
A business of Marsh McLennan

BENEFITS OF A.M. BEST RATINGS
Captive insurers have many motivations for having an A.M. Best rating–ranging from 

operational efficiencies to managing market cycles. However, how do captive and 

risk managers evaluate when to explore a rating for their captive?

Business Case for Captive Insurers to Get Rated 

Challenging market conditions in many lines of business and coverage restrictions for non-traditional risks, such as cyber, are 

driving organizations to turn to captives. Captives have proved to be effective tools in responding to risks and changing market 

conditions when organizations cannot buy the desired limits or coverage in the traditional market. As a result, captives recently 

have been more interested in pursuing a rating to improve underlying economics and increase the flexibility of risk transfer options 

available through the captive.

Many captives choose A.M. Best as the rating agency of choice due to the universal acceptance and prominence of explicit 

contractual requirements by lenders and business partners that stipulate minimum “Best” ratings for insurance purposes. In fact,

Best rates approximately 5% of the more than 3,100 US captives.[1]

A.M. Best’s rating methodology for captives (Best ART criteria) generally follows the rating process for all other traditional property-

casualty insurers, including assessing balance sheet strength, operating performance, business profile and enterprise risk 

management. The relationship and stability of the sponsoring organization, an existing alignment of interests and the strategic 

importance of the captive heavily influence a captive insurer’s ratings, unlike those of a traditional insurer.

A.M. Best Credit Rating Methodology
Rating Assessment Path

The core benefits to the captive from having an A.M. Best rating include the following:

• Reduction in fronting and collateral costs. 

• Enhanced flexibility provided to the sponsor for hard-to-place risks or non-traditional risks that get too expensive to insure in the 

open market. 

Ultimately, hardening market conditions and the maturity of the captive can change the economics of a captive to a point where a

rating may serve as an effective hedge to counter those changes. See the next page for two case studies that outline the benefits 

of a rating.
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[1] Source: Business Insurance/A.M Best
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Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10

Premium 10,000,000 11,000,000 12,100,000 13,310,000 14,641,000 16,105,100 17,715,610 19,487,171 21,435,888 23,579,477 

Earned % 90% 90% 90% 90% 90% 90% 90% 90% 90% 90%

Unearned Prem CY 2,000,000 2,200,000 2,420,000 2,662,000 2,928,200 3,221,020 3,543,122 3,897,434 4,287,178 4,715,895 

Loss Ratio 65% 65% 65% 65% 65% 65% 65% 65% 65% 65%

Reserves CY 5,850,000 6,435,000 7,078,500 7,786,350 8,564,985 9,421,484 10,363,632 11,399,995 12,539,995 13,793,994

Reserves PY - 4,680,000 8,892,000 12,776,400 16,450,200 20,012,148 23,546,905 27,128,430 30,822,740 34,690,187

Total Reserves 5,850,000 11,115,000 15,970,500 20,562,750 25,015,185 29,433,632 33,910,537 38,528,425 43,362,734 48,484,181

LOC (loss reserves +

unearned ceded 

premium)

7,850,000 13,115,000 17,970,500 22,562,750 27,015,185 31,433,632 35,910,537 40,528,425 45,362,734 50,484,181

LOC Costs (%) 1% 1% 1% 1% 1% 1% 1% 1% 1% 1%

LOC Costs $ 78,500 131,150 179,705 225,628 270,152 314,336 359,105 405,284 453,627 504,842

Collateral/Earned 

Premium
1% 1% 2% 2% 2% 2% 2% 2% 2% 2%

Reducing Collateral Costs
If the captive has a rating, it can write business directly and avoid posting collateral to support its credit risks. Collateral costs 

increase as the captive grows in premium volume and carried reserves. For long-tail lines, there is a buildup of reserves over time. 

Furthermore, as the captive ages and loss reserves build up, collateral costs for the outstanding liabilities increase. This can 

significantly impact the economics of the captive relative to the cost of obtaining and maintaining a rating. The example below 

highlights the impact on the cost of collateral on liability business insured by the captive through a fronting arrangement with a 

rated insurer.

Mitigating Market Cycle Challenges
As discussed earlier, many organizations turn to captives when commercial insurance becomes too expensive or when an 

organization cannot buy the desired limits or coverage in the traditional market. Generally, this means the appetite in the open

market for risks going into the captive under normal conditions may be challenging, which becomes further exacerbated when 

market conditions harden, or the experience is unfavorable. Additionally, coverage for non-traditional risks, such as cyber, may not 

be available at reasonable terms, if at all. 

The case study on the next page outlines a typical scenario in which a captive assumes large retention and buys insurance in the 

commercial market for the limits above its risk appetite. In this example, the experience in the $50 million excess of $100 million 

layer has been poor in recent years, and the price in the commercial market has risen drastically at +40%. However, a rated captive 

can effectively manage market cycles by assuming 100% of this layer or limit from a front, and then decide the amount of risk to 

keep net or cede off to a third party via retrocession. 

Next, management has taken actions to improve the underlying results. Still, the traditional insurance market has not recognized

the benefits in its pricing, thus making the layer uneconomical for the sponsor to continue to purchase in the open market. Often, 

the market will want to increase the sponsor’s retention when there is an increase in the frequency of severe losses penetrat ing the 

retention, making it impossible to purchase the same coverage year over year.

As you can see, the cost of collateral to support the credit risk of the captive increases over time due to the growth in loss reserves 

and unearned premium, which can negatively impact the overall economics of a captive. 
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Insurance Layers of Sponsor 

$100M

Retention

100

Layer 1

$50M xs $100M

150

Layer 2

$100M xs $150M

250

With a rated captive, the sponsor has the flexibility to insure the $50 million excess $100 million layer or a portion of it through the 

captive directly to mitigate pricing and capacity issues while at the same time avoiding the increased collateral costs of a fronting 

company as outlined earlier.

As more and more organizations turn to captives in response to challenging market conditions and as an effective tool to insure 

non-traditional risks, the benefits of a rating, in particular an A.M. Best rating, are clear–greater flexibility and reduced costs. 

Rated Captive Tower

Purchased in open market

Insured through rated captive

Captive Retention
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CAPTIVE SEGMENT TEAM

About Guy Carpenter

Guy Carpenter & Company, LLC is a leading global risk and reinsurance specialist with more than 3,400 professionals in over 60 offices 

around the world. Guy Carpenter delivers a powerful combination of broking expertise, trusted strategic advisory services and industry-leading 

analytics to help clients adapt to emerging opportunities and achieve profitable growth. Guy Carpenter is a business of Marsh McLennan 

(NYSE: MMC), the world’s leading professional services firm in the areas of risk, strategy and people. The company’s 83,000 colleagues 

advise clients in 130 countries. With annual revenue of nearly $20 billion, Marsh McLennan helps clients navigate an increasingly dynamic and 

complex environment through four market-leading businesses including Marsh, Mercer, and Oliver Wyman. For more information, visit 

www.guycarp.com and follow Guy Carpenter on LinkedIn and Twitter @GuyCarpenter. 

Guy Carpenter & Company, LLC provides this report for general information only. The information contained herein is based on sources we believe reliable, but we do not guarantee its accuracy, 

and it should be understood to be general insurance/reinsurance information only. Guy Carpenter & Company, LLC makes no representations or warranties, express or implied. The information is 

not intended to be taken as advice with respect to any individual situation and cannot be relied upon as such. Statements concerning tax, accounting, legal or regulatory matters should be 

understood to be general observations based solely on our experience as reinsurance brokers and risk consultants, and may not be relied upon as tax, accounting, legal or regulatory advice, 

which we are not authorized to provide. All such matters should be reviewed with your own qualified advisors in these areas.

*Securities or investments, as applicable, are offered in the United States through GC Securities, a division of MMC Securities LLC, a US registered broker-dealer and member FINRA/NFA/SIPC. 

Main Office: 1166 Avenue of the Americas, New York, NY 10036. Phone: (212) 345-5000. Securities or investments, as applicable, are offered in the United Kingdom by GC Securities, a division 

of MMC Securities (Europe) Ltd. (MMCSEL), which is authorized and regulated by the Financial Conduct Authority, 12 Endeavour Square, London, E20 1JN. Reinsurance products are placed 

through qualified affiliates of Guy Carpenter & Company, LLC. MMC Securities LLC, MMC Securities (Europe) Ltd. and Guy Carpenter & Company, LLC are affiliates owned by Marsh McLennan 

Companies. This communication is not intended as an offer to sell or a solicitation of any offer to buy any security, financial instrument, reinsurance or insurance product.

Readers are cautioned not to place undue reliance on any historical, current or forward-looking statements. Guy Carpenter & Company, LLC undertakes no obligation to update or revise publicly 

any historical, current or forward-looking statements, whether as a result of new information, research, future events or otherwise. The trademarks and service marks contained herein are the 

property of their respective owners.
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Guy Carpenter’s Captive team is committed to delivering solutions to the increasingly complex needs of captive insurance 

companies. Our Rating Advisory experts are available to help you understand and navigate the rating process. To learn more 

about how a rating can benefit your captive, please get in touch with a member of Guy Carpenter’s Captive Segment Team.


