving the cost of the insurers’ profit margin and 
avoiding ‘hard market’ conditions. However, it needs an objective assessment of this ‘technical’ 
premium. As we have seen, once an actuarial analysis and loss forecast has been completed, 
these technical premiums can be calculated either “from the ground up” or for any given 
retention by the energy company’s business unit before the risk is assumed by the captive.

qUESTION 4 – WHAT IS THE CORRECT TECHNICAL PREMIUM THAT SHOULD BE CEDED TO  
THE MARKET?
The captive will only be able to negotiate the best terms with its reinsurers if it is equipped 
with a detailed and objective actuarial loss forecast of the losses that will exceed the captive’s 
capacity and be ceded to insurers, encouraging insurers to focus on the precise risk profile of 
the captive, rather than generally prevailing market conditions. 
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CONCLUSION:
GETTING “MATCH FIT”
We very much hope that our readers would now agree that:

 –  to understand the loss profile of your business
 –  to appreciate insurers’ potential position/arguments
 –  to present your insurance requirements in the most positive and compelling manner

...energy companies now need a comprehensive, clear, objective and compelling  
actuarial analysis.

Indeed, energy companies who approach insurers without having first got themselves 
“match fit” by conducting their own actuarial analysis potentially place themselves in a 
disadvantageous position relative to insurers. By “match fit” we mean the following:

 1.  Having a complete database of all losses from the first dollar
 2.  Where possible, comparing these losses and claims with those experienced by other 

organisations operating in the same sector
 3.  Re-valuing historic losses to reflect the organisation’s profile today
 4.  Using this loss data to create an actuarial model that can forecast future loss frequency 

and loss severity
 5.  Using the outputs of this model to consider risk retention and insurance options, 

within the context of protecting the organisation’s key financial performance indicators 
(EBITDA, EPS etc.)

Combining their internal resources with those of their insurance broker, “match fit” energy 
companies will have a thorough understanding of their forecast future loss profile, and will 
understand the ‘technical’ premium that they should be paying relative to the exposures that 
they present to insurers before their programme is offered to the market. They also understand 
the ‘technical premiums’ associated with increasing or reducing their retentions and/or limits 
of insurance.

When the broker begins its negotiations with insurers, “match fit” energy companies are  
placed in a like for like, and sometimes superior, position relative to insurers, as illustrated in 
the table below.

“Match fit” energy company Insurer
Has an actuarial loss forecast model of 
its future losses, based on its own loss 
experience and where applicable, using 
sector loss experience

Has an actuarial loss forecast model, both for 
its overall energy portfolio, and for its major 
energy clients

For any given retention and any given 
limit of insurance, knows the ‘technical’ 
premium that insurers should be charging

For any given retention and any given limit of 
insurance, knows the ‘technical’ premium that 
its underwriters should be charging

Uses an expert (the insurance broker) to 
present its risks

Uses an expert (the underwriter) to consider 
what risks to accept and on what basis

Is still subject to prevailing insurance 
market conditions and relies on its broker 
to minimise its insurance cost

Is still subject to prevailing insurance market 
conditions and relies on its underwriter to 
maximise its insurance income
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It is clear that, without its own actuarial loss 
forecast model, the energy company is placed 
at a disadvantage. Insurers’ actuaries advise the 
minimum premiums that their underwriters 
should be charging, but if market conditions 
are hard, they can charge more. And in a 
soft market, without a specific actuarial loss 
forecast model, the company and its broker 
cannot provide individual underwriters with a 
decent rationale to prove to their underwriting 
managers why prices should be lowered.

However, by combining actuarial and broking 
resources, the energy client is placed in the 
best position to first understand their risks, 
and then consider retentions and insurance, 
working with insurers to maximise the value 
they can offer, buying insurance objectively  
and selectively.

As advocates of this relatively new approach, 
we at Willis have now proved the benefits 
to energy companies with significant 
retentions and substantial insurance premium 
expenditures who were previously unfamiliar 
with actuarial models. We are therefore 
confident that other energy companies will 
inevitably follow in their footsteps, as well as 
those of the multi-national energy corporations 
who are already well-accustomed to using  
such techniques. 
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‘�...in�a�soft�market,�
without�a�specific�
actuarial�loss�forecast�
model,�the�company�
and�its�broker�cannot�
provide�individual�
underwriters�with�
a�decent�rationale�
to�prove�to�their�
underwriting�managers�
why�prices�should��
be�lowered.’
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‘�The�rate�reductions�
they�are�supporting�
are�reasonable,�
and�in�the�majority�
of�cases,�maintain�
some�relationship�
to�the�risk�exposure�
they�are�accepting.’



REINSURANCE
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In March 2009 we said:

 –  The global financial market turmoil had ravaged the balance sheets of 
many financial institutions, but the reinsurance industry had remained 
substantially unscathed

 –  Reinsurers were seeking to optimise returns on their existing capital bases 
via more constrained risk appetites and elevated risk changes

 –  We observed a shift in the way cedants selected reinsurance partners 
following a fundamental reassessment of credit risk, with the use of portfolio 
diversification to mitigate counterparty exposure

 –  Reinsurers needed to balance attempts to realise portfolio management 
objectives with the real economic constraints faced by their  
insurer customers

1/1/ RENEWAL SEASON SEES MARKET SOFTENING
As widely predicted, the January 1, 2010 renewal season saw a softening in reinsurance 
pricing, largely driven by three key factors:

 1.  2009 is likely to close as one of the more profitable underwriting years the global 
reinsurance industry has enjoyed for some time.

 2.  Most reinsurers’ balance sheets have recovered from losses suffered in the second 
half of 2008, following the recovery in global investment markets during 2009.

 3.  The wide disparity between reinsurers’ results and that of their primary 
insurance company clients continues, as primary companies, whose underwriting 
performances are not exemplary, are struggling to obtain premium growth in the face 
of the global recession. This lack of premium growth is putting considerable pressure 
on primary companies’ expense ratios, particularly in mature markets, and this 
pressure is feeding through to their reinsurance cost budgets.

By and large, reinsurers have maintained a responsible underwriting attitude towards  
their own capital suppliers, as well as towards their clients’ requirements over the  
January 1 renewal season. The rate reductions they are supporting are reasonable, and in 
the majority of cases, maintain some relationship to the risk exposure they are accepting. 
This disciplined rating approach is underpinned by reinsurer concern that the excellent 
2009 underwriting results are not so much due to attractive pricing, but to a below average 
pattern of natural catastrophe and man-made losses. 

PRICES FOR LONG TAIL BUSINESS STILL NOT ADEqUATE
The main area of pricing inadequacy for most reinsurers, however, is long-tail classes, 
especially in the United States. For the last three years, an increasing number of 
commentators have expressed concern that pricing is insufficient in the face of claims 
inflation, depletion of back-year reserve releases, low interest rates and the fear of general 
inflation following the recent fiscal governmental stimulus policies. We have not seen 
a turning point in pricing long-tail classes during this renewal season; furthermore it is 
unclear whether the long-tail market will face another 12 to 24 months of slow drift or if 
one single market-changing event will occur to galvanize the market. 



SIGNS OF INCREASED CAPITAL
The catastrophe bond market is recovering, helped by a convergence in pricing between 
traditional reinsurance structures and catastrophe bonds, coupled with the recovery in 
global investment markets. During the fourth quarter of 2009, a number of new issues 
came to market, many well-oversubscribed, allowing larger limits to be placed. The total 
placed limits for catastrophe bonds in 2009 in aggregate is USD 3.4 billion, compared to the 
2008 figure of USD 2.73 billion. The increase in Lloyd’s overall 2010 capacity – in excess of 
25% to a currently estimated figure of GBP 22.8 billion – is yet another sign of increased 
capital, not to mention the deployment of additional capital from Berkshire Hathaway. 
While a significant proportion of this capacity increase is rate-of-exchange driven, the ease 
with which Lloyd’s secured additional capital offers strong evidence both of the amount 
of freely deployable capital within the industry and of new investors’ willingness to invest 
fresh capital. 

While the global reinsurance industry shares some concerns over future volatility and 
margin on their portfolios, we would be remiss to overlook the fact that over the preceding 
12 months when many other financial markets were in turmoil, the industry managed to 
meet its client requirements in virtually every case. There is nothing, other than some 
potential compression in margin and increased volatility, to suggest that any of the actions 
undertaken by the reinsurance market in the January 1, 2010 renewals will undermine its 
ability to continue to provide clients with secure long-term capital in the years to come. 

REINSURANCE MARKET RENEWAL SEASON – (AS REPORTED AT JANUARY 1, 2010)
Marine and Global Offshore Energy
 –  Ex Gulf of Mexico renewals largely flat as reinsurers digest impact of two  

major losses, Montara West Atlas (USD 500 million) and Ekofisk Big Orange  
(USD 750 million)

 –  Market impact of Ekofisk Big Orange mitigated by large cession to energy mutual 
OIL. Montana West Atlas loss well spread in the market

 –  Gulf of Mexico saw limited renewal activity at January 1, as buying moved to April / 
May to match inception dates of original policies

U.S. Property (Nationwide)
 –  Risk-adjusted pricing is down an average of – 5%
 –  The impact of the model changes means that pricing reductions can be viewed as 

greater than – 5%
 –  Rate changes for individual accounts vary based on the amount of limit being sought, 

with placements greater than USD 200 million experiencing less of a decrease
 –  Limited new capacity unless paying above-market pricing
 –  Available capacity may increase during the year, if some of the larger buyers continue 

to purchase less reinsurance
 –  Retention increases to affect further cost savings

Europe Property (Catastrophe)
 –  Pan European programs benefitted from slightly more capacity allowing modest risk 

adjusted rate reductions
 –  On later single territory renewals, buyers’ more ambitious price reduction targets 

were countered by reinsurers maintaining pricing discipline

Middle East Property
 –  Loss history is improving; fewer large risk losses in the markets
 –  Recent flood loss in Jeddah will hit mainly Motor insurance portfolio  

(USD 40 million)
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Asia Property
 –  The supposed de-coupling of the Asian reinsurance cycle 

from that of Europe/U.S. may be the subject of ongoing 
debate, but there was little to distinguish the experience of 
both areas in the January 1, 2010 renewal

 –  Catastrophe excess of loss buyers enjoyed significant  
risk-adjusted pricing reductions where aggregate has grown 
substantially, but considerable resistance to actual monetary 
reductions where aggregate has been more stable

 –  Risk excess of loss pricing was as always more variable  
(as a function of recent experience), but there has been 
greater resistance to significant price reduction than  
many had anticipated in the wake of a passive pre-renewal 
message from reinsurers

 –  The Singapore Reinsurance conference on the eve of the 
renewal season had conveyed a sense of unity in declining 
to signal competitive intent; this has been reflected in 
the modest excess of loss pricing reductions obtained by 
(loss-free) Asian buyers, and the ongoing tightening of 
proportional terms and conditions where margins have been 
narrowing or negative

 –  Reinsurers continue to arrive in Singapore, drawn by regional 
growth stories and the need to be more proximate to the 
business to understand which strategies are appropriate; this 
migration (19% of global reinsurance capacity is now based 
in Asia) will continue to blunt any hardening momentum, 
although this year’s “flat-ish” renewal will be pointed to by 
reinsurers as evidence that the bottom is in sight

U.S. Casualty
 –  For well-performing placements, pricing is flat-to-somewhat 

reduced (lower rates and higher ceding commissions)
 –  Capacity levels have increased over last year
 –  Non-economic terms and conditions are softening somewhat
 –  New market entrants’ programs getting placed, but at more 

restrictive terms than existing placements (lower cedes, 
higher rates, loss caps, etc.)

 –  Distressed programs required to make meaningful economic 
concessions in order to get placed

 –  Ceding companies net retentions are remaining fairly stable 
and there is little evidence of clients looking to increase their 
automatic capacity

 –  Directors & Officers reinsurance capacity is expensive and 
contracting further as underlying pricing is again deteriorating

 –  Errors and Omissions capacity remains robust with minor 
improvements in treaty terms still available

International Casualty
 –  Generally, a flat market
 –  Some reductions available for claims-free accounts
 –  Distressed business, or programs perceived as being 

historically cheap, seeing increased rates
 –  Some resistance to providing cover for Environmental 

Liability Directive
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‘�...the�ease�
with�which�
Lloyd’s�secured�
additional�capital�
offers�strong�
evidence�both�of�
the�amount�of�
freely�deployable�
capital�within�the�
industry�and�of�
new�investors’�
willingness�to�
invest�fresh�
capital.’



2� | Willis Energy Market Review 2010

‘�...as�so�often�in�the�past,�we�have�found�that�it�
is�not�attritional�losses�that�tend�to�influence�
market�dynamics�so�much�as�capacity.’



UPSTREAM
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In March 2009 we said:

 –  2009’s Gulf of Mexico windstorm offering from the market would be more 
limited and more expensive than ever

 –  Two major challenges faced by the market were the extent of the new offshore 
construction losses reported during 2008 and the collapse of the oil price around 
the world

 –  Overall capacity levels had increased, despite the global economic turmoil, 
although this has not prevented a hardening dynamic from materialising 
following hurricane Ike

 –  Any market hardening in 2009 would be gradual rather than dramatic
 –  New OEE rating methodologies based on the actual cost of drilling the well were 

being considered
 –  There would be a steep decline in offshore construction activity following the 

collapse of the oil price
 –  Insurers had to make a choice between underwriting for profit or generating 

additional premium income

“ Any re-direction of Gulf of Mexico Windstorm premium income towards other parts of the 
upstream book would be excellent news for buyers who have extensive interests outside 
the Gulf of Mexico, as new competitive pressures for this type of business dilute the overall 
upward market trend still further.” 
Willis EMR Newsletter, May 2009

“ While the facultative reinsurance merry go round starts up once more, the potential 
emergence of fresh leadership ambitions in the upstream market, from recently 
established insurers and some established underwriters, may lead to even further 
competition for the most well regarded risks.” 
Willis EMR Newsletter, October 2009

“ There is every chance that capacity for this class will actually increase for 2010. This in turn 
will inevitably increase pressure on premium income and market share targets regardless 
of how the 2009 loss figures may subsequently deteriorate...even if the market incurred 
ratio does eventually go above 80% for 2009, then this development will be too late prevent 
key areas of the market from competing more aggressively during the first months of 2010.” 
Willis EMR Newsletter, December 2009



SOFTENING PRESSURES MOUNT DESPITE RECENT LOSSES
Only a year ago we were forecasting a hardening upstream insurance market in the wake  
of hurricane Ike; however, during the year it became more and more evident that this 
hardening was going to be short-lived. It was perhaps inevitable that in the year following  
our comprehensive analysis of the Gulf of Mexico windstorm (GOM Wind) in our last  
Energy Market Review, we have had one of the most benign windstorm seasons on record; 
indeed, this volatility in the GOM Wind loss record continues to be a major driver in the  
overall upstream marketplace.

2009 – A YEAR OF MAJOR ATTRITIONAL LOSSES
Some may argue that the softening in market conditions has been surprising, coming as it does 
at a time when insurers have been hit by some sizeable attritional losses. In particular the 
incident in the Montara field off the coast of Australia in the autumn, which involved the total 
loss of a rig, a blowout, pollution and severe damage to a platform under construction, came as 
a blow to insurers, who were perhaps just beginning to think that the GOM Wind season was 
winding down without incident.

As readers of our December 2009 EMR Newsletter may recall, the Montara and other major 
losses caused one leading underwriter to suggest that it would be unlikely for 2009 to end 
up as a profitable year for the market and that insurers would have to exercise caution if the 
profitability of the portfolio were to be maintained. However, as so often in the past, we have 
found that it is not attritional losses that tend to influence market dynamics so much as capacity.

CAPACITY AT TEN YEAR HIGH
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UPSTREAM INSURER CAPACITIES 2000-2010 (EXCLUDING GULF OF MEXICO WINDSTORM)
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Upstream capacity levels continue to rise
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GLOBAL UPSTREAM CAPACITY UP 60% IN FOUR YEARS – WITH AN EVEN LARGER INCREASE 
IN LLOYD’S 
A glace at the chart above will show that capacity has increased again in 2009 for both 
operating and construction business. The chart shows an upward trend since 2006 and 
capacity is at its highest level since the end of the last truly soft market in 2000; indeed, 
capacity for construction risks (at over USD 3 billion) is at its highest level for well over a  
decade. For operating business, capacity has increased 60% in four years; what is even more  
remarkable is that in Lloyd’s, capacity has actually increased by 90% since 2006 (from  
USD 891 million to USD 1,680 million). Most of the increase in capacity in 2010 can be 
accounted for by the existing market; however, there have been some new entrants, 
including the General Insurance Company of India, which is now keen to write a truly 
global energy portfolio following a London lead.

It therefore seems clear that any warnings expressed by the established market leaders 
with regard to the profitability of the portfolio in 2009 have either come too late for other 
insurers to take heed or it is still too early for the impact of these losses to be felt.  
For the moment, we can simply say that those who have supplied this additional capital 
for the market will, as ever, expect to see a meaningful return; and so, as night follows day, 
pressures will continue to mount on individual underwriters to secure sufficient premium 
income to allow them to do so. 

However, despite these increased capacity figures, it is interesting to note that the very 
largest structures planned for the future, including several floating LNG facilities,  
will require much larger amounts of cover than today’s commercial insurance market can 
provide. Securing appropriate capacity for these gigantic structures, some of which are 
anticipated to be valued in excess of USD 5 billion, will certainly test the ingenuity of the 
broking community in the years ahead.

THE RETURN OF OPPORTUNISTIC CAPITAL – BUT IS THE TIMING RIGHT?
In the meantime, in terms of actual composition the market remains very much what it 
has been for much of the last decade. However, we have recently seen signs of increased 
competition to the London market from continental European insurers keen to see a larger 
slice of the portfolio than has hitherto been available to them in recent years. In addition, 
Berkshire Hathaway has once more increased its presence in this market, no doubt sensing 
an opportunity to maximise profits in what they obviously view to be advantageous trading 
conditions. However, given the turnaround in market conditions, it remains to be seen 
whether they have timed their entry into the market correctly.

FOLLOWERS GIVE LEADERS MORE AUTHORITY
Perhaps one effect that we are already seeing from all this jostling for market position is 
the re-establishment of the leaders’ authority over the following market. During the course 
of the last decade, we have see an increasing trend whereby the following market has 
fought for – and in many instances secured – more of a say in the terms and conditions of 
individual programmes. Now we can detect evidence that this trend is reversing,  
with many following markets now willing to allow leaders to make more wide-ranging 
decisions on their behalf in return for maintaining their position on a given programme.  
It will be interesting, given the sophisticated composition of this market, to see how long 
this flexibility will last. 
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WILL MORE MARKET VERTICALISATION CHANGE 
THE HABITS OF A LIFETIME?
Meanwhile there is an increasing possibility 
of more market “verticalisation” (i.e. insurers 
bidding for shares of programmes at their own 
terms) in the future. Verticalisation, which was 
particularly evident in the GOM Wind market 
in the aftermath of hurricane Ike, has been 
resisted in the past. However, given the present 
softening market conditions, we believe there 
is a greater likelihood that the market will be 
finally willing to embrace this concept to a 
greater extent (if not in its entirety), seeing  
it as an opportunity to increase their share  
of the portfolio.

We know that at least one of the market 
leaders views the concept positively, seeing 
it as a method by which the extra service/
staffing levels they offer is recognised, with a 
potentially higher premium charged by the 
leader and accepted by the buyer in return for 
these services. However, there is always the 
possibility that in some instances some of the 
followers actually negotiate higher premiums 
than those originally quoted in the event that 
the leader misjudges the market price. 

So will verticalisation take off? A major 
question is whether buyers will be willing to 
pay differential pricing to markets, as well as 
acknowledging the extra level of work that 
will have to be carried out in servicing such a 
structure by allowing the broker additional 
remuneration. Only time will tell whether  
this concept is embraced by all parties, and 
whether the obstacles of undertaking such a 
radical approach to marketing the portfolio 
(given today’s subscription market) can ever  
be fully achieved.

We believe that if verticalisation does indeed 
become market practice, this would certainly 
be good news for the buyer in the current 
market; with insurers actively competing for 
their positions on the programme by offering 
their own individual terms, overall costs to the 
buyer should reduce even further. We would 
suggest that in the short term this may in turn 
also mean increased competition for leadership 
positions, which could fuel the present 
softening process still further.
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‘�We�believe�that�if�
verticalisation�does�
indeed�become�market�
practice,�this�would�
certainly�be�good�
news�for�the�buyer�in�
the�current�market;�
with�insurers�actively�
competing�for�their�
positions�on�the�
programme�by�offering�
their�own�individual�
terms,�overall�costs�to�
the�buyer�should�reduce�
even�further.‘
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MAJOR LOSSES PARTICULARLY FELT BY FLEDGLING 
SINGAPORE MARKET
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The two largest losses of 2009 were significant incidents by any standard and occurred at the Ekofisk platform 
in the North Sea and at the Montara Field of the coast of Australia as referred to earlier. The Ekofisk loss was 
remarkable in that such a minor incident as a simple collision between a vessel and the platform could result is such 
a significant loss. However, two factors ensured that the overall effect on the upstream market proved to be minimal. 
One was that the subsequent business interruption loss was uninsured; the other that most of the physical damage 
and control of well loss was either self-insured or was covered by various entries into the insurance mutual OIL. 
Notwithstanding this, the loss demonstrated to the market that the portfolio could easily produce an operational 
loss with the potential to run to billions of dollars, especially where large quantities of Business Interruption cover 
are purchased. 

The Montara loss, however, was a different story, and particularly affected the Singapore market. For several  
weeks in the late autumn of 2009 the market received reports that suggested an insured loss of maybe as  
much as USD 1 billion; however, as our chart shows, the actual total was approximately USD 500 million,  
due mainly to the fact that as it was a construction/drilling contractor loss, no offshore business interruption 
coverage was purchased.

2009 Upstream Losses Excess USD 20 Million

Type Cause Country PD/LIAB USD OEE USD BI USD Total USD 

Platform Impact Norway 750,000,000 750,000,000*

Rig Design/workmanship Australia 250,000,000 250,000,000 500,000,000

FPSO Windstorm China 177,000,000 177,000,000

Pipeline Pipelaying/trenching Angola 135,000,000 135,000,000

Platform [unknown] Denmark 125,000,000 125,000,000

SSCS Anchor/jacking/trawl Angola 90,000,000 90,000,000

Well Blowout India 85,000,000 85,000,000

SBMetc. Heavy weather China 60,000,000 60,000,000

SBMetc. Design/workmanship China 38,000,000 38,000,000

Rig Leg Punch Through UAE 37,500,000 37,500,000

Well Blowout Nigeria 36,000,000 36,000,000

Rig Corrosion U.S.A. 5,000,000 30,000,000 35,000,000

FPSO Collision U.K. 34,300,000 34,300,000

SSCS [unknown] U.S.A. 30,466,000 30,466,000

Rig Mechanical failure Australia 25,000,000 25,000,000

Pipeline Collision U.K. 20,500,000 20,500,000

Well [unknown] Nigeria 20,000,000 20,000,000

*Insurance market not expected to absorb more than 20% of this loss
Two major losses were recorded in 2009 – but only one had any meaningful impact on the market
Source: Willis Energy Loss Database as at March 12, 2010 (figures include both insured and uninsured losses)

Total Loss of Rig USD 200m

Damage to Platform USD 50m

OEE USD 250m

Total USD 500m

Please note that these figures do not include any amount, 
either insured or uninsured, for loss of hire/future loss 
of production as this coverage was not purchased in the 
insurance market and therefore did not form any part of the 
Loss Adjuster’s report (from which WELD receives its data).

Montara loss breakdown as reported to Willis Energy Loss Database at March 12, 2010 
(includes both insured and uninsured losses EX BI excess of USD 1 million)



Regardless of the effect of the Montara loss on the London market, the effect on the 
Singapore market was considerably more pronounced, as the vast majority of this 
market subscribed heavily to the Montara insurance placements in one form or another. 
Furthermore as our 2009 loss data excess of USD 20 million shows, there were also several 
other losses from the Asia Pacific region in 2009 that ensured that, for the Singapore 
market at least, 2009 proved to be a difficult year. There can be no doubt that although 
Willis does not have access to the premium and claims ratios of the Singapore market per 
se, the losses were large enough to more than wipe out their premium income, not only for 
2009 but also for the last few years as well. We understand that two Singapore outfits have 
now ceased writing business and the remainder of this market are now anxiously watching 
over their shoulders as renewed competitive pressure from London effectively rule out any 
attempt to raise rates to get their money back quickly. 
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While hardly benign, 2009 was by no means an unusual year from an upstream  
loss perspective
Source:  Willis Energy Loss Database as at March 12, 2010 (figures include both insured and uninsured losses)

Notwithstanding the Montara loss and other incidents at the end of 2009, a glance at the 
chart above shows that in overall terms 2009 has by no means been an unusual loss year. 
While there is plenty of time for the 2009 loss year to deteriorate further in the months 
ahead, there can be little doubt that the final total is unlikely to reach USD 3 billion;  
in any case, such a deterioration will be unlikely to manifest itself until much later this 
year and beyond – which would certainly give time for the softening in the upstream 
market to establish itself still further. 

Indeed, this chart shows only too well a much more significant factor for the 2009 loss 
record than the Montara loss – the absence of a GOM Wind event, unlike the years 2004, 
2005 and 2008.



THE JURY’S STILL OUT ON 
THE MARKET’S NEW GOM 
WIND MODEL
In our extensive analysis of the Upstream Gulf 
of Mexico Windstorm (GOM Wind) product 
that we featured in our March 2009 Energy 
Market Review, we suggested that it was far 
from certain that the market’s radical new 
approach for 2009 would enable them to 
attract sufficient interest from buyers to enable 
them to continue to write this class of business. 
By the time our Review was published, it was 
already clear that several potential buyers had 
decided that, given their particular risk profiles, 
the GOM Wind insurance market product 
in 2009 amounted to little more than an 
increasingly expensive “handkerchief” cover 
for this exposure and consequently decided  
not to purchase insurance.

Unsurprisingly, this lack of interest from some 
potential buyers caused no little degree of 
consternation in the market, if only because 
those who had already purchased Excess of 
Loss Reinsurance clearly needed some firm 
orders to make sure their reinsurance costs 
were met. In the event, most insurers did 
manage to fill most of their planed capacity, 
and there can be no doubt that some buyers 
were compelled to purchase what they could 
by lenders and shareholders. However, as we 
reported in the middle of this year, a number  
of high profile insurers, mindful of the apparent 
lack of demand from potential GOM Wind 
buyers, switched their premium income targets 
to other areas of the upstream portfolio.
 
A LOSS-FREE 2009 – BUT SO WHAT?
Those insurers who did manage to underwrite a 
meaningful GOM Wind account in 2009 found 
that, for this year at least, they had made the 
right decision. However, the complete absence 
of GOM Wind activity last year has meant that 
the new underwriting strategies unveiled in 
the wake of Hurricane Ike have yet to be tested. 
Indeed, some insurers have privately suggested 
that it would have been much more to insurers’ 
advantage if there had been a GOM Wind event 
– but at a level which would have validated 
the much higher retentions imposed by the 
market and still enabled insurers to record an 
underwriting profit.
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‘�...the�complete�
absence�of�GOM�
Wind�activity�
last�year�has�
meant�that�the�
new�underwriting�
strategies�
unveiled�in�the�
wake�of�Hurricane�
Ike�have�yet�to��
be�tested.’



OIL CHANGES MAY STIMULATE ADDITIONAL DEMAND
Oil Insurance Limited (OIL) also launched a much changed GOM Wind offering in  
January 2010, the main points of which were as follows (please see our September 2009  
EMR Newsletter for details):

 –  The each and every loss limit for GOM Wind is now restricted to USD 150 million part of 
USD 250 million

 –  Deductible scaling for interest has been abolished; deductible levels have been frozen 
and members have been encouraged to take higher retentions

 –  The existing ANWS (Atlantic Named Wind Storm) sectors have been abolished,  
to be replaced by separate excess onshore and offshore pools to absorb excess  
ANWS loss activity

 –  Differential premium weightings are now applied for different areas within the  
ANWS region

 –  A mechanism has been introduced that can manage named windstorm losses from other 
regions of the world, when and if significant loses to OIL occur

All things being equal, this move by OIL should in theory stimulate more appetite for 
commercial market risk transfer. However, as we move further into 2010 it is still unclear as 
to how much demand there will be for this product this year, and indeed at what price it will 
sell for. It may well be that there is more commercial market capacity for this class of business 
in 2010, but such are the idiosyncrasies of this class that theoretical insurer capacity levels 
are somewhat meaningless. It is understood that most insurers have yet to purchase their 
reinsurance protection, wanting to gauge buyer appetite for this cover before committing 
themselves to this outlay. However, regardless of this it seems clear that, following a loss-free 
season, rating levels (if not retentions) will have to fall if insurers are to continue to attract the 
buyers and receive sufficient premium income for this class to remain viable.

WILL THE RISE IN OIL PRICES ENCOURAGE MORE BUYING? NOT NECESSARILY…
One interesting new dynamic which may affect the demand for this product will be the recent 
rise – and projected future further rise – of global oil prices. The additional income higher 
prices will bring to all sectors of the GOM upstream industry will certainly allow more to 
be spent on insurance protection if required. However, higher prices might also suggest to 
potential buyers that they now have the wherewithal to self-insure.
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‘�...it�seems�clear�that�following�
a�loss-free�season,�rating�levels�
(if�not�retentions)�will�have�to�
fall�if�insurers�are�to�continue�to�
attract�the�buyers�and�receive�
sufficient�premium�income�for�
this�class�to�remain�viable.’



THE GOM WIND PORTFOLIO HANGS IN THE BALANCE
So just how expensive will the market’s 2010 GOM Wind product end up being? On the one 
hand, if the price goes below a certain level, conventional wisdom has it that most insurers  
will simply withdraw; on the other, if there are no takers at the price offered, then the portfolio 
will collapse and leading insurers in particular will be left in a difficult position. 

From our perspective, there is no doubt that the new retention levels and information 
reporting requirements are almost certainly here to stay; it is simply the price that is the 
variable. But if the market does collapse because the demand and supply curves can’t meet, 
then a government-sponsored solution or further mutualisation of this risk could well be  
on the cards. 
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OFFSHORE CONSTRUCTION RETURNS TO CENTRE STAGE
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The sustainability of the offshore GOM Wind portfolio still hangs in the balance
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Our chart shows the deterioration in the offshore construction loss 
record over the course of the last four years. It can be seen that while 
the overall totals (as signified by the darkest columns) has been 
relatively consistent (2009 is still a relatively immature year from 
an offshore construction perspective), the rate of deterioration is 
particularly pronounced in 2007 and even more so in 2008.  
This reflects the unusual number – and quantum – of offshore 
construction claims received by the market during the spring/ 
summer of 2008, brought about in part by the shortfall of contractors 
and hugely increased mobilisation and demobilisation costs. These 
were in turn partly the result of increased commodity prices, which 
were the subject of our January 2008 Energy Market Review.

MOBILISATION/DEMOBILISATION STILL AN ISSUE
However, since the collapse of the oil price in the final quarter of 2008 
the level of activity in the offshore construction sector had, until very 
recently, reduced significantly. There is no doubt that the issue of 
mobilisation/demobilisation, while not such a major issue in regions 
such as the Gulf of Mexico where contractor vessels, equipment and 
infrastructure are available from a variety of locations and suppliers, 
is still an issue for projects located in remote locations such as the 
Australian North-West shelf. However insurers, perhaps in response 
to the lack of construction activity and mindful of the need to compete 
to secure an order, have tended to focus simply on ensuring that a 
separate sub-limit is imposed on this exposure rather than insisting  
on a separate deductible. 

YARD ACTIVITY RETURNS TO NORMAL
Now, following the oil price recovery, readers will not be surprised to 
learn that yard activity is set to return to something like the levels seen 
before the extraordinary spike of 2008. In particular Brazil, a country 
less impacted by the economic downturn than most, is set to see an 
increase in project activity and other major new projects are now either 
being planned (or indeed have already started) from all over the world, 
most noticeably from the other “BRIC” nations (Russia, India and 
China). It will be interesting to see:

 •  Whether or not increased premium income from any upswing in 
project activity will help to subsidise any reduction in operating 
portfolio premium levels during 2010.

 •  Whether insurers’ remedies to counter the difficulties of 2008 will 
bear fruit now that project activity is once again on the increase.

 •  Whether over time the new Lloyd’s Energy Construction risk 
audit code (EC as opposed to ET which used to include this class) 
will have any impact on rating levels as a more transparent way 
of measuring the profitability of this class. Until now, only those 
who have written this class over a sustained period of time have 
had a handle on its profitability; now other insurers will be able to 
do so, which may have the effect of prompting others to provide 
alternative leadership options in the future. It will also of course 
have the effect of allowing insurers to measure the true profitability 
of the operating portfolio. However we should point out that it will 
take at least three years for the loss data for the new audit code to 
mature to the point where others will truly be able to measure its 
profitability against other parts of the upstream portfolio.

‘�...yard�activity�
is�set�to�return�
to�something�
like�the�
levels�seen�
before�the�
extraordinary�
spike�of�2008.’



PROFITABILITY:
NOT A BUMPER YEAR FOR INSURERS, BUT HARDLY A DISATEROUS ONE EITHER
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This can be illustrated in two ways. First, we have reproduced above our historic upstream losses chart from page 31 
and superimposed on it what we believe to be the total global upstream premium income for 2009 (approximately  
USD 2.3 billion). Given that these figures are excess of USD 1 million include both insured and uninsured losses, it can 
be seen that the only years where underwriting losses have definitely been incurred are the GOM Wind affected years 
of 2004, 2005 and 2008.

LLOYD’S UPSTREAM PROPERTY/OEE/DOWNSTREAM PROPERTY INCURRED RATIOS,  
1993-2009 (AS AT q4 2009)
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As readers of our December 2009 EMR Newsletter may recall, the perception of Stephen Hawkins of Catlin, one of the 
most respected London market upstream leaders, is that 2009 will not necessarily turn out to be a profitable one for 
the market in general, especially if the GOM income is ring-fenced from the statistics. Notwithstanding this important 
consideration however, our own view is that although the 2009 loss record will almost certainly deteriorate further in 
the months ahead, this deterioration will have to be very significant to produce overall underwriting losses. 



Our chart on the previous page simply confirms this somewhat 
crude analysis as it shows Lloyd’s actual incurred ratios (earned 
premiums to paid and outstanding claims) for upstream audit 
codes (Physical Damage and Operators Extra Expense) over the 
same period.
 
Although again ascertaining upstream portfolio profitability 
simply by reference to these figures is still by no means an exact 
science, even the most conservative insurer will concede that any 
incurred ratio that finalises below 80% or so indicates that the class 
has been basically profitable that year. For 2009, it can be seen that 
the incurred ratios are at the moment still under 50%; again, the 
figures suggest that any subsequent deterioration would have to  
be massive if the 80% mark were to be breached.

The chart also shows over the course of the last 17 years, the only 
time that these ratios have exceeded 80% has either been at a time 
of unprecedented soft market conditions (1996-2000) or when a 
major windstorm has struck energy infrastructure in the Gulf of 
Mexico (2004, 2005 and 2008).

RES IPSA LOqUITUR!
To coin a legal phrase, Res Ipsa Loquitur – “the thing speaks for 
itself”. The upstream underwriting community may like to warn  
of the dangers of a more competitive market, but given recent 
results we can certainly see why capacity has increased for 
2010 and why the market may now be poised to enter a period of 
market softening.

We do have, however, one word of warning. As we alluded to earlier, 
the premium statistics reflected in both these charts include 
premiums received for GOM Wind risks. Ironically, before 2005 
the “International” (i.e. non-GOM wind) portfolio tended to 
subsidise the GOM Wind portfolio; now it seems that the previous 
scenario is reversed for some insurers. Indeed, should demand for 
GOM Wind cover fall away still further as we mentioned earlier, 
then a very significant portion of the markets current premium 
income would be removed. And if a GOM Wind event does occur, 
history teaches us that overall underwriting losses for the year have 
always been certain up until now (although the market’s new GOM 
Wind model is yet to be tested). Indeed, it could be argued that the 
only reason why profits are so robust in the years where there is not 
a GOM Wind event is that in reality these profits have to pay for the 
years when there is one.

Having said that, history also teaches us that capital providers and 
underwriting management tend to look rather more at the shorter 
term (12 months) in order to plan for the best possible return on 
the capital provided. It seems clear to us that most insurers and 
their managers have already taken the decision that they can 
compete more aggressively for upstream business in 2010.
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‘�...although�
the�2009�loss�
record�will�
almost�certainly�
deteriorate�
further�in�the�
months�ahead,�
this�deterioration�
will�have�to�be�
very�significant�
to�produce�overall�
underwriting�
losses.’



HOW FAR ARE RATING LEVELS SET TO FALL?
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By superimposing average rating levels on overall market capacity figures, this chart is designed 
to show the overall position of the upstream market and thereby place today’s market in its 
proper historical context. We can summarise the position as follows:

 –  Despite a very slight dip in 2004-06 following the GOM Wind seasons of 2004 and 2005, 
as we have seen capacity has been steadily rising during the decade.

 –  As capacity has increased, so rating levels have generally fallen, save for the “blips” 
caused by the 2005 and 2008 GOM Wind events.

 –  In the absence of a GOM Wind event that impacts the market – which is much more 
probable than in 2008 now that the product offered by the market is more limited and 
remote – it is highly probable that rates will continue to fall during 2010 and indeed beyond.

 –  There is still some way to go before the market reaches the rock bottom conditions of 
1999. Given that the 1999 market was characterised by an abundant supply of cheap, 
naïve reinsurance provision – which is certainly not the case today – we can reasonably 
assume that at some stage well before rates reach this level some insurers will begin to be 
sufficiently disillusioned to take the decision to withdraw from the market. Although in 
recent times the hard/soft market cycle has proved to be much shorter than in the past, 
the one certainty is that the market is by no means yet at that position.

 –  Notwithstanding the above, two other factors still have to be worked into the equation:
  –  The effect the new European Solvency regulations are going to have on the amount of 

capacity that the market will be able to offer cost-effectively in the future
  –  Any change in direction from the Lloyd’s Franchise Board, now that Tom Bolt has 

succeeded Rolf Tolle
 –  The key question for 2010 is therefore going to be this: how far will this market tolerate 

softening market conditions in order to hold onto their market share of quality business? 

ENERGY INSURER CAPACITIES AND AVERAGE RATING LEVELS, 1993-2010  
(EXCLUDING GULF OF MEXICO WINDSTORM)

USD Billion
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Upstream rates have some way to go before reaching truly soft market levels
Source: Willis



GLOVES COME OFF AS UNDERWRITERS 
PREPARE TO DO BATTLE
What is the evidence for this softening 
in the market today? Early in 2010, we 
are already encountering a more robust 
approach to securing premium income and 
a greater willingness for leading insurers to 
compete for business currently led by their 
underwriting colleagues. We understand 
that even some of the more conservative 
market leaders have already expressed a 
desire to target specific books of business; 
in order to maintain/increase market 
share, they have had to go on the offensive.

Furthermore, underwriters are not only 
gearing up to compete among themselves, 
some are also attempting to do so under 
the guise of their international operations. 
Some upstream leaders have understood 
the need to preserve a “voice of the market” 
image in London and are therefore in a 
less advantageous position to compete for 
premium income than some of their lower 
profile competitors. It is rumoured that one 
strategy being considered by some insurers 
is to use their international operations as 
a vehicle to generate a more aggressive 
stance while at the same time using their 
London operation to maintain a more 
conservative position. 

EXISTING RETENTION LEVELS, AND OEE 
RATING METHODOLOGIES TO REMAIN AS 
LLOYD’S PROPOSES AMENDMENTS TO 
WELCAR FORM
Despite the softening rating environment, 
the recovery of the oil price has ensured 
that existing retention levels will be 
maintained, or even increased. As in the 
downstream market, the perception of 
upstream insurers is that in real terms 
deductible levels are now at a lower level 
than in the immediate past; indeed, we 
understand that some programmes have 
featured the same deductibles since 1989! 
However, there is little doubt that insurers 
will now be willing to offer a competitive 
premium reduction for an increase in 
retentions; an actuarial analysis to prove 
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the buyer’s case, of the kind outlined in the 
leading article of this Review, will of course in 
many cases be even more helpful in improving 
the value of such a reduction.

Likewise, there still seems to be little or no 
inclination by insurers to widen the breadth 
of cover on offer. It seems that the lessons of 
the past, especially with regard to offshore 
construction cover, have been well and truly 
learned, and it will take the arrival of a more 
inexperienced competitor to make any impact 
in this regard. However, we understand that 
the Rig Committee have instigated a number of 
initiatives regarding the updating/amending of 
various wordings and clauses, being:

 –  WELCAR Offshore Construction Wording 
 –  Political Risk Exclusion and  

Buyback Clause
 –  Making Wells Safe Endorsement
 –  EED Amendment to Termination Clause
 –  LSW 498 Mobile Unit Shift Addendum

To date, only the Political Risks Exclusion has 
actually been launched.

RATE PER FOOT DRILLED STILL THE OEE NORM 
In our last Energy Market Review we suggested 
that moves were afoot in the market to change 
the rating methodology for Operators Extra 
Expense (OEE) business from the traditional 
per foot drilled basis to a new emphasis on the 
actual cost of drilling the well (Authorizations 
For Expenditure). We can advise that for 
programmes that feature a limited number of 
wells, particularly those that are deep, offshore 
and/or involve high temperatures/pressures, 
insurers are increasingly tending to rate on 
AFE rather than per foot drilled, even if the 
premium is then translated into a per foot 
drilled rate. (This may not be so visible to the 
buyer who is simply offered a per foot drilled 
rate, but it is happening.) However, for the 
vast majority of the existing OEE portfolio 
the market continues to use the existing 
methodology as it would undoubtedly result  
in a considerable increase in premiums,  
hardly a feasible concept in a softening market.
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CONCLUSION:
SOFTENING AHEAD FOR THE FORESEEABLE FUTURE?
Those readers who have been familiar with the dynamics of this market for some time will know 
that forecasting the future peaks and troughs of this market is no easy matter. What is different 
about today’s market climate is that for the first time since the upheavals of 9/11 the market is 
being subjected to an intense degree of competitive pressure; it remains to be seen how even 
the most experienced and knowledgeable underwriters react under such circumstances.

DOING NOTHING IS NOT AN OPTION
One option that most won’t be able to consider will be to sit on their hands. In the last soft 
market of 1996-2000, a very small number of underwriters were able to persuade their 
management to keep their upstream underwriting operation going despite deliberately 
reducing the insurers’ involvement in the class. When the market turned in 2001, these 
insurers were then able to capitalise on the market disarray and position themselves to take 
full advantage of the subsequent upturn in rates. However in today’s financial environment, 
it is very unlikely that many capital providers will be willing to take such a long term view, on 
the understandable grounds that it will be impossible to predict just how long this softening 
process may last.

Most insurers therefore will have no choice but to secure premium income by joining the party 
and competing for business. However, this does not mean that the softening process will be 
uniform. The market is experienced enough to recognise the most favourable quality business 
when it sees it; while the remainder of the portfolio will be able to be placed without them in 
such market conditions, we can expect to see more and more experienced insurers withdrawing 
from this type of business and focus their participation on the quality end of their portfolio 
until conditions change.

One good piece of news for insurers is of course the rise in oil prices, as this at least signals new 
sources of premium income; however in the longer term it could also signal an increase in both 
frequency and severity of losses. Only losses can provoke insurers into a full-scale withdrawal 
from this class; and until there are withdrawals, there can be no change in the supply/demand 
curve for this business. 

MAKE HAY WHILE THE SUN SHINES…BUT DON’T FORGET THE LONGER TERM PICTURE!
It is of course anyone’s guess when such losses will next materialise. In the meantime buyers 
should consider carefully how best to maximise their position and get the very best out of this 
market. While clearly the most competitive insurers are likely to attract the most attention, 
the most astute energy companies will bear in mind that nothing lasts for ever in this market. 
Opportunistic capital may enter the arena, challenging the establishment and changing overall 
dynamics; rating levels may reduce still further; buyers may assume that they will always be 
able to choose their risk transfer partners.

However, one thing’s for certain in the longer term – it won’t and can’t last for ever. History 
teaches us that when the upstream market turns, it turns with a vengeance. And when it 
eventually does, maybe those buyers who have displayed the greatest loyalty to those who have 
survived that will be best protected from any upturn. Meanwhile it is possible that insurers will 
continue to try and differentiate themselves; one such way would be to offer buyers long term 
policies to retain market share. Time will tell if this will occur and if so whether such efforts will 
prove to be successful.

As the softening process in the upstream market begins, buyers should in our opinion seek 
plenty of advice from their broker before entirely abandoning existing market relationships. 
We would recommend that buyers aim to strike a balance between maximising existing 
competitive pressures and maintaining a partnership with key markets that will be 
there for the long term.



‘�While�clearly�the�most�competitive�market�will�
attract�the�most�attention,�the�most�astute�
energy�companies�will�bear�in�mind�that�
nothing�lasts�for�ever�in�this�market.’
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‘��...now�we�can�confidently�report�a�complete�
turnaround,�with�virtually�all�areas�of�the�
portfolio�(including�North�America,�albeit�to�a�
lesser�extent)�seeing�underwriters�competing�
for�business�in�a�manner�perhaps�not�seen�
since�the�dying�embers�of�the�last�truly�soft�
market�in�1999-2000.’
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DOWNSTREAM
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In March 2009 we said:

 –  We detected a move by some regional markets to expand their portfolio to other areas of the world
 –  Capacity levels, and in particular “realistic” capacity levels, remained stable
 –  More insurers were retaining more risk, thereby increasing their focus on underwriting for profit  

and risk quality
 –  We reported a gradual hardening in the North American market in the wake of hurricane Ike,  

but in the absence of further losses we also expected a competitive dynamic to return to the market 
later in the year

 –  Conditions in the International market were still hardening, not only because of Ike but also because  
of the plethora of mining losses recorded in 2008

 –  However, a lack of withdrawals and an increase in stated capacity levels was putting a brake on the 
hardening process

“ Which underwriter will be the first to break ranks, the first to incur the wrath of fellow insurers, the first to 
confront management and treaty reinsurers with a reduction? If insurers can point to a loss-free Gulf of Mexico 
windstorm season – and therefore by implication a profitable underwriting year by the time the January 1 renewals 
come up for negotiation – it is certainly possible that this might be the catalyst for offering rating reductions in 
return for guaranteed signings and increased premium income.” 
Willis EMR Newsletter, July 2009

“ Unlike the upstream market, where certain renewals indicate that the market is still not fully softening for 
a variety of reasons, most downstream insurers have now accepted the reality that they must compete more 
vigorously to maintain their existing premium revenue and market share on non-capacity risks.” 
Willis EMR Newsletter, November 2009

A SOFTENING MARKET – BUT WHERE WILL IT ALL END?
What a difference a year makes in the downstream energy market. Only this time last year we were talking of hardening 
conditions, with the impact of hurricane Ike combining with the pain felt by those markets heavily involved with 2008’s 
mining losses; now we can report a complete turnaround, with virtually all areas of the portfolio (including North 
America, albeit to a lesser extent) seeing underwriters competing for business in a manner perhaps not seen since the 
dying embers of the last truly soft market in 1999-2000.

As these extracts from our 2009 Newsletters illustrate, we have been advising for some time that the atmosphere in 
the market was changing during 2009. But how can conditions have changed so abruptly, given the fact that the market 
remains composed of essentially the same elements as it was this time a year ago? As usual, the reasons for the change 
come down once more to the inevitable issues of capacity, losses and profitability.



CAPACITY

As the chart shows, the last time that capacity levels in the 
downstream market were so high was at the dawn of the new 
decade. Since the dramatic impact of 9/11 and the spate of refinery 
losses in 200/2001, capacity levels in both markets have gradually 
edged upwards as the decade progressed, with the trend becoming 
increasingly evident during the last few years. In North America, 
while capacity levels were hit to an extent by the Katrina/Rita 
effect in 2006, this trend was not replicated to the same extent in 
2009 following Ike; and from a non-North American perspective, 
capacity has generally been on the increase throughout the decade 
and in particular during the last four years.

AIG/CHARTIS CONFOUNDS THE SCEPTICS
Since 2008, one factor that has certainly contributed to  
increasing the supply of capital has been the survival of AIG and 
its re-emergence for downstream energy purposes under the 
new name of Chartis. By the end of 2008 there was a general 
expectation that AIG would either withdraw from the market or at 
least be less of a force; in practice, quite the opposite has occurred. 
We understand that the vast majority of downstream energy clients 
who were using AIG before the summer of 2008 continue to do so 
to this day, and indeed the company has reacted to rumours of its 
demise by demonstrating what can perhaps best be described as 
more proactive underwriting philosophies, on the back of offering 
as much as USD 250 million for a given programme. With the 
planned recruitment of Nick Hodges and Russell Sims from Zurich, 
we expect Chartis to continue to build on their re-emergence.
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DOWNSTREAM OPERATING UNDERWRITING CAPACITIES, 2000-10 (EXCLUDING GULF OF MEXICO WINDSTORM)
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While North American Downstream market capacity remains stable, its International counterpart continues 
to grow - exacerbating the softening market conditions
Source: Willis

C.V. STARR BECOMING MORE PROMINENT
Another underwriter keen to make its presence 
felt more keenly in the downstream market 
is C.V. Starr. This insurer has of course always 
been active in the downstream market; since 
they were set up in 1919 they have provided 
good, consistent support across the portfolio. 
However, until quite recently the line size 
offered for International business has been 
relatively modest and so in many instances 
the company has not been able to offer their 
maximum capacity; furthermore, they were not 
usually willing to lead placements. Now this 
traditional market stance is naturally evolving 
into something more significant. In the last 
12 months they have significantly built up the 
strength of their team by enhancing their risk 
engineering capabilities, by tripling the number 
of underwriters for this class and by providing 
additional support staff for the underwriting 
team. Not only are they now in a position to 
lead International business, they appear willing 
and able to do so.



TALBOT/VALIDUS MAINTAINS MOMENTUM
Talbot/Validus marked their entrance into the market at the end of 
2008 with a strong team based in London and New York. They have 
recently set up an operation in Singapore and have an agreement 
in place in the Middle East with ADNIC. Initially they acted as a 
supporting market, but the re-emergence of Chartis and the failure 
of other competitors to withdraw have brought about a more 
robust underwriting approach. For 2010, they have increased their 
capacity and this will allow them to write a line size that will be 
commensurate with that of an established market leader. This will 
certainly make them more valuable to the broking community.

BERKSHIRE HATHAWAY WEIGHS INTO THE MARKET ON qUOTA  
SHARE BASIS
In the past Berkshire Hathaway have offered their capacity on 
a very opportunistic, selective basis. Each individual risk was 
assessed carefully on the probabilities of success and whether 
or not it was worth exposing their capital. Last year, due to the 
worldwide financial crisis, there were considerable demands on 
their capital so they were less willing to expose it; this year, the 
dynamics are very different. Not only are they showing more 
interest in writing select business on a quota share basis across the 
world, they have also opened an office in London which is actively 
looking to provide capacity.

TORUS INCREASE THEIR CAPACITY
Torus started out in the downstream sector on a comparatively 
cautious basis, with a focus on specific well-favoured programmes 
underpinned by their technical underwriting philosophy. However, 
as they have become more established, they are looking at an 
increasing amount of quota share business. Perhaps unsurprisingly, 
they have increased their capacity since April 2009 and have also 
recruited some additional underwriting resources.
 
ZURICH START TO FLEX THEIR MUSCLES
Zurich has in recent years been perhaps slightly more selective 
than other insurers in certain territories, due to their “technical 
review” underwriting approach. Following changes in senior 
underwriting management this has now been revised, and they are 
now using their full capacity of USD 100 million without referral. 
They have also recently opened an energy office in Dubai under the 
leadership of Mike Morgan, reflecting the growing trend towards 
the regionalisation of this portfolio. 

OTHER MARKETS MAINTAIN THEIR POSITION
Notwithstanding these changes in market dynamics, other 
downstream insurers continue to maintain their position and 
interest in this class. Arch have recently appointed Hannah 
Payne as downstream underwriter in Houston; under the overall 
leadership of Michel Krenzer, SCOR now offers a combined 
downstream underwriting operation located in London and Paris; 
and the establishment of Hardy Arig Insurance Management 
increases Arig’s capacity to USD 50 million from USD 25 million, 
allowing them to underwrite not just Middle East business but  
also Asian and African programmes.
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‘�...we�expect�
Chartis�to�
continue�to��
build�on�their��
re-emergence.’



LOSSES 
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As can be seen from the tables represented on these pages, 2009 has not been particularly 
eventful from a downstream loss perspective. Although it is still too early to make a definitive 
judgement, and there is certainly the potential for this loss record to deteriorate further during 
2010, it seems fairly clear that the absence of a Gulf of Mexico Windstorm event will ensure that 
the portfolio remains profitable. Interestingly, the largest losses have for once not emanated 
from North America but have occurred at facilities from diverse locations such as Puerto Rico, 
Belgium, India and Russia.

International Downstream Losses Excess of USD 10 million recorded to date, 2009

Cause Location Country PD/LIAB USD BI USD Total USD

Fire/lightning/explosion San Juan Puerto Rico 150,000,000 10,000,000 160,000,000

Fire/lightning/explosion Tertre Belgium 56,232,000 97,000,000 153,232,000

Mechanical failure Sines Portugal 40,000,000 95,000,000 135,000,000

Fire/lightning/explosion West Bengal India 20,000,000 42,000,000 62,000,000

Fire/lightning/explosion Samara Region Russia 49,858,500 49,858,500

Collapse Scotland U.K. 8,488,000 33,952,000 42,440,000

Fire/lightning/explosion Alsace France 40,000,000 40,000,000

Mechanical failure Ashdod Israel 17,500,000 20,000,000 37,500,000

Fire/lightning/explosion Ras Lanuf Libya 35,000,000 35,000,000

Mechanical failure Parak Malaysia 27,137,466 27,137,466

Mechanical failure Emilia-Romagna Italy 4,602,000 14,761,000 19,363,000

Mechanical failure Hagit Israel 10,000,000 10,000,000

Just 12 International losses over USD 10 million have found their way onto the Willis 
Energy Loss database so far for 2009
Source: Willis Energy Loss Database as at March 12, 2010 (figures include both insured and uninsured losses)

North America Downstream Losses Excess of USD 10 million recorded to date, 2009

Cause Location Country PD/LIAB USD BI USD Total USD

Fire/lightning/explosion Delaware U.S.A. 20,000,000 40,000,000 60,000,000

Fire/lightning/explosion Ohio U.S.A. 50,000,000 50,000,000

Windstorm Oklahama U.S.A. 43,000,000 43,000,000

Fire/lightning/explosion California U.S.A. 12,000,000 24,000,000 36,000,000

Mechanical failure Nuevo Leon Mexico 27,000,000 5,000,000 32,000,000

Mechanical failure Nuevo Leon Mexico 10,000,000 21,000,000 31,000,000

Mechanical failure Tamuin Mexico 2,603,000 24,362,000 26,965,000

Fire/lightning/explosion Texas U.S.A. 25,000,000 25,000,000

Fire/lightning/explosion Texas U.S.A. 20,000,000 20,000,000

Ice/snow/freeze Wyoming U.S.A. 20,000,000 20,000,000

Fire/lightning/explosion Indiana U.S.A. 11,000,000 11,315,000

Fire/lightning/explosion Texas U.S.A. 10,000,000 10,000,000

Unusually, the North American downstream loss record for 2009 to date is even more 
benign than its International counterpart
Source: Willis Energy Loss Database as at March 12, 2010 (figures include both insured and uninsured losses)
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PROFITABILITY:
CURRENT PREMIUM LEVELS SUFFICIENT IN MOST YEARS
 

Since the emergence of the current downstream market in the aftermath of 9/11, the downstream loss record has 
been fairly consistent apart from hurricane-affected years. Even if 2009 deteriorates further, a profitable result 
can be virtually guaranteed in this windstorm-free year. The chart above shows how the annual downstream losses, 
both insured and uninsured are unable to match today’s estimated downstream market premium income except in 
the “annus horribilis” of 2001 and in Gulf of Mexico windstorm-affected years.

LLOYD’S DOWNSTREAM AUDIT CODE FIGURES CONFIRM THE PATTERN
Lloyd’s audit code incurred ratio figures are a less reliable guide to the profitability of the downstream portfolio 
than its upstream counterpart, due to Lloyd’s smaller market share of this class of business. Nevertheless, the chart 
below also shows that since 9/11 Lloyd’s downstream insurers have made a respectable underwriting profit in every 
year apart from the Gulf of Mexico windstorm affected years of 2005 and 2008. 
 

It therefore seems reasonable to suggest that these figures will encourage the market. 
Taken together with the increases in capacity outlined earlier, it’s clear that more 
favourable trading conditions for buyers can be expected in 2010. 

WORLDWIDE DOWNSTREAM LOSSES EXCESS OF USD 1 MILLION, 2000-2009  
(ADJUSTED FOR INFLATION)
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RATING LEVELS
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The chart above shows where we estimate overall downstream 
market rating levels are currently in comparison to the last 17 
years. It is important to point out that this general rating pattern is 
only an estimate, and that individual programmes and their rating 
history will almost certainly differ widely according to individual 
risk profiles and loss histories. However, in very general terms  
we can see that downstream energy rates, having reached a nadir  
in 1999, peaked quickly in 2003 in the aftermath of 9/11 and have 
been basically falling ever since, save for minor upswings in  
the aftermath of the Gulf of Mexico windstorm seasons of  
2005 and 2008.

As 2010 progresses, we can now see that rates have now generally 
fallen below those being charged immediately before 9/11 and our 
expectation is that they will continue to fall until such times as the 
portfolio becomes inherently unprofitable, or there are similar 
market-changing events. However, we expect deductible/retention 
discipline to remain.

Given this pattern, we can perhaps draw one or two conclusions:

 –  The changes in capacity, rating levels and retention levels 
following the demise of the reinsurance-driven soft market, 
the U.S. refinery losses of 2001 and the aftermath of 9/11 
quickly transformed the portfolio from an inherently 
unprofitable line of business into an inherently profitable one.

 –  Market dynamics therefore quickly forced rates down from 
2003’s artificially high peak as fresh capacity entered the 
market. They would have continued to fall rapidly had not the 
effect of the 2005 and 2008 Gulf of Mexico windstorm seasons 
been to artificially lift rates across the whole portfolio.

DOWNSTREAM CAPACITIES AND AVERAGE RATING LEVELS, 1993-2010
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Last year we pointed out that downstream market rates still remained, on average, at a higher level than 
before 9/11. Not any more…
Source: Willis

 –  In the absence of such catastrophic 
losses, it seems clear that the expected 
attritional claims associated with this 
portfolio are now low enough (given 
the increased retentions imposed by 
the market since 2001) to allow rates 
to fall still further before the innate 
profitability of this line of business is 
threatened (discounting for a moment 
the possibility of catastrophic losses).

 –  Given the fact that this is the first time 
rating levels have fallen this low since  
the imposition of increased retentions,  
it seems clear that in the absence of  
truly catastrophic losses the point  
where rating levels will become 
inherently unprofitable again remains 
something of a mystery, both to insurers 
and to brokers.

Taking this into account, perhaps it’s not 
surprising that insurers have decided to adopt 
a more competitive stance. Indeed, we have 
found that since the end of the Gulf of Mexico 
windstorm season there has been something 
of a chain reaction in the market. Such has 
been the turnaround in the atmosphere that 
we would now suggest that capacity is no 
longer the main driver; instead, the degree of 
aggression shown by individual insurers is the 
factor that is driving competition in the market.



WHY COMPETITIVE TENSIONS HAVE INCREASED
At the time of our March 2009 Energy Market 
Review, the market was characterised by a 
reasonable spread of leaders, in theory at least. 
However, at that stage those leaders were not 
seeking to compete to buy business from other 
leaders, for the vey simple reason that they 
know they were going to get a share if they 
needed it. 

However, various factors have combined during 
the year to increase competitive tensions:

 –  The need to guarantee signings
 –  The need to demonstrate more clearly 

to their management that they are a true 
leader in the class

 –  The need to show that they have a better 
understanding of the risk because they 
are the programme leader

 –  The continuing benign loss record
 –  A diminishing pool of premium following 

the oil price collapse of late 2008/  
early 2009 and the subsequent 
reduction in assets values and business 
interruption exposures

So whereas 12 months ago leading downstream 
insurers were generally content to confine their 
leadership to specific programmes, regions or 
classes of business, now we are seeing virtually 
all the established leaders actively trying to 
take a more significant role on a much greater 
variety of programmes. Naturally enough, this 
requires them to compete more aggressively 
for business. So the good news for buyers is that 
there is now more choice and competition in 
the market. 
 
ARE THE REDUCTIONS JUSTIFIED?
Does this mean that it is becoming difficult to 
justify writing this portfolio to underwriting 
management? One can understand the 
viewpoint that suggests that if the portfolio 
continues to be profitable, what difference does 
it make to insurers if the premium reduces by 
$x million? It would still be preferable to losing 
the business. Leaders may consider that if they 
are not leading the business, and in a position 
to control it, then there would not be much 
point in being involved. 
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‘�...we�would�now�
suggest�that�capacity�
is�no�longer�the��
main�driver;�instead,�
the�degree�of�
aggression�shown�by�
individual�insurers�
is�the�factor�that�is�
driving�competition��
in�the�market.’
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‘�At�what�stage�can�we�expect�to�see�any�
strategic�withdrawals?�There�can�be�little�
doubt�that�individual�underwriters�will�be�
hoping�that�their�management�will�not�be�
making�any�hasty�decisions.’



Furthermore, if there is a reduced premium “pot” available that is not growing because buyers 
are not purchasing additional policy limits, then individual insurers will want to compete 
more aggressively to ensure they receive more of it. To do this, insurers need to be at the front 
of the queue for business; if the insurer decides that he or she likes the risk, in these market 
conditions they will compete for it at virtually any cost, so long as it remains profitable.

ARE EUROPEAN INSURERS PARTICULARLY FEELING THE PAIN?
The softening pressures that we have seen since the start of the year may have been particularly 
unwelcome for the major European insurers, who historically have demonstrated a narrower 
band of risk elasticity. While some of these insurers have proved to be competitive for certain 
business, they have generally adopted some alternative underwriting strategies in order to 
maintain the flow of premium income by focusing on writing excess of loss lines as well as their 
traditional quota share portfolio. So while they are not exactly leading the soft market charge, 
they are not yet deliberately withdrawing from this line of business.

Notwithstanding this, it will be interesting to see how long these insurers’ patience lasts for if 
the softening process continues during the course of 2010. At what stage can we expect to see 
any strategic withdrawals? There can be little doubt that individual underwriters will be hoping 
that their management will not be making any hasty decisions. 

FUTURE DEVELOPMENTS
So what can buyers expect later in 2010 from a market showing all the signs of a classic 
softening environment?

WILL THE SOFTENING MARKET CONDITIONS AFFECT RETENTION LEVELS?
Buyers might be forgiven for thinking that one sign of a softening market might be a relaxation 
of retention levels, both for Physical Damage and Business Interruption risks. However, this 
is perhaps one area where even the most competitive insurers are likely to be reluctant to 
differentiate. In our 2008 Energy Market Review, we addressed the issue of “superheated” 
commodity prices and their effect on energy asset and revenue valuations; while the effect of 
the 2007-08 commodity price surge was significantly impacted by the oil price collapse later 
in 2008, prices have now recovered sufficiently to suggest that, in real terms, deductible levels 
have actually decreased during the last year or so.
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Given the softening of market conditions, there is no doubt that certain 
buyers will want to reduce their retentions – especially business 
interruption waiting periods – at the first opportunity. So far, there has 
certainly been no indication that the global carriers are giving way to this 
pressure as yet. However, for risks requiring smaller policy limits some 
regional markets that can offer global capacity may well find that this is one 
area where they might be able to differentiate themselves in the future.

COULD THE LARGEST INSURERS FORCE OTHERS OUT OF THE MARKET BY 
LOWERING RETENTIONS?
There is a possibility that the more powerful insurers might decide to use 
their market share and premium income leverage to force deductibles down 
to levels where insured losses are almost certain to occur, and then simply 
wait for their competitors to withdraw from the market. 

However, logic suggests that such a brutal underwriting strategy might in the 
end prove to be counter-productive, as it would not take long for other capital 
providers to step in once hardening market conditions reasserted themselves.

IS THERE LIKELY TO BE A BROADENING OF POLICY WORDINGS?
Current downstream wordings are generally of a fairly broad nature, and 
there is no doubt that good, bespoke comprehensive coverage is available. 
The downstream market would always like to impose manuscript wordings 
on the buyer and this has always been resisted by buyers and their brokers. 
Underwriters have tried to impose certain conditions in terms of toxic 
mould exclusion, which generally come from the requirements of the 
reinsurance treaty market rather than from the downstream energy 
insurers themselves. Now, because the reinsurance market has softened 
– and direct insurers are buying less reinsurance – the demands of the 
treaty reinsurers are less mandatory.

WILL THE REGIONAL MARKETS CONTRIBUTE TO THE SOFTENING PROCESS?
There is no doubt that certain regional markets are starting to look further 
afield for business. They have budgets for growth, and the understanding 
of the class that they have gained by writing the business locally has now 
enabled them to feel more comfortable about extending what has proved  
to be a profitable portfolio. However, certain unique areas such as the  
Gulf of Mexico are still beyond their remit.

In the Middle East, QICRe and Trust Re are now two global vehicles 
now underwriting outside the region. PZU in Poland are now looking to 
write a fully international portfolio, and we are seeing an expansion from 
MAPFRE, who has now established specialist Energy operations in Europe 
and Latin America. 

All these developments are certainly adding to the competitive pressure. 
Some have London representation, but the traditional European Energy 
underwriters that are not based in London are visiting much more 
frequently and, in certain cases, starting to open representative offices  
in order to increase the premium flow. 

This more globalised market enhances London’s position and it would 
seem clear that, given the current market conditions, insurers that are not 
represented properly in London may have more difficulty in seeing the full 
spread of the downstream portfolio as the softening process continues.
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is�simple:�
if�you�can�
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improving�
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to�cut�rates.’



Retention 
Levels

Policy 
Wordings

Pacakge 
credits

CONCLUSION:
THE CHARACTERISTICS OF A SOFTENING MARKET

MORE FLEXIBLE PRODUCTS A POSSIBILITY
The pressure on downstream insurers to differentiate themselves will continue during 2010. 
If initially the only way insurers want to differentiate themselves is on price, it may well be 
that they will have to take rating levels all the way down to levels last seen in 1999 before their 
competition is eliminated. However, if all the competition is then still in the game it will be at 
this point – or just above it – that insurers will have to differentiate themselves still further, 
because the price simply won’t be able to go any lower. Insurers would then have to offer the 
inducement of discounted terms for a package of coverages, as well as possibly showing some 
flexibility with regard to testing and commissioning provisions. They could also perhaps 
offer more by way of a flexible product that provided consistent, seamless cover between the 
construction and the operational stages of a given project. Finally, insurers would then have 
to confront their worst fear – having to lower retention levels. Should this eventually happen, 
history suggests that underwriting results would very quickly deteriorate, with imminent 
insurer withdrawals a certainty.

WILL DOWNSTREAM INSURERS FACE A NEW CHALLENGE FROM THE UPSTREAM MARKET?
One further development that may exacerbate the softening market conditions still further 
would be if certain sections of the upstream market compete more vigorously on “REC 
friendly” business (i.e. onshore business not excluded by their Refinery Exclusion Clause in 
their reinsurance treaties). In some cases it may therefore be that your broker may have to 
harness the combined expertise from both the upstream and downstream sectors to bear to get 
the best possible solution. 

BUYERS STILL NEED TO DEMONSTRATE RISK qUALITY
However, as we showed earlier there is still some way before 1999 rating levels are reached. 
Our advice to buyers, as always, is simple: if you can demonstrate improving risk quality, 
then provide insurers with the ammunition to cut rates. In this market environment, we do 
not believe that a confrontational approach is necessary; unlike other times in the market’s 
history, they need buyers as much as buyers need the cover that they offer. The market is still 
composed of the same underwriters that have featured in the previous harder markets; if they 
are provided with a compelling reason for lowering their existing pricing, they will be all too 
happy to offer more attractive terms. Meanwhile buyers may look to their broker to change the 
dynamics of their programme (such as re-layering), so that they can take full advantage of an 
increasingly competitive market.
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‘�Overall�capacity�levels�
have�increased�by�
approximately��
USD�100�million,��
mainly�as�a�result�
of�fresh�inputs�from�
the�likes�of�Antares,�
Market�Form,�Argenta,�
and�Pembroke.’
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TERRORISM
In November 2008 the terrorism market was shocked by the Mumbai Hotel attack, which in 
insurance terms eventually escalated to approximately USD 100 million. Although the loss  
was originally covered by the Indian Terrorism Pool, the Pool was heavily reinsured and so  
the impact on the global terrorism market as the final settlements found their way through  
the system in 2009 was certainly significant.

In the meantime, there have been no other losses that have been severe enough to prevent a 
gradual softening of the market. Overall capacity levels have increased by approximately  
USD 100 million, mainly as a result of fresh inputs from the likes of Antares, Market Form, 
Argenta, and Pembroke. As a result, we now estimate that there is a total of between  
USD 1.2-1.5 billion now available to buyers.

The most obvious sign of a softening market has been a drop in rating levels for clean business, 
although it has been more challenging to secure cost improvements for loss-impacted business. 

Other positive developments from an energy buyer’s perspective include an increased 
willingness to provide Control of Well and Business Interruption cover for losses caused  
by terrorism and an increased willingness by the market to offer Political Violence cover.

The insurers showing the most appetite for Terrorism business are generally from the Lloyd’s 
market, although the likes of Lancashire Re are also prepared to offer competitive terms for 
certain business. Other non-Lloyd’s insurers such as Axis and Montpelier Re have been more 
reluctant to match the underwriting stances taken by these leading markets.
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‘�Numerous�international�
projects�are�either�being�
delayed�or�cancelled�
completely,�as�financial�
institutions�are�no�longer�
able�to�accommodate�the�
continuing�demand�for�
further�development.’
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CONSTRUCTION
 In March 2009 we said:

 –  Capacity was now at a seven year high as the market 
had enjoyed a sustained period of favourable 
underwriting results

 –  Contractors’ books remained full, with vendors and 
suppliers stretched

 –  The global financial crisis had prompted a hardening  
of market conditions

 –  2009’s capacity would be focused on increasingly 
diminished global construction expenditure levels

 –  Middle East and Asia Pacific markets were actively 
competing with the more established markets

RECENT DEVELOPMENTS
Despite the recent Haiti and Chilean earthquakes, the global 
construction market has not been seriously affected by a major 
natural catastrophe in recent years. However, the latest gas 
fired power plant loss in the United States is likely to renew the 
underwriting focus on technology risks and construction phase 
testing and commissioning exposures within the power industry, 
which has enjoyed several years of profitable underwriting returns. 

The most significant topical impact has been the global credit 
crisis, from which the effects are only just beginning to be felt. 
Numerous international projects are either being delayed or 
cancelled completely, as financial institutions are no longer able 
to accommodate the continuing demand for further development. 
Nowhere has this been felt more than in the Middle East; in Qatar 
one in three infrastructure projects has been delayed and Dubai 
has received a USD 10 billion bailout from neighbouring UAE 
emirate Abu Dhabi. 

Despite this, the global construction market continues to respond 
to the diverse nature of projects and the demand imposed from 
its global client base, ranging from basic construction to complex 
engineering projects in challenging environments. Target 
risks remain those projects which embrace high levels of loss 
control and risk management, and insurer competition for these 
remains strong. The global regional hubs continue to develop, 
with continued growth and relaxation on previous regional 
underwriting restrictions and head office referral requirements  
on all risks except for the largest and most complex.
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Over the last six months the construction 
market has experienced a number of significant 
entrants, transfers and withdrawals:

 –  June 2009 – C.V. Starr tied up with 
Talbot Underwriting Ltd and QBE 
launched a USD 75 million consortium to 
write U.S. construction risks at Lloyd’s

 –  September 2009 – insurer Torus 
recruited Richard Girden (formerly Vista 
Insurance Partners) to head up their U.S. 
construction portfolio

 –  October 2009 – Hardy Underwriting 
launched a Bahrain-based reinsurance 
joint venture with Arig to focus on 
construction and engineering classes and 
in January 2010 launched a construction 
account underwritten from London

 –  December 2009 – Talbot/Validus 
recruited former Swiss Re underwriters 
Simon Wilcock and Patrick Bravery

 –  January 2010 – Canopius at  
Lloyd’s commenced a construction 
engineering account

 –  January 2010 – Arch Insurance 
Company (Europe) ceased underwriting 
major international construction and 
engineering classes from London



IMPACT 
Generally, the construction market remains stable as the nature of construction risks often 
means that rates are not as cyclical as with other classes. Most projects are placed on multi-
year project specific policies, so construction market cycles are normally driven by losses and 
potentially any specific engineering issues related to them. Significant deviation in pricing 
is unlikely during 2010; however, it is feasible to expect the potential for a slight softening of 
rates, given the likely downturn in new projects entering the global market and an abundance 
of over capacity. We can expect coverage and deductible levels to remain consistent. 

Heavy civil engineering rates are also likely to remain steady; furthermore, coverage and 
deductible levels are unlikely to come under pressure, given the complex nature of this class 
and the limited international pool of lead underwriters.

Despite the optimism of the major international treaty capacity providers, there is little 
evidence to suggest that an increase in construction treaty renewal rates was achieved and 
capacity levels remain strong. Local market hubs continue to become incredibly competitive, 
especially in Asia and the Middle East. London retains its role in leading major civil  
engineering and power risks, where again the global choice of recognised underwriters  
in this sector is restricted. 

Market strategy is therefore crucial in the accessing of the key decision makers in order to 
obtain the optimum response. A blend of local knowledge and internationally recognised 
expertise is necessary for both insurance brokers and companies. 

We would estimate that there is currently a total of approximately USD 2.985 billion in world 
construction underwriting capacity on a PML basis.
 

SUMMARY
Despite the economic downturn of the other financial sectors, the construction market 
continues to enjoy a period of sustained profitable underwriting results. However, given the 
reduction in the volume of new projects entering the market, the question remains as to 
whether this can be sustained during the course of 2010. 

The panel of lead underwriters for the class is largely unchanged, although new capacity 
providers have entered the market. In conclusion, the construction insurance industry remains 
committed and focused to providing its client base with the necessary cost effective risk 
transfer solutions to encourage continuing development. 
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‘�Significant�deviation�in�pricing�is�
unlikely�during�2010;�however,�it�is�
feasible�to�expect�potential�for�a�
slight�softening�of�rates�given�the�
likely�downturn�in�new�projects�
entering�the�global�market�and��
an�abundance�of�over�capacity.’
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‘�Put�simply,�energy�
insurance�market�
liability�pricing�is�
basically�flat�to�
softening�and�we�
cannot�identify�
factors�likely�to�
change�this�in�the�
short�term.’
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INTERNATIONAL
LIABILITIES

This section describes the conditions in the liability market for companies domiciled/
with corporate headquarters located outside of the U.S.A.

In March 2009 we said:

 –  There was now growing evidence of firmer conditions, if not an orthodox  
hard market

 –  Hardening market pressures were offset by increased capacity and an  
increase in the number of global insurers

 –  Market security was becoming a key buyer concern
 –  There were considerable geographic variations in the pricing methodologies  

of most insurers
 –  No further changes were anticipated, with little sign of any capital  

being withdrawn

INTRODUCTION
RATES ARE FLAT TO SOFT: IT’S AS SIMPLE AS THAT…
2010 looks like being a year of little excitement in the liability insurance market, which of 
course poses a problem for the writers of market reviews. However, we believe buyers will 
welcome this development as it represents a period of stability in at least one part of the 
financial sector. Put simply, energy insurance market liability pricing is basically flat to 
softening, and we cannot identify factors likely to change this in the short term.

Our analysis of the forces that are driving the supply of and demand for liability insurance is 
straightforward. Most key players in the market are seeking to maintain and increase revenue in 
a market environment where there is no shortage of good quality capacity. The wider financial 
environment has created a situation where most clients have to focus on containing costs; 
the result is a price-focused competitive market involving most insurers, either willingly or 
unwillingly. The picture would not be complete without recognising that there are some players 
in the market who continue to resist any further reduction in rating; however, the overall 
capacity position does not give them a strong hand, at least on pricing. These insurers tend to be 
the more specialist providers who may be relying on strong relationships with their key clients.

FINANCIAL ENVIRONMENT REMAINS UNCERTAIN
The relatively benign claims environment has produced combined ratios below 100% for 
many markets, reducing their reliance on decreasing investment income for profits. This 
has enabled them to sustain their growth targets; however, the financial environment does 
remain uncertain. With the spectre of recession still present, interest rates in most economies 
are likely to remain low for some time to come. Insurers will therefore need to maintain 
underwriting profitability without the level of investment returns seen in past soft markets. 
The question in the medium and long term is this: how long insurers can maintain profitability 
whilst targeting revenue growth? For the moment, we are in a short term world where the 
answers to such questions remain low down the agenda. 
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CHARTIS REMAIN A KEY LIABILITY PLAYER
The recapitalisation of AIG by the U.S. government was probably the most significant event in 
the insurance sector flowing the financial crisis. AIG, now re-branded as Chartis, continue to 
be a major player in the energy sector with substantial capacity. A year ago it seemed at least 
possible that they would pull back from the market if they did not disappear as a global entity. 
This potential scenario was certainly one factor in the premature predictions of a return to 
hard market conditions. Instead, the rebirth of AIG as Chartis has kept a major competitor 
aggressively in the game. It was also perhaps naïve to believe that insurance buyers who have 
been facing drops in revenue and commodity price volatility would be prepared to absorb any 
rises in insurance costs. 

GEOGRAPHICAL VARIATIONS STILL PREVALENT
There are still geographical variations in the market, with very aggressive competition for 
liability business remaining a feature of many local markets, particularly in Asia. The insurance 
microclimate in this part of the world is seeing a steady increase in available capacity as 
London based insurers expand their networks to capture more locally-generated business. 
These differences in degrees of competitive behaviour can be exploited by brokers in designing 
marketing strategies; for example, local markets may be able to write a primary layer at 
competitive rates but will often lack the total capacity required. This primary price can then  
be used to drive down the price of excess capacity in the international market.

FIRMER MARKET CONDITIONS MUST EVENTUALLY RETURN
In the longer term, particularly in the liability market, there are fundamental factors which 
must at some point see a return to firmer market conditions. The long tail nature of liability 
exposure raises the question of whether insurers’ reserves will prove to be adequate once 
individual years have run off. Future reserve adjustments, without the high investment returns 
of the past to cushion results, could put the market back in the red. There is little evidence 
that the underlying liability claim trends are changing; indeed, most societies are becoming 
even more litigious. Claims awareness is increasing across the developing world, while in the 
developed world, claims inflation continues to run significantly ahead of general inflation.  
Over time, this will drive up the level of attritional claims.

LITTLE UPWARD PRESSURE ON REINSURANCE PRICES
Reinsurance treaty terms are an important factor in determining the direct market conditions. 
As Willis Re reports in their latest Review, there is currently little upward pressure on liability 
treaty pricing, with rates reported as flat to -5% depending on quality of the account.  
Direct insurers also appear willing to increase retentions to combat any attempts to raise 
reinsurance pricing. 

2010 OUTLOOK – IN A NUTSHELL
 –  At worst, for the energy sector as whole we see flat renewals with a fading away of upward 

rating pressures.
 –  Currently, upstream energy exposures are seeing generally flat renewals in absolute 

terms. Reduced throughputs may disguise small rate increases on more challenging risks.
 –  A small number of specialist energy insurers are attempting to put a floor under the 

market, but risk business flowing away in the absence of strong client relationships.
 –  There is the potential for a further softening of conditions towards the end of the year as 

markets strive to reach their revenue targets.
 –  We expect to see a continuation of aggressive competition in some local markets; for 

example, the Asia Pacific region is still producing significant premium reductions for 
risks which fit within local market retentions or authority. This is often driven by the 
local operations of global insurers.

 –  Central underwriting control will, by and large, be maintained for the heavier energy and 
utility exposures, although we expect to see local markets targeting the lower end and 
drawing business away from the global underwriting centres.
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In the final analysis, the fact that plentiful capacity exists for most risks 
means that, unless insurers are prepared to eliminate capacity, they 
will not achieve significant upward movement in prices. 

CAPACITY REMAINS BUOYANT
Our chart illustrates the steady increase in capacity over the past  
years. It can be seen that the rate of increase is slowing, but has not  
yet entirely stopped. 
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New capacity continues to see opportunities in this market;  
one of the latest is C.V. Starr who are offering up to USD 25 million/ 
EUR 25 million. It is important to point out that the chart indicates 
total theoretical capacity. For the heavier energy risks, limits of  
USD 1 billion and above can be achieved. Pricing above USD 500 million 
will tend to flatten off and in some cases it may be necessary to pay a 
higher rate on line than lower layers when the limit is pushed towards 
the maximum available for the sector.

INDEMNITY LIMIT BENCHMARKING
We have been tracking the liability limits purchased by our portfolio 
of clients over time. We had been expecting the recession to lead to 
some reductions in limits purchased through 2009; in fact there is little 
evidence that this has happened to any significant extent, with soft 
insurance pricing no doubt playing a part in the decision making process. 

BUNCEFIELD TRIGGERS REVIEW OF APPROPRIATE OIL STORAGE COVER
The 2005 Buncefield Loss (outlined in the 2009 Energy Market 
Review) is prompting a review of limits for Oil Storage and other risks 
perceived to have a single event catastrophe exposure. It is not unusual 
to see those clients that usually buy less than USD 500 million for this 
type of exposure now considering additional cover. At this level most 
capacity is on the Bermudan occurrence reported form; the occurrence 
reported trigger is not a disadvantage when considering the cover in 
relation to single event catastrophe risk.

INTERNATIONAL LIABILITY MARKET CAPACITIES, 2001-2010
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‘�The�long�
tail�nature�
of�Liability�
exposure�raises�
the�question�
of�whether�
insurers’�
reserves�will�
prove�to�be�
adequate�once�
individual�years�
have�run�off.‘
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‘�Insurers�are�now�paying�close�attention�to�storage�risks,�
while�the�quality�of�risk�management�and�the�nature�
of�surrounding�property�are�now�critical�aspects�of�the�
assessment�process.’



MAJOR CLAIMS
It is of course true that major liability losses could change the dynamics of this market; 
however, in the mainstream energy areas they have been few in number. The Buncefield 
explosion in 2005 is still having an effect on the insurance market (although not on pricing).  
This is evidenced by the close attention insurers are now paying to storage risks, while the 
quality of risk management and the nature of surrounding property are now critical aspects  
of the assessment process.

However, there have been some significant events in the utility sector, which could  
ultimately impact all sectors of the energy market as many insurers write utility risks  
in their energy portfolio. 

 1) Hydroelectric plant failure
   On the August 17, 2009 one of the world’s largest hydroelectric plants, on the Yenisei 

river in Russia, suffered a catastrophic turbine failure. A 900 ton turbine was ejected 
from its housing by water pressure. The turbine room was flooded and more than 70 
people in the plant died. The subsequent enquiry indicated that poor maintenance of 
equipment operating beyond its safe life was a significant cause. 

 2) Sempra Energy
   Southern Californian wildfires destroyed over 1,100 homes in October 2007. Following 

allegations that Sempra failed to maintain power transmission lines, settlement was 
reached with 65 homeowner insurers totalling USD 686 million.

 3) Kleen Energy
   A gas explosion at the Kleen Energy plant in February 2010 during testing and 

commissioning cost five lives and many injuries. As yet no definitive cause has been 
established for the event. The impact on the liability market is not yet clear but could  
be significant.

MARKET NEWS ROUND UP
 –  C.V. Starr syndicate 1919 has established a casualty capability in London focused 

on the energy and utility sectors, which brings a useful USD 25 million capacity to the 
market. Darren Jacobs, chief underwriting officer, comments that they will have an 
appetite for the heavier exposures and a flexible attitude to coverage.

 –  Oil Casualty Insurance, Ltd. (OCIL), the sister mutual of Oil Insurance Limited (OIL), 
has announced the completion of a strategic alliance with Energy Insurance Mutual, Ltd. 
(EIM), a leader in the energy insurance market.

 –  Chaucer recently announced that Mark Lawrence, formerly at Argo, is joining to 
establish a division specialising in international general and professional liability within 
syndicate 1084. It is expected to be operational at the end of 2010.

 –  David Heard, formerly of Chartis Cat Excess, has joined Trust Re in Bahrain to develop  
a liability book focused on the MENA region.

 –  Glenn McCubbin has been appointed head of Zurich Global Energy London office;  
he maintains his role as head of liability.
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‘�...in�spite�of�all�
these�factors,�the�
market�did�not�
harden�as�forecast.’
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US EXCESS 
LIABILITIES

This section describes the condition in the excess liability market for companies 
domiciled/with corporate headquarters located in the U.S.A.

In March 2009 we said:

 –  Pricing conditions might begin to deteriorate in the latter part of 2009
 –  Reinsurance premiums at the beginning of 2009 were flat to slightly increased
 –  Over-capacity existed for most classes of energy business
 –  No major changes were anticipated as respects coverage or policy forms

THIS TIME LAST YEAR…
Predicting future conditions in a marketplace is usually a challenge at best. Last year, all the 
indicators were in place to suggest a harder insurance market in 2009:

 –  Between 2008-09, many combined ratios increased in excess of 100%
 –  There was a decline in many insurers’ policyholders’ surplus
 –  There was a collapse in liquidity
 –  Excess capital disappeared
 –  There were catastrophic investment losses for many
 –  There was an increased cost of reinsurance

WHY THE MARKET DIDN’T HARDEN IN 2009
And yet in spite of all these factors, the market did not harden as forecast. Looking back,  
it would seem that the following factors prevented any firming of rates in 2009:

 –  Catastrophe losses did not rise to a level that necessitated any change in  
market dynamics

 –  Not enough insurers experienced combined ratios in excess of 100%
 –  Reinsurance costs did not rise sufficiently
 –  Many buyers’ exposures and throughputs were down on 2008
 –  The global economic downturn did not affect excess liability insurers to the extent that it 

did outside the insurance arena
 –  While underwriting for a profit remained a key driver, better than expected investment 

returns allowed for more competitive underwriting
 –  An over-abundance of capacity for most energy/chemical risks existed even before new 

capacities came online
 –  Significant new capacity entered the market place, mainly in Bermuda
 –  The desire of many insurers to maintain their market share in the face of these new 

entries prompted additional downward pressure on pricing levels

Willis Energy Market Review 2010 | ��



SPECIFIC MARKET SECURITY FEARS EASE
As will always be the case, market security continues to be an important factor in the decision 
to purchase insurance. In general, the insurance sector has weathered the banking/financial 
crisis better then maybe initially expected. The insurers that had more issues than possibly 
others, notably AIG (Chartis), XL and Swiss Re, all now appear to be doing better than might 
have been feared. As far as AIG/Chartis is concerned, most buyers continue to monitor 
the situation; although some have reduced their exposure to this company, very few have 
completely removed AIG/Chartis from their insurance portfolios, as doing so would most  
likely have increased overall costs. 

GENERAL COUNTER PARTY RISK STILL A BIG ISSUE FOR BUYERS
However counter party risk, like security in general, continues to weigh heavily on risk 
managers’ minds. As such, buyers continue to scrutinize the amount of capacity bound with any 
one market. This is an important issue as respects the market composition/ and positioning 
of insurers in buyers’ excess liability programs, but it equally applies across all insurance 
programs that any buyer purchases, i.e. onshore and offshore property, excess liability, marine, 
aviation, D&O etc. Apart from capacity risks, there are a variety of ways to address this issue 
and each needs an individual analysis and assessment as respects the impact on overall cost, 
capacity and coverage required.

FRESH CAPACITY PUTS THE SqUEEZE ON RATES
Current worldwide energy/chemical capacity (theoretical capacity) is in the area of  
USD 1.5 billion to USD 1.9 billion, with meaningful realistic capacity, i.e. capacity that is 
economically and coverage viable relative to the buyer’s overall program costs/structure,  
being somewhat less than this figure. For most classes of business this is much more capacity 
then is currently required, which suggests that the market is still over-capitalised. 

Last year new or relatively new capital was provided by Canopius (USD 25 million), Iron-Starr 
(USD 75 million), Torus (USD 50 million) and Argo Re (USD 50 million). In addition,  
a few existing markets increased their capacities; however, from a practical standpoint these 
markets are unlikely to commit their maximum lines to the energy/chemical sectors. In spite  
of the new capacity entering the marketplace, in general it should be noted that most of 
these new markets are not lead markets and prefer to participate around the middle to upper 
portions of typical programs. 

Given the new/newish companies that entered the marketplace last year, it is doubtful that 
significant additional new capacity will become available in 2010, but it remains a possibility, 
and speculation continues that Munich Re may re-enter the arena. However, the bottom line 
is that new markets will continue to seek increased premium income to support their treaties/
business plans, which of course will continue to put pressure on rates and premiums.

PRESSURE ON RATING LEVELS WILL CONTINUE
As we have seen, pressure on rates/premiums continued to manifest itself in 2009. Accounts 
with favorable loss experience that provided comprehensive underwriting information for 
insurers to review, where exposures/throughputs were generally flat or slightly down, where 
coverage sensitivities did not exist or where competition was created or implied, were able to 
achieve premium reductions in the region of approximately 5% to 15%. As respects programs 
that fell outside the above parameters, these experienced renewal premiums generally in the 
area of say flat to plus 5%.
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BERMUDA CASUALTY MARKET UNDERWRITER MOVEMENTS, 2009

In general terms, barring some outside influence or event, we expect pressures on premium 
levels to continue in 2010. However, there may be some levelling off of actual premium 
reductions, with more flat renewals anticipated. This is because many programs have 
already been through one renewal cycle where they were exposed to fresh capacity; these 
programs have therefore already made the most of the opportunity to generate premium 
savings from restructuring.

NO MAJOR CHANGES IN TERMS AND CONDITIONS
At this stage we therefore do not anticipate any major changes from last year, not only in 
terms of pricing but also in terms and conditions as well. We do not expect any significant 
policy form restrictions or broadenings of coverage; however, when a soft market cycle 
nears its end, insurers are usually more agreeable to broadening coverage with the hope of 
avoiding further reductions in premium. That being said, given the scope of coverage many 
buyers now enjoy, at this point it is difficult to envisage exactly what further broadenings of 
coverage might be provided.

A COMPREHENSIVE UNDERWRITING SUBMISSION IS STILL KEY
Insurers continue to appreciate comprehensive underwriting submissions. Risk Managers 
that are fully informed of exposures and losses, and who can clearly articulate this in 
renewal meetings with underwriters, continue to have an advantage. With regard to capital 
expenditures, those programs that target expenditures for health, safety and environment/
loss control in general, and where management are fully engaged from top to bottom, are 
also at an advantage. Lastly, maintaining relationships with key underwriters, especially 
incumbent underwriters, continues to be beneficial when negotiating renewals and 
certainly claims. 

PLENTY OF UNDERWRITER MOVEMENTS IN BERMUDA
There was no shortage of underwriter moves in Bermuda during 2009. A few worth 
mentioning are noted below:
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In addition, Greg Cropp left Chartis in New York to join Zurich in Philadelphia and  
Mike Warwicker left AIG Cat Excess in London to join Iron-Starr in Bermuda.
 

Underwriter From To
Mark Hill Lexington  Iron-Starr
Carla	Greaves	 Ace	 Torus
Tim Proctor Ace Aspen
Jeremy	Wright	 Ace	 Canopius
Eric	Kittleson	 AIG	Cat	Excess	 Iron-Starr
Mike	Costello	 AIG	Cat	Excess	 Allied	World	Bermuda
Karl	Jordan	 AIG	Cat	Excess	 Allied	World	Bermuda
Pat	Kennahan	 AIG	Cat	Excess	 Allied	World	Bermuda
Vicki	Benevides	 XL	Insurance	 Chubb	Atlantic
Becky	DaPonte	 OCIL	 Chubb	Atlantic
Mike	Watkins	 Chubb	Atlantic	Bermuda	 Max	Bermuda
Tim Hadler XL Insurance ArgoRe
Nigel Mortimer XL Insurance ArgoRe
Debbie	Araujo	 Zurich	Global	Energy	 Unknown



UNDERWRITING ISSUES
Areas that some insurers monitor continue to 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
 –  Polyethylene Terephthalate (PET) & Bisphenol A (BPA) 

– material for food and beverage (plastic) bottling, etc.
 –  Nanotechnology
 –  Teflon and other non-stick surfaces
 –  Perfluorooctanoate/PFOA (C-8) – a processing aid in the 

manufacture of fluoropolymers to produce items such as 
non-stick surfaces on cookware, protective finishes on carpets, 
clothing, and the weather-resistant barrier sheeting used on 
homes under the exterior siding

 –  Isocyanurate – Forms rigid foam and is useful in the building and 
construction industries as well as mining

 –  Perchloroethylene (Perc) – a chemical used in the dry  
cleaning process

 –  Fire Retardants – Hexabromocyclododecane and 
polybrominated diphenyl ethers

 –  Naturally occurring radioactive materials on drilling equipment/
piping etc

 –  Di (2-Ethylhexyl) Phthalate (DEHP) – a plasticiser which is used 
to make PVC soft and pliable, used in medical devices etc.

 –  Sourcing of products from China (in particular lead, cadmium 
content), mainly for chemical companies

 –  Litigation pending in respect to Ethanol additives causing 
corrosion of fiberglass fuel tanks in boats

 –  REACH – Potential for increased litigation given disclosure 
requirements. REACH is a European Community Regulation 
on chemicals and their safe use. It deals with the Registration, 
Evaluation, Authorization and Restriction of Chemical 
substances. REACH is suppose to improve the protection of 
human health and the environment through better and earlier 
identification of the intrinsic properties of chemical substances. 
REACH Regulation gives greater responsibility to industry to 
manage risks from chemicals and to provide safety information 
on the substances. Manufacturers and importers will be required 
to gather information on the properties of their chemical 
substances, which will allow their safe handling, and to register 
the information in a central database run by the European 
Chemicals Agency in Helsinki.
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Following an uneventful Gulf of Mexico hurricane season, the additional premium 
generated to the market in the aftermath of hurricane Ike has enhanced the 
profitability of the energy sector.  But does this apparently healthy premium base mask 
a market that is on the edge of an abyss?
(WELD = Willis Energy Loss Database)
Source:  Willis Energy Loss Database (figures include both insured and uninsured losses)
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SELECTED MAjOR (RE)INSURER RESULTS, 2009 

Ace	 Net	income	more	than	doubles	to	$2,549	million
Arch	 Threefold	surge	in	net	income	despite	reduced	premium	income
Aspen	 Full	year	net	income	soared	to	$473.9	million,	up	356%	on	last	year
Axa	 Net	profit	quadruples	to	€3.61	billion
Axis	 71%	increase	in	underwriting	income	to	$525million
Catlin	 	Swings	back	to	the	black	with	a	$603	million	profit	compared	to	a	loss	of	$13	million	

in	2008
Max	Capital	 $246	million	net	operating	income	reverses	$144m	2008	loss
Montpelier	Re	 Combined	Ratio	reduces	to	62%	from	91%
Munich	Re	 Beats	forecast	with	62%	profit	surge
Renaissance	Re	 Net	income	of	$839	million	reverses	2008’s	$13	million	loss
Swiss	Re	 SFr	506million	profit	reverses	last	year’s	SFr864million	loss
XL	 Net	income	of$839	million	reverses	$175million	loss	in	2008
Zurich	 $5.6	billion	business	operating	profit	compared	to	$5.1	billion	in	2008

With results like these, it’s little wonder that capital providers are looking forward to 
another decent return from the insurance industry in 2010
Sources: Company Press Releases

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	2010.		
All	rights	reserved.
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