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Lloyd’s Upstream Property, Control of Well and Downstream Property Incurred
Ratios, 1993-2007 (as at third quarter, 2007)

(Incurred ratio = earned premium v. paid and outstanding claims)

The energy insurance portfolio has always been volatile – “superheated” commodity prices serve
to enhance that volatility still further.
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– Loss levels in the energy insurance sector have
remained low for a second successive year.
Another benign hurricane season in the Gulf of
Mexico from an insurance perspective has
contributed to a second year of profitable
underwriting in the energy sector.

– As a result, capacity for most lines of energy
insurance products for 2008 is set to increase by
approximately 10-15%. We anticipate some new
start-ups in the energy sector this year, as well as
increased lines from existing markets.
Furthermore, following our review in our last
issue, regional markets are increasingly
challenging London and other major international
markets for business.

– Further softening in the energy insurance market
is therefore inevitable during 2008. Generally,
insurers believe that this portfolio can still be
written profitably at the moment, as rates are still
relatively high by historical standards. Global
market appetite for energy business therefore
remains as robust as ever, and we believe it would
take a series of significant losses for current rating
trends to be reversed.

– Despite this, there is apprehension in the market.
Our title refers to the recent sharp increases in the
price of oil, steel, building materials and contractor
day rates that have had a significant impact on the
energy industry risk management landscape. These
“superheated” prices have resulted in increased
replacement cost valuations and provided extra
scope for longer and costlier delays in the event of an
accident. Most insurers are aware that many values
declared to a significant number of programmes
have not been reviewed during the last twelve
months. This is not only preventing them from
receiving an appropriate premium for the risk but
also effectively making them retain more exposure
in the primary area of the risk spectrum. 

– The potential for more expensive losses in the
energy sector has therefore been enhanced.
Furthermore, the energy industry continues to
operate at full tilt; existing infrastructure is being
pushed to its limit, project activity is at record
levels and energy companies are increasingly
investing in hostile terrains, often deploying new,
untested technology. 

– Meanwhile, insurers’ focus is on maintaining
premium income in this softening rating
environment. Those valuations that have been
reviewed, increased and subsequently declared 
to the energy insurance market have resulted in
premium income levels being maintained, thereby
allowing insurers to fulfil premium income targets
and provide them with the potential to maintain
the profitability ratios of the last two years.
However, this has been at the expense of a greater
exposure to risk at a time when direct insurers 
are generally transferring less risk to the
reinsurance market.

– For clients, this means that energy insurance
products now provide better value for money than
at any time since 9/11. However, for insurers it
raises the question of how exposed they really are
to the enhanced volatility of the energy risk
environment. For brokers, the task as ever is to
bring buyer and insurer agendas together and try
and establish a more sustainable valuation of
insurable risk.

IN THIS ISSUE…



Willis Energy Market Review January 2008 3

Foreword – Phillip Ellis, Chairman, Willis Energy 4

Superheated commodity prices: a blessing or a curse for energy insurers? 6

Reinsurance 24

Upstream 26

Downstream 36

OIL Update 44

Construction 47

International Liabilities 50

US Excess Liabilities 57

Terrorism 60

D&O 65

CONTENTS



4 Willis Energy Market Review June 2007

FOREWORD



Willis Energy Market Review January 2008 5

It seems we are always in a period of rapid change when it’s time
to write the foreword to our Energy Market Review, and as a
result I’m compelled to use an ‘on the one hand – on the other
hand’ approach. But this is really an illusion, because we are in a
time of continuous rapid change in the energy insurance industry,
and people who are absolutely sure about what the future holds
are probably spending too much time with their clairvoyant. 

Today is no different; in fact, we may be at our most challenging
time ever in terms of articulating what the next six months hold 
for us. Our title theme is clearly not referring to prices being quoted
by offshore and onshore underwriters. We are in a very soft and
softening market; the fact that everyone says so may raise some
doubts for the contrarians among us but, as our analysis shows,
prices are down, losses are at record lows, and markets are still
profitable even as capacity is being added to important lines. Our
title refers instead to the superheated prices of our clients’ main
products and for the commodities, materials and people they
require to expand their businesses. These prices have driven up
asset values which in turn have been an important factor in holding
off a complete property insurance price collapse. 

It is pretty clear that declared values for insurance purposes are
still shrinking as a proportion of realistic replacement values,
which is not good for our industry. Clients are retaining more risk,
due to their ample cash flows and also to their growing confidence
that low loss levels are the norm. In fact, neither condition is
assured. We appear to be headed into a global financial crisis that
‘has legs’, as our Chairman Joe Plumeri puts it. And this crisis is
very likely to affect global economic activity. As this situation
unfolds, oil prices are very likely to fall; the only question is by how
much. In this event, client cash flows will decline from the record
levels of recent years. Insured losses have been minimal for two
years now; a third year might suggest that our clients really are
operating their assets in ways that are far superior to the past.
However, while this is no doubt true for some companies, for
others the run of good luck is just that. It is very hard for us to
accept that this run of low loss activity will continue indefinitely.
Ultimately, something will break.

So here we are at another turning point. We can only hope for a
‘Goldilocks’ future in which oil and commodity prices decline to
levels that are ‘just right’ to guarantee continued levels of high
investment and returns for our clients while taking some of the
pressure off of their supply chains. For brokers and underwriters,
this ideal future would include more demand for our products
and services as our clients assess the changes in their exposure 
to risk brought about by these commodity price increases. As
ever, it is up to us to innovate and improve our offerings to such
an extent that our clients’ appetite for them continues to grow. 

Phillip Ellis
Chairman, Willis Energy
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SUPERHEATED
COMMODITY
PRICES:
A BLESSING 
OR A CURSE 
FOR ENERGY
INSURERS?

Back to the seventies – who remembers inflation?
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That is, until now. Although overall global
inflation rates remain low compared to
thirty years ago, recent steep increases in the
price of oil, steel and other commodities over
the course of the last five years or so, and the
consequent knock-on effect of these on
refining and E&P costs, are already having a
significant inflationary impact on the energy
industry risk management landscape. 

In this article, we will examine:
– The commodities whose “superheated”

price increases have had most impact 
– How those commodity prices have

affected potential downtime exposures
and asset valuations

– Whether they should be regarded as a
“blessing” or a “curse” by the energy
insurance market

In conducting our research for this article,
we spoke to several leading energy
insurers from the London energy market
as well as two well-known figures from 
the recruitment world. They are:

– Stanley Cochrane, Head of Onshore
Property, Swiss Re

– Michael Cripps, Managing Director,
Cripps Sears & Partners

– Paul Dawson, Energy Underwriter,
Beazley plc

– Andrew Eliot, Director, Eliot Partnership
– Roger Giddings, Head of Global

Energy, ACE-INA
– Michael Gosselin, Senior Vice

President, Marine, Energy &
Construction, Liberty International
Underwriters 

– Colm Kelly, Sector Head, Oil, Gas and
Petrochemicals, Infrassure

Some of their observations are quoted on
the following pages. We would like to thank
them for their time and the benefit of their
expertise. However, apart from when
quoted directly, the views expressed in this
article represent Willis’ own conclusions 
as a result of our research and should be in
no way specifically attributable to any
individual member of the panel.
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Level at which Willis estimates that today’s project activity remains generally economically viable

Superheated Prices: Current Trends
OIL

Cushing, OK WTI Spot Price FOB (Dollars per Barrel) 2002-2007

Oil prices have doubled in less than three years – and are unlikely to return to pre-2005 levels in
the future.

Source: Cushing
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The price of crude oil is now at an all time
high, due essentially to unexpectedly 
high demand from emerging economies 
at a time when global supply is fragile.
Many experts now fear that supply will
continue to struggle to match projected
future demand, and so the era of
relatively high oil prices – i.e. anything
from US$ 60 per barrel upwards – 
is pretty much here to stay. 

Most experts would agree that if prices do
indeed stay above US$ 60 per barrel, then
the recent upswing in project development
activity in the energy industry will not 
only continue but may actually increase 
as more and more fields hitherto
considered marginal (due to high lifting
costs occasioned by extreme water depths
and inhospitable terrains) become a 
viable proposition for oil companies.

0

100

200

300

400

500

600

700

200720062005200420032002

US$/
tonne

Steel, Concrete and Cement

Carbon Steel Prices, 2002-2007

Source: Datastream Database

Steel prices have doubled in less than four years, with serious knock-on effects on the replacement
cost valuations of energy industry infrastructure.

Although prices took a dip during 2005, 
our chart also shows the cost of steel as
having increased threefold over the last five
years. As a raw material for the energy
industry, this steel price rise naturally
increases the replacement cost value of
plants, platforms, rigs, pipelines and other
industry infrastructure, and escalates the
overall contract values of new projects.

As if rises in the price of steel were not
enough, significantly increased demand 
for building materials such as concrete 
and cement from the emerging economies
of China, India and Brazil has also
escalated these materials to substantially
increased levels.
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Contractor Costs
The high oil price (together with the desire
to replace pumped reserves and develop
security of supply) has resulted in greater
exploration and production activity.

Drilling contractor day rates have
skyrocketed as a result of increased
demand. This has particularly been the
case for semi-submersible rigs, as deeper,
more challenging activity is undertaken.
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Semi-submersible day rates have quadrupled in less than three years, increasing the potential
cost of redrilling wells following a blowout as well as loss of hire amounts.

Existing infrastructure pushed to
the limit
The first and most obvious impact of the
rise in oil prices has been on the expansion
of both upstream and downstream energy
industry activity. On the upstream side, 
rig utilisation rates are now running at
100% in several areas and fabrication yards
are full to bursting with new orders for rigs
and production infrastructure. On the
downstream side, existing refinery capacity
is being pushed to its limit - according to
the BP Statistical Review of World Energy
2007, during 2006, global utilization rates
reached the mid 80%s (with some parts of
the world pushing into the 90%s) while
record margins of nearly US$ 19 per barrel
were reached earlier in that year. 

Project activity at record levels
Meanwhile pressure is mounting on both
Independent Oil Companies (IOCs) and
National Oil Companies (NOCs) to feed
the ever-increasing global demand. The
result has been a dramatic increase in 
new projects worldwide, particularly in
key areas such as the Middle East, as 
the charts outlined on the following 
pages explain.

Superheated Prices: Impact on Energy Industry 

Source: ODS



10 Willis Energy Market Review January 2008

Total Number of Ethylene expansions excess of 100,000 tonnes per year,
2003-06

The Middle East and North East Asia account for the majority of ethylene expansions in recent years.
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Planned new refineries (primary distillation capacity)

Participants Capacity Probable
(‘000 b/d) completion

Europe and Eurasia
Russia
Nizhnekamsk* Tatneft 140 2008

Turkey
Ceyhan Calik / Indian Oil 300 2012
Ceyhan Petrol Ofisi / OMV 200 2012
Ceyhan Turcas / Socar 200-400 P

Africa
Algeria
Tiaret Sonatrach / Partner 300 P

Angola
Lobito Sonangol 120 ˆ 2010

Egypt
Ain el-Sukhna EGPC / Kuwait interests 100 2012
Kafr el-Sheikh Noor 350 2012

Nigeria
South

ONGC / Mittal 200 P
Sudan
Port Sudan State / Petronas 100 2010

Tunisia
La Skhira QP / Petrofac 150 2011

Source: CAMI
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Participants Capacity Probable
(‘000 b/d) completion

Middle East
Abu Dhabi
Ruwais Adnoc 250-300 2012
Iran
Abadan NIORDC 180 2011
Bandar Abbas NIORDC 360 ˇ 2010
Bandar Abbas NIORDC 300 2011

Kuwait
Al-Zour KNPC 615 2011

Lebanon
Tripoli / Zahraani QP 150-200 2012

Oman
Al-Duqm Oman Oil 300 2012

Qatar
Ras Laffan QP / ExxonMobil / Total / 146 ˇ 2008

Japanese firms

Saudi Arabia
Jazan State / Partner 400 ˇ P
Jubail Aramco / Total 400 2011
Ras Tanura Aramco / Partner 400 2011
Yanbu Aramco / ConocoPhillips 400 2011
Syria
Deir al-Zour State / Noor 140 P

UAE
Fujairah Ipic 500 P

Asia-Pacific
China
Guangzhou (Guangdong) Sinopec / KPC 300 P
Huizhou (Guangdong) CNOOC 240 2008
Pengzhou (Sichuan) PetroChina 200 2010
Qingdao (Shandong) Sinopec / Partner 200 2009

India
Bhatinda Hindustan 180 2010
Bina Bharat 120 2010
Paradip IOC 300 2011

Indonesia
Selayar (Sulwesi) Hemoco Selayar 250 2011

(Kuwait / Indonesian interests) 

North America
US
Union County (South Dakota) Hyperion Resources 400 P
Yuma (Arizona) Arizona Clean Fuels 150 2012

South and Central America
Brazil
Rio de Janeiro Petrobras / Ultra 150 2012
Suape Petrobras / PdV 200 2012

Panama
Location undecided QP / Occidental / State 350 P

P Planned, start-up date uncertain.
* To reach capacity in 2010.
ˆ To double to 240,000 b/d subsequently. 
ˇ Condensate refinery. 
~ Up to 400,000 b/d.

Source: Petroleum Economist



12 Willis Energy Market Review January 2008

Increased operations in new
technology and new terrains
A major challenge for IOCs now lies 
in meeting increased demand for
hydrocarbons from the world’s 
emerging economies. Generally, 

IOC supply is not distributed effectively
within these economies, given that in
these areas much of their hydrocarbon
reserves continue to remain under 
the control of national governments 
(see chart below).

Europe (non-FSU)

FSU

N. America

Africa

Middle East

Latin America

Asia/Pacific

1.74%

2.52%

56.01%

8.72%

6.94%

15.23%

8.80%

IOCs therefore have to look elsewhere in
their efforts to meet production targets and
match global demand. They need to find
and secure reserves in hostile geophysical
environments, such as offshore locations
featuring deeper water depths and
inhospitable terrains. Examples include 
the Arctic and the ultra deep waters in the
Gulf of Mexico, the Campos Basin offshore
Brazil and the Gulf of Guinea offshore
Nigeria. IOCs have also been developing

complimentary energy sources such as
LNG, tar sands, ethanol and coal to liquids,
as well as developing new forms of oil
recovery techniques. 

Most of these developments are likely 
to  have involved the deployment of new,
untried and untested technologies, at a
time when the pressure to maximise
production levels is greater than ever.

Regional share of worldwide crude oil reserves, 2006

Source: BP Statistical Review of World Energy, DeGolyer & MacNaughton/OGJ

Most of the world’s oil reserves are in the hands of NOCs -making it harder for IOCs to match
projected demand.
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Increased project and replacement
cost valuations
The increase in commodity prices,
especially steel and concrete, has
naturally had a knock-on effect on the
calculation of the replacement cost of
assets in the energy sector. The upstream
insurance market has been struck by the
significant escalation in the values of key
assets, notably in the Norwegian sector 
of the North Sea, which have once again
begun to test the capacity of the
commercial insurance market. 

Some insurers have commented that they
have noticed in some submissions that the
values they receive appear to be low, given
insurers’ knowledge of existing values at
similar facilities (a natural tendency for
underwriters to protect these interests
would be by means of an average clause).
It is perfectly possible that some
insurance buyers may have been taken by
surprise by the effect of the superheated
prices described earlier, and it may well be
difficult to take all of these into account
when buyers are going through their

valuation exercises. In particular,
although most buyers have realised that
BI values have gone up following the oil
price rise, it may have taken some of them
a little longer to realise that increases in
the price of steel, nickel, electricity prices
and the services of specialist contracting
companies would have such a dramatic
effect on the replacement cost value of
their assets.

As far as new projects are concerned,
building costs have also increased
dramatically, due in no small measure 
to the scarcity of available building
contractors. Swiss Re has recently
published a paper (Energy Construction
Boom – a Paradigm Shift for Insurers,
available for download on their website
www.swisre.com) that shows how
upstream capital costs in key regions such
as the Middle East, Europe and North
America have doubled over the course 
of the last three years or so.

Ultra deep water (>1,500 metres)

Deep water (>1,500 metres)

Shallow water (0-300 metres)

Onshore

Production
2.054m boe/d

Proved Reserves (SPE)
13.75bn boe

Exploratory Area
152,800 square km

“The most
important thing 
is that the
people consider
doing these
valuations more
frequently than
in the past. 
I would say
probably every
three to five
years would
have been
normal, but
that was in a
time when
costs were not
moving up so
rapidly. Now 
it should be 
an annual
exercise”. 

Stanley Cochrane

Brazil – reserves and production compared with water depth, 2006

Source: Petrobras/World Petroleum Council Yearbook

Future oil production offshore Brazil is likely to be from much deeper water in the future.
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Potential for longer and 
costlier delays
Oil and commodity price rises have
dramatically increased the potential for
more frequent and severe Business
Interruption losses.

From the information available it would
appear that there is a much greater
potential for both upstream and
downstream operations to be disrupted
(following even a minor physical damage
loss) for periods in excess of two years. 
This is due to the chronic global shortage of
shipyards, contractors and skilled labour.

Drilling contractors are now facing the
more serious issue of lead time for replacing
critical items of equipment. In the case of
blow out preventers and risers it now takes
anywhere from 18 months to 24 months to
secure replacements from manufacturers.

With semi submersible rig hire costs in the
Gulf of Mexico now averaging US$ 400,000
to US$ 500,000 per day, should a rig be laid
up for two years, a contractor may now be
exposed to a loss of hire amount of between
US$ 288 million and US$ 360 million in the
event of damage to a critical item of rig
equipment. With rig utilisation rates close
to 100%, the knock-on effects of a rig out of
commission to a project could be
catastrophic – and may even result in its
cancellation.

On the downstream side, the problems 
of skill shortages and lack of availability 
of contractors are very similar. The time
required to acquire specialist pieces of
equipment, materials and technicians to
install them is much longer because of the
current backlog of projects. For example,
the replacement of a wet gas compressor
will now take significantly longer than the
previous norm of nine months. 

This raises the issue of whether buyers’
periods of indemnity are actually sufficient
to cover the extended time required to
effect repairs. 

Whereas 24 months has generally been
regarded in the past as an appropriate
maximum period within which facilities
can restart following a physical damage
loss, buyers are now estimating that 
this period is frequently 36 months 
and often now as high as 48 months. 
In a very few recent cases, even 60
months indemnity has been required 
by energy companies.

Implications for Risk Managers
Clearly, the implication of all these
developments for energy Risk Managers 
is that the potential for both physical
damage and business interruption losses –
both in terms of frequency and severity –
has significantly escalated over the course
of the last few years. Few would suggest
that energy companies are likely to 
buy less insurance as a result of these
developments, and it will be vital for 
them to be aware of the extent to which
insurance will be able to help them to
manage their increased exposures in 
the future.

But what of insurers? After all, energy
company exposure to increased risk is 
what they are in business to protect, 
and increased demand for their product
should be welcome following the
competition generated by the growth 
of captive and mutual participation on
energy programmes, not to mention the
recent softening market conditions. 
But in reality will they regard these
developments as a blessing or as a curse?
Is the market really prepared for the
increased exposures that it is taking on
at this stage in the market cycle? 

“When you 
have to employ
20-25,000
contractors to
build a world-
scale facility
these days, 
the logistics
and resources
involved in 
that process is
increasing the
exposure on
every insurance
policy in the
Middle East.” 

Michael Gosselin

“One observation that we have made is that rebuild times have moved 
out significantly in recent times, it might now well be the case that an
average rebuild time is 36 months, whilst the average indemnity period for
BI policies purchased may be 24 months. This raises the question as to
whether there is adequate insurance purchased or perhaps even available
in the market and also suggesting perhaps under-insurance of the risk.”

Roger Giddings
“It’s not as 
if these
contractors 
just have
nothing to do,
they are tied 
up in major
developments
around the
world whether
it’s in the oil
sands or new
refineries in 
the Middle
East, Asia or
wherever. The
skill base is 
tied up there 
so this will
cause delays 
to the overall
replace and
repair process,
which just
enhances the
claims value.” 

Stanley Cochrane 
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A Blessing?...

Increased valuations allows this market to fulfil premium income targets
in a softening rating environment
The natural corollary to buyer demands for increased policy limits and offshore
construction coverage is an increase in premium income and a further transfer of 
risk to the energy insurance market.

Lloyd’s Energy Audit Codes premium income in 2006 £: 1996 versus 2006

In real terms, Lloyd’s energy premium income levels are considerably higher than at the start of
the last major soft market of the 1990s – particularly for upstream property.
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The chart above shows the full extent of
the changes in the Lloyd’s energy market
dynamics, particularly in the upstream
sector, during the course of the last ten
years. In real terms, premium income for
upstream property- Lloyd’s ET audit code
– has increased by more than three times,
largely due of course to rating increases
brought about to redress the
premium/claims imbalance following
hurricanes Ivan, Katrina and Rita, and
increased project activity.

As we have pointed out in our introduction
to this review, the last two years have been
remarkably benign from a loss perspective
and following these two highly profitable
years, capital providers and underwriting

managers are keen to see existing energy
portfolio premium levels maintained.
Furthermore, those insurers who have
purchased reinsurance protection have a
clear need to cover their costs.

However, energy underwriters are finding
that achieving this objective is becoming
increasingly challenging. The softening
rating environment, brought about by 
over supply of capacity, is now taking its
own toll on individual insurers signings 
as they fight for favourable programmes.
Increased replacement cost valuations 
and Business Interruption indemnities
therefore relieves some of the pressures of
a softening rating environment  and helps
insurers to maintain premium income. 

“The energy
market is now
really tight,
and getting
repairs effected
is going to be
very difficult.
It’s going to be
more difficult
to get hold of a
vessel to make
repairs, and
yard space
throughout the
world is in very
short supply.” 

Paul Dawson

“When you start
running out of
contractors 
you have got 
to question the
quality of the
ones that are
being picked up
to do those last
minute jobs.
There are more
and more
subcontractors
appearing that
only get named
with a bit more
probing by the
underwriter, 
and when you
do a bit of
investigation
into these
contractors you
have to question
just how much
experience 
they have in 
the oilfield.” 

Colm Kelly

Source: Lloyd’s/Willis Energy Loss Database
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Increased valuations are supporting the continued profitability 
of the energy portfolio

Energy insurer capacities and average rating levels, 1993-2008
(excluding Gulf of Mexico Windstorm)

In general, rates for energy insurance business are back where they were just before 9/11 – but
nowhere near where they were during the last soft market.

Offshore Capacities
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In a historical context, the chart above
shows that even the softer rates that the
market is currently experiencing are higher
than they were during the last truly soft
market of the late 1990s. This factor, coupled
with the maintenance of retention levels,

sub-limits and other policy conditions,
should provide a more stable underwriting
environment in the future, with more
consistent results and less of the volatility
experienced by the market during the 
years 1996-2002.

Major Energy Losses to Date, 2007 (US$, excess US$ 1 million)

Downstream

Cause Location Country PD BI Total
Fire/lightning/explosion Texas USA 50,000,000 200,000,000 250,000,000
Flood Coffeyville, Kansas USA 75,000,000 125,000,000 200,000,000
[unknown] Al-Jubail Saudi 25,000,000 175,000,000 200,000,000

Arabia
Fire/lightning/explosion Mississippi USA 200,000,000 200,000,000
Corrosion Texas USA 7,000,000 143,000,000 150,000,000
Mechanical failure Ancash Province Peru 1,000,000 85,000,000 86,000,000
Fire/lightning/explosion Sharjah UAE 81,000,000 81,000,000
Fire/lightning/explosion Volgograd Russia 55,000,000 55,000,000

Source: Willis

“If you take a
hypothetical
situation of an
E&P operation 
at 100,000 B/D 
at US$ 100/bbl 
that’s US$ 10m/
day. 60 days
downtime
equates to 
US$ 600 million
– but to whom 
is that a
catastrophic
loss? The insured
is losing US$
600 million, but
for the rest of 
the year he 
is making 
US$ 2.5-3 billion
from that same
operation – losing
US$ 600 million
out of 
US$ 3 billion 
is by no means
catastrophic to
that company.
And that’s just
looking at that
one location. 
Such a loss will
certainly have 
a bigger impact
on the insurance
market.” 

Colm Kelly
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Upstream

Type Cause Location Country PD OEE BI Total
Well Blowout Louisiana USA 80,000,000 80,000,000
Platform Fire/lightning/ Haut Mer Congo 50,000,000 17,500,000 67,500,000

explosion
Well Blowout Louisiana USA 52,000,000 52,000,000
Well Blowout Gulf of Mexico USA 33,000,000 33,000,000
Rig Grounding Gulf of Mexico USA 24,000,000 6,500,000 30,500,000
Pipeline Mechanical North Sea Netherlands 26,000,000 26,000,000

failure

As we have already noted, 2007 has to date
replicated the remarkably benign 2006 
and the Willis Energy Loss database has
recorded only five losses to date in excess of
US$ 100 million. There can be little doubt
that the reduction in attritional loss activity
can be put down to the increased retention
levels imposed originally in the wake of the
disastrous underwriting years of 1997-2001.
There are certainly grounds for market
optimism; regardless of how the laws of
supply and demand may affect rating levels,
retention levels have stood firm for
virtually all lines of energy coverage.

Increased commodity prices should
directly increase the volatility 
of the energy portfolio– but 
today’s market is less exposed to
commodity risk than in the past
Much has been made in recent years of the
increasing sophistication of the energy
insurance market. As we have documented
in previous editions of this Review, lessons
from previous eras have well and truly been
absorbed and the likelihood of a single
insurer breaking ranks to offer markedly
different terms from its competitors
remains remote. Underwriting models
have been redefined, the Lloyd’s Franchise
Board has insisted on viable business plans
and insurers have never been more aware
of the details of the risks they are currently
taking on board. There is little doubt that
there is a greater focus by underwriting
managers on risk selection as well as price
monitoring. Additionally they are focusing
more on engineering expertise as well as on
business interruption and contingent
business interruption exposures in their
efforts to strive for a fair division of risk
allocation between buyer and insurer.
Other markets are continuing to develop
their own in-house engineering expertise.

Several have undergone intensive
assessments on the values that they are
given from their clients and have swiftly
contacted them when the valuations have
appeared to be incorrect. On the Business
Interruption side, some key insurers have
also conducted extensive research
examining the margins in different parts
of the world, and there is certainly more 
in the way of client-underwriter dialogue
on this issue as well.

This has certainly proved to be the case
with regard to the commodity risk aspect 
of offshore loss of production income cover
(LOPI). It has now become commonly
accepted in the upstream market that with
the sudden upswing in crude oil prices
towards their current levels it has become
all but impossible to truly understand and
rate the risk of such an upswing, and most
upstream insurers take the view that they
are not commodity market speculators.
One can perhaps sympathise with this
view; how should they be in a position to
comprehend the effect of spot price
movements  given that  they are provided
with only one opportunity every year (at
renewal) to price the product?. Insurers
are clearly much happier to absorb
catastrophe rather than commodity risk.

So market optimists are hopeful that they
now have the ability and the tools to
manage their exposure to the enhanced
risks posed by superheated commodity
prices and generate a profitable portfolio.
But will their grounds for optimism 
stand the test of the long term?

“Buyers want 
a product that
will give them
short term
working cashflow
recovery. What
the underwriters
really want to
provide is longer
term cashflow
impact, maybe
where there 
is a very
significant loss
event which
results in a
significant
deferment of
cashflow.”

Paul Dawson

“There is a good
probability that
high commodity
prices are here
to stay for 
some time. This
provides greater
security to our
Insureds when
they invest.
Ultimately we
all benefit 
when we and
our customers
are able to 
plan with a
longer term
perspective.”

Paul Dawson
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Or a Curse…

Higher oil prices, new technologies
and engineering skills shortages
correlate to higher loss frequency
and severity probabilities
No matter how reassuring the arguments
of the optimists in the market may be,
there can be little doubt that there remains
much about the changed risk profile of 
the energy industry that still leaves plenty
of scope for market apprehension.

As one member of our panel reminded us,
you cannot underwrite what you cannot
measure or quantify. When energy
companies are operating in remote
locations using new technology in water
depths of 20,000 feet and more, it
becomes virtually impossible to establish
and identify the actual probability of the
number and perhaps more importantly 
the severity of any losses.

It should of course be pointed out that
upstream energy insurers have always
been prepared to break new ground and
offer cover for operations using new 
and untried technology. However, the
deployment of new technology is
occurring at a time when there is now 
a chronic shortage of skilled labour to
oversee the new operations.

The reasons why there has not been
sufficient natural replacement from the
universities and through the industry are
twofold. Following the oil price crash in
1986, the oil companies generally stopped
investing in graduate engineers, and
supporting institutions to develop such
people. At the same time young people 
lost confidence in taking an engineering
degree and going into the energy industry,
due to the shortages of jobs on offer. 
This happened across the world as rock
bottom oil prices affected everyone,
particularly in western investing 
countries. So suddenly a number of years
later the energy industry has an alarming
gap of engineers with good experience. 

Now that the oil price has risen to its
current stratospheric level, the demand 
for such skilled and experienced engineers

has naturally increased accordingly. The
contrast with 15 years ago is stark – at that
time oil companies would have had an
engineer involved with a given project 
from its inception, running with it through
the construction for that project up to
maybe four years into the operational
cycle. Today, the challenge for energy
companies is finding those engineers with
specific experience who are willing to
commit to such lengths of time in a highly
competitive marketplace.

Increased values mean the
downstream energy insurance
market has become more “first
loss” in nature and is not 
attracting sufficient premium 
to fund future losses
It has been some time now since full 
value policies have been seen in the
downstream energy insurance market.
Because policies are loss limited, it is not
uncommon for the Estimated Maximum
Losses (EMLs) of major energy risks to
exceed, or certainly run very close to, 
the policy limits purchased.

The effect of introducing increased BI
exposures into a combined policy limit 
is clearly to accelerate the speed at which
a loss can reach its limit. Although there
are techniques available to mitigate and
balance this effect in underwriting
portfolios, generally speaking the market
eschews them, in order to write a
meaningful share of an attractive risk. 
As values rise, so should retention levels
in order for what insurers consider  to 
be the correct balance of risk retained
versus risk transferred to be maintained.

As ever in a softening market, there
remains the temptation for insurers to
take a large share of a loss limited policy.
This makes the task of balancing the
portfolio that much harder, because the
effective result of increased plant and
business interruption values is that the
downstream book has become one of
extreme severity. The adequacy of rating
is much harder to test when overall policy
limits are maintained as the market
effectively becomes one of “first loss”. 
As such, this will almost certainly lead

“Worldwide
there is a great
shortage of
engineers and 
I think you will
have seen it
reported that
the average 
age of an energy
experienced
engineer
worldwide is 
45 and in 
the US 50.” 

Mike Cripps

“Upfront
payments to
engineers to
join oil
companies 
and retention
bonuses are
fairly normal
now. It’s
unbelievable,
that was
investment
banking ten
years ago, 
now it’s the 
oil industry.”

Mike Cripps
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eventually to an inadequacy of risk
transfer premium.

This inadequacy is of course exacerbated
by softening market conditions. Despite
the benign loss record of the last two
years, there is nothing to suggest that
catastrophe losses will not continue to
happen. Meanwhile existing facilities,
particularly in the United Sates, are
getting older, and in the wake of the
recent Texas City loss the focus has been
directed towards personal safety and
risk-based inspections rather than
material integrity. But given a relatively
mature industry such as the US Refining
and Marketing industry, perhaps the
focus should still be sufficiently directed
towards maintenance and inspection,
rather than less. 

In the United States, no new refineries
have been built over the last 30 years, and
in the wake of the recent oil price rises, 
we have seen that demand is such that
existing infrastructure is operating at 
near capacity levels. 

This scenario is one that inevitably is
causing some anxiety in the market 
and there are now real fears within the
downstream underwriting community
that when losses do occur, they will
certainly be much more severe.

Increased values mean the
volatility of the BI portfolio has
increased still further
Even those underwriters who write
business interruption insurance sometimes
concede that the market doesn’t always
determine an accurate and fair premium for
the exposure that they take on. Over the last
10-15 years, insurer sources estimate that 
BI losses – whether insured or uninsured -
have generally outstripped PD losses to the
market by a factor of approximately three 
to one. These sources have also indicated 
to us that one major recent incident in the
Middle East, which resulted in a physical
damage loss of approximately US$ 100
million, would have also resulted in a claim
for business interruption of between 
US$ 500 million and US$ 600 million had
this exposure been insured.

However, if the historical premium
relationship between BI and PD is
examined, BI premium constitutes about
one third of the premium attributable to
PD exposures. From our conversations
with insurers we have determined that
there have been some historical reasons
for this anomaly. One of these reasons is
that when BI adjustments are due on
premiums payable at inception, the BI
value tends to be the one that fluctuates
the most. So there is a tendency in the
market to allocate a higher proportion 
of the premium at inception to the PD
exposure, which means, since this part 
of the portfolio is generally regarded as
being more stable, that underwriters are
less likely to have to return as much of
their deposit premium income. 

Clearly when one looks at the statistics,
the PD element of the energy portfolio 
has been subsidising the BI element. 
At a time when margins were quite small 
this was regarded by the market as being
quite sustainable but now that margins 
on the BI side are approximately fivefold
what they were just five years ago on 
the E&P side – and significantly greater 
in the refining sector – there is now a
serious imbalance.

Given that a large segment of the client
base continue to purchase business
interruption insurance for the traditional
twenty four months indemnity, this
development reinforces energy market
perceptions that they are becoming
increasingly a market of “first loss” – and
from an actuarial perspective are therefore
perhaps not receiving sufficient premium
for the actual exposure incurred. From an
underwriting perspective, this problem is
of course exacerbated further by today’s
softening market conditions. 

“A lot of our
clients are
under-insured
right now, 
they are not
looking at a
36-48 month
downtime, they
are only buying
for 24 months,
so we are a
first loss
market – a very
big first loss
but a typical
EML now for 
a world-scale
refining
complex is 
US$ 3.5 billion
when it used 
to be maybe 
US$ 2 billion a
few years ago
so it’s a huge
swing.”  

Michael Gosselin

“The adequacy
of rating is
harder to 
test when 
“first lossing”
occurs, and 
will eventually 
lead to an
inadequacy of
risk transfer
premium.” 

Roger Giddings
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The trouble with BI – WELD recorded major plant incidents where BI losses
outstrip PD losses, 2000-07 

Year Cause Location Country PD/LIAB BI
Actual US$  Actual US$  

2005 Fire/lightning/explosion Alberta Canada 187,000,000 1,280,000,000

2005 Windstorm Texas USA 32,551,000 147,166,000

2007 Flood Coffeyville, Kansas USA 75,000,000 113,000,000

2007 Fire/lightning/explosion Texas USA 50,000,000 100,000,000

2001 Fire/lightning/explosion California USA 26,000,000 73,000,000

2000 Mechanical failure Guangdong Province China 20,000,000 70,000,000

2005 Windstorm Louisiana USA 30,000,000 60,000,000

2001 Fire/lightning/explosion Louisiana USA 21,737,000 60,000,000

2004 Fire/lightning/explosion Haifa Israel 5,000,000 75,000,000

2005 Design/workmanship Cumbria UK 3,000,000 75,000,000

2000 Fire/lightning/explosion Le Havre France 20,736,550 46,398,403

2006 Fire/lightning/explosion Oklahoma USA 20,000,000 41,000,000

2003 Flood Michigan USA 0 60,341,500

2000 Mechanical failure Alberta Canada 10,358,000 42,500,000

2001 Fire/lightning/explosion Illinois USA 4,600,000 46,400,000

2001 Fire/lightning/explosion La Rabida Spain 10,200,000 35,000,000

2004 Design/workmanship Quebec Canada 4,000,000 39,076,277

2004 Design/workmanship Cumbria UK 6,000,000 35,500,000

2002 Mechanical failure St. Croix Virgin Islands 10,000,000 30,000,000
(USA)

2000 Mechanical failure Queensland Australia 3,989,272 35,762,130

2006 Mechanical failure Point Lisas Trinidad 7,000,000 31,000,000

2000 Mechanical failure Sicily Italy 4,828,871 29,747,917

2005 Windstorm Mississippi USA 5,600,000 25,000,000

2004 Mechanical failure Vlissingen Netherlands 6,197,681 20,614,087

2000 Design/workmanship Stenungsund Sweden 2,891,000 23,000,000

2003 Flood Michigan USA 0 22,010,000

Source:  Willis Energy Loss Database

“BI is the
underwriting
challenge 
in balancing 
a portfolio of
downstream
energy risks
and it probably
applies to all
specialty risks
where large
values and BI 
is involved. 
BI changes the
dynamic of the
loss activity;
sometimes in
the past we
have likened 
the effect of
writing BI to
piling dynamite
around a high
quality property
risk.”

Roger Giddings

“The oil and gas downstream line of business is already a first loss exposure
base, because generally policies are loss limited, and so it’s not uncommon
for the EMLs of major energy risks to exceed or certainly run very close 
to the limits purchased so often there isn’t much redundancy in the limit 
and in some cases it’s none at all. The effect of introducing BI exposures into
that limit is to accelerate the speed at which a loss can reach its limit.”

Roger Giddings
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So what should insurers do about it?
We believe that insurers should invest
more in:
– Recruitment
– Training
– Improving their skill base in terms 

of engineering, legal and underwriting
resources

We have already referred to the quality of
the present generation of underwriters
who make up the energy insurance market.
However, several of our underwriting panel
acknowledge that the strength in depth of
underwriting teams is less than it was in
the past, and many underwriting firms do
not run what might be called a “deep
bench”. The main reason for this may well
be that the long period of weak market in
the 1990s coincided with a period when a
generation of underwriters was reaching
the end of their careers and beginning to
leave the market. This factor, coupled 
with a period of intense acquisition and
merger activity amongst the broking and
underwriting communities, resulted in the
population of qualified underwriters in the
energy sector declining a little too fast to
meet broker and client requirements. 

Another contributing factor has been that
the resources available in terms of both
money and time and skill for training is
less than it was, whilst time that was once
available for mentoring and training in the
past could perhaps be being directed more
towards compliance and regulatory due
diligence as opposed to risk assessment
due diligence.

As a result, recruitment consultants tell 
us that there is an increasing demand for
technically adept junior underwriting and
back office staff in the London market,
with professionals offering legal and
actuarial skills particularly in demand.
More emphasis is being placed on post
graduate qualifications such as the FCII
and the MBA, and those with the ability,
experience and qualifications to handle
complex claims are now being particularly
highly valued.

Conclusion: a mixed 
blessing, at best…

The reality at the beginning of 2008 is that
the market is facing significantly increased
exposures as a result of steeper commodity
prices - at a time of increasingly soft
market conditions. Despite two profitable
underwriting years, is the market really
prepared for more expensive future losses
that must inevitably result in the long term
from these developments?

There can be no doubt that individual
energy underwriters are fully aware of 
the changed risk landscape in the energy
sector and that they are not getting
sufficient premium income to underwrite
these exposures effectively. The difficulty
that many – but by no means all – of 
them face is that their organizations are
committed to the energy portfolio as
treaty reinsurance protection for 2008 
has already been purchased. As a result,
they are committed to generate sufficient
direct market premium to pay for this
protection. So despite everything, the 
good news for buyers is that they will be
competing vigorously for premium 
income and market share during 2008.

During the course of this decade, the
energy insurance market has considerably
strengthened its ability to withstand
catastrophic losses. It has shown
remarkable resilience following the
catastrophes of Ivan, Katrina and Rita 
and retention levels and coverage
conditions have continued to remain
roughly at post-9/11 levels. However, the
effect of any potential upswing in loss
amounts brought about by superheated
prices cannot as yet be estimated with any
real degree of accuracy. Buyer demand for
traditional commercial market products
may have increased, with potentially more
premium flowing into the market; but any
potential premium increase in real terms
has been absorbed and even negated by
the softening pressures instigated by two
benign loss years.

“We used to
have a lot of
training by
companies like
FM and IRI and
the like that
would bring in 
a group of
engineers and
underwriters,
and train them
up over a three
year period and
put them out 
into the field – 
we don’t have
that any more, 
it stopped 
years ago.” 

Michael Gosselin

“For
professional
lines
underwriting, 
currently
demand is
certainly
higher than
supply. 
In general,
salaries are
increasing,
which is partly
a measure of
the overall 
lack of 
good people
available.”

Andrew Eliot
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So how long will today’s softening market
conditions last?  Some underwriters like 
to suggest that they will lay down their
pens and withdraw once rates have reached
a certain pre-determined level. We believe
that market history tells a different story.
At some point, losses will once more
outstrip premium income, and only then
will disappointed capital providers
withdraw and the softening process will
bottom out. The problem is that the energy
insurance market, already inherently
volatile, has now become potentially more
volatile still; now the market is facing a
much more severe risk landscape, once 
loss ratios turn negative once more they
are very likely to do so with a vengeance.

Despite all the positive underwriting
results achieved during the last two 
years, there is a considerable degree of
apprehension in the market at the dawn 
of 2008. Meanwhile, as ever we would
encourage clients to continue to re-
examine their risk exposures and asset
valuations, in order to ensure that they
remain in a position to be properly
indemnified by insurers in the event 
of more expensive losses in the future.

“From a team
perspective in 
a company 
you must have
engineering
know how
somewhere in
the unit,
whether that’s
with dedicated
underwriters 
or specialist
engineers who
are providing
back-up services
such as we have
here at Swiss 
Re – you need
someone in 
the entity that
is doing the
business, the
ability to know
exactly what 
is going on in
these complex
plants.” 

Stanley Cochrane 

“There is absolutely nothing to
suggest that the losses will not
come back. We have been looking 
at two benign years, but if you
look further back there have been
significant billion dollar losses
over the last five years. The one
thing that is different this time
round is that the market has held
discipline on retentions, but the
catastrophic losses are still
happening and will continue 
to happen.” 

Colm Kelly



Willis Energy Market Review January 2008 23

“We’ve been through this cycle
before and we can’t look at it and
say it can’t happen again – we will
see naïve, unregulated capacity
coming in thinking that the energy
market is a great place to invest.”

Michael Gosselin  
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REINSURANCE

24 Willis Energy Market Review June 2007

In June 2007 we said:

– The reinsurance market of 2007 remains a cautious one

– The January 2007 renewal season was characterised
by the degree of differentiation shown by the
reinsurance market towards the most attractive
energy portfolios

– Some softening of market conditions was evident
following 2006’s favourable catastrophe loss record

– In particular, slightly more competitive terms were 
in evidence for Gulf of Mexico Windstorm cover,
whilst signs of more significant softening could be 
discerned for the remainder of the portfolio
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Settling or sinking?
With a very profitable 2007 now all but
assured, the last 24 months represent a
period of exceptional profitability for 
the reinsurance industry. Nevertheless,
despite many statements about the
importance of cycle management, the
industry is showing signs of reverting to
its historic pattern of feast or famine.

As reinsurers are finding themselves
squeezed between their primary 

clients, who continue to experience 
ever-softer conditions, and their own 
very strong recent results, the 1 January
2008 renewals were characterized by
competition. While nearly all sectors 
are showing signs of softening, the
intensity of this competition varies by
class, line, and region. Certain segments,
such as Marine, are demonstrating only
modest softening, while others, such 
as US Property, are posting more
precipitous declines.

January 1 2008 Reinsurance Market Renewal Season – in a Nutshell

US Marine Rate reductions were beginning to appear in 4th quarter 2007

International Marine Reinsurers mostly held firm, except on small indigenous accounts

US Property Market softening accelerated with a late renewal season

Europe Property Strong downward pressure on pricing

Middle East/Asia Property Modest rate reductions (10-15%)

Latin America Property Modest rate reductions (0-15%)

Australia Property Flat

US Casualty Some softening (10-15%), some carriers dropping reinsurance layers

International Casualty Increasing appetite of mainstream market to engage in this business

For a more detailed description of the current reinsurance market, please see Willis Re – 
1st View published this month on the Willis website (www.willis.com).

It is also interesting to note that meaningful
disparities have developed between the
major reinsurance hubs. For example,
Bermuda has taken a more aggressive
posture than London on Property business
for many regions, including the United
States. Not surprisingly, when combined
with the ongoing gap between insurance and
reinsurance pricing trends, this lack of
consistency across markets and classes has
fostered a “late” renewal season as insurers
try to reconcile reinsurer offerings with
their own financial objectives.

Clearly, a level of uncertainty is also
prevalent in the larger financial
marketplace, as the sub-prime crisis has
dominated recent headlines. Nevertheless,
issues in the credit markets have not
produced any meaningful impact on the 
1 January renewals. Reinsurer impairment
from the sub-prime debacle appears 
limited, and although losses are ultimately
anticipated in specialty segments, such as

Directors and Officers Liability,
conventional classes appear to remain 
well insulated from exposure. Equally, the
downturn in the wider credit markets 
has in no way dampened capital market
appetite for insurance risk, as US$ 1.4 billion
of catastrophe bonds were issued in the last
three months. In total, public cat bond
transactions amounted to US$ 6.4 billion 
in 2007, and this activity sits on top of
continued and robust appetite for private
placement transactions.

As the general activity in the ILS
marketplace continues, insurers and
reinsurers alike are also devoting increasing
attention to management of their own
capital structures. With recent record 
profits juxtaposed against a declining rate
environment, stock buy-backs by quoted
companies are commonplace, a number 
of sidecars have been allowed to lapse, and
some Lloyd’s Syndicates are reducing their
stamp capacities for 2008. 
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2007 hurricanes avoid
energy infrastructure

In the previous edition of this Review we
advised that much would depend on 
the outcome of the 2007 Gulf of Mexico
hurricane season as to how the market
dynamics of this sector would develop
during the later part of 2007 and into 2008.
Despite all the forecasts, the 2007 season
once more confounded the experts and
produced only one hurricane of note that
made US landfall, Umberto, which came and

went so fast that the industry barely had
time to register it. The windstorm season
had no discernible effect on any energy
industry infrastructure, and given the
relatively favourable loss record elsewhere
in the upstream portfolio, insurers are now
almost certainly looking at a second
consecutive year of profitable underwriting.
Consequently, we are witnessing a second
consecutive year of softening market
conditions, exacerbated in the case of
London insurers by the negative effects 
of the current US$/£ exchange rate.

Given the loss ratio figures for the last two
years, underwriting managers and capital
providers can perhaps be forgiven for hoping
that 2008 will provide more of the same by
way of return on equity and there can be little
doubt that, with rumours of more start-ups 
in Lloyd’s and elsewhere for 2008, overall
capacity for operating risks will be at least as

much as for 2007, and will probably increase
by approximately 10-15%. However, as usual 
a distinction needs to be drawn between
theoretical and “working”/“realistic”
capacity, and in reality the maximum
capacity that can be competitively and
realistically accessed is still limited to
approximately US$ 2.5 billion. 
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Another profitable year as capacity climbs still further…

Lloyd’s Upstream Property, Control of Well and Downstream Property
Incurred Ratios, 1993-2007 (as at third quarter, 2007)

It is still early days, but the Lloyd’s 2007 upstream property portfolio result looks set to match
its predecessor.

Source:  Lloyd’s
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Upstream operating underwriting capacities, 2000-08 
(excluding Gulf of Mexico Windstorm)

Source: Willis

Capacity in this sector is now almost back to pre-9/11 levels.
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Changes afoot in market
leadership profile?

2007 saw some changes in the leadership
profile of the upstream market. Two highly
respected underwriters, Tim Burrows of
Catlin and David Cooper of Gard, have
retired, while Charles Franks of Kiln has
been promoted to a higher management
role within the company. In the meantime
the remaining team at Catlin, consisting 
of Doug Howat, Huw Jones and Steve
Hawkins has now been augmented by the
return to underwriting of the experienced
energy specialist Clive Magnus. 

These developments may leave space for
others to enhance their market profile in
2008. The market’s overall leadership panel
has grown steadily since 9/11 and there are
now up to seven or eight prominent
underwriters who are suitably qualified and
have sufficient market following to lead
major placements. In our last edition of 
this Review, we referred to the different
underwriting approaches of the Lloyd’s
market compared to their counterparts

from the global insurance companies.
During 2007 this fragmentation process 
has continued, and we can now report that
as many as three separate underwriting
groupings have emerged within the Lloyd’s
market alone in recent months. 

Insurers continuing to
differentiate in favour of
quality business

These developments are clearly providing
astute brokers with further opportunities 
to maximise competitive pressures in 
the upstream sector, and with premium
income targets remaining the key driver
for most, the battle to secure required
market signings for the choicest business
has now begun in earnest. We are now
seeing rate reductions of up to 30% for 
the most sought after business, with
reductions of 10-15% at minimum for 
non-loss impacted programmes. These
reductions are often disguised in many
imaginative ways, some of which being 
the familiar and traditional adornments 
of a softening market – No Claims
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Bonuses (which are then protected),
Renewal Incentive Bonuses and Package
Credits – and others involving the offsetting
of increased valuations (discussed
elsewhere in this Review) by providing
cover for the re-valued assets for the same
premium as was charged the year before.

Having said this, we would stress that the
quality of risk remains the key to securing
the most competitive terms in 2008, as
underwriters will have made commitments
to their reinsurers and to their management
that these will be the programmes that they
will target in order to maintain premium
income levels.

Furthermore, the upstream market remains
firm on retention levels. As we remarked in
our previous Review, retention levels are one
aspect of the overall upstream terms and
conditions that the market has not reduced.
Given the increased valuations that are now
being presented to the market, as well as the
recent increase in contractor day rates, some
insurers are even suggesting that to provide
the same monetary amount to a buyer in
2008 as was provided in 2007 is tantamount
to providing a reduced deductible in real
terms. So instead of relenting on existing
retention levels, insurers are if anything
seeking to increase levels so that they fall
into line with increased values.

Offshore Capacities
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Rates back to pre-9/11 levels – and set to fall further…

Energy insurer capacities and average rating levels, 1993-2008
(excluding Gulf of Mexico Windstorm)

In general, rates for energy insurance business are back where they were just before 9/11 – but
nowhere near where they were during the last soft market.

Where do these developments position this
market in terms of the underwriting cycle?
To take a historical perspective, we have
reproduced our chart from page 16 of this
Review to show how overall average
upstream and downstream market rating

levels, following a brief spike in the wake of
the 2005 hurricane losses, have now come
full circle and at the beginning of 2008 are
now roughly at the same level as they were
before 9/11, with softening pressures
showing no sign of easing.

Source: Willis
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So despite two profitable years, upstream
insurers now find themselves in a
somewhat uneasy position, and the
general feeling of apprehension, so
tangible following the 2005 hurricane
losses, continues to prevail. We mentioned
in the last edition of this Review the extent
to which “intelligent capital” is now
deployed in the market, but as we have
seen, capital provider enthusiasm for this
class remains high following recent
positive underwriting results. To varying
degrees, upstream underwriters are
therefore under pressure from their

management to maintain (or even
hopefully increase) premium income.

This ultimately has the effect of distorting 
the natural market dynamics of supply and
demand, since in the absence of these
pressures most insurers’ natural inclination,
at a time of falling rates, would be to scale
back rather than increase their deployment
of capacity in this sector.

Moreover, upstream insurers have plenty
of other factors to ponder as they take stock
of the softening market in this sector.

Potential for existing loss record to deteriorate

2007 Upstream losses excess of US$ 5 million recorded by the Willis Energy
Loss Database as at 04/01/08

Type Cause Location Country PD/LIAB OEE BI Total
Actual US$  Actual US$  Actual US$  Actual US$  

Well Blowout Louisiana USA 80,000,000 80,000,000
Platform Fire/lightning/ Haut Mer Congo 50,000,000 17,500,000 67,500,000

explosion
Well Blowout Louisiana USA 52,000,000 52,000,000
Well Blowout Gulf of Mexico USA 33,000,000 33,000,000
Rig Grounding Gulf of Mexico USA 24,000,000 6,500,000 30,500,000
Pipeline Mechanical failure North Sea Netherlands 26,000,000 26,000,000
Pipeline Anchor/jacking/ Unknown Benin 19,500,000 19,500,000

trawl
Well Impact Louisiana USA 15,000,000 3,500,000 18,500,000
Pipeline Anchor/jacking/ Persian Gulf Qatar 18,000,000 18,000,000

trawl
Well Blowout Texas USA 16,000,000 16,000,000
Well Blowout Monagas State Venezuela 15,000,000 15,000,000
Well Blowout Louisiana USA 14,700,000 14,700,000
Pipeline Anchor/jacking/ Gulf of Mexico USA 14,250,000 14,250,000

trawl
Well Blowout Louisiana USA 14,100,000 14,100,000
Rig Design/ Newfoundland Canada 2,500,000 9,000,000 11,500,000

workmanship
SSCS Anchor/jacking/ Unknown Angola 11,020,000 11,020,000

trawl
Well Blowout Texas USA 11,000,000 11,000,000
FPSO Design/ Unknown Tunisia 10,375,000 10,375,000

workmanship
Well Blowout Louisiana USA 10,000,000 10,000,000
Rig [unknown] North West Shelf Australia 10,000,000 10,000,000
Well Blowout Louisiana USA 7,600,000 7,600,000
Well Blowout Louisiana USA 7,000,000 7,000,000
Well Blowout Deir es Zor Syria 6,500,000 6,500,000
Rig Design/ Newfoundland Canada 3,500,000 3,000,000 6,500,000

workmanship
Rig Fire/lightning/ Texas USA 6,500,000 6,500,000

explosion
Well Blowout Louisiana USA 6,350,000 6,350,000
Well Blowout British Columbia Canada 5,560,000 5,560,000
Well Blowout Texas USA 5,000,000 5,000,000

Source: Willis Energy Loss Database



Willis Energy Market Review January 2008 31

A quick glance at the losses generated to
date in 2007 (see chart opposite) would
seem to indicate that 2007 is about to
emulate its predecessor in producing
another relatively benign loss year to 
the upstream market. However, we
understand that there are currently several
outstanding losses that have not yet been
finalised and so therefore not yet registered
on our database. These include damage to 
a platform in the North Sea, damage to an
SBM buoy offshore Sakhalin Island in
Russia, damage to a jack-up rig following a
blowout offshore Mexico, two complex
construction claims in the North Sea and
offshore China and various blowouts in 
the United States. It is of course very
difficult to provide any accurate picture 
of the full extent of these losses, but our
understanding is that it is entirely possible
that the overall additional cost to the
market may exceed US$ 300 million.
Should this eventually turn out to be the
case, the final loss tally for 2007 may even
double the figures recorded by our
database to date. We estimate that this
would be enough to erase approximately
65% of the current worldwide upstream
premium income, and although this in
itself would be insufficient to change the
overall nature of the current softening
market dynamics, it may well cause
insurers to think twice about breaking
ranks and offering markedly different
terms for next year.

This perception of a possible increase in
the number of future upstream losses is
strengthened by reports of the current
condition of many of the ageing platforms
located in the North Sea. The UK’s Health
and Safety Executive (HSE), following an
inspection of over 100 installations, has
recently condemned the condition of oil
and gas platforms in the North Sea and
has warned energy companies that they
are running the risk of a major accident
because of years of under-investment.
Specifically, the HSE has criticised senior
managers for not giving sufficient priority
to maintenance and have threatened to
“name and shame” companies unless they
improve their facilities. 

Given the fact that most North Sea
Platforms are operated by the same global
energy companies that are responsible 
for the maintenance of other similar
platforms around the world, some insurers
may assume that there is no meaningful
difference between the condition of 
North Sea platforms and the remainder 
of the global upstream infrastructure.
Furthermore, if the effects of increased
commodity prices as outlined in the
feature article of this Review is also
factored into the equation, the potential
scale and extent of future upstream loses
becomes more apparent.

Rise of regional
underwriting will exacerbate 
softening process

The emergence of regional markets for
downstream energy business was
documented in the previous edition of 
this Review. At the time, we advised that
such was the specialist nature of the
upstream sector that very little regional
capacity existed for this class, with the
vast majority of capacity located in
London. Six months later, this remains
essentially the case, but there are now
signs that this dynamic is also beginning
to affect the upstream sector.

In Singapore, following the establishment
of a Lloyd’s representative building, no
less than 12 Lloyd’s syndicates are now
represented in the city and are open for
upstream business. Whilst most of the
capacity available in Singapore is provided
on a “referral to London” basis, several of
these underwriting outfits have been
established specifically to underwrite
energy business. 

Although the stated aim of these
underwriting operations is generally that
they have been established to attract
business that would not normally have
found its way to the London market, and
the question of whether or not such
ventures will ultimately prove successful
has yet to be answered, the deployment of
upstream capacity in Singapore can only
add to the overall softening process in this
sector. Ultimately, these new operations
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will have to be prepared to take on
business at rates somewhat below those
that might be expected in London, and in
order to sustain a profitable portfolio –
and attract clients who have always valued
their London relationships - will have to
ensure that they subscribe to as many
programmes as at all possible in order to
achieve the necessary spread of risk, even
if this means expanding from a purely
energy book of business into classes such
as marine, cargo and construction.

Meanwhile in the Middle East market
there is now firm evidence that several
global insurers, having also deployed
underwriters with energy expertise to 
the region, are now mounting a serious
challenge to London’s share of the region’s
portfolio, especially for risks that have
been specifically targeted as quality
business. Willis understands that in the
main these underwriters have a degree 
of autonomy that perhaps the new outfits
in Singapore do not, and therefore 
these insurers have little hesitation in
undercutting their London counterparts’
participation on a given programme if
required – even though they are sourcing
the same reinsurance treaty as the 
London office. 

This autonomy also provides a fig leaf for
the London underwriters of these global
insurers, as they can maintain that the
loss of a certain piece of business to the
Middle East market was nothing to do
with them personally.

Gulf of Mexico Windstorm:
demand remains limited

Another loss-free Gulf of Mexico
hurricane season has meant that capacity
has increased marginally and rating has
therefore softened a little for this class.
Willis estimates that at least US$ 200
million  - and possibly more - of offshore
Gulf of Mexico capacity is now available 
in the commercial market, and whilst 
this figure is still nowhere near what used
to be provided before the 2005 windstorm
season, it still represents an improvement
on what has been available over the last
two years.

Be that as it may, little further softening 
is expected in the future, and insurers are
certainly doing everything they can to
maintain rigorous discipline in terms of
modelling their exposure to Gulf of
Mexico windstorm on a detailed basis.

The market’s continued cautious
approach to this class is doing little to
tempt buyers back into the market. As a
result, premium income from this part 
of the portfolio continues to dwindle- at 
a time when the international market is
looking for additional sources of revenue
to alleviate the softening in the rest of 
the upstream sector.

One further ramification of the Katrina
and Rita losses has been the introduction
by some markets of a new pipeline
repositioning clause. One of the major
difficulties faced by some energy
companies following the hurricanes has
been that insurers have resisted claims 
for the expense incurred in repositioning
pipelines following instructions from
Minerals Management Services or other
regulatory authorities, on the basis that 
no loss had been sustained to the pipeline
itself. The significance of the new clause 
is that the trigger for loss payment with
regard to repositioning expenses is no
longer limited to any actual physical loss
or damage to the pipeline itself, but is now
extended to include simple proof that the
pipeline has shifted due to the fortuitous
occurrence, as a result of a named
windstorm, of a mudslide or actions of 
a fishing vessel. This new proactive
approach will hopefully help to rebuild
buyer/insurer relationships that have
become strained as a result of the number
and degree of contentious claims
following the hurricanes.



Willis Energy Market Review January 2008 33

Operators Extra Expense: same limits, but higher AFEs…

Costs of Gulf of Mexico Crude Oil and Natural Gas Wells Drilled, 2000-2005

Rising AFEs have increased the possibility of more severe OEE losses.
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Stand-alone Operators Extra Expense
(OEE) cover has never been upstream
insurers’ favourite part of the portfolio.
Our chart show how Authorizations 
For Expenditure (AFEs) have generally
escalated in recent years, due to the effects
of changes in the global economy discussed
in the feature article of this Review.
However, as yet there is little evidence that
buyers are electing to buy increased overall
limits for the coverage provided by the
EED 8/86 form, despite the fact that their
exposure to increased re-drilling expenses
is generally universal. This of course has
the effect of making the OEE policy more
“first loss” in nature – in a similar way that
we have described for other parts of the
energy portfolio elsewhere in this Review.

At the moment, insurers are reacting to
static policy limits for OEE by rating
renewal programmes as if higher limits

had been purchased and then only giving 
a relatively insignificant credit for the
expiring limit continuing to apply.
However, today’s softening conditions
would suggest that they will be unlikely 
to be able to maintain this stance for 
much longer. The real issue here is the
financial risk that buyers run of being
exposed excess of their purchased policy
limits in the event of a major OEE loss – 
a risk which can only increase as drilling
contractor day rates increase still further.

Construction: an easy solution
to premium income problems?

Given today’s energy industry climate, 
it is not surprising that offshore
construction activity, after a period of
inactivity because of full shipyards, is set 
to increase significantly now that yards
have been freed up following completion

Source: ODS
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of earlier projects. Those insurers who specialise in this part of the
portfolio might therefore have cause to be pleased that additional
sources of premium income are becoming increasingly available as
a result. However, offshore construction insurers have had their
own grounds for concern recently. We mentioned earlier that there
are currently two outstanding offshore construction claims that
the market has recently recorded, one of which we believe has the
potential to result in one of the largest non-catastrophe losses in
the upstream sector for several years.

These new developments perhaps serve as a timely reminder that 
the current standard market policy form for this class, the Welcar
form, has only been deployed in the market for the last six years 
or so. Although we have noticed a nominal improvement in the
offshore construction record over the last few years (which we
highlighted in the last edition of the Review), the projects whose
insurance programmes were the first to be placed using this 
form have only now just come to the end of their discovery
periods. Loss Adjusters often point out that a significant degree 
of construction claims result from occurrences that only become
apparent during the course of the project’s discovery periods, 
and so perhaps there are grounds for suggesting that a longer
period of time is required before the innate profitability of this
sector can be truly measured correctly.

In today’s economic climate the contractor is king, and in light 
of this insurers are once more examining – or at least should be
examining – the exact nature of the liabilities that they are
assuming by underwriting the contractual obligations of individual
operators. They are also concerned that some of the fabrication
yards that are now being used for offshore construction projects
due to 100% utilisation rates at recognised yards are not suitably
qualified for operations of this nature, and are looking to introduce
some form of qualification process to ease their concerns.

As with the operating portfolio, the increase in commodity prices
and subsequent contractor shortages and increases in the price of
raw materials has had a similar effect on offshore construction 
risk profiles. Willis is aware of several recent projects where the
Estimated Final Contract Value has increased by as much as 50-60%
during the course of the project. In particular, underwriters are
beginning to examine values in their portfolio declared under
“Schedule B” of the Welcar policy, and it has become evident that
although individual operators are presenting revised values on 
their operating programmes, very few such revisions have 
been presented in respect of “Schedule B” amounts declared to
construction programmes. 

When Wellington first introduced the Welcar form, the intention
was that any “Schedule B” values would be constantly reviewed 
and updated during the course  of the project period. The inevitable
difficulty of potential under-insurance for buyers in the event of a
loss is the natural consequence of under-valued “Schedule B”
declarations. We therefore have no hesitation in urging buyers to
review their “Schedule B” declarations as urgently as possible.
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One other factor that buyers should take note of is that those
buyers that have purchased Delay in Start-up cover are even more
at risk of under insurance as massively increased Contractor costs,
and the reduced availability of contractors in the future, will
escalate replacement and the overall cost of delays still further.

In the meantime more upstream insurers are starting to show an
interest in this class, as the upswing in project activity presents an
excellent opportunity for insurers to augment their existing
premium income. As a result even this hitherto unpopular sector 
of the portfolio is finally beginning to soften, although as with the
operating portfolio, retention levels and policy coverage remain
generally unaffected.

Outlook – accurate replacement costs now
becoming vital for proper protection

Insurance market cycles have scant respect for economic conditions,
and upstream insurers are looking back at another profitable year
with mixed feelings. On the one hand, 2007 is to a large extent
“mission accomplished”; however, they are perfectly aware that
recent revaluations and the increased exposure to risk that they bring
will mean that at some stage claims will overtake premiums once
more, capacity will withdraw and the next phase of the market cycle
will begin. Until this happens, they remain prisoners of their own
market dynamics and reinsurance pricing structures, with only the
consolation of increased opportunities to purchase facultative
reinsurance for comfort. For buyers, the issue is clear; insurance
cover for upstream risks is becoming cheaper to purchase, and 
so this is an opportune moment to ensure that exposures have
been covered for the correct value. 
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DOWNSTREAM

In June 2007 we said:

– There is a continuing deployment of underwriting
authority on regional basis

– Capacity increased significantly, most particularly 
for International non-catastrophe exposures

– The International market softening evident by the
end of 2006 is now extended to the US Portfolio

– The market perceived that 2006 rating levels had been
kept artificially high by the 2004/05 hurricanes and
that some form of market correction was inevitable

– Accurate values for both physical assets and business
interruption exposures were issues that were beginning
to trouble the market
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Rise of regional
underwriting continues

Following the previous edition of this
review, we can confirm that the trend of
more downstream energy business leaving
London continues. In particular, the
Middle East energy market is beginning 

to gather significant momentum for small 
to medium size business, although the
sheer size and scale of some projects in
the region is ensuring that the London
market remains of real significance.
Furthermore, the Asia Pacific market,
primarily based in Singapore, continues 
to expand for regional business.

Recent loss record still relatively benign

2007 Downstream losses excess of US$ 5 million recorded by the Willis
Energy Loss Database as at 04/01/08

Cause Location Country PD/LIAB BI Total
Actual US$  Actual US$  Actual US$  

Fire/lightning/explosion Texas USA 50,000,000 200,000,000 250,000,000
Flood Coffeyville, Kansas USA 75,000,000 125,000,000 200,000,000
[unknown] Al-Jubail Saudi Arabia 25,000,000 175,000,000 200,000,000
Fire/lightning/explosion Mississippi USA 200,000,000 200,000,000
Corrosion Texas USA 7,000,000 143,000,000 150,000,000
Mechanical failure Ancash Province Peru 1,000,000 85,000,000 86,000,000
Fire/lightning/explosion Sharjah UAE 81,000,000 81,000,000
Fire/lightning/explosion Volgograd Russia 55,000,000 55,000,000
Fire/lightning/explosion Massachusetts USA 25,000,000 13,000,000 38,000,000
[unknown] New York USA 31,000,000 5,000,000 36,000,000
Fire/lightning/explosion Rio de Janeiro Brazil 6,400,000 16,400,000 22,800,000
Fire/lightning/explosion England UK 8,101,000 12,876,000 20,977,000
Fire/lightning/explosion Lavera France 20,000,000 20,000,000
Mechanical failure Cordoba Colombia 2,000,000 18,000,000 20,000,000
Fire/lightning/explosion Durban South Africa 6,000,000 12,000,000 18,000,000
Fire/lightning/explosion British Columbia Canada 4,800,000 12,000,000 16,800,000
Windstorm Texas USA 16,000,000 16,000,000
Fire/lightning/explosion Durban South Africa 11,000,000 4,500,000 15,500,000
Mechanical failure Connecticut USA 9,950,000 5,000,000 14,950,000
Impact Mississippi USA 13,000,000 1,300,000 14,300,000
Mechanical failure Queensland Australia 12,000,000 12,000,000
Subsidence/landslide Unknown Bolivia 11,000,000 11,000,000
Collapse Ar Razi Saudi Arabia 11,000,000 11,000,000
Fire/lightning/explosion Oklahoma USA 10,500,000 10,500,000
Design/workmanship Yucatan Mexico 8,499,000 2,000,000 10,499,000
[unknown] Brazil 9,000,000 9,000,000
Impact Georgia USA 5,600,000 1,500,000 7,100,000
Windstorm Santo Domingo Dominican Repub. 6,000,000 1,000,000 7,000,000
Design/workmanship California USA 6,500,000 6,500,000
Fire/lightning/explosion Louisiana USA 6,000,000 6,000,000
Impact Indiana USA 6,000,000 6,000,000
Mechanical failure California USA 5,500,000 5,500,000

Source: Willis Energy Loss Database

Whilst 2007 has seen one or two major
losses in the Downstream sector, the
overall record has done little to slow the
softening momentum that we described 
in the previous edition of this Review. As
we go to press, we are aware of one recent
loss in the Middle East which we believe
had the potential for a major 48 month

indemnity business interruption loss.
However, such is the current softening
pressure in this market that even should
this loss materialise into a paid market
claim, it will have little effect on market
conditions, other than to focus
underwriter concerns that indemnity
periods need to increase.
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More capacity adds to competitive pressures 

Downstream International underwriting capacities, 2000-08

Source: Willis

We estimate that capacity in this sector is back above US$ 3 billion for international risks – 
for the first time since 9/11
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If the downstream energy market was over-
capitalised six months ago, it is even more
so as we move into 2008. Although as yet it
is  to early to give an accurate assessment
(the effect of any market entry by
potential newcomers such as the much-
heralded David Hope/Tim Fillingham
enterprise is yet to be determined) 
we believe that overall capacity for
International business will reach 
US$ 3 billion in 2008, with slightly less
available for US domiciled business. Of
this amount we estimate that the most
competitive element of the market can
now offer in excess of US$ 1.8 billion, up
from US$ 1.3 billion in 2007. This figure is
more than sufficient for the vast majority
of downstream programmes, bearing in
mind the level of today’s policy limits.
Meanwhile total “realistic” capacity – i.e.
the amount which is actually put out in
practice by the whole market – should
increase in 2008 to approximately 
US$ 2.5 billion, up from US$ 1.8.billion 
at the beginning of 2007.

Notwithstanding these estimates, during
2007 we saw several insurers deploy the
limits of the capacity at their disposal
more aggressively and more frequently
than at the beginning of the year. The
reason for this is relatively simple;
throughout the market, programmes are
becoming increasingly over-signed and so
insurers, perhaps in some cases somewhat
belatedly, have been keen to counter the
effects of oversubscription wherever
possible in order to keep their premium
income figures on target and to use their
additional capacity.

At the beginning of 2007 we saw fresh
capacity from Lancashire Re, Ironshore
and Starr Excess enter the market, and
additional capacity was provided by
existing downstream insurers such as
AIG, Arch and Allianz. In 2008, we expect
capacity to be extended further, with
Zurich, Ace and Brit all expected to offer
increased line sizes. In particular Allianz,
under fresh management appointed last
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year, has recently taken a more positive
underwriting stance, Starr Tech will no
longer be required to proceed with the
caution of a new start-up for International
business, whilst Lancashire Re is
beginning to move from their established
positions on excess layers towards a
greater participation on quota share
placements. In the meantime, both
Ironshore and Zurich are starting to
target smaller business.

So all the signs point to an increasingly
competitive market. However, in the last
edition of the Review we indicated that
the leadership panel for this class still
remained relatively consistent, and that
this was perhaps to some extent acting as
a break on the softening process. Now we
believe that this may be about to change.

London and Europe bid 
more effectively for US
domiciled business

Following another benign windstorm
season, this year has been a year of
consolidation in the US market. Although
some US-based insurers, including AIG,
Allianz and Starr Tech, have increased 
their capacity, there are still no signs of
significant aggression, as most programmes
renew with modest reductions of around
10-15% being the norm. However, we do
expect some competitive pressures to 
be generated by AIG and Starr Tech as 
they seek to occupy leading positions in 
this market.

At the end of 2006 we reported that for 
US domiciled risks London and Europe
were increasingly uncompetitive against
their US counterparts. This year, we have
seen London and European insurers
catching up with the US markets and in
many cases are now offering comparable
terms, with the result that they are
winning some business whereas in 2006
they were much less successful.

Gulf of Mexico windstorm
capacity increases

Gulf of Mexico windstorm capacity is still
something of a moveable feast, and how
much capacity can be secured is as always
dependant on the extent to which individual
buyers are prepared to pay. We would now
estimate competitive capacity for this cover
as being in the region of US$ 350-400
million, a modest increase from the 2006
figure of US$ 300 million.

However, this figure is also dependent on
the exact location of the asset concerned.
Today, insurers’ modelling techniques
enable them to focus more heavily 
on individual locations, with models being
able to identify individual refinery ZIP
codes and establish the insurers’ aggregate
commitments to the region in question,
using data acquired from Google Flood
Zone and other sources to assist them.

A renewed bid for 
leadership positions?

Although this over-capitalised market has
now been with us for a little while,
following another relatively loss-free year
there is now a genuine appreciation in the
market that, now rating levels have
become truly soft, insurers are going to
have to compete more vigorously for
premium income. We believe that
insurers may be considering several
alternatives open to them, including:

– where possible, writing larger shares of
the most highly regarded programmes –
not an easy option, bearing in mind
current oversubscriptions

– putting pressure on current treaty
reinsurers to provide more capacity,
thereby allowing existing margins to
be maintained

– encouraging  the purchase of greater
indemnity periods, and insisting on a
review of values

– approaching alternative, more
competitive  sources of reinsurance
protection than their current
reinsurers, who may have been slow to
appreciate the degree of softening in
the direct market
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With the price of reinsurance beginning to
slide in the face of two good underwriting
years, insurers now know that they have to
try to be more proactive towards buyers
(and their brokers) if they are to guarantee
their required minimum signings. 

This of course provides brokers with a
golden opportunity to maximise existing
competitive pressures. Our own view is 
that, if a given insurer is prepared to set
competitive lead terms, then we might
recommend that this insurer be permitted
to set their own signing, while following
markets would have to await the direction 
of the client in order to determine the extent
of their participation in the programme. 

This raises the interesting issue of how
buyers might maximise the new advantages
of this market, and the criteria that they
might use in determining the final
subscriptions to their programme, with
insurers’ security ratings being potentially 
a major consideration. 

If this consideration proves to be popular
with buyers, it may lead to some insurers
with relatively modest security ratings,
having subscribed to a given programme
early in the marketing process and
thereby having made perhaps a significant
contribution to its momentum in the
market, finding that their final line is later
reduced to a meaningless figure by the
unexpected and last minute decision by a
AA rated insurer to participate. This in
turn may lead to increased bidding by
insurers for the choicest programmes.

Differential marketing - 
the end of the 
subscription market?

These are therefore the kind of market
dynamics that are increasingly becoming
evident in this sector, and which may
indeed lead to the eventual dissolution 
of the subscription market. So far,
subscription market dynamics remain in
place. For example, every time a broker
suggests to a downstream insurer that 
they ignore the market consensus and
provide a more competitive price, the
broker will make a degree of progress until

the insurer realises the relative isolation 
of his position relative to his competitors. 
Furthermore, the reinsurance market are
unlikely to give preferential terms to
smaller downstream insurers who make a
point of taking their own position rather
than following established leads.

Despite this, however, we believe that
differential marketing, whereby a buyer
takes out multiple policies at each insurer’s
individual terms and conditions and thereby
reaps the benefit of the most competitive
terms available, may soon become a
common feature of the International
market, as has already been seen in the US
market. The logical rationale behind this
idea is that the insurer should in theory be
happy with the terms he has supplied and
should therefore be unconcerned by how
the remainder of the market responds to 
the buyer’s programme. Such is the pressure
on existing programme signings in today’s
climate that this scenario, resisted for so
long by the market, may well be the only 
way that individual insurers can guarantee
their required signings. One potential
problem with differential marketing from a
buyer perspective is of course that differing
terms can often mean differing policy
conditions for the separate participations,
resulting in an unwelcome “patchwork
quilt” of coverage for the buyer’s
programme, with little or no following
provision for claims settlements.

Rate reductions dependent 
on risk quality and accuracy
of valuations rather than 
loss records

As a result of today’s market conditions,
rates are clearly continuing to soften 
by double digit percentage amounts,
driven by the over-capacity we have
already mentioned. 

Unlike previous market eras however, 
the extent of any rating reductions will
not depend so much on whether the
programme has been loss free or not.
Today’s downstream insurers take the view
that each buyer contributes to a common
pool of premium. If a buyer sustains a
single loss, and it has been demonstrated
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that this was a straightforward fortuity, this
should not significantly affect the price.
However, it will be a different story if the
buyer demonstrates a high frequency of
losses or is unable to resolve issues arising
from an event. 

Instead, the extent of this rating reduction
does now to a large degree depend on the
risk quality of a given programme. It also
depends significantly on the degree to
which the insurer feels the client has an
accurate understanding of the validity of
the values and indemnity periods that are
being declared to business interruption
and property programme schedules.

Retentions remain firm, 
but undermined by 
increased valuations

Certainly in a market in need of increased
premium income very little credit is
currently being given for buyers offering
to increase their retentions. But unlike
previous soft markets, no downstream
insurer today is prepared to break ranks
and offer lower retentions in order to
generate additional income either, despite
significant broker pressure to do so. This
is because it is almost universally
recognised that the higher retentions
imposed in the wake of 9/11 have played a
major role in restoring the market to
profitability. Most insurers recognise that
as soon as retention levels begin to drop, 
it will not be long before profitability
ratios become seriously affected and this
softening stage of the market cycle will
come to an end. In any event, it is certainly
true that many buyers now believe that
higher retentions are necessary to avoid
the “dollar swapping” brought about by
swamping the commercial market with
attritional claims that buyers can in
reality well afford to pay.

However, as we have explained elsewhere
in this Review, given the inflationary
pressures generated by increased
commodity prices, asset values have now
increased across the board, so any buyer
who has succeeded in obtaining terms
featuring unchanged retention levels has
in fact secured an improved position

compared to last year. In real terms, it
could therefore be argued that the market
has not managed to keep retentions at the
same level as last year and consequently
may suffer for this in the long run.

Synergies with 
Construction market
becoming more apparent

One other key factor in today’s
downstream market is the growth of
energy construction activity, which is
addressed elsewhere in this Review.
Virtually all the major downstream
market insurers are also heavily involved
in the Construction portfolio, as well as its
affinity classes such as Marine, Terrorism,
Casualty, Cargo and D&O insurance.
There are obvious synergy opportunities
here for major composite insurers and an
important factor in determining a given
insurer’s stance towards a particular
operating programme will therefore be
the extent to which he has been involved
on the construction programme.

One good example of this development
has been the creation of three year
operating programme for a major Eastern
European refining company that has been
specifically designed to run parallel to a
major construction project that will
double the size of their existing refinery.
The Construction market has effectively
agreed to underwrite a 36 month policy 
to take over the EUR 1 billion +
construction contract, and the project is
being financed by effectively mortgaging
the operational assets at the site. In the
first deal of its kind, the Downstream
Energy market has most unusually agreed
to provide the client with a 36 month
programme to mirror the product offered
by the Construction market.

This closer correlation of the Downstream
Energy market with the Construction
portfolio is very significant for insurers,
because they are now in a better position
to understand the inflationary pressures
and shortages of suitable contractors 
that we referred to in the leading article 
of this Review.
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Market appetite for long
term programmes diluted by
reinsurance considerations

The softening market pressures are now
ensuring that long term programmes are
once more being seen in the market.
However, rather than the traditional 
Long Term Agreements (LTAs) that
characterised the last soft market of the
late 1990, the current trend is being
characterised by the proliferation of the
Preferred Risk Agreement (PRA). Under
this, an insurer is prepared to offer a long
term commitment with a financial benefit
to the client, based on certain criteria
being met or not being breached in order
to commit to a long term contract. These
PRAs contain specific provisions in the
event of a breach and are based around the
premise that both parties have wanted to
enter into a long term agreement for their
mutual benefit.

For the buyer, these arrangements offer
the key advantages of certainty and
stability, at a time when the risk arena
looks as volatile as ever. However, the
problem faced by the market in the face of
the emergence of these agreements is that
their treaty reinsurances are conducted
on a 12 month losses occurring basis.

The obvious risk to insurers is that, in any
attempt to manage this volatile portfolio
on a long term basis, there is a danger 
of misaligning the pricing cycles of the
reinsurance and insurance markets which
may create a serious management
problem. Several insurers suggest that,
bearing in mind that increasingly severe
losses are forecast for this sector in the
long term, any dramatic future market
corrections may lead to a significant
difference between the conditions offered
by reinsurers and those offered by the
direct market. 

So whilst there have been some signs of
market appetite for more imaginative 
long term arrangements, the general
reliance of the downstream market on
reinsurance has prevented these from
becoming widespread.

Are full value policies making
a comeback?

Another significant recent market
development has been an initiative by
certain markets to provide full value
policies – the first of their kind for many
years. These insurers believe that they 
can secure preferential reinsurance 
terms if they are seen to be providing full
value cover whilst basing their line on 
an accurate Probable Maximum Loss
(PML) assessment, in the same way as is
provided to the Construction market.
Furthermore, the aim would then be to
force other insurers who continue to
prefer writing on a Policy Limit basis to
have their subscriptions signed down 
still further.

Very few insurers have these kind of
reinsurance treaties in place and to date,
there are no signs of these efforts having
been successful. Indeed, Willis believes
that these initiatives are unlikely to gain
sufficient market momentum, and will be
resisted by the majority of the market to
the point where they will be defeated –
unless of course differential marketing
really takes hold in this sector. Those
buyers considering such a programme
should perhaps reflect on the value of
securing slightly improved terms and
conditions set against the possibility of
insurer failure in the event of a major loss
because the full implications of such a
policy were not sufficiently understood or
appreciated. We would continue to stress
the value of dealing with well-known,
established carriers with whom buyers
have good relationships and who are going
to pay valid claims when asked to do so.

Index-linked valuations are
no longer the answer!

The upward spiral of commodity prices
referred to elsewhere in this Review has
been so severe that those buyers that 
have traditionally relied on index-linked
valuation methodologies to ensure the
accuracy of their underwriting
submissions would be well advised to
reconsider their position on this issue. 
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Up until now, should a company wish to
replace an asset, it has been able to rely on
index-linked estimation of those costs,
because a genuinely competitive tender has
been able to be conducted amongst
contractors and project leaders. Companies
have also instead been able to rely on a
reasonably fixed oil price, and relative gross
profit margins have been generally stable.

Today, given the shortages of manufacturers,
contractors and raw materials that a
company needs in order to replace a
damaged item, considerably more money 
is needed to secure its replacement. The
implication for business interruption
exposure following a physical damage loss 
is even worse.

Given the current level of insurer focus on
the issue of accurate valuations, there is
little doubt that buyers will be in a much
better position to maximise the potential
advantages of today’s market conditions 
if they conduct regular, independent
valuations that reflect the specific detailed
replacement value of their assets, as 
well as providing regular updates and
adjustments on the business interruption
values declared to the programme.

We would suggest that Business
Interruption reviews should be conducted
on at least an annual basis, and indeed
there is a strong argument to suggest that,
in the current economic climate, quarterly
reviews could also be appropriate. For
property values, a proper independent
valuation should now be carried out every
three years, although buyers should be
encouraged to review existing values as
often as possible. 
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OIL 
UPDATE
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Twenty years ago OIL was a relatively
uncomplicated vehicle which serviced the
oil and gas industry consistently and
effectively. Since 1988, two important
developments took place which significantly
changed the dynamics of the mutual:

– The Flat Premium option was
introduced, which was designed to
address new GAAP accounting rules that
applied to OIL's Retro policyholders

– Risk differentiation between business
sectors was added, which was designed
to make OIL more appealing to a
broader group of energy companies

As a result of these changes, the mechanics
of OIL have become somewhat more
complicated, at a time when membership
growth has increased significantly,
especially after 9/11 (see chart). However,
the recent expansion of the business 
sector risk differentiation to include the
two new windstorm sectors (see the
previous edition of this Review) has 
allowed OIL to support its membership
during the company's most challenging
period after the storms of 2005. 

Number of OIL members, 1990-2008

Source: OIL

The number of OIL members has declined over the last two years, but the number of members is
still higher than in the 1990s.
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As our chart shows, OIL membership grew
rapidly during the five years leading up to
2005, when hurricanes Rita and Katrina
came ashore on the US Gulf of Mexico
coastline. We have noted in our last
Review that losses from these hurricanes
marked the first time in OIL’s history that
the Aggregation Limit was actually
implemented, and it could be several more
years before the entire 2005 hurricane
claims to OIL are actually quantified and
final payments made. 

Following these catastrophic losses, the
normal functioning of the Rating and
Premium Plan was effectively short
circuited because OIL deemed it necessary
for premiums to be prepaid. This decision
was taken because it allowed OIL to keep
their A- S&P credit rating and to avoid
adverse Bermuda regulatory action. This set
of circumstances caused some shareholders
to withdraw, and our chart shows that there
are now to be only 57 members for 2008 –
the lowest number since 2000.
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However, one of the more positive
developments to come out of the
Katrina/Rita catastrophes is that OIL 
and sections of the commercial market 
are now working together to help settle
claims for members who purchased OIL
“wrap” policies from the commercial
insurance market.

During the week of November 5, 2007 OIL
held briefing meetings for brokers and
shareholders. Some highlights from these
meetings were:

– OIL’s 2007 loss experience up until
November 2007 was good and below
expected levels. This positive outlook
for 2007 follows on from the good
results achieved during 2006.
Shareholder equity as at September 30
2007 was in excess of US$ 3 billion

– As we mentioned earlier, membership
decreased from 74 at January 1 2007 to
57 at January 1 2008. Additionally, the
membership count also decreased by
one before the end of 2007 following
the merger of  two current OIL
members 

– The minimum deductible increased to
US$ 10 million at January 1 2008

– OIL management perceives a need for
OIL to communicate the risks inherent
in being a shareholder more effectively,
especially in respect of absolute
premium levels, premium volatility
and aggregate limits

– Following feedback received from
Shareholders, there could be
adjustments made to the Rating and
Premium Plan as early as the 2009
policy year, as well as to the deductible
levels and limits currently offered

– OIL is looking to promote itself more
actively within the energy company
community, with a view to focusing
more closely on companies offering
attractive, quality risk profiles

– OIL may look once more at the
possibility of reinsurance protection,
which was purchased in the early
1990s, as a tool to increase the
Aggregation Limit

Although Willis believes that OIL will
continue to represent a significant part
of insurance programs for a large number 
of energy companies around the world, 
we do indeed concur with them when they
say that they need to communicate the risks
inherent in being a member of a mutual
organization to prospective members more
effectively. It is also essential that anyone
considering becoming a member of OIL or
any other mutual organization fully
understands their obligations so that the
difficulties of the last two years can be finally
overcome and the necessary lessons learnt.



CONSTRUCTION

In June 2007, we said:

– We reported an increase in mid-market capacity as 
a result of new/returning carriers; specifically Alba
Syndicate, Infrassure, Chaucer Syndicate, WR
Berkley, Aspen Re and the O’Farrell Syndicate

– Even though there has been softening of markets,
coverage has not changed significantly

– Deductible levels have remained high, but static

– The downward cycle has not been as dramatic as in
some other markets, largely due to the longer-tail
nature of the construction market

– Future developments depend upon the treaty
reinsurance market and the catastrophe losses
sustained in the market

– Volatility is evident due to increasing demands 
for Delay in Start-up (DSU) and total market
premium volumes
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Significantly increased
capacity for 2008

The continuing absence of any significant
natural catastrophes in 2007 has led to a
further softening in market conditions.
The rate at which market conditions are
softening is greater for UK domestic
market programmes than for those in the
International sector. 

Increasing market capacity has continued,
with mid-market carrier entries as follows:

– Royal & SunAlliance has expanded
internationally, opening offices in

Shanghai, Hong Kong, Dubai & Bahrain
– Korean Re is a new entrant to the

market, providing capacity of 
US$ 50 million

– QBE has re-entered the construction
sector, providing additional capacity 
of US$ 30-40 million

As a result of these further developments,
we now estimate total capacity for 2008 
to be in the region of US$ 1.7 billion on a
Maximum Probable Loss (MPL) basis for
‘A-’ rated security or above. This represents
a significant increase of US$ 400 million 
on the corresponding figure for 2007. 
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Source: Willis

Capacity for construction risks in 2008 is at a five year high. 

Whilst none of these new carriers have
taken lead market positions, their
additional capacity has reduced the
construction market’s dependence on 

existing leading insurers. It has also
supported a number of aggressively priced
placements that may have otherwise had
difficulty in attracting capacity. 
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Key market drivers

A number of key factors contributed 
to shaping the profile of the onshore
construction market during 2007, which
can be summarised as follows:

– Reinsurance treaty issues
– Unified lenders’ clause 
– Longer project periods 
– Inflation
– Demands on EPC contracts 
– Project delays
– Contract certainty regulations

imposed on the insurance industry

However, as markets have softened, there
have been changes in underwriting
philosophies. Local and regional markets
are increasingly showing hunger for
business in the small/medium-sized risk
category. As a result, more direct business
is now being placed into local markets
which would have previously been 
placed in London. 

Outlook – further softening
expected in 2008

As market conditions continue to soften,
insurers are becoming more selective 
in the way that they treat particular
insurance programs. The market still values
high levels of personal contact, which can 
be used to create a competitive advantage
throughout the underwriting process. 
This is a key differentiator, which remains
essential in markets where risks are well
managed, proven technology is utilised and
the projects are located in areas with little 
or no catastrophe exposure. 

Coverage offered has still not significantly
altered, with broad-form cover still being
available as it was during the harder phases
of the market cycle. In general, buyers are
pressing for premium expenditure
reductions rather than seeking to use the
same premium spend to obtain wider cover.

Deductible levels still remain consistent,
with insurers challenging current
deductible levels for defective parts
coverage (LEG/3/2006). This usually
occurs where process technology may be
new or unproven or where significant
“scale-up” issues arise.

We now have strong evidence to suggest
that rates will continue to soften
throughout the first half of 2008. The 
path of this cycle is dependant upon the
sustainability of these rate reductions;
insurers in the downstream construction
market have previously found out the
hard way what happens when they have
chased rates down to a level that proves
unsustainable, as they did to their cost
during the last cycle of 1999-2000. 

The future direction of the reinsurance
treaty market, as well as the occurrence 
of any natural catastrophes, will also have
a significant impact on the path of this
cycle. Furthermore, the global impact
from the sub-prime lending crisis is still to
be fully felt by the market. This crisis may
directly cause global economic growth
rates to slow, which indirectly may have 
a significant impact on the number and
value of new projects.

Even though the downward cycle is
having an impact of the construction
sector; this may not be a drastic as in
other markets due to the long-tail nature
of the construction market. The lag-time
may prove to be a matter of years, by
which time the market may be able to
reposition itself appropriately to deal
with the consequences. 



INTERNATIONAL
LIABILITIES
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Recent Developments

In the June 2007 Energy Market Review 
we characterised the market as significantly
stretched. There were at least some signs
that capacity increases were levelling off 
and the possibility of firmer conditions in
2008 could not be ruled out. At the time 
of writing, we are concluding a number 
of liability placements with end of year
attachments, and we are detecting some
pushback on rate reductions.

However, the reality remains that most
programmes are benefiting from further
cuts in rating levels, at least through the
current renewal season. Insurers remain
very reluctant to lose business and there
have been no significant events impacting
this sector of the market. Until insurers’
profitability is clearly under pressure, 
it seems unlikely that there will be a
sufficient change in sentiment to produce
additional resolve to hold the line on rates
or to prompt a significant withdrawal 
of capacity.

Aggressive competition for more
straightforward liability business remains
a feature of many local markets, with
capacity flowing in from established global
insurers. We are also now seeing some of
the more difficult programmes being
quoted locally, at least at primary level.

There is now clear evidence of a
reallocation of capacity to regional
underwriting operations by some of 
the international insurers. It remains to 
be seen whether decentralisation of
underwriting will lead to loss of control
over underwriting philosophy. We have
seen examples of actions by regional
underwriting operations that do not 
reflect messages coming from the centre,
for example, the way that capacity is
structured across an individual risk. 
We have commented before that whilst
insurers have been prepared to chase rates
down, they have focused on maintaining
discipline in terms of underwriting 
criteria including wordings and depth of
information required. If underwriting
control slips to any significant extent, 
then the downward slope of the market

could become steeper again. However this
could eventually precipitate the end of 
the soft market if lax underwriting terms,
combined with still lower rates, push the
market into deficit. 

Once treaties are finalised for 2008, we
await feedback from the reinsurance
market with interest. Currently the
significant feature remains increased
retentions by the direct market and the soft
pricing of treaty protection. There are
reports that reinsurers are focusing on the
coverage issues flowing from the European
environmental liability Directive. This
subject is covered in more depth later in
this article.

Impact

From the perspective of the insurance
buyer, the situation is still positive, as 
we advised as earlier in the year. Rate
reductions are slowing for the larger risks
which have benefited most from the soft
market over the past few years, although
deals are still being done. Careful 
co-ordination of marketing across the 
globe can achieve the best possible 
results by maximising competitive
pressure between local and international
markets. Insurers continue to demand
good quality information and well
presented programmes continue to
achieve better results when marketed, 
and we would anticipate that this
continues to be the case through 2008.
The pressure on income is intense, with
markets in London seeing reduced new
business. The short-term temptation 
to relax underwriting standards is real,
particularly when competing with 
local markets.

Capacity

Overall market capacity is buoyant. Our
chart shows a tailing off of growth in
2008, although for most exposures there
is no difficulty in achieving the policy
limits required. 
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Realistic capacity available for refinery
and heavy chemical exposures is lower,
but still sufficient for most needs. Where
capacity for such risks is required in
excess of US$   500 million, it will
probably be on a Bermudan occurrence
reported form, although Willis has
recently been able to achieve a limit
significantly excess of this on a follow
form basis.

We do not anticipate that any significant
additional capacity focused on the energy
sector will emerge in 2008. However, new
capacity announced in 2007 will now be
coming on stream, the most significant
being the new Dublin operation of Aspen.
An experienced excess casualty team led
by Bob Patton moved from XL to form the
nucleus of this new venture, which widens
the Aspen offering as they are bringing an
additional US$ 50 million to the market.

Tax and compliance

In the last edition of this Review we focussed
on the issues related to premium tax and
regulatory compliance for international
programmes, and we described the lead that
the Zurich was taking in introducing a
structured approach to handling the issue. 

XL Europe has now introduced their
approach, named “World Pass”. As with
Zurich, they offer information on regulatory
and tax compliance, together with an
approach to structuring programmes which
they believe will allow both their clients and
themselves to operate in a compliant way
across many jurisdictions.

This development reinforces the message
that this is an issue that has become
strategic in that it can, and does, affect
decisions on programme design and even
which insurers to use. Some buyers may
take the view that the systematic approach
adopted first by Zurich and now XL is
cumbersome and does not reflect their
view of how these issues should be handled. 

We anticipate however that in the end it
will be those insurers who cannot
effectively handle these issues who will
suffer, as compliance is increasingly seen 
as a key component of global programme
design and management. The launch of 
an investigation by Belgian tax authorities
to establish whether tax has been
correctly paid by foreign insurers and
insurance buyers illustrates the high
profile of this issue.

International Liability capacity for energy business, 2003-08

Capacity for energy liability risks in 2008 for non-US domiciled business remains stable. 
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Outlook

In summary, our present view is that the
market will remain soft through 2008. 
In the absence of major claim events or
other factors affecting the market as a
whole, we see no pressure for change.

Change in market conditions will probably
be a process of attrition as margins are
squeezed. Less stringent underwriting, in
the continued fight to maintain premium
volumes, could accelerate the process but
this is unlikely to become apparent until
2009 or even 2010.

The European Environmental directive and the growth of
demand for environmental insurance

Transposition of EU Environmental Liability Directive (2004/35/EC)
Understanding of position as of November 2007

Member State Comments Transposed?

Austria Federal draft law was published in February 2007, and public No
consultation ended on 23 March 2007.

Belgium Flemish Region: Amendments to a draft decree due to have been No
submitted to the Flemish Parliament July 2007 – further
government legislation will then be required.

Walloon Region: The process is under way (second reading at No
the Walloon Parliament – waiting for the opinion of the
Council of State).

Brussels Region: Still in internal consultation process, not yet No
submitted to the Brussels Parliament.

Federal Authority: An amendment to the law of 31 December No
1963 on civil protection and a new period of limitation for the 
recovery of costs by the public authorities in the civil code was 
published in the Belgian Official Journal of 8 May 2007. 
Further government legislation is needed. 

Bulgaria Draft legislation was issued in September 2006. No

Cyprus Transposition was originally expected in February 2007 No
but not yet implemented

Czech Republic Draft legislation was issued in July 2006, awaiting Expected 
interdepartmental consultation. summer 2008

Denmark Proposal from the Minister of Environment was presented in No
parliament in March 2007. Minister for Environment has 
proposed amendments, which will be discussed during the 
next Parliamentary session commencing in October 2007.

Estonia Draft Act on Environmental Liability was approved by the Yes
Government in May 2007 and adopted November 2007.

Finland Government proposal was issued for public consultation on No
14 May 2007. It is expected that legislation may be adopted in 
January 2008 at the earliest, following Parliamentary debate. 

France Draft legislation was published in November 2006. Following No
public consultation, the bill is awaiting discussion and adoption 
by Parliament into the French Environmental Code. 

Germany At the federal level the directive has been implemented by the Yes
Umweltschadensgesetz, however this Act will also need to be (at federal 
implemented at the regional level. level)

Greece Not aware of any public consultation or draft legislation to date. No

Hungary The Directive was transposed in April 2007, by amendment of  Yes
the framework environmental act (Act LIII of 1995) and  adoption 
of various decrees covering different aspects of the Directive.
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Member State Comments Transposed?

Ireland A public consultation exercise has been currently underway,  No
which closed on 19 September 2007.

Italy The Directive was implemented in April 2006 by Part VI of  Law Yes
152/2006, commonly referred to as the “Environmental Code.”

Latvia  The Directive was transposed by the required deadline of Yes
30 April 2007

Lithuania The Directive was transposed by legislation passed in Yes
March 2005

Luxembourg Not aware of public consultation or draft legislation No

Malta Not aware of public consultation or draft legislation No

Netherlands Draft legislation has been submitted to Council of State No
for approval.

Poland The Directive has been transposed through the Act on Yes
Prevention and Remedying of Environmental Damages, in force (partially)
since 30 April 2007. Annexes I and II to the Directive are to be 
transposed through executive regulations issued by the Minister 
for the Environment.

Portugal Not aware of any public consultation or draft legislation to date No

Romania The Directive was implemented by an emergency ordinance in Yes
June 2007, however the ordinance will enter into force only (subject
upon its confirmation by the Parliament. The future Law on the to approval) 
approval of the Emergency Ordinance may therefore be subject 
to amendment. 

Slovakia Transposed Yes

Slovenia Not aware of public consultation or draft legislation. No
A preliminary study was undertaken to identify the measures 
necessary to implement the Directive.

Spain A Bill (Proyecto de Ley de Responsabilidad medioambiental) Yes
was published by the government in March 2007. This was 
approved by Parliament. In October 2007 and is backdated to 
30th April 2007. 

Sweden Legislation transposing the Directive came into force on Yes
1 August 2007.

United An initial public consultation exercise has been completed, No
Kingdom with a further stage of consultation planned for early 2008

We venture to predict that 2008 will be the
year that environmental insurance steps
from the shadows and starts to take its
place as a mainstream product, at least for
European exposures in the energy sector.

From the point of view of the insurers who
specialise in this area, there have been
many false dawns with limited interest
being demonstrated by risk managers.
Environmental risk exposure and its
related risk transfer strategy are now
moving much further up the agenda of the
risk management community. As we have
already suggested, it is also moving up the
agenda of the reinsurance market. The
principal concern of treaty reinsurers on

the general casualty portfolio is to limit
any extension of the limited pollution
cover provide in liability policies.

The catalyst for the change in priorities is 
the EU Directive 2004/35/EC on
environmental liability with regard to the
prevention and remedying of environmental
damage, (the “EU Environmental Liability
Directive”). This came into force in April
2004 with a deadline for implementation 
by Member States of 30 April 2007. EU
deadlines being somewhat flexible, most
states missed that date, although progress 
is now speeding up. The table summarises
the position at 31/12/2007 for the larger
European countries.
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Obligations under the Directive
The Directive establishes a liability
framework for the following categories 
of “environmental damage”: 

– Harm/damage to species and natural
habitats protected under the 1992
Habitats Directive and the 1979 Wild
Birds Directive, for example Sites of
Special Scientific Interest, Special
Areas of Conservation and Special
Protection Areas

– Pollution of waters covered by the
2000 Water Framework Directive

– Land contamination that creates a
significant risk to human health

The Directive is based on the “polluter
pays” principle. Operators of certain listed
activities, which include many energy and
chemical processes, will be strictly liable
for environmental damage caused by their
activities. All other operators will be liable
where they have been negligent. 

The Directive does not apply retrospectively
and therefore applies only to environmental
damage caused by incidents occurring after
30 April 2007. The scope of remedial
measures required following environmental
damage to water or protected species is
broader than is currently required under 
EU and most local environmental
legislation, and includes the following:

– Primary Remediation – returning the
damaged natural resources to (or
towards) their original “baseline”
condition.

– Complementary Remediation –
measures to be carried out if baseline
conditions cannot be achieved through
Primary Remediation, potentially
including the creation of an alternative
habitat elsewhere.

– Compensatory Remediation –
compensation for an interim loss until
Primary or Complementary
Remediation is completed. This does
not include financial compensation to
members of the public.

Whilst it was much debated whilst the
Directive was being developed, there is no
requirement for compulsory insurance,

although this aspect will be reviewed
again in 2010.

The impact of the Directive
on demand for insurance

We are seeing increased interest in
environmental insurance from the energy
industry in Europe. This has been
happening over a period of time, as there
has been an increased focus on the
mismatch between exposures faced and
the limited cover in liability programmes.
National legislation has been tightening
significantly over the last 10 to 15 years in
most countries. The Directive in Europe 
is therefore a catalyst for change in the
perception of the importance of this issue
rather than a fundamental change in the
legal environment.

It is apparent that companies based
outside the EU, in particular the USA, also
want to understand the impact of the
directive on their operations in Europe.
They have great awareness of the issues, 
in particular the parallels between the
Directive and Natural Resource Damages
(NRD) legislation in the USA (please see
the next section of this Review). 

The Directive and 
liability insurance

A key question is the extent to which
existing liability policies will cover Directive
liabilities. The most fundamental issue is
that most policies only cover sudden events
that result in pollution damage, which
represents a significant shortfall of cover
even before the directive is considered. In
addition it is doubtful that many policies
will cover the new liabilities, and it is
certainly clear that liability insurers are
generally reluctant to extend existing cover.

The specialist environmental insurers see
the Directive as an opportunity and are
prepared to offer explicit cover for the
Directive as part of their environmental
liability forms. Some insurers have
expanded their standard policy wording,
whilst others have developed new products
or coverage sections which are offered on
relevant enquiries.
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Key uncertainties arising from
implementation of the Directive 

The key uncertainty is the absence of guidance on the
implementation of the Directive. In particular, it is unclear 
how environmental damage is to be evaluated under the Directive,
and what scope of complementary and compensatory remediation
may be required. These issues will be decided by the designated
“competent authority” in each Member State, potentially leading 
to a variable approach to enforcement throughout the EU.

The Directive allows non-governmental organisations (NGOs)
and other affected parties to request that authorities take action
against operators. Insurers have mixed views as to whether this
would increase their exposure. However, there is some concern
that claims could be driven more by political factors than
technical considerations, particularly where media coverage
generates public unrest. Insurers agree that the Directive
increases the importance of operators maintaining good
stakeholder relations.

Again, the role of the authorities in enforcing the Directive and
ensuring credible claims are pursued will be of real significance.

Conclusion

The environmental insurance market has developed significantly
over the past few years. Programmes covering both sudden and
gradual pollution can be implemented on a multinational basis
and as we have suggested, they can now include the new 
Directive liabilities. 

Total market capacity, even for relatively exposed sectors such as
the energy and chemical exceeds US$ 2 billion. With the cost of
the main casualty programme falling, now is probably a good time
to evaluate environmental exposures and analyse and compare
the cover available from the specialist market. It is certainly the
case that a number of companies in the energy sector have done
this or are planning to in the near future.

In the next edition of this Review we intend to look in more detail
at how an environmental programme can be structured and the
practical issues of implementing cover for onshore energy risks.



US EXCESS
LIABILITIES
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Favourable market
conditions for buyers to
continue into 2008

Pricing conditions as respects excess
liability insurance for energy risks
(including petrochemical and chemical
risks) continued to be favourable to
insurance buyers. Gulf of Mexico
hurricanes during 2006 and 2007 failed 
to materialize to the point of adversely
affecting the liability markets and
furthermore there have not been any
other excess liability loss events thus far
in 2007 that have had the effect of
countering the softening trend. These
factors, combined with an abundance of
excess liability capacity and affordable
treaty reinsurance costs, have resulted 
in a continued gradual softening in excess
liability market conditions through the
third quarter of 2007 and will most likely
continue into 2008. 

Modest rate reductions 
set the benchmark

At the end of 2007, reductions of 5% to
10% are setting the benchmark for the
energy sector. However, these are average
figures and for accounts that do not
purchase full market capacity, i.e. where
competition amongst insurers can be
created and that enjoy a clean loss record,
premium reductions exceeding 10% were
achievable. Conversely, premiums for
some programs either from a quality of
risk, acquisition or losses incurred
standpoint, have actually increased
slightly. As a general comment, there is
still some residual nervousness amongst
insurers, particularly in relation to
exposures located in the southern states. 

As respects policy form, a softening
market does not always produce
enhancements in coverage. Generally,
breadth of coverage is not being expanded
and there is still close scrutiny of
wordings, with certain exclusions not
being removed easily. 

No major changes
anticipated in 2008

We cannot readily identify any potential
drivers of significant change in market
conditions in 2008. However, there is
some possibility that early 2008 may see 
a steadying of the market as there has been
something of a disconnect between direct
rates and reinsurance treaty costs. If this
trend continues in the next treaty renewal
season, falling direct rates may meet 
rising reinsurance premiums as well as
increased attritional losses. The latter are
always present, and in our view must at
some point create a floor under the market
when set against the lower revenue of a
softer market. Moreover, if the investment
environment deteriorates further due to
sub-prime issues, or if there is fallout from
the fires in California, it is possible that 
the insurance marketplace as a whole 
could be affected. 

These issues aside, we see no immediate or
direct indication that the current market
softening will subside in 2008. There is an
abundance of excess liability capacity for
most risks in the range of US$ 1.2 billion,
insurers remain well capitalised and there
has been an absence of market changing
losses that would have any serious impact
on insurers’ capital. However, it should be
noted that for most energy risks the rate 
of premium softening in 2008 will be at a
more modest rate than the excess liability
market as a whole.

The energy sector does have some features
that tend to make it more volatile. The
number of lead markets is relatively small
and there is a finite premium pool. A
catastrophe involving a major refinery or
pipeline which involves a liability claim 
that exhausts all the layers on a large
placement could shift sentiment. 
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Regional underwriting 
may strengthen the
softening process

Regional variation is becoming an
important factor. In certain territories an
oversupply of local capacity has fuelled
competition, leading to higher average
rate reductions. This process has been
influenced by an expansion of global
operations by a number of insurers such
as QBE and Catlin. They are seeking to
access markets directly, relying less on
business flowing into London. Other
insurers who already have a global footprint
are allowing their local operations more
freedom to underwrite and are in some
cases increasing the capacity available. 

Underwriting issues 

Despite competitive market conditions,
insurers remain focused on exposures and
the quality of risks. The energy sector does
indeed have significant liability exposures
as illustrated by major events such as the
Toulouse explosion and more recently the
Buncefield loss in the UK, pollution events
from Katrina and the flood affecting the
Coffeyville Refinery. From insurers’
perspective, falling prices mean that the
quality of their underwriting is key to
maintaining profitably in the longer term. 

Quality of site maintenance is seen as 
an important issue for sites with a fire,
explosion or environmental exposure.
Property surveys are a valuable source 
of information and can be used to
demonstrate that a risk is well managed.
Conversely, where a property survey
highlights problems it is important to 
be able to demonstrate that corrective
action is in progress. Insurers will decline
risks where critical maintenance or plant
improvement is outstanding. Offsite
pipelines are a particular concern. 

Other areas that some insurers are
monitoring include the following:

– MTBE claim activity
– Benzene claim activity
– Global warming

– Exposures in hurricane prone areas
and resultant pollution losses that 
can occur

– Polyethylene Terephthalate (PET) -
packaging material for food and
beverage (plastic) bottling

– 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
(TEFLON), protective finishes on
carpets (SCOTCHGUARD,
STAINMASTER), clothing (GORE-
TEX), and the weather-resistant barrier
sheeting used on homes under the
exterior siding (TYVEK). 

– 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 biphenyl ether.

US Natural Resource Damage

There are similarities between the EU
Environmental Liability Directive
mentioned in the preceding section and
Natural Resource Damages (NRD)
legislation in the USA, Enforcement action
has been taken by the relevant authorities
(referred to as the Natural Resource
Trustees) to claim the costs of restoring a
damaged area as well as compensation for
the interim loss of services occurring 
prior to full restoration. A number of such
claims have been insured through the US
Environmental Insurance Market, many
resulting in seven figure settlements.

Evaluation of the costs of compensation 
for NRD is often performed using Habitat
Equivalency Analysis (HEA), which
essentially seeks to determine the “value”
of the damaged habitat represented and
thus what costs or services should be met
by the liable party. The approach to valuing
damage in Europe may well draw from
experience in the US.
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TERRORISM
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Market remains hungry 
for premium income

As we move into 2008 the terrorism
market is still very hungry for premium
income and, as in other sectors, rates 
have continued to fall. 

However, there are now several programmes
where rates cannot realistically fall any
lower because of the need to generate
minimum premiums. Other programmes,
especially those which feature significant
premium income, could still see rates fall 
by 20-30% and achieve the necessary take-up
in the market. Overall, we believe that rates
for 2008 may reduce from anywhere
between 10-40%, depending on the extent 
of the premium on offer.

The loss record in this sector continues to
be modest, with only the recent attacks by
local factions on Mexican pipelines and
the consequent business interruption loss
worthy of note, although even some these
losses may have been absorbed by BI
waiting periods. Certainly the 2007 loss
record has not been sufficient to make any
impact on market dynamics.

Insurers balk at 
available returns

Rating levels in this sector have now
reached the point whereby potential
newcomers to the market have finally
begun to be put off by the meagre premium
to capital ratios on offer. We understand
that some of the major European insurers
having been considering offering
“watching” lines for this class, but given
that most of these insurers have minimum
premium requirements they have decided,
perhaps understandably, not to enter the
market at this stage.

Although we do expect that more capacity
will be available in this market in 2008,
there are markets threatening to reduce
their line sizes as minimum premium
levels are reached. In particular Hiscox,
who has traditionally been the major
terrorism market in London and who
currently have US$ 100 million lines at
their disposal have said that they will be

using their capacity less extensively in
2008. The rationale for such an approach
is that if rating levels have reached the
bottom of this soft market, insurers will
not be wishing to commit their capacity 
to programmes which cannot be written
profitably at these prices. Bearing all 
this in mind, realistic total capacity for
this class is now expected to reach
approximately US$ 1.3 billion in 2008.

New Hiscox product clarifies
war/terrorism ambiguities

Meanwhile, demand for the product
remains strong, and we are noticing more
orders as rating levels continue to fall.
One noticeable feature has been that more
and more clients are looking to broaden
their cover to include political violence as
well as just terrorism. 2007 saw the
introduction of the new Hiscox political
violence product, which was developed
specifically following the Israel/Lebanon
crisis. There was some uncertainty after
the crisis as to which events could be
classified as acts of terrorism and which
could be classified as acts of war, and
opposing and confusing views quickly
developed within both the buyer and
insurer communities. 

The Hiscox product was developed in
order to avoid any confusion and ensure
that any losses from such events in the
future would be covered by this wording.
To date, few others have followed Hiscox’s
lead, but we anticipate that this product,
albeit relatively expensive, will certainly
be in high demand in key regions of the
world where the threat of terrorist activity
is at its highest.

Meanwhile Lloyd’s syndicate MAP has
developed their own policy wording
called T3X, which gives clients capacity
for nuclear/chemical/biological
exposures. The syndicate is encouraging
brokers to provide buyers with a sub-limit
for these perils, in return for which they
will underwrite 100% of the sub-limit 
on the programme.

There is very little pressure on existing
retention levels, and in reality this is less
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of an issue than it has been in the past.
Certainly the market views this product 
as a protection for catastrophe rather than
attritional exposures, and both buyers and
insurers seem comfortable with retentions
at their existing levels.

TRIA extension may
challenge commercial
market business

In the previous edition of this Review we
stated that there was some uncertainty as
to the extent of the cover provided by
TRIA in 2008. Originally TRIA was due to
expire on 31st December 2007, and the
authorities have previously indicated  that
they would not leave it quite so long this
time to work out how they were going to
take this issue forward in the future. 

On December 18, only hours before
adjourning for the holiday season, the U.S.
House of Representatives voted to extend
the Terrorism Risk Insurance Extension
Act (TRIEA) for an additional seven years,
using the version of the bill approved by
the Senate Banking Committee on
October 17 and deemed to be acceptable to
the Bush administration. On December
26, President Bush signed the bill into law.

While the final bill is not as
comprehensive as that originally
proposed by the House, it is nonetheless a
clear improvement over the expiring
program, ensuring longer-term continuity
of the program and eliminating the
previously blurred distinction between
foreign and domestic acts of terrorism.

In summary, the legislation will:
– Extend the program by seven years –

from December 31, 2007 to December
31, 2014

– Eliminate the distinction between
foreign and domestic acts of terrorism
by eliminating the requirement that
such acts be “committed on behalf of
any foreign person or foreign interest.”

– Retain the insurer deductible level of
20% of direct earned premium for
insured terrorism losses

– Continue the current “make available”
provision for insurance for acts of
terrorism as redefined under the act

– Continue the current level of federal
compensation and insurer co-pay at
85% and 15% respectively

– Maintain the current US$ 100 million
aggregate industry loss to trigger
coverage

The provisions of the original House bill
that did not survive include:
– A program extension for 15 years

– Inclusion of NBCR – acts of nuclear,
biological, chemical and radiological –
terrorism within the “make available”
provision

– Inclusion of Group Life as a covered
line of insurance

– Provision of a “reset mechanism” for
significant attacks – lowering the
deductible from 20% to 5% for
insurers affected by an event exceeding
US$ 1 billion in insured losses

– A reduction to US$ 50 million of the
aggregate industry loss required to
trigger coverage

As a concession to the House, the Senate
Finance Committee has agreed to "revisit"
the issues of NBCR and Group Life in the
near future and to address the feasibility
of future expansion of the program.

Property Insurance Programs
Even before the President inked the
measure, Property underwriters whose
renewal capacity commitments were
constrained by uncertainty surrounding
TRIA’s fate began signing binders for
January 1, 2008 renewals.

Their collective sigh of relief was echoed
by Construction risk underwriters who
had been trying to determine how they
could support multi-year projects without
the benefit of Terrorism Risk Insurance
Program Reauthorization Act of 2007
(TRIPRA) backstop.
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For some policyholders with sunset
provisions, underwriters will now be
issuing pro rata TRIPRA additional
premium notices to cover the period from
January 1, 2008 to their respective policy
expirations. Most buyers will view this as 
a minor inconvenience when measured
against the benefit of the continuation 
of terrorism protection.

TRIA and Captive Utilization
While the focus of this legislation has
always been to provide a source of
reinsurance support to mainstream
insurance markets, TRIA and its extension
as TRIEA in 2005 have also had a
significant impact on the development of
the alternative risk transfer marketplace,
particularly in the utilization of captive
insurance companies. As the program
pertains to any U.S. Property or Casualty
insurance company licensed to engage 
in the business of providing primary or
excess insurance and receive direct earned
premiums, it was subsequently determined
(in the Treasury Department’s set of final
regulations issued in 2003) that “state
license captive insurance companies” and
“admitted risk retention groups” would
also be eligible for the protections afforded
under TRIA.

As a result, certain insurance regulators –
e.g., those in Vermont, New York, South
Carolina and Arizona – have approved the
creation and funding of captives designed
specifically for the purpose of accessing
program coverages.

Captives that are used to accessing TRIA
(now TRIPRA) coverage have the
opportunity to achieve potentially
significant savings in the long-term cost 
of risk for terrorism insurance, and they
also have the latitude to obtain broader
coverage than that which may be available
in the traditional marketplace – including
access to coverage for nuclear, biological,
chemical and radiological terrorism.

With the federal government’s longer-term
commitment to this legislation now
confirmed, we expect to witness continued
expansion of captive formation in 2008.

Outlook

We would suggest that the terrorism
market may finally be reaching the end 
of this phase of the market cycle, as more
insurers begin to reduce their line sizes.
However, such is the extent of the
available capacity in this market that it
will take considerably more than this for
any impact to be felt on rating levels. By
historical standards, premium levels in
this market have been very robust since
9/11 and they have actually grown every
single year, even as rating levels started 
to decline during 2002. Indeed, market
sources indicate that the third quarter of
2007 was the first quarter since 9/11 that
Lloyd’s premium for this class has actually
reduced. So perhaps things will change a
little in this market in 2008 as insurers
realise that rating level reductions can 
no longer be disguised by increased
premium income.
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Comparison of Terrorism Risk Insurance Act of 2002 (TRIA) and Subsequent
Extension Legislation

TRIA (2002) Terrorism Risk Insurance Terrorism Risk Insurance 
Revision and Extension Program Reauthorization 
Act of 2005 (TRIREA) Act of 2007 (TRIPRA)

Duration Three years Two year extension through Seven-year extension through 
(expired December 31, 2005) December 31, 2007 December 31, 2014

Covered Lines Most commercial property Same lines covered by the Same lines covered by the 
and casualty lines, including program established in 2002 current program  (no change 
workers’ comp and surety  except deletes the following: from 2005 amendments)
but excluded crop, private commercial auto, professional 
mortgage, medical malpractice, liability (other than D&O), 
financial guarantee, reinsurance surety, burglary & theft, and 
and flood provided under NFIP farm-owners multi peril

No health or life, including group 
life insurance

Act of Limited to violent acts certified
Terrorism by Treasury Secretary, in
Definition concurrence with Secretary 

of State and Attorney General, 
to have been committed by or
on behalf of a foreign person
or interest to coerce or 
influence US policy

Insurers All licensed insurers; IID-listed No change No change
Covered by surplus lines insurers  and
Backstop and insurers approved under 
“Make Available” Federal insurance programs 
Mandate for marine, aviation, and

transport; state residual market
insurance entities or 
workers’ compensation funds
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DIRECTORS’
AND OFFICERS’
LIABILITY
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Since July 2007 the D&O market for
Financial Institutions is showing signs 
of hardening and, given the amount of
media coverage of recent sub-prime debt
defaults, it will come as no surprise to our
readers that this has been felt especially in
the United States. Indeed, in the past 3
months there have been approximately 
one hundred claims against U.S. companies
(largely financial institutions) as the result
of the sub-prime fall out.

Unlike all the other sectors that we have
reported on in this Review, we can report
that D&O insurers are under pressure to
increase rates on many lines for this class
of business, and financial lines insurers
are now at the position where they are
willing to walk away from a programme 
if they cannot secure what they regard as
the correct rate for the exposure.

However, outside the USA there have so 
far been very few claims against financial
institutions because of the sub-prime issue.
So for commercial programmes, both in 
and outside the USA including companies
in the energy sector, rates still remain 
fairly competitive. Indeed, reductions of
between 10% and 15% are still available 
on programmes that have not benefited
from premium reduction in the past year 
or so, whilst we are seeing some larger
programmes with limits of over 
US$ 150 million achieve rate reductions
ranging between 15 and 20%.

Coverage
Most insurers over the past year have
produced new  and improved policy
wordings, the highlights of these being 
as follows:

– No pollution exclusion, or at least less
restrictive pollution exclusion language

– Additional limits available for 
non-executive Directors 

– Broader coverage for external
directorships 

– Improvements to the severability and
warranty language

Furthermore, for certain programmes
reductions in retention levels are achievable.

The worldwide capacity for D&O policy
limits remains fairly stable, with many of
the large D&O insurers actively seeking to
increase market share and opening offices
in several of the emerging markets such as
Russia, China and India to capitalise on
growing awareness and the need for D&O
in these jurisdictions.

As we commented in the previous edition
of this Review, many companies now
purchase local policies in countries where
the global policy is not acceptable. This is
because in a number of countries the
policy needs to be an "admitted" policy.
This means that the carrier has been
approved and the policy form has been
formally submitted and approved by the
local regulator as required by local law.
There have been no significant increases
in capacity recently, nor do we anticipate
that there will be over the near future.

Outlook
With the sub-prime issue creating a credit
crunch around the world, a potential
recession looming and the US economy 
not performing as well as in the recent 
past, this could well lead to a greater
number of D&O claims against commercial
companies. We anticipate that the D&O
market, both in the US and elsewhere, will
begin to harden towards the end of 2008.
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