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By Adrian Sykes
You have navigated through the often challenging process of 
negotiating and agreeing upon terms for your multinational 
fronting deal… but don’t relax just yet. Adrian Sykes of AIG 
explains the benefits of having accurate, agreed upon 
premium allocations soon after binding.
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A multinational programme can be issued for any 
entity that has exposures outside its parent’s home 
country. Typically, the insurer issues a master policy 
from the parent’s home country and local underlyers 
in the other territories, and specifies a single premium 
amount that covers the entire programme.

Ideally, well in advance of binding, the insured or its 
broker provide the insurer with the provisional premium 
allocation explaining how that single premium amount 
should be allocated to each of the insured subsidiaries 
on a territory by territory basis. The premium allocation 
is required to be fair and reasonable for the risk covered 
in each country and determines the appropriate tax 
payable. Clients have significant input but not total 
control of the allocation as the insurer needs to agree 
that the provisional allocation is fair and reasonable. 
Coming to this agreement promptly after binding 
helps ensure that the insurer bills the premiums to each 
of the insured subsidiaries on a timely and accurate 
basis and the correct amount of tax is remitted to the 
appropriate tax authority.

The greater the number of territories/subsidiaries, the 
more detailed and involved the allocation of premium 
becomes. In these circumstances, an insured may 
utilise a bespoke allocation model, often provided 
by their broker. At AIG, we adopt a collaborative 
approach on agreeing upon the allocations between 
all stakeholders and can provide guidance and 
recommendations as to local market rates for the risks.

Early agreement on premium allocations benefits all 
parties involved in the transaction as it facilitates:

(i) Contract certainty

Late premium allocation sets off a chain reaction by 
delaying invoicing which in turn delays the issuance 
of policy documentation. These delays can impact 
the principle of ‘contract certainty’ and may lead to 
problems such as:

• Certain territories, such as Japan, operate on a 
‘cash before cover’ basis. Therefore, delayed 
invoicing could result in the local insured being 
without coverage should the insured suffer a loss 
early on in the policy period.

• Without policy documentation, the insured cannot 
provide the evidence of insurance that regulators 
or counterparties may require.

(ii) Compliance with premium payment terms

Early agreement on premium allocations ensures 
greater scope for the local insured to comply with 
the premium payment terms in force. This is vital in 
circumstances where a payment warranty is imposed 
by the insurer.

Key elements of the process
Provisional allocations 

Beginning the renewal process early generally makes 
it more likely that the insured and its broker will able to 
provide the insurer with the provisional allocation on 
time. Any factors that can delay the allocation need to 
be anticipated and resolved as soon as possible. There 
are many reasons why delays occur. For example, in 
some cases the insured will not begin to allocate until 
the final agreed premium is known. Another example 
would be a programme in which a captive reinsurer 
is purchasing retrocession cover, the price of which 
will likely drive the allocation of the primary policy 
premium between territories/subsidiaries.

Reasonable premium for the risk

Once the insurer receives the provisional allocations, it 
needs to review the premium per territory and agree 
that it is reasonable for the risk being written. This review 
process considers general underwriting factors, such 
as insured activities, policy limits, historical losses, etc. 
Thought also needs to be made for territories where 
tariff rates or compulsory local retentions occur. There 
may need to be a minimum premium per policy, which 
can cause challenges where the insured only has limited 
activities in a country (such as a small sales office).

Premium to limit ratio

To be treated as an insurance transaction, the premium 
amount must be reasonable in terms of the limit and 
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type of coverage being provided. What is considered as ‘reasonable’ 
will vary according to the limit and the nature of the risk. Therefore, 
the type of coverage, the duration of the exposures as well as the 
claims frequency and severity are included in the insurer’s review of 
the premium. 

Transfer pricing

As the rate of insured/insurer taxes vary by territory, it is important 
that the ‘arm’s length principle regarding transfer pricing of premium 
is taken into consideration. Premiums must be accurately allocated 
based on actual exposures so that the correct amount of tax is 
remitted to the tax authority of each of the local countries involved 
in the transaction. This applies equally for risks in territories written 
on a European Freedom of Services policy. For territories where 
non-admitted coverage is legally permissible, the prevailing tax rate 
for the territory has to be collected on the premium allocated, and 
remitted to the appropriate tax authority in that country.

Communication 

Prior to the insurer invoicing the local entities, the controlling entity 
from each of the parties to the programme – insured, broker and 
insurer – should communicate to their respective network about the 
programme terms, including premiums. This communication should 
be timed well in advance of the invoice issuance so that the local 
affiliates have time to review the material and resolve any queries 
that they might have. This proactive communication approach helps 
eliminate potential delays and improve overall efficiency by avoiding 
situations where the local insured delays premium payment because 
it disagrees with the terms.

The benefits of accurate, prompt, agreed upon premium 
allocation
Contract certainty and compliance with premium payment terms

As previously cited, early agreement on allocations enables the 
insurer to issue the policy and invoice promptly, thereby facilitating 
timely premium payment. These steps help ensure: 

(i) Contract certainty

(ii) Compliance with Premium Payment 

Terms, which is particularly important where a payment warranty exists.

Financial benefits

• Agreeing upon allocations promptly following the bind date 
speeds up the insurer’s receipt of premium. Since premium is 
treated as an ‘asset’ on the insurer’s balance sheet, receiving 
premiums promptly makes the transaction less capital intensive 
for the insurer. This is important in light of impact of capital 
costs upon pricing of the transaction. Hence, early allocations 
ultimately should reduce the costs of running a programme 
which can benefit all parties involved in the transaction.

• Where an insurer is fronting a programme involving a captive 
reinsurer, earlier payment means earlier remittance to the captive 
of their share, which in turn improves the captive’s cash flow and 
investment results.

Smoother workflow down the line

• Prompt, accurate, agreed upon premium allocation help to 
improve managing workloads on later binding accounts. For 
example, a programme which binds on 1 January, with no 
agreed premium allocation until later in that month, may find that 
the ongoing servicing runs into 1 April renewals. As both dates 
typically have a strong concentration of renewals, the servicing 
of these later renewals may be negatively impacted by the late 
running 1 January programmes.

Invest the time up front to get it right and everyone benefits
To conclude, I would like to revisit the title of this article and reinforce 
the point that when it comes to premium allocation, investing the time 
up front to get it right benefits all of the transaction’s stakeholders – 
the insured, the broker, the insurer and each of their respective local 
affiliates. It is critical that each of their interests be understood and 
communicated to ensure that the process works right first time – both 
from a time and efficiency basis.

For more information, please contact Adrian Sykes at 44.207.651.6120 or  
adrian.sykes@aig.com or visit www.aig.com/globalrisksolutions.
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