Thought Leadership

Capital optimisation: using internal
reinsurance for group capital management

Increased capital efficiency remains at
the forefront of (re)insurers’ strategies,
largely due to the pending introduction
of the Solvency Il regime, rating

agency capital requirements and the
continued pressure around shareholder
expectations.

Diversification benefit

Even though many insurance groups have
started to integrate their risk and capital
management frameworks, the focus is now
shifting towards applying requirements for
risk-based capital adequacy to insurance
groups rather than to single insurance
companies or legal entities, as in the

past. One way to harvest the inherent
diversification benefits of an optimised
capital base is via risk transfer strategies
based on internal reinsurance.

Many organisations continue to make
reinsurance decisions at the profit centre,
local entity level or individual underwriting
unit level. Often the risk appetite is materially
lower at these levels than it is at the group
level. This leads to a situation where the
group as a whole misses out on taking full
advantage of diversification benefits.

The use of an internal reinsurance vehicle
(IRV) is one method for bridging the gap
between local and group perspectives.
Practically, this means the local business
units (or profit centres or subsidiaries)
cede 100 percent, or a large part of their
reinsurance programmes to the IRV, which
then determines which portion of the
programme is retained net at the group level
and which portion is ceded to reinsurance
partners.

By utilising an IRV the group is able to
take full advantage of the “group leveraging
effect’, as the benefits of diversification can

only be fully recognised at the complete
group level. The group becomes able to
determine the appropriate level at which

to use its own, more expensive, capital
resources — benefiting from internal
diversification — as well as the point at which
it becomes more efficient to benefit from
the diversification benefits enjoyed by the
reinsurance market. The chart below also
demonstrates this “group leveraging effect”.

Transferability and fungibility

The transferability and fungibility of

capital resources within the group are also
important considerations under the Solvency
Il regime, as only transferable and fungible
capital items in excess of the subsidiary’s
solvency capital requirement can be taken
into account at the group level.

What do the terms “transferability” and
“fungibility” actually mean?

Fungibility is achieved when own fund
elements in the balance sheet of a single
company can fully absorb any kind of losses
within the group - fungible capital is not
dedicated to a specific purpose.

Transferability is achieved when the
company is able to transfer own fund items
from one entity to another within the group.

Under the Solvency Il regime funds need
to be available to cover the solvency capital
requirements within a maximum period
of nine months. Examples of own fund
items that could lead to fungibility and
transferability restrictions on the group
balance sheet level include equalisation
reserves, safety margins in local Generally
Accepted Accounting Principles loss
reserves, deferred tax assets, expected profits
in future premiums and surplus funds in life
business. Options to address any restrictions
include intra-group loans or consolidation of
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subsidiaries into one legal entity with local
branches. However, a relatively simple and
efficient method to increase the amount
of fungible capital is the use of intra-group
reinsurance.

Internal reinsurance can be used as an
instrument to transfer all risks onto one
balance sheet - that of the IRV. Therefore
the group diversification benefit can be
captured and managed in a central place
while lowering the overall group capital
requirements. Furthermore it can serve as
a mechanism to increase available capital
resources by reducing fungibility and
transferability restrictions. Hence internal
reinsurance can be a powerful instrument to
improve capital adequacy and the cash flow
of an insurance group.

Capital optimisation tools and insight
Guy Carpenter’s Strategic Advisory team
provides clients with comprehensive
advisory services in the areas of economic,
regulatory and rating agency capital
requirements. Solutions may include
traditional or structured reinsurance,
retrospective solutions for the transfer of
risks included in loss reserves or access to the
capital markets through our dedicated GC
Securities unit. In EMEA, Guy Carpenter has
established a dedicated Capital Optimisation
team to deliver bespoke reinsurance and
capital market solutions to enhance, restore
or protect both capital strength and earnings
volatility.

As many of our clients centralise their
internal reinsurance and reorganise their
corporate structure to harvest the benefits of
their diversified portfolio, we have developed
specific expertise in this area, including:
setting up internal reinsurance vehicles,
optimising net group retentions, finding
the best group protection and assisting in
internal pricing between local companies
and the internal reinsurance vehicles
including transfer pricing documentation to
ensure compliance.
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