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Gulf of Mexico offshore energy market
comes under scrutiny of risk carriers

As claims from hurricane lke continue to grow into the billions, following hard on the heels of a series of other major
Atlantic storms in recent years, DAVID CROOM-JOHNSON asks whether it is possible for offshore energy insurers to
continue underwriting wind exposure in the Gulf of Mexico and questions what role reinsurers will have on conditions

FOLLOWING hurricane Ivan in
2004, itself supposedly a one-in-
30-year event, the Gulf of Mex-
ico has been battered by a
succession  of  destructive
storms notably Katrina, Rita,
Gustav and Tke.

But in addition fo these
storms’ impact on the insur-
ance industry, offshore energy
underwriters have seen an
increase in attritional losses of
all types including several large
sub-sea losses.

This has raised the question
of whether the offshoréenergy
insurance market is still able to
provide wind insurance in the
face of such losses.

The simple answer is yes, but
not without a significant
change in the way this exposure
is underwritten by the world’s
insurance markets and a change
in the mindset of those insureds
looking to buy cover.

Against the backdrop of heavy
losses; underwriters are being
pressured on a number of macro
economic fronts with rising
inflation and falling investment
returns, while unpredictable
security ratings and reinsurance
costs are also adding to the
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uncertainty of the picture.

Looking at inflation, the oil
and gas industry has been par-
ticularly susceptible to the
effects of rising costs. Oil, gas,
steel and labour all cost consid-
erably more than they did three
years ago and are inflating the
cost of claims. Generally, these
rising costs have not been
allowed for by underwriters and
deductibles are now overdue
for adjustment.

For all insurers, but particu-
larly for anyone who is banking
on paying these increasing
claims from income on invest-
ments and is pricing risks based
on an assumed investment
return, the current turmoil in
the world’s financial markets is
making the job much harder.
Add to this more instability
around security ratings, coupled
with uncertainty over how the
reinsurance market will react
and the underwriter has an
increasingly difficult task ahead.

Rerating the risk is net sucuyh
It cannot, however, simply be a
matter of rerating this exposure,
Rates will certainly harden to
reflect insurers’ needs to make a

respectable return on their capi-
tal and safeguard the longer-
term sustainability of the market
but deductibles must also
increase to reflect the increase in
inflation. There will be a closer
look at terms and conditions
generally and in particular
around coverage for control of
well (making well safe} and
removal of debris. Specific areas
of sub-sea construction under-
writing will also receive much
cleser attention.

For Gulf of Mexico business,
wind caps, which were imposed
post-Katrina and increased in
2007 and 2008 in line with rap-
idly expanding total insured val-
ues, will shrink back due to
reduced underwriting capacity,
rating considerations and the
cost of reinsurance. Wind
excesses, which remained stable
in 2007 and 2008 despite the

increase, in Total Insured Value,.

will also have to increase sub-
stantially.

Significant proportions of
Gustav and Tke claims will have
resulted from operators’ extra
expense (OEE) coverage and
platform removal costs. These
will be restricted to ensure that

coverage is not triggered at too
low a level or for too high a
Timit in future events and there
will be closer attention to
property valuations and other
coverage considerations.

Chaica will contract

The offshore sector is heavily
brokered, which has provided
buyers with opportunities to
identify weaker links within the
market and exploit cheaper cov-
erage. The market contraction,
however, means their choice of
carrier is likely to be restricted
and buyers may well have
to consider a quota share par-
ticipation in their own insur-
ance. Coverage will not be as
cheap and as generous as it has
been and it is essential that the
insurance industry communi-
cates the challenges it faces to
the buyer.

Another impact might be the
introduction of some new
developments such as the idea
that there could be a single,
standardised wording for wind-
exposed business. There may
also be new style schedules
detailing values, removal of
wreck costs and plugging and

abandonment
each asset.

The sterms bocoms the serm
The increasing regularity of
major storms in the Gulf of
Mexico in the last four years
would seem to indicate that cli-
mate change is having a signif-
icant impact on the weather
system, particularly consider-
ing that before Ivan you would
need to go back to 1992 and
hurricane Andrew for the previ-
ous major storm. This chang-
ing trend unfortunately has still
not been accounted for in the
underwriting.

Direct underwriters have lost
money through the writing of
wind exposed business over the
last five years and will have been
alarmed at the scale of their
losses given that Ike was rated
as a category-two storm.

They will also be dissatisfied
with the inaccuracy of their
riskfportfolio modetling.

The reaction of reinsurers to
being presented with losses
from Gulf of Mexico offshore
energly business is not vet clear,
but if the direct market does not
react there will almost certainly
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be restrictions applied by the
reinsurers in terms of the
availability of coverage. This
could then feed through into
direct insurers writing signifi-
cantly less aggregate or with-
drawing from wind exposure
altogether if they do not think
the reinsurance product is
available on reasonable terms.

Sustainability is the alm

It is disappointing that the mar-
ket has failed to deliver a sustain-
able product for offshore energdy
business over the insurance
cycle. Buyers want less volatility
and more predictability in the
insurance cover purchase
while insurers and reinsurers
need to show consistently prof-
itable returns if they are to
remain in this class for the long
term. These two ambitions are
not mutually exclusive but it
does require a significant reap-
praisal from all parties of the true
cost of the risk being underwrit-
ten in the Gulf of Mexico.




This cutting is reproduced by FWD under licence from the NLA. No further copying (including the printing of
digital cuttings), digital reproduction or forwarding is permitted except under licence from the NLA,
www.nla.co.uk(newspapers)



