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The engineering insurance market
could topple like a Ponzi scheme

The engineering insurance market is facing an unparallelled mix of challenges as rates
plunge and claims soar. The chairman of the International Association of Engineering
Insurers discusses how the sector can ensure its foundations are firm

Raszaad Jamie
Global markets editor

NEINeeTing insurers are
facing one of the most
challenging trading envi-
ronments in the 150-year
history of the engineering inaur-
ance market. This, according to
Oscar Trecenio, chairman of the
International Association of En-
gineering Insurers (IMIA), which
held its 4%th annual conference
in Qatar last month, is despite the
remarkable and highly publicised
feats accomplished by the engi-
neering sector in recent years.

Thiz year two of the world's
largest infrastructure projects
— the Gotthard Tunnel between
Switrerland and Italy (the longest
train tunnel in the world) and the
Yavuz Sultan Selim Bridge (the
waorlds tallest suspension bridge,
which conmects the European
and Asian continents across the
Bosphorus Strait) - came into ser-
vice; the Gotthard Tunnel at a cost
of $20bn, and the Sultan Selim
Bridge at a cost of §6hn.

Yet the global engineering in-
surance market, where premium
rates are 50% lower than they
were five years agp and where
exposures have grown exponen-
tially, has very little to celebrate,
Trecefio says.

Treceno, who is also the glob-
al head of engineering at Swiss
insurance group Helvetia and
a former group head of engi-
neering product management at
Swiss Re, describe these “super-
projects” as merely the tip of the
iceberg. “Those projects get a lot
of attention because of their size
and because they are very spec-
tacular but they really represent
guite a low percentage in terms
of the overall investment in in-
frastructure around the world
and im termsz of the premium
income they generate,” he says.

“The vast bulk of the premiums
in the market are generated from
small to medium-sized infra-
structure projects.”

Irrespective of whether an in-
frastructure project is small, me-
dium-sized or very large, a hig
issue for engineering insurers is
bath the private and public sec-
tors are cutting back on expendi-
ture. Im particular, the role of the
state in the funding of infrastuc-
ture projects has been significant-
ly reduced.

The present situation, Trecefio
says, ia very different from how
it was in the past, when gow-
ermments actively inwvested in
infrastructure programimes, par-
ticularly to kick-start an economy
that was slowing dowmn.

“We are now in a totally new
situation where both private and
state investment iz constrained.
There are still a number of au-
per-projects on the go, but sig-
nificantly fewer than im the past
and there are alao fewer small to
medium-sized projects because of
the reduction in both public sec-
tor and private investment.”

Indeed, at some points in the
past the demand for insurance
capacity by super-projects could,
to some extent, “soak up” the ex-
cess capital in the market to bring
about a more normalised under-
writing environment.

‘While in theory the magnitude
and accumulation of the expo-
sures presented by mega-projects
should draw in whatever capacity
there is in the market, the reduced
lewel of investment means it is
very rare for two mega-projects
to be in close proximity to each
other, either in time or in space,
Trecefio says.

"Because they are not close
to each other, there is no acou-
mulation of exposure. And be-
cause there is no accumulation,
the market’s entire capacity can
be concentrated on one single
mega-project. There are just not
enough of these mega-projects

around to reduce the excess un-
derwriting capacity in the mar-
ket,” he says.

Ponzi scheme
A major concern for the IMIA
regarding these super-projects
is the extent to which they com-
promize the long-term profitabil-
ity of the engineering insurance
market. With insurance premium
rates for construction projects in
some cases at 50% of what they
were between three and five
years agn, these projects, accord-
ing to Trecefio, represent a kind
of Ponzi pyramid acheme in
infrastructure underwriters are
under pressure to participate,
“We are, quite frankly, paying
today's losses with the premiums

which are meant to pay for the
losses of tomorrow. That is true
for the market as a whole, but
it iz particularly the case with
these super-projects, where the
construction period can last for
up to five, seven or 10 years. And
because policies are issued for the
duration of the conastruction peri-
od, it means these projects were
inzured at rates which are no lon-
ger viable,” he saya.

“The predicament for the in-
dustry is that while we are facing
a soft cyde in terms of underwrit-
ing premium, we are facing an
increasingly hard cycle in terms
of claims, and this iz not good for
our entire industry. These rates
can barely support the cost of the
normal frictional losses and ser-
vice provision around these con-
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iracts, let alone large losses in the
future. That is why I compare the
situation to a kind of Ponzi pyra-
mid investment acheme.”

While the typical turmaround
period for a amall property port-
folio is two years, for a large en-
pineering project it is nine years.
Indeed, Trecefio cites a report
recently izsued by Marsh about
large loss trends in the engineer-
ing market, particularly in the
power generation sector, on the
time it can take to begin and com-
plete a super-project.

While claims activity inevita-
hly varies, there has been a very
definite upward trend in the scale
of individual power losses over
the past 10 years. For example,
in 2001 the largest three claims
were $13m, $11m and $7m; by



2014 the scale of claims had rizen
dramatically to $233m, $70m and
%55m. The increased costs, Tre-
cefio says, also reflects the impact
of business interruption claims
on such losses.

At the same time as the level of
investment is reducing and the fi-
nancial pressure on engineering
inaurers is increasing because of
the soft pricing cycle, infrastruc-
ture needs are growing as the
global population expands and
the shift of people from the rural
to urban areas continues.

Indeed, the latest IMIA esti-
mates suggest simply to support
projected growth over the next
15 years an investment of $65trn
to §70rn ower that period i= re-
guired. Theze fipures, the IMIA
says, do not take into account the
coat of addressing large mainte-
nance and renewal backlogs in
the developed economies and ex-
isting infrastructure deficiencies
in emerging economies.

Repair and replacement

The available investment in infra-
structure projects is continuing to
shift from the developed world
where the focus is more on the
repair and replacement of age-
ing infrastructure to the emerg-
ing economies which, according
to one IMIA working paper, are
faced with the more daunting task
of creating new transportation,
commumnication, water and ener-
Ey networks to foster economic
growth, improve public health
systems and reduce poserty.

This iz niot a new trend, Trecefio
says. "It started about 20 years
or 50 ago in the emerging coun-
tries and there is now definitely a
tranafer of rezources from the de-
veloped world into these emerg-
ing economies. It is very much
part of a global trend,” he says.

In this regard, urban tranaport
systems is a major focus, For ex-
ample, according to a presenta-
tion at the recent IMIA conference,
of the 30 or so projects initiated
over the past three years to con-
struct underground train systems
or metros around the world, only
two are in cities (Los Angeles and
Moscow) in developed economies.

Another challenge for engineer-
ing insurers is the transformation
of the global power generation
landzcape with the shift from
traditional to renewable energy
spurces, which, Trecefio says, is
beginning to make a difference in
terms of the nature of the invest-
ment and in the reconfiguration
of the risk landscape for insurers,

In terms of the nature of the

investment, the increazing im-
portance of the role of the dewvel-
oping economies is emphasised.
Last year, for the very firat time,
investment in renewable ener-
gy sources in developing coun-
tries rTeached $156bn, topping
those of the developed economies
($130bn), according to the recent
Global Trends in Renewable Ener-
gy Investments 2016 report jointly
publizhed by the UN Environment
Programme and Bloomberg New
Energy Finance.

Developing countries have in-
creased their investment im re-
newable energy sources almost
in a straight line s=ince 2004,
with a slight dip in 2013. Last
year China, India, and Brazil in-
creased their combined invest-
ment in renewahble energy 16%
to $§120.2bn. China, however, ac-
counted fior the vast bulk ($103bn)
of that investment.

When a nuclear power plant
is used to produce energy, it
represents am  investment of
billions of dollars, which needs
a significant level of capacity and
underwriting expertise, accord-
ing to Trecenio.

“Now the same level of energy
can be produced by 100,000 small
to medium sized properties with
photovoltaic panels fixed on to
their roofs. In terma of exposure,
that represents a totally different
risk profile from a nuclear plant.
There is a change in the geograph-
ic distribution of the risk,” he says.

“Instead of collecting premium
from one source, you now hawve
to collect it from 100,000 different
ones. Inatead of one large invest-
ment in one location, you mow
have a large mumber of amaller
investments sited across several
locations. This, of course, requires
a different kind of insurance pol-
icy to reflect the changed nature
of the rislk."”

Expertise

The way out of the tough trading
situation in which engineering
insurers  find themselves is
through education and more
transparent underwriting practic-
es, Trecefio argues.

“The further down into the soft
cycle we go, the more we rely on
expertise to be able to distinguish
what represents a good risk from
what represents not such a good
risk, When market conditions
are good, you can get away with
some ‘mistakes’. But when condi-
tions are bad, it is more difficult
to absorb the cost of those losses,”
he says.

“At the moment, we need un-

derwriting discipline, expertise
and a willingness to accept a re-
duction in our gross premium in-
come. Engineering is a very amall
part compared to the commercial
property insurance market, but
engineering projects are techmni-
cally much more complex than
commercial property.

“There are many more things
that can go wrong. The pressure
to fall back on underwriting ex-
pertize and discipline is that much
ereater and this is where the IMLA
has an important role to play
These are very rough seas for en-
gineering underwriters to nawvi-
gate, but the IMIA can serve as a
kind of anchor for the companies.
To help them to pause, take stock
and get back to the basics.”

For example, a number of engi-
neering insureras and reinsurers
are in the process of cutting back
on their in-house research work
and on the number of technical
publicationa they put out. This
means, Treceno says, they are
relying more on bodies such as
the IMIA to take on that role and
provide a forum and repository
where companies can develop
and pool their knowledge at the
same time as they try to manage
their costs.

Laat year the IMIA, whosae
membership (which include in-
surers, reinsurers, brokers and
loss adjusters) consists of 135
companies from 40 countries,
produced its 100th working group
paper on a specialist engineering
underwriting topic. “This is an
important forum for us in terms
of promoting underwriting best
practice and it could not be better
represented by the fact we hawve
now more than 100 papers on an
open source platform delivering
knowledge not only to IMIA mem-
bers but also to any other intereat-
ed party."”

More recently, the IMIA has
been in the process of developing
a global engineering rate lewel
index to provide its members
and other companies in the mar-
ket with information on the rela-
tive movement of premium rates
in the engineering market. The
idea, Trecefio says, is to promote
Iransparency.

“It iz very important for the
market to know how rates dewel-
op over a given period. It is im-
portant to know where rates were
five years ago and where they are
today. We all know we are cur-
rently in a soft cycle but how soft
ia that cycle and what does it all
mean? In this regard, the index
will provide relative numbers.

It may not be a unigue solution
but it will be the firat worldwide
index of its kind and will help the
market,” he says.

The index will consist of a set
of key indicators, published an-
nually to allow underwriters to
compare those trends with trends
in the past. "It iz about the im-
portance of retaining some of the
knowledge and experience which
we are currently in danger of los-
ing. If that is lost, at least we will
hawe the index to serve as a stable
reference point,” Trecefio says.

In compiling the index, which
will be launched around this time
next year, IMIA members were
asked to provide rate wariations
in percentage terms to avoid
breaching anti-trust regulations.
“An important part of the process
before we set out to dewvelop the
index was to check that it was not
in breach of these rules. And it is
not,” Trecefio says,

MNew phenomenon

The loss of knowledge and expe-
rience is a reference to the large
number of highly gualified engi-
neering underwriters who hawve
loat their jobs over the past two
to three years. Trecefio, who has
been in the industry for the better
part of three decades, says he has
never seen anything like it before.
“¥You now have people with 10 to
15 years of experience, with very
eood track records, out of work
not only in the London market
but also in other centres such as
Zurich and Singapore,” he says.

“MNow that iz a new phenom-
enon for the engineering imsur-
ance sector. We have always been
the part of the market looking to
recruit and to bring in new peo-
ple. Now the situation is reversed.
Making these people redundamt
is seen as a way for companies to
better manage their profit mar-
ging and to cope with the high lev-
el of capacity in the market.”

For Trecefio, this underlines the
continuing relevance of the IMIA,
whicrh was founded in the late
19608 to address the challenges
faced by industrial insurers as a
result of the rapid development
of mew technologies that accom-
panied the global boom in the
construction of large industrial
plants, particularly nuclear and
other power plants.

These days, the engineering sec-
tor and its insurers are subject to
a gimilar process of technological
and industrial change, which is
taking place at an unprecedented
pace, Thiz process of change rang-
es across the internet of things,

sensor technologies, 3D printing
and the connection of physical
systemns, including  industrial
plants, to the internet and other
networks and thereby increas-
ing the impact of a cyber attack
on the physical functions of facto-
ries, power plants and other criti-
cal installations.

But while the pace of technolog-
ical development today is unprec-
edented, technological change is
nothing new to the engineering
gector and its insurers, Trecefio
says. He points out engineering
insurance companies have always
been at the forefront of technolog-
ical development. “If you go back
to more than 100 years ago when
steam machines were first used in
factories, boiler and machinery
breakdown insurance was on of-
fer. Technological development is
very important to us,” he says.

Indeed, cyber exposures with-
in the engineering context was a
major topic of discossion at the
recent IMIA conference inm Doha.
The cyber threat, Trecefio says,
has shifted from the loss of sensi-
tive data to material or property
damage. “It is now posasible for
hackers to cause physical damage
through manipulating an IT sys-
tem. This iz a radical departure
from the past, when the main
concern was about the virtual loss
of data. Mow that is an exposure
that we understand. What we are
now trying to understand is the
potential material and associated
liability damages as the result of a
cyber attack,” he says.

It is a debate that will be con-
tinued later this month at an IMIA
event in London, which will be
solely dedicated to cyber threats.
Cyber risk iz an emerging expo-
sure and it is important insurers
price for it properly, Trecefio says.

For engineering insurers, there
are baszically three optiona with
regard to cyber risks. “First, you
don't like the business and you
just walk away from it. Second,
you like the business, so you go
and write it and collect premi-
um for it in line with the rest of
the market. And finally, you like
the business, but you are uncer-
tain about the impact of such a
new exposure, so you need to
limit the coverage.

“So the question is: how do you
think about the potential accumu-
lation of exposure represented by
a cyber risk and then how do you
limit and then price for this new
exposure and its accumulation?
So that is what we will be discuss-
ing in London later this month,”
he gays, B



	Insurance Day (1)
	Insurance Day 2 11 2016 (2)
	Insurance Day 2 11 2016 (3)

