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MANAGING
*CHURRICANE
RICANE RISK




THE ISSUE

The 2005 Gulf of Mexico hurricane season expanded the traditional
definition of asset management for the oil & gas industry. At the
most important level, the industry did an excellent job overall of pro-
tecting the life of people directly involved in operations. Plus, in the
aftermath of Hurricanes Katrina and Rita the industry has shown
extraordinary ingenuity in getting assets back on line. Still, these
events had a significant impact on the industry due to extensive
asset damage, production loss and market disruption. The industry
is still feeling the effects of these events, and another hurricane sea-
son starts in a few months.

Looking ahead over any realistic planning horizon, it is likely that we
will have more "bad" hurricane seasons. Put simply, this is a problem
that has to be dealt with. As a result, the management of hurricane
risk needs to be incorporated into the routine asset management
activities of every company operating in the Gulf of Mexico (GOM].

THE CHALLENGE

How to minimize the economic losses from GOM hurricanes over a
multi-year time frame, in terms of asset damage, business interrup-
tion (BI], contingent business interruption (CBI) and extra expense
(EE).

THE SOLUTION

The primary tools available to manage risk boil down to engineering
changes to a company's assets (i.e., mitigation) and risk finance
vehicles (i.e., risk transfer). For the hurricane risk these tools trade
off against a risk profile based on weather modeling. There are
dynamic trade-offs in choosing the right mix of each tool, and there
are dynamics affecting each tool in its own right:

B Two independent effects pull the efficiency of engineering solu-
tions in opposite directions. Advances in engineering decrease
the cost or increase the effectiveness of actions, as methods,
materials and designs improve. Working against this improve-
ment is an expanding physical supply chain as operations move
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further into the Gulf. So the net effectiveness of a dollar spent on
risk mitigation through engineering is itself dynamic.

B The other main loss minimization approach is risk financing,
most commonly through insurance vehicles that cover damage
to assets and/or business interruption. This approach also is
dynamic, as the pricing and availability of insurance can vary
widely over time. Further, there are emerging risk finance vehi-
cles that can offer attractive alternatives to conventional insur-
ance.

B To add to the complexity, the obvious trade-off between physical
retrofits and risk finance takes place within models of weather
patterns that are quite dynamic. Maximum significant wave
height, wind speed, or tidal surge at any location change not only
as new data become available from recent storms, but as the
models themselves improve.

A good GOM hurricane risk management program must incorporate
the complexity inherent in these trade-offs. This requires a detailed
understanding of the risks to each company's assets, including asset
type and geographic scatter. It requires an objective way to compare
the benefits of physical changes and risk finance options. And given
the time frame of the challenge, a good risk management program
will be updated annually to incorporate changes in engineering, risk
finance and weather models. While complex, the analysis required to
develop this kind of integrated risk management program is small in
comparison to the risks involved.

APPROACH

ABS Group has developed a multi-year approach and platform on
which to build an integrated GOM hurricane risk management
strategy that minimizes losses for operators. The approach takes
account of:

B Each company's capacity for losses from GOM hurricanes.

B Particular assets in a company's portfolio, including potential for
asset damage and losses from Bl and CBI.







