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Tomorrow’s 
world, today
THE INSURANCE industry has so far 
been relatively unscathed by the turmoil 
in the banking sector. Apart from a few 
high profile scares, insurance buyers could 
be lulled into a false sense of security, 
thinking it is business as usual, albeit with 
hardening rates on some distressed covers.

However, the counterparty risk intrinsic 
in risk transfer is just as much an issue for 
insurance buyers as for financial institu-
tions lending funds. Even the most appar-
ently secure insurer can get into difficulties 
(as AIG showed).

The cost of such a failure would be 
significant for the insurer’s corporate 
clients, leaving them with gaps in cover, a 
loss of servicing and certification and, most 
obviously, unpaid claims. The irony of 
well-capitalised companies dependent on 
the weaker balance sheets of the insurance 
market has not gone unnoticed.

Now, therefore, may be an opportune 
time to look at other means of coordinat-
ing and servicing a primary insurance 
programme that avoids concentration of 
risk in a single supplier. Captive owners 
have a valuable tool at their disposal to do 
just that.

However, over-reliance on a single 
source of capital is not restricted to cases 
where a company is covered largely by a 
single carrier; it can happen with a fronted 
captive programme as well.

Single primary carrier models
Most international corporate programmes 
rely on a single carrier to provide direct in-
surance to operating units worldwide. The 
benefits of this model include operational 
convenience, consistency of cover and the 
service offering of the carriers involved.

However, these benefits should be 
weighed against their inherent concentra-
tion of risk. The failure of that one carrier 
would trigger a loss of cover and servicing 

throughout the company, with potentially 
damaging financial and operational effects 
on its businesses.

The assumption that brokers could sim-
ply replace the failed carrier with another 
one overlooks some very real implications:

l  Scale. Failure of a major carrier would 
cause the simultaneous failure of every 
programme written by that carrier. The 
market would be flooded with all of the 
carrier’s now unprotected clients at once, 
while marketplace capacity would be 
significantly reduced.

l  International replication. Global front-
ing arrangements are often complex and 
involve more than one party in order to 
access all countries. Not all global front-
ing insurers have the same geographical 
footprint and they do not use the same 
local carriers and service suppliers where 
they have no presence themselves.

l�Terms and conditions.There is no reason 
to expect that prices and coverage would 
remain the same for distressed buyers in 
a reduced market.

l  Creditor risk.The money lost to the 
failed carrier cannot be recovered from 
any replacement insurer.

l  Security. As the failed insurer would 
not release existing security (eg. letters 
of credit (LoCs) or funded trusts), there 
would be some degree of doubling up as 
the replacement fronter would certainly 
require its own security.

The role of captives
Captives have a number of roles to play 
in spreading and avoiding international 
programme delivery risks.

Captive as fronter
A captive can write on a direct basis in 
many territories, acting as an admitted 
insurer. Captives based in any EU state 

can write on an admitted basis across all 
30 European Economic Area states. In the 
US, some states recognise paper issued by 
a captive licensed in another state.

International risks such as cargo are not 
subject to local regulatory restrictions on 
admittance and can therefore be written 
directly by captives. The captive can also, 
subject to certain requirements, issue a 
global excess programme above any local 
statutory limits.

Restructuring a programme around a 
fronting captive will produce a radically 
changed delivery structure, delivering 
lower risk and greater programme control. 
The costs involved are, in the context of 
the risks mitigated, modest.

Fronter reliance can be further reduced 
using multi-captive strategies that combine 
captives with market access in key regions.

Captive as programme coordinator
Unbundling insurance service elements 
can cut costs and improve service, and cap-
tives can be instrumental in coordinating 
this. The unbundling can be achieved by 
appointing third-party providers (eg claim 
handlers) and using more than one fronter 
(including captives), possibly with agree-
ments providing automatic replacement 
options between them when required. 

Captive as cash holder
Increasing the risk-taking role of the 
captive keeps cash within the group and 
reduces carrier counterparty risk. Access 
to cash significantly improves the nego-
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tiating position of insured parties in the 
event of an insurance failure and provides 
funds to overcome the negative effects 
of the non-payment of claims during the 
administration period.

Fronting risks
There are a number of risks arising from 
the relationships between fronting carriers 
and captives:

Security issues
An insurer acting as the front to a captive 
will typically seek significant security from 
the captive in respect of its obligations un-
der the reinsurance agreement, usually in 
the form of irrevocable and unconditional 
LoCs. This places captive assets at the 
behest of the fronting insurer. In the event 
of the insurer going into administration, 
liquidation or receivership the funds may 
be drawn down where no claim is due.

The value of LoCs should be renegoti-
ated at each renewal and recognition 
given for any losses paid in the period, 
reductions in reserves and changes in the 
underlying policy. Policy documentation in 
respect of LoC provision should provide 
proper effective, robust restrictions on 
their being drawn down other than in set-
tlement of a legitimate claim.

Replacing LoCs with security trust ar-
rangements gives greater protection, as 
the trustees have a responsibility to ensure 
any funds drawn down are in settlement of 
legitimate claims under the policy.

Many fronting insurers also require cap-
tives to establish escrow accounts to fund 
claim settlements. When possible, these 
should be resisted. If required, they should 

be established under trust with the bank 
account in the captive’s name and the cap-
tive retaining control of the account.

Double indemnity
Should a fronting insurer become insol-
vent, there is an issue of double indem-
nity in that the claims on the direct policy 
will not be paid and the captive will still 
be required to respond to any loss under 
the terms of their reinsurance agreement 
with the fronting carrier.

The use of pay-as-paid clauses has been 
promoted as a means of avoiding this 
risk, but legal advice should be sought as 
to the effectiveness of such wordings, as 
they are not universally effective.

Other potential solutions include con-
tingent cut-through clauses or even can-
cellation clauses. However, care should be 
taken to ensure that any protection used 
is effective and enforceable in prevailing 
circumstances.

Cash flow
Local insurance regulations make it 
impossible to completely avoid the need 
to pass premiums and claim payments via 
the fronting carrier. It is therefore impor-
tant to implement appropriate controls 
and protocols. All payments should be co-
ordinated (with simultaneous settlement 
where possible) to minimise the time 
funds are held by the fronting insurer. 
Same-day settlement methods should be 
used rather than cheques.

All bank account details should be 
documented in advance to avoid any 
confusion that may delay settlement. 
Compliance by the fronter should be 

monitored by the captive manager.
Delayed premium payment terms should 

not be extended by the captive to the 
fronter and substantial premiums should 
be payable in instalments rather than in 
one lump sum.

The captive should only reimburse the 
fronter once claims have been settled to 
the insured. The right of offset should also 
be included in the reinsurance wording.

Seizing an opportunity
Insurance buyers should be looking to 
their brokers and captive managers for 
advice on optimum insurance pro-
gramme design, captive participation and 
the management of counterparty risk.

The captive manager has a potentially 
central role to play as facilitator and com-
municator to all stakeholders. While a 
captive’s corporate governance platform 
may recognise some of the issues outlined 
above in a general sense, the current 
economic situation merits a full and close 
review of these risks and the mitigating 
tactics that can be adopted.

Malcolm Cutts-Watson is 
leader of Willis’ International 
Captive Practice
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