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MARKET NEWS  
DECEMBER 2005 

Market Overview 

2006 Prospects  
Parallels with 2002?  

In our August Market News we reported that 
the insurance industry was behaving fairly 
responsibly overall, responding to events as it 
should do, and that profits could be expected 
for 2006 despite the softening market. 

 

Less than four months and three major 
hurricanes later - Katrina, Rita and Wilma - 
the insurance industry has been thumped 
incredibly hard by losses which many market 
commentators suggest have the potential to 
be market changing events. 

The effect of the losses on the insurance 
market is rather different from those caused 
by the US terrorist attacks (WTC) of 
September 11th 2001.  The brunt of the WTC 
losses was concentrated on a limited number 
of insurers and reinsurers.  For a number of 
years prior to WTC, the global insurance 

industry had been suffering from a terrible 
malaise, with underwriting losses being 
subsidised by investment earnings and 
capital gains.  WTC, in conjunction with 
declining world stock markets, was the final 
‘straw that broke the camel’s back’.  Without 
the prospect of subsidising underwriting 
activities all business lines had to stand on 
their own feet and the entire market 
recovered collectively. 

By contrast, global economic conditions in 
2005 are ‘much improved’ and insurers’ 
balance sheets - for the majority of those who 
have survived – have been repaired.  Up until 
the 2nd quarter of 2005 extremely strong 
earnings were being reported with the 
anticipation of another good year overall.  
The natural catastrophe losses caused by the 
US and Caribbean hurricanes (and not 
forgetting the typhoons in South East Asia), 
have embraced a much wider audience, 
taking in not just the US domestic market, but 
globally, the European, Bermudan, Japanese 
and Lloyd’s insurers and reinsurers too.  It is 
the unprecedented frequency and severity of 
the insured losses that has caused much of 
the damage to ostensibly strong balance 
sheets. 

The Bermudans appear to have been hit 
disproportionately hard compared with other 
insurers, with billions of dollars of capital 
wiped out.  It has resulted in a race with new 
start-ups to raise funds in the capital markets 
(hedge funds) to bolster depleted balance 
sheets and provide fresh funds to take 
advantage of the much vaunted and 
expected rate increases.   

Bermudan insurers’ significant involvement in 
the hurricanes is due to their ‘catastrophe 
class’ business models which are primarily 
based on big ticket, property and reinsurance 
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Lloyd's Market Indices
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portfolios that are written without the support 
of vast infrastructures.  There is no room on 
the island to house the legions of personnel 
that would be required to support personal 
lines classes, such as motor, life and 
homeowners business! 

As reinsurers will undoubtedly bear the brunt 
of these losses they will require ‘pay-back’, 
whether it be implicit or explicit.  As a result, 
reinsurance costs will account for a higher 
proportion of gross premium income than has 
been the case in the last few years, offsetting 
some of the benefits of the expected rate 
rises.  Comparatively speaking we expect the 
trading environment to be similar to 2002 
following WTC, although it is unlikely to 
encompass every class of business – non-US 
retail lines which have been unaffected and 
are trading profitability are unlikely to be 
swept up in the rate hike euphoria.  The 
aviation market, which sees the majority of 
the world’s airlines renew in the final quarter, 

saw rates fall again, after three profitable 
years.  However, and most importantly for 
Lloyd’s, in the areas where it has its greatest 
exposures, non-marine US property and 
energy business rates could potentially reach 
1993 levels, which were better than those 
achieved in 2002.  Whilst we would expect 
results for 2006 to be a great deal better than 
original business plan targets - produced 
before the hurricane season took place – 
2007, like 2003, should have the potential to 
yield even better returns when the legacy of 
the hurricanes has washed through the 
system. 

 

 

Rating Indices 

Lloyd’s has published its Market Indices 
update showing rate movements (based on a 
survey of underwriters) since 2000 to the 3rd 
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Quarter 2005.   

The survey was being compiled before the 
hurricane season had got into full swing and 
therefore shows market expectations as if the 
hurricanes had not happened.  We expect to 
see the upward movement reflected in the 4th 
and subsequent quarters.   

 

 

Market Sectors 
Marine and Energy 

The energy market (on and offshore) has 
seen the most immediate and dramatic 
increases in rates following hurricanes 
Katrina, Rita and Wilma. Virtually all Gulf of 
Mexico exposed policies are expected to see 
significant rises and with restrictions of 
coverage, such as combined aggregate limits 
for wind, flood and quake (previously they 
were offered separately).  Some loss affected 
policies that have renewed have seen 
increases in multiple 100’s of percent, at 
prices which are still easily affordable by an 
industry which is enjoying high oil prices and 
record profits.  Due to the question-mark over 
the availability of reinsurance cover into 
2006, insurers’ line sizes have reduced. Even 
though this may mean the amount of income 
written for the year will not be materially 
greater than 2005, it should be that much 
more profitable because the exposures are 
significantly lower. 

 

 

Non- Marine 
A phoney war in…… 

Reinsurance 

All eyes are, not surprisingly, on the US 
reinsurance renewals, which will set the pace 
for 2006 and will dictate the levels to which 
direct writers are able to assume the 

business for the year.  There has been 
nothing substantive to report to date – likened 
to a phoney war.  There have been 
distressed placements where insureds 
(having exhausted their existing reinsurance 
programmes) have bought expensive back 
up covers at prices which are not necessarily 
representative of what to expect for 2006.  So 
what do we know?  -The 2006 renewal 
season is looking to be very late and 
truncated into the final weeks of the year with 
negotiations going right up to the wire – so 
much for contract certainty!  Although 
insurers are keen to get programmes placed, 
reinsurers are keeping their powder dry to the 
last possible minute; they don’t want to be 
first out of the blocks (so as not to potentially 
leave money on the table), but also they want 
to get as clear a picture as possible as to the 
extent of their involvement in the hurricanes. 
For many Wilma is still a guesstimate, as loss 
adjustors continue to work on Katrina and 
Rita claims and do not have additional 
manpower to assess Wilma losses.  
Programmes which have not been exhausted 
are therefore likely to renew with the prospect 
of insurers having to pay additional premiums 
if claims exceed pre-determined levels.  
Reinsurers of US property binder accounts 
have extended the 2005 year, 12 month 
contracts by a couple of months, from 31st 
December 2005 to the end of February 2006, 
in order to get a clear picture of the losses 
which typically take longer to develop than 
facultative business.  

 

And Direct Property…… 

The ‘phoney war’ also incorporates US direct 
property business; mainly hurricane exposed 
southern US and Florida accounts.  There is 
a ‘disconnect’ between reinsurers and 
insurers, with many surplus lines insurers not 
really knowing how much reinsurance will be 
available for 2006 at economic prices.  This is 
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making renewal negotiations that much more 
difficult, particularly with the knowledge that 
they have to reduce aggregate exposures, 
resulting in maximum line sizes reducing 
quite significantly.  Where renewals are being 
achieved rate increases of 100% or more are 
being sought but to varying degrees of 
success. 

 

Terrorism Risk Insurance Act (TRIA) 
Extended, ending an added complication  

The US Senate approved a bill to extend the 
federal terrorism coverage backstop by two 
years until December 31st 2007. 

The bill increases the size of a terrorist event 
required to trigger the federal backstop 
contained in TRIA to $50m in insured losses 
in 2006 and $100m in 2007; from a current 
trigger that can be as low as $5 million.  
Group life is not covered and the bill removes 
commercial automobile and professional 
liability insurance from TRIA. 

Insurers will have to pay a deductible of 
17.5% of direct earned premium in 2006 and 
20% in 2007 for lines covered by TRIA, up 
from the current 15% to initiate cover. 

For direct property insurers the continuation 
of TRIA removes the complication of any 
significant additional terrorism exposures.  
This is particularly welcome given that line 
sizes would have to be reduced in many 
instances to accommodate the increased risk 
exposures, exacerbating a situation caused 
by the hurricanes whereby insurers are 
already having to reduce lines because they 
are unable to buy the same levels of 
reinsurance cover that they have enjoyed 
during 2005. 

This means that a greater proportion of risk 
will be retained by the insurance and 
reinsurance industry. It seems likely that, in 
the longer term, US authorities appear to be 

set to introduce a long term terrorism pooling 
bill similar to Pool Re in the UK. 

Aviation 
Excess of Loss 

January is the main month for aviation 
excess of loss renewals with some 
placements taking place in December.  It 
looks as if reinsurers will achieve a 5% 
overall increase in premiums on exposures 
which are largely ‘as before’.  As was the 
case during the 2004/5 renewal season the 
majority of programmes will be renewed on a 
Risk Attaching basis as opposed to Losses 
Occurring programmes.  In light of recent 
market events, this increase seems fairly 
modest.  Despite the frequency of aviation 
losses during the year – there were 9 in 
August alone - they were not particularly 
significant in value to the market and many 
were retained net and have not impacted 
reinsurers’ balance sheets to any great 
degree.  

 

Direct Aviation 

The picture for direct airline writers is 
gloomier.  Almost 80% of the world’s airline 
fleets (by value) renew in the final quarter of 
the year.  Premiums have softened by 15% to 
20% although the reductions for US airlines 
have been less when compared with the 
Asian and Middle-eastern fleets which are 
growing markets.  So why is this?  Aviation 
insurance and reinsurance business is still a 
profit centre for many insurance companies, 
and has been so since the Queens Air Crash 
(New York) in November 2001, that followed 
soon after the World Trade Center attacks. 

Undoubtedly direct writers will be squeezed 
by increased reinsurance costs, but until 
there are any significant wide-body, high 
value accidents, it is unlikely that the market 
will see any improvement.  
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Motor 
Norwich Union (Aviva), the UK’s largest 
general insurer that insures one in seven of 
the UK’s motorists, appears to have finally 
acknowledged that the UK motor insurance 
market is going to lose money.  Kevin 
Edwards, head of underwriting, stated that 
“Current rate trends are unsustainable.  
These will result in underwriting losses in 
2005 and clearly indicate insurance losses for 
2006”.  Norwich Union say that they intend to 
introduce large rate rises in commercial 
motor in 2006 in a bid to lead the market 
against softening rates. 

Although there are no signs of improvement 
in commercial motor, the sector is in better 
shape, with rates more stable, than the 
private car arena which remains very 
competitive.  Private car insurers have not 
been helped by the entry of a new internet-
only car insurer called Swiftcover, whose 
competitive advantage is its low operating 
costs – it has no need to employ large 
numbers of employees as is the case with 
traditional broker fed or direct motor insurers.  
According to Deloitte Swiftcover is primarily 
responsible for a reduction of around 5% in 
private car rate quotations. 

It would appear that insurers within the RBS 
insurance group have started the ball rolling 
for a market recovery, increasing private car 
rates very recently by approximately 3%, with 
more increases planned.  If this can be 
sustained and Aviva carries through its plans, 
the actions of the UK’s two main motor 
insurers should result in the entire motor 
market hardening.  Although it takes about a 
year for the effect of rate increases to work 
through the system, it suggests that the 
motor market might have bottomed out by the 
middle of 2006 which would mean that this 
cycle will have been shallower than previous 
cycles.  All in all, a good omen for Lloyd’s 
motor underwriters whose accounts are 

predominantly commercial motor business 
and whose profitability is highly dependent 
upon pure underwriting results as opposed to 
reliance on investment income. 

Hurricane Updates 

Katrina  

Hurricane Katrina is now estimated to have 
resulted in insurance losses of $40 billion to 
$60 billion from a wide range of inter-related 
perils.  It also caused the death of more than 
1,200 people, mostly those trapped by rising 
flood waters in New Orleans, although 11 
people were killed as the storm passed 
across Southern Florida.  This is the third 
largest death toll for a hurricane on record 
and the highest since the advent of satellite 
monitoring and forecasting allowed mass 
evacuation of population in a storm’s path. 
Katrina also wreaked its havoc on many of 
the offshore energy installations in the Gulf of 
Mexico prior to making landfall.  It damaged a 
total of 9 mobile rigs and at least 30 offshore 
platforms, 18 of which were a total loss.  

The ISO’s Property Claims Services (PCS) a 
leading supplier of claims data on the US 
property/casualty insurance industry, put the 
damage from Katrina at $34.4bn, although 
this number has been subject to continuous 
speculation and upward revision.  Note that, 
in all cases, the PCS estimates represent 
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anticipated insured losses for personal and 
commercial property lines of insurance 
covering fixed property, personal property, 
vehicles, business interruption and additional 
living expenses.  They do not include losses 
to utilities, agriculture, aircraft, ocean marine 
(including oil drilling platforms) and property 
losses insured under the Federal Flood 
Programs.  PCS figures are based on a 
survey of insurers and reinsurers as well as 
agents, adjusters and public officials.  Its 
estimates are generally regarded as the most 
accurate, although the omission of offshore 
losses can distort the impact when a loss 
contains a large offshore element, where 
Lloyd’s can have a disproportionately large 
share.  

Rita 

Hurricane Rita was for a while a stronger 
hurricane than Katrina, although it had 
slowed to a category 3 storm by the time it 
struck Louisiana on 24 September and  
caused a total estimated (by PCS) insured 
loss of US$4.7bn in seven states.  The 
damage it caused on the mainland was much 
lower than that of Katrina as it struck a less 
populous zone and did not create the flooding 
caused by Katrina.  However, it took a longer 
path through the oil fields than Katrina, 
causing losses to offshore drilling equipment.  

Wilma 

Hurricane Wilma made US landfall in Collier 
County, Florida on 24th October.  Wilma was 
a large category 3 storm at landfall with 
sustained winds of 120 mph weakening to a 
category 2 storm as it moved across south 
Florida before exiting the peninsula through 
Palm Beach County. Hurricane-force winds 
extended 100 miles from the centre of the 
storm as it moved across Florida.  PCS 
estimates the loss at $6.1bn in Florida.  Even 
at this stage, it seems that reliable estimates 

are difficult to establish as so many loss 
adjusters are occupied in adjusting Katrina 
and Rita losses.  

Wilma had earlier caused great destruction to 
the North-Eastern Yucatan peninsula in 
Mexico, the second hurricane to strike the 
area in 2005, following Emily in July.  On 
preliminary estimates, the damage will be 
greater than the $1.2 billion caused by 
Hurricane Gilbert in 1988, with RMS having 
made an initial estimate of $1bn to $3bn.   

Even before Wilma (which occurred in the 
fourth quarter), the third quarter industry 
losses amounted to almost $41bn (on the 
PCS basis).  This was the worst quarter on 
record, surpassing the $23.7bn losses of 
2004 (principally out of Hurricanes Charley, 
Frances, Ivan and Jeanne ) and the $19.1bn 
recorded in the third quarter of 2001 (which 
included the WTC losses).  

Lloyd’s 

Lloyd’s announced revised loss costs for the 
three hurricanes on 30 November.  Hurricane 
Katrina is now estimated to cost the market 
£1.9bn.  This represents an increase of £500 
million on the early estimate of £1.4bn made 
by Lloyd’s on 14 September.  Lloyd’s also 
released preliminary figures for the impact of 
Hurricanes Rita (£535m) and Wilma (£483m). 
The combined cost of £2.9bn will fall mostly 
on the 2005 account.  

A comparison with the 2004 hurricanes may 
be instructive.  The overall cost of 2004 
Hurricanes Charley, Frances, Ivan and 
Jeanne plus the largest Japanese Typhoon, 
Songda, came to £1.34bn.  Approximately 
90% of this fell on the 2004 account making 
the catastrophe cost to the 2004 account 
9.4% of capacity.  On the latest forecasts, the 
2004 account is projected to produce a 7.4% 
profit (before Members’ Agents’ fees and 
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Profit Commission).  This suggests the 
maximum potential upside for 2004, before 
catastrophe losses, was close to 17%.  

For 2005, the slippage in rates, terms and 
conditions means the catastrophe free 
maximum upside was unlikely to be as high 
as 17%, but possibly closer to 12.5%. 
Assuming 90% of the £2.9 billion falls on 
2005, this produces a catastrophe cost to the 
year of 20% of capacity, which in turn 
suggests a loss for the year in the order of 
5% to 10% of capacity.  INDIVIDUAL 
PORTFOLIOS MAY PRODUCE VERY 
DIFFERENT RESULTS.  

There are some ameliorating factors.  Firstly, 
third party capital continues to out-perform 
the Lloyd’s averages; for 2003 this out-
performance is 2.5% of capacity and for 2004 
it is 1.8% of capacity.  Secondly, there will be 
business written in the final quarter of 2005 to 
distressed buyers that is likely to produce 
good levels of profit.  It should be noted that 
the benefits are unlikely to be as significant 
as those experienced after the WTC loss in 
2001.  Underwriters made significant profits 
from their Airline and War accounts (which 
saw rates increase massively and were 
mainly loss free after the inclusion of a 
terrorism premium surcharge) and from War 
(predominantly Aviation) accounts.   

The table overleaf shows the most up to date 
information we have received on the net cost 
to the 2004 and 2005 accounts.  Please note 
the following: 

·  The percentage figures represent the 
forecast net cost of the hurricanes as 
reported to us by the Managing Agents. 

·  They are not forecasts of final results, 
which will depend on the overall levels of 
claims activity for the years of account.  

·  Due to the difficulties in assessing the 
damage and unresolved coverage issues, 
these figures will continue to be revised.   

·  The ‘Comments’ column specifies which 
events are included i.e Katrina, Rita 
and/or Wilma (‘K R W’). 

·  The table on page 18 shows the impact, if 
any, on the forecast results for the 2004 
year of account at 30th September 2005. 

·  Where a range has been given e.g. for 
Kiln Syndicates 510, 557 and 807, the 
worst case is shown. 

·  If no figure is shown, no loss from these 
events is expected to the year of account.  
For example, motor (218), life (308, 779) 
or liability (386, 4040) syndicates are 
highly unlikely to have anything other 
than incidental exposure. 
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Current Estimate of Net Cost of Hurricanes 
Synd Managing Agent Event(s) Net Loss as % of 

Capacity 
Comment 

   2004 2005  
      

33 Hiscox K R W 1.99% 25.06%  
44 Canopius *    

218 Cox *    
260 KGM *    
308 RJ Kiln *    
318 Beaufort K 1.63% 3.80%  
382 Hardy K R W 2.22% 10.86% “Underwriting” profit expected on both years 
386 Limit *    
510 RJ Kiln K R W 6.14% 28.57% Worst case on given range  
557 RJ Kiln K R W  50.17% Worst case. Cash Call on 2005 in Feb 2006 
570 Atrium K R W 0.61% 8.74% 2005 "capable of producing a small profit" 
609 Atrium K R W 4.72% 25.21% 2005 "is expected to be in loss" 
623 Beazley K R W 1.04% 4.89%  
727 SA Meacock K 0.75% 10.00%  
779 St Paul Travelers *    
780 Advent K R W  85.01% 2004 forecast revised to -20% (mid-point) 
807 RJ Kiln K R W 4.24% 24.00% Worst case on given range 
958 Omega K R W  6.14%  

1007 SVB *    
1084 Chaucer K R W  16.86%  
1176 Chaucer *    
1200 Heritage K R W 15.20% 24.00% 2004 profitable, 2005 will break-even 
1221 Navigators  1.05% 8.40%  
1245 Heritage  10.62% n/a  
2010 Cathedral K R W 2.25% 12.75%  
2020 Wellington K R W  38.18% 2005 expected to be a pure year loss 
2121 Argenta K R W  28.10% 2005 expected to be a pure year loss 
2525 Abacus *    
2526 Abacus *    
2791 MAP K 2.10% 8.68% Based on $60bn market insured loss 
3245 Heritage *    
4040 Illium *    

 
Event Key: 
* Syndicates unlikely to have an exposure, e.g. Motor, Life and Liability 
K Hurricane Katrina 
R Hurricane Rita 
W Hurricane Wilma 
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Risk Modelling 

Many underwriters use catastrophe modelling 
agencies to assist in pricing and reinsurance 
purchase. The three largest such agencies 
are EQECAT, AIR (Applied Insurance 
Research) and RMS (Risk Management 
Solutions). Before Hurricane Katrina made 
landfall, each of these agencies made an 
estimate of the likely cost of the storm given 
the wind speed, size of storm and values and 
construction types of property at risk in the 
projected path. These models use historic 
patterns of damageability. Notably they do 
not generally take account of so-called 
“demand surge”, (the propensity for large 
losses to cost disproportionately more as 
there will be physical shortages of building 
materials and labour to repair damage, 
prompting inflated prices to be paid). They 
also struggle to predict some of the more 
esoteric factors of commercial insurance, 
most particularly loss of earnings (also known 
as business interruption).  Other important 
omissions of the model, but a factor in the 
Katrina loss, are debris removal, looting and 
environmental impairment liability.  

However, it has been apparent that the 
models have severely under-estimated the 
losses. This has prompted an urgent 
recalibration of the models by insurers and 
reinsurers. The interaction of increased 
coastal values, long term price rises, greater 
disposable personal wealth, as well as 

reducing return periods for intense 
windstorms, is complex, but each factor 
compounds to suggest that future losses will 
be ever bigger. David Shipley (MAP 
Syndicate 2791) is of the view that there have 
been six losses in the last hundred years that 
at current values would exceed $50 billion. 
He argues that many models have assumed 
this magnitude of loss to recur only once in 
250 years. These views are echoed through 
the market. Hans-Peter Gerhardt, CEO of 
AXA Re said “In my opinion, modelling – or 
the way people have applied modelling – has 
failed”.  

The models allowed reinsurers to maximise 
their underwriting by imposing Maximum 
Possible Loss assumptions, i.e. for them to 
write an aggregate liability in excess of their 
willingness to lose amounts, as not all 
aggregates could be subject to the same 
loss. These assumptions are now discredited. 
Although the modelling agencies plan to 
release revised models early next year, it is 
apparent that reinsurers will be seeking to 
shed aggregates and make much more 
cautious estimates of the maximum amount 
subject to a single event. Losses far greater 
in magnitude than Katrina do not now seem a 
remote possibility. Those businesses that lost 
up to 60% of shareholder equity in Katrina 
would have been wiped out by a $100 billion 
loss. These businesses need to ensure that 
their capital is not nearly so exposed but that 
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they can simultaneously increase returns on 
capital employed to the levels demanded by 
their shareholders. This will mean writing far 
less exposure at far higher premium levels. 

 

Climate Change 

Dr William Gray, Professor of Atmospheric 
Science at Colorado State University, issued 
his first forecast for the Atlantic basin 
hurricane season on 6 December. He 
foresees ‘…another very active Atlantic basin 
tropical cyclone season….However, we do 
not expect to see as many landfalling major 
hurricanes in the United States as we have 
experienced in 2004 and 2005.’  This will no 
doubt attract much attention from the media, 
as well as being of particular interest to 
insurers and reinsurers.  The website at 
http://hurricane.atmos.colostate.edu/Forecast
s/ is much visited. 

Dr Gray notes that the 2005 season has seen 
near record levels of storm activity, including 
Hurricane Katrina, the most destructive storm 
on record.  

His predictions are based on data going back 
to 1950, but are accompanied by a 
cautionary note: “It is important that the 
reader appreciates that these seasonal 

forecasts are based on statistical schemes, 
which, owing to their intrinsically probabilistic 
nature will fail in some years”. However, his 
forecasts have been fairly accurate and as 
they cover the probabilities of storms of given 
intensities making landfall, notice is taken of 
what he has to say. 

In a seasonal update dated 3 October, he 
addresses “the ideas that global warming 
may have been partly responsible for the last 
two years of greater landfalling hurricane 
activity”. He considers papers recently 
published by other scientists and concludes 
that the sea surface temperatures of the 
ocean basins where tropical cyclones form 
have warmed very little in the last 30 years. 
The supposed increase in maximum wind 
speeds “is not real but due to erroneous wind 
under-estimates”. Ways of measuring wind 
pressure, including satellite technology, were 
less advanced in the early years. The 
distinction between a category 4-5 hurricane 
and category 3 hurricane is very fine, so 
statistics for increasing intensity of storms are 
‘flawed’.  

In summary “We believe that there is likely 
little or no relationship between the small 
observed warming of the globe over the past 
thirty years and changes in global tropical 
cyclone activity or intensity.” Levels of 
hurricane activity are related to ‘multi-decadal 
variations of the Atlantic thermohaline 
circulation’ and ‘are not related to global 
temperature’. The period 1970-1994 was of 
low major hurricane activity and since 1995 
we have been in a period of high major 
hurricane activity. 

Someone who relied on this source for 
information about global warming might 
reasonably suppose that doom-mongers are 
overstating the case and, even if climate 
change is taking place, there is no scientific 
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proof that increased hurricane activity is a 
consequence. 

On 1 November the Center for Health and the 
Global Environment at Harvard Medical 
School issued a report entitled “Climate 
Change Futures: Health, Ecological and 
Economic Dimensions”. The report is 
sponsored by Swiss Re and the United 
Nations Development Programme and can 
be downloaded from www.swissre.com. The 
‘futures’ of the title are scenarios of what 
might happen if the observable changes in 
climate continue. The message is simple: 
there are natural changes in global 
temperatures, but for the first time man is 
contributing to such changes – “The problem: 
climate is changing, fast” and it is time to do 
something about it.  

As fossil fuels are burned, their excess by-
products accumulate in the lower 
atmosphere, reinforcing the blanket that 
insulates the earth. The levels of carbon 
dioxide are reported to be at their highest for 
650,000 years. Levels of other ‘greenhouse 
gases’, such as nitrous oxide and methane, 
are also rising. Warming of the atmosphere 
heats the oceans, melts ice and increases 
atmospheric water vapour – shifting weather 
patterns across the globe.  

The report is broad ranging. It covers 
increases in infectious and respiratory 
diseases such as malaria, West Nile virus, 
Lyme disease and asthma. Extreme weather 
events are examined. Heatwaves are 
becoming more common and more intense 
throughout the world. Temperatures in the 
2003 European heatwave were 6C over the 
long-term averages since 1851 and ‘…by 
grape growing records has no equal since 
1370’. On another statistical analysis the 
return period of a heatwave of this magnitude 
is between 9,000 and 46,000 years, 

suggesting that some assumptions need to 
be re-visited.  

Wholly new types of event are occurring, for 
example, the first ever hurricane recorded in 
the southern Atlantic that made landfall in 
Brazil in early 2004. The decrease in the 
Earth’s reflectivity when sea and alpine ice 
melts produces a ‘positive’ feedback, 
meaning that warming leads to further 
warming. We are reminded that climate 
change can occur abruptly, not always 
gradually. There are ‘tipping points’ when 
sudden and dramatic changes occur. 
Predictive models have difficulty 
incorporating outlier events such as the 2003 
European heatwaves.  

Interestingly one of the arguments put 
forward in this report is that economic 
damage is systematically underestimated, 
largely because insurers introduce measures 
to protect themselves against losses. Losses 
reported by insurers and reinsurers do not 
reflect the increasing economic damage 
because they are raising deductibles, 
reducing limits, restricting cover or simply 
refusing to cover the risk. At the same time 
improved building codes, early warning 
systems, river channelization, cloud seeding 
and fire suppression have all reduced the 
impact of losses, but all at an economic cost 
to societies. 

Climate change is not something that the 
individual usually feels he has the power to 
do much about. In order to create the political 
will to confront a global issue, the case has to 
be stated in dramatic terms. Human nature is 
such that when the potentially catastrophic 
effects of climate change are depicted, with 
an ‘end of the world is nigh’ slant, we may 
ignore them and are more inclined to take 
comfort from pronouncements such as those 
of Dr Gray. However, from our own everyday 
observations we can see that the climate is 
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changing and that the political, economic and 
social repercussions could be very far 
reaching. In the UK, where talking about the 
weather is a national pastime, we have 
experienced warmer winters and an increase 
in extreme weather events. However, 
scientific opinion is sufficiently divided to 
justify both inertia on the one hand and more 
drastic measures on the other.  

What can we conclude from this? We are 
certainly in a period of greater hurricane 
activity and that increases the probability of 
storms making landfall and causing damage. 
The focus should not however be limited to 
the Gulf of Mexico.  Climate change appears 
to be having consequences on a global scale, 
although nobody has yet suggested that 
earthquake activity is connected to global 
warming. Insurers and reinsurers are taking 
the view that the climate is changing and that 
the argument about the causes is best left to 
scientists. 

As observed in our August Market News, 
insurers tend to be reactive to loss events 
and ultimately this is the only way re-pricing 
can be achieved.  Whilst a fairly obvious 
statement, without the loss cost experience, it 
would be impossible to set an insurance or 
reinsurance premium.  Also, commercially, if 
underwriters were to load premiums too 
much for an event that may not occur, they 
could become wholly uncompetitive and 
never write any business.   

Whilst models are used to price for ‘Realistic 
Disaster Scenarios’, and ©events©, whether 
they occur in 1 in 5, 10 or 250 years, the 
models are still looking at averages and 
whether the frequency is above or below the 
average is entirely fortuitous.   

In addition to the expected increases in rates, 
limitations in cover and changes to policy 
terms and conditions, we are seeing signs of 

more profound changes to way insurers 
assess catastrophe risk. Rating agency Fitch 
recently announced, when downgrading 
Bermudan reinsurer Montpelier Re, that it will 
be reassessing the way in which it rates 
monoline reinsurers writing property 
catastrophe business. Some would say that it 
is surprising that they did not wake up to this 
earlier, but if other rating agencies follow suit 
this will have far reaching consequences. The 
losses experienced in 2004 and 2005, 
together with awareness of the potentially 
high cost of extreme events, is resulting in 
increased capital requirements, which leads 
to higher premiums. 

Insurers are also becoming aware of the 
wider implications of climate change, beyond 
its physical manifestations in the form of 
hurricanes, flooding, landslides and drought. 
There is the potential for political instability, 
for example ‘water wars’ or even 
environmental terrorists. Environmental 
liabilities may become an issue for 
companies who are seen not to have done 
enough to curb carbon emissions. 

In the 6 December forecast, Dr Gray again 
addresses the question whether global 
warming is responsible for the increase in the 
number of hurricanes making landfall in 2004 
and 2005. He observes: “What has made the 
2004-2005 seasons so unusually destructive 
is the higher percent of major hurricanes 
which moved over the U.S. coastline.  These 
landfall events were not primarily a function 
of the overall Atlantic basin net major 
hurricane numbers, but rather of the 
favourable broad-scale Atlantic upper-air 
steering currents which were present the last 
two seasons.  It was these favourable Atlantic 
steering currents which caused so many of 
the major hurricanes which formed to come 
ashore.”   
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He goes on: “It is rare to have two 
consecutive years with such a strong 
simultaneous combination of high amounts of 
major hurricane activity together with 
especially favourable steering flow currents.  
The historical records and the laws of 
statistics indicate that the probability of 
seeing another two consecutive hurricane 
seasons like 2004-2005 is very low.  Even 
though we expect to see the current active 
period of Atlantic major hurricane activity to 
continue for another 15-20 years, it is 
statistically unlikely that the coming 2006 and 
2007 hurricane seasons, or the seasons 
which follow, will have the number of major 
hurricane US landfall events as we have 
seen in 2004-2005.” 

Fortunately, insurers do not for the most part 
rely on the ‘laws’ of statistics in the same way 
as Dr Gray and are responding to climate 
change in the ways that they assess and 
mitigate risk. We are seeing this in the 
current response to recent losses. The 
underlying assumption however is that 
climate change is gradual. The industry is not 
able to price for a cataclysmic ‘Day after 
Tomorrow’ type scenario. At that point, the 
main considerations for the investor would 
probably be personal survival and, perhaps, 
limited or unlimited liability. 

 

Major Loss Report 
United Kingdom: Hertfordshire Oil 
Storage Terminal (HOSL) Explosion, 
Buncefield – 11th to 13th December 2005 

Shortly after 06:00 on Sunday 11th 
December, an explosion occurred at the 
Hertfordshire Oil Storage terminal, known as 
Buncefield, located on the outskirts of Hemel 
Hempstead and 25 miles north of London.  
The site is a joint venture between TOTAL 
UK (60%) and Texaco (40%) with BP, Shell 

and the British Pipeline Association also 
using the complex. 

The terminal receives, stores and distributes 
finished petroleum products through the Fina-
Line pipeline which pumps the products from 
the TOTAL Lindsey Oil Refinery.  Products 
stored on the site include: diesel, unleaded 
petrol, kerosene, gas oil (for industrial and 
agricultural use) and aviation fuel and 
represents about 5% of the UK’s supply. 

There were no fatalities as a result of the 
explosion, which was the largest peacetime 
explosion in Europe since the Second World 
War.  43 people were injured, two seriously.  
The massive blaze, which engulfed twenty 
storage tanks, lasted for over 60 hours and 
was extinguished by the fire brigade at the 
end of the day on Tuesday 13th December. 

In addition to damage to surrounding 
residential and commercial property, there 
are around 350 businesses located on the 
nearby Maryland Industrial estate, which are 
within the fire services exclusion zone.  High 
profile names such as Marks & Spencer and 
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the Scottish and Newcastle brewer have 
plants there.   

Press reports that losses from this event 
could cost insurers up to $900m are 
speculative, as the extent to which Total and 
Texaco have insurance cover is not known.  
It is, however, believed that the site is insured 
for around £20m ($35m) for physical damage 
losses and TOTAL has UK wide stock cover 
of around $350m.  

Apart from the destruction of the Buncefield 
terminal and cost of the loss of oil (pre-tax), 
residential and commercial insurers are likely 
to be exposed to claims in respect of property 
damage and business interruption.  It is too 
early to say the extent to which those 
insurers will be able to subrogate these 
claims against the oil companies and/or their 
insurers. 

TOTAL is a member of the industry mutual 
insurer ‘OIL’ which provides cover for up to 
$250m – this includes protection for physical 
damage, removal of debris and pollution.  

Reinsurance is purchased above this and is 
known to be written within the Lloyd’s market. 

A loss update will be provided when there is 
more substantive information. 

 

New Capital 

Just as the shortage of insurance capital 
following WTC led to new businesses being 
established to take advantage of the hard 
market conditions, the scale of the capital lost 
from the three Hurricane losses has 
prompted a spate of new capital raisings.  
The initial round centred on existing 
Bermudan businesses, but since then there 
has been capital raised for new businesses 
and also for existing businesses to start new 
ventures.  

The following list was published by Lloyd’s 
List Insurance Day on 15 November. 
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New capital for existing ventures 

 Common 
Stock  

$m 

Debt 
$m 

Preferred 
Stock  

$m 

Total 
$m 

     
ACE 1,438   1,438 
Argonaut 37   37 
Aspen 404   404 
Axis   250 250 
Endurance 200 200 200 600 
Everest Re 475   475 
Fairfax Financial 300   300 
Glacier Re 100   100 
Kiln 173   173 
Max Re 285   285 
Montpelier Re 620   620 
Navigators 124   124 
Odyssey Re 102  97 199 
Platinum 164   164 
Partner Re 150 400  550 
PX Re 115  361 476 
IPC Holdings 390  236 626 
Wellington 123   123 
Sub-Total 5,200 600 1,144 6,944 

 

 

Capital for New Ventures 

Amlin 379   379 
Hiscox 300   300 
Omega     
Validus 1,000   1,000 
Rosemont Re 750   750 
XL Sponsored Re 750   750 
Lancashire 875   875 
Castle Re (Citadel) 500   500 
Sub-Total 4,254   4,254 

     
Total 9,454 600 1,144 11,198 

 

Lloyd’s Activity 

Lloyd’s main reaction to the significant 
underwriting opportunities which are 
beginning to materialise has been through 

pre-emptions.  However, a number of the 
leading listed vehicles – Amlin, Hiscox, and 
Omega - have raised funds to establish 
Bermudan operations where they will benefit 
from a significantly favourable tax regime and 
lower operational costs.  Lloyd’s is acutely 
aware of the threat to the market that this 
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may cause by way of the loss of core income 
from these operations and other competitors.  

In a recent speech Julian James, director of 
worldwide markets said that "Lloyd©s is 
operating in a fiercely competitive market in 
which capital and expertise is mobile. It is 
easy for capital to move to other markets, 
either in London, elsewhere in Europe or 
further afield."  

Details of Lloyd’s plans, which are being 
formulated to maintain its competitive 
advantage, will be released early in 2006.  

The first sign that Lloyd’s is taking the threat 
seriously is through its active support of 

Beazley which is trying to set up a syndicate 
at the 11th hour to capitalise just on those 
areas that have the potential to achieve the 
greatest payback following the hurricanes 
(reinsurance, direct property and energy) and 
generate the highest profits.  Syndicate 3623, 
which is expected to have a capacity of 
around £200m, has a similar business model 
to the new Bermudan start-ups.  Most 
importantly it will have a limited shelf-life 
(dependent on market conditions) and an 
‘easy’ entry and exit for investors, which has 
long been the main sticking point for those 
wishing to invest in the Lloyd’s market. 
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2003 forecasts for third party syndicates and Argenta MAPAs as at 30th September 2005 
 

Syndicate 
/MAPA 

Previous Forecast 
at 30 June 2005 

Latest Forecast 
at 30 September 2005 

Change 

 
 

Worst 
Case 

Best 
Case 

Mid-Point Worst 
Case 

Best 
Case 

Mid-
Point 

% 

        
33 12.50% 17.50% 15.00% 15.00% 20.00% 15.00% +2.50% 
44 -0.13% 4.87% 2.37% 1.77% 3.41% 2.59% +0.22% 

218 10.00% 15.00% 12.50% 10.00% 15.00% 12.50% +0.00% 
260 3.74% 8.74% 6.24% 3.74% 8.74% 6.24% +0.00% 
308 10.26% 13.31% 11.79% 8.70% 11.70% 10.20% -1.59% 
318 3.82% 8.83% 6.33% 4.42% 9.42% 6.92% +0.60% 
382 7.00% 12.00% 9.50% 7.00% 12.00% 9.50% +0.00% 
386 26.50% 31.50% 29.00% 35.99% 40.99% 38.49% +9.49% 
389 -2.50% 2.50% 0.00% -3.38% 1.62% -0.88% -0.88% 
510 19.60% 24.60% 22.10% 19.65% 24.65% 22.15% +0.05% 
557 34.03% 39.03% 36.53% 36.85% 39.85% 38.35% +1.82% 
570 12.50% 17.50% 15.00% 12.50% 17.50% 15.00% +0.00% 
587 20.00% 25.00% 22.50% 23.00% 28.00% 25.50% +3.00% 
609 20.00% 25.00% 22.50% 20.00% 25.00% 22.50% +0.00% 
623 10.00% 15.00% 12.50% 12.95% 17.95% 15.45% +2.95% 
727 9.50% 16.50% 13.00% 10.50% 15.50% 13.00% +0.00% 
779 2.11% 7.11% 4.61% 4.56% 4.80% 4.68% +0.07% 
780 25.00% 30.00% 27.50% 25.00% 30.00% 27.50% +0.00% 
807 11.39% 16.39% 13.89% 12.00% 17.00% 14.50% +0.61% 
958 10.00% 15.00% 12.50% 10.00% 15.00% 12.50% +0.00% 
980 10.00% 15.00% 12.50% 11.54% 16.54% 14.04% +1.54% 

1007 16.00% 21.00% 18.50% 17.00% 22.00% 19.50% +1.00% 
1084 10.00% 15.00% 12.50% 11.51% 16.52% 14.02% +1.52% 
1176 30.00% 37.50% 33.75% 35.03% 40.03% 37.53% +3.78% 
1200 25.01% 30.01% 27.51% 22.33% 27.47% 24.90% -2.61% 
1221 6.14% 11.11% 8.63% 6.01% 11.04% 8.53% -0.10% 
1245 -1.00% 4.00% 1.50% -1.72% 3.28% 0.78% -0.72% 
2001 18.00% 23.00% 20.50% 21.00% 26.00% 23.50% +3.00% 
2010 20.00% 25.00% 22.50% 20.00% 25.00% 22.50% +0.00% 
2020 15.00% 19.00% 17.00% 18.00% 21.00% 19.50% +2.50% 
2121 15.00% 20.00% 17.50% 15.00% 20.00% 17.50% +0.00% 
2525 22.50% 27.50% 25.00% 27.00% 32.00% 29.50% +4.50% 
2791 26.00% 31.00% 28.50% 26.02% 31.02% 28.52% +0.02% 
3245 10.00% 15.00% 12.50% 13.52% 18.52% 16.02% +3.52% 

MAPA7006 17.34% 22.22% 19.78% 19.38% 24.10% 21.74% +1.96% 
MAPA7049 16.06% 20.96% 18.51% 17.90% 22.65% 20.27% +1.76% 
MAPA7102 15.85% 20.81% 18.33% 18.07% 22.80% 20.43% +2.10% 
MAPA7103 14.16% 19.09% 16.63% 15.65% 20.49% 18.07% +1.44% 

Lloyd’s 13.34% 18.21% 15.78% 15.09% 19.57% 17.33% +1.55% 
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2004 forecasts for third party syndicates and Argenta MAPAs as at 30th September 2005 
 

Syndicate 
/MAPA 

Previous Forecast 
at 30 June 2005 

Latest Forecast 
at 30 September 2005 

Change 

 Worst 
Case 

Best 
Case 

Mid-
Point 

Worst 
Case 

Best 
Case 

Mid-
Point 

% 

        

33 5.00% 12.50% 8.75% 5.00% 12.50% 8.75% +0.00% 44 1.57% 6.57% 4.07% 1.80% 6.07% 3.94% -0.14% 218 7.50% 12.50% 10.00% 7.50% 12.50% 10.00% +0.00% 260 5.09% 10.09% 7.59% 5.60% 10.60% 8.10% +0.51% 308 -1.86% 3.12% 0.63% -3.36% 1.64% -0.86% -1.49% 318 3.47% 8.48% 5.98% 3.45% 8.45% 5.95% -0.03% 382 0.00% 5.00% 2.50% 0.00% 5.00% 2.50% +0.00% 386 21.00% 26.00% 23.50% 24.55% 29.55% 27.05% +3.55% 435 -7.50% 0.00% -3.75% -7.44% 0.27% -3.59% +0.17% 510 5.93% 10.93% 8.43% 3.80% 8.80% 6.30% -2.13% 557 5.62% 10.62% 8.12% 4.50% 9.50% 7.00% -1.12% 570 5.00% 15.00% 10.00% 5.00% 15.00% 10.00% +0.00% 609 5.00% 15.00% 10.00% 5.00% 15.00% 10.00% +0.00% 623 3.00% 10.00% 6.50% 4.36% 9.36% 6.86% +0.36% 727 6.00% 16.00% 11.00% 4.00% 14.00% 9.00% -2.00% 779 4.70% 9.70% 7.20% 4.76% 9.76% 7.26% +0.06% 780 -17.50% -12.50% -15.00% -22.50% -17.50% -20.00% -5.00% 807 4.72% 9.72% 7.22% 4.30% 9.30% 6.80% -0.42% 958 5.00% 10.00% 7.50% 5.00% 10.00% 7.50% +0.00% 980 5.00% 10.00% 7.50% 4.97% 9.97% 7.47% -0.03% 1007 7.50% 12.50% 10.00% 7.50% 12.50% 10.00% +0.00% 1084 7.50% 15.00% 11.25% 5.00% 12.50% 8.75% -2.50% 1176 30.00% 40.00% 35.00% 30.00% 40.00% 35.00% +0.00% 1200 8.50% 13.50% 11.00% 4.39% 9.39% 6.89% -4.11% 1221 3.32% 8.30% 5.81% 2.91% 7.90% 5.41% -0.41% 1245 -4.00% 1.00% -1.50% -16.26% -11.26% -13.76% -12.26% 2001 8.00% 13.00% 10.50% 8.00% 13.00% 10.50% +0.00% 2010 7.50% 12.50% 10.00% 7.50% 12.50% 10.00% +0.00% 2020 8.00% 15.00% 11.50% 8.00% 15.00% 11.50% +0.00% 2121 0.00% 5.00% 2.50% -5.00% 0.00% -2.50% -5.00% 2525 10.00% 17.50% 13.75% 10.00% 17.50% 13.75% +0.00% 2526 5.00% 12.50% 8.75% 5.00% 12.50% 8.75% +0.00% 2791 10.00% 15.00% 12.50% 10.01% 15.01% 12.51% +0.01% 3245 10.00% 15.00% 12.50% 9.58% 14.58% 12.08% -0.42% 4040 0.90% 5.90% 3.40% 0.38% 5.39% 2.89% -0.52% MAPA7006 5.88% 11.87% 8.88% 5.50% 11.34% 8.42% -0.46% MAPA7049 6.79% 12.94% 9.87% 6.82% 12.80% 9.81% -0.05% MAPA7102 6.04% 12.38% 9.21% 6.05% 12.17% 9.11% -0.10% MAPA7103 6.34% 12.57% 9.46% 6.34% 12.40% 9.37% -0.08% Lloyd's Ave 4.54% 10.21% 7.37% 4.19% 9.36% 6.77% -0.60% 
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