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If we look back six years and think about the 
economic, regulatory and financial environment over 
that time, we will soon realize that the world we live 
in today has changed significantly. Let us just step 
back a moment to 2007. The US Real Estate crisis 
was only just beginning. The ‘soft regulatory’ role of 
rating agencies had never been questioned. Lehman 
Brothers and Bear Stearns were respected financial 
institutions. The worldwide economy was growing at 
a fast pace without any particular visible impediments. 
And, believe it or not, sovereign debt, particularly 
European, was considered to be one of the safest 
assets to hold.

But that was then. Six years down the road, the 
financial services sector has a new norm that includes:

• More stringent regulation with Solvency II being 
one of the many examples

• Capital that can be harder to raise despite central 
banks efforts to keep interest rates at all time lows

• Scarcity of yield, and

• An increasingly global economy causing a 
relentless pressure to reduce costs.

Insurance companies face all of these pressures and 
one of the ways this change is being manifested is in 
insurance companies’ request for collateral to support 
fronting programs.

So, why exactly do insurers require collateral 
from their captive/client counterparties in 
fronting programs?

In a fronting program, clients use insurers’ licences, 
infrastructure and operations to meet their diverse 
local insurance requirements. For its role in the 
transaction, the insurer receives a fee and assumes 
operational, legal, regulatory and credit risks while 
administering the program. However, insurers also 
incur a regulatory capital charge whenever they have 
to reinsure a loss to a non-admitted reinsurer without 
receiving appropriate collateral. The significance of 
this capital charge was historically not incorporated 
in the fee structure but in this new world, there will 

be increasing pressure on insurance companies to 
appropriately account for this capital charge.

The capital requirements

There are commonly three reasons why an insurer 
needs and requires collateral:

• Regulatory – Local country regulations require 
collateral to support cessions to captives.

• Rating Agency Assessments – The capital adequacy 
models used by rating agencies penalize the use of 
unrated or non-admitted reinsurer.

• Economic Protection – The insurer needs to protect 
its balance sheet by means of securing its credit 
risk exposure to a reinsurer.

In terms of regulation, probably the most well 
known requirement for collateralizing unauthorised 
reinsurance is the US’ Schedule F (the schedule in 
an insurer’s statutory financial statement that, among 
other things, calculates the insurer’s statutory penalty 
for recoverables from unauthorized reinsurers). 
It should be noted that other jurisdictions such as 
Australia and Puerto Rico have similar penalties that 
are intended to protect policy holders by ensuring 
that insurance carriers have adequate capital to pay 
their obligations. Schedule F addresses the admitted/
non-admitted status of a reinsurer and the related 
collateral being held in support of the acceptability 
of the asset on the insurer’s books. In brief, Schedule 
F will require the captive to post collateral of 102% 
of the outstanding loss reserves (case plus IBNR), 
paid loss recoverables and unearned premium 
reserves. It is important to understand that the 
capital requirements are not related to the economic 
fundamentals of the transaction, but are based 
purely on regulatory requirements. If the captive is 
not admitted to write reinsurance in the US, the rating 
of the captive, be it AA or a more speculative rating, 
does not reduce the capital requirement for the 
insurer despite the reinsurance in place. Essentially, 
the reinsurance is not recognized by the regulator 
and the fronting insurer has to apply capital to reflect 
that regulatory perspective.
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So where do capital charges come from?

Capital costs will usually assume four different forms:

• Unearned Premium Reserves – Premium that should be returned 
in case of a cancellation before the expiry of the policy

• Outstanding Loss Reserves (OSLR) – The actual open reserves 
which are usually of two types:

– Predictable high frequency, low severity losses that are 
a very tangible cost to the insurer as they will normally be 
there year after year

– Discrete catastrophic reserves usually associated with 
low frequency although severe claims; when these claims 
occur, they can be significant and place the insurer under 
significant capital strain at a time when it also has to post 
significant payments in its own book of retained risk, e.g., 
an earthquake or flood

• Paid Loss Recoverables – Losses that have been paid to the 
client, but for which, the insurer has not yet received the funds 
from the captive

• Incurred But Not Reported (IBNR) Losses – The expected future 
losses based on the historic data upon which the actuarial 
forecast is built

And how can these capital charges be mitigated?

To answer this question, let us again take the regulatory/rating 
agency/economic view. For regulatory purposes, the insurer will 

receive capital relief if the captive becomes an admitted reinsurer or 
it posts hard collateral, such as cash, letters of credit, funds withheld, 
or an approved form of trust. Hard collateral will also mitigate capital 
charges from a rating agency capital adequacy evaluation. Other 
mitigants allowed by the rating agencies’ models include the captive 
obtaining its own rating or the parent company issuing a guaranty 
or indemnity agreement. In purely economic terms, hard collateral 
and a parental guaranty/indemnity agreement can offset credit risk 
and reduce credit charges. Including provisions in the reinsurance 
contract, such as claims cash call or credit and collateral triggers is 
another way to mitigate capital charges although these have more 
of an economic benefit than any material effect on regulatory or 
rating agency required capital.

The world has effectively changed in the past few years, and the 
3 C’s, credit, collateral and capital, will now be on more insurers’ 
agendas. As a result, risk managers and captive managers can 
expect insurers to engage them in discussions about collateral. A 
good fronting provider is skilled at both balancing its long term 
financial sustainability and crafting strategies to reduce the capital 
costs to the client. Certainly, some insurers are further along than 
others in understanding and addressing the new challenges, but 
this is an issue that affects all insurers who provide global fronting 
services. Those providers who haven’t yet started to tackle the issue 
will likely be doing so in the future. So, if your insurer hasn’t yet 
started to discuss collateral with you in a totally different and more 
comprehensive manner, be prepared for the conversation for it is 
likely just a matter of time before it happens.

For more information, please contact Nuno Antunes at 44.207.651.6494 or  
nuno.antunes@aig.com or visit www.aig.com/globalrisksolutions.
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