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Introduction

Bill Chan

• Formed captives for major Canadian companies

• Conducted numerous captive feasibility studies, reviews 
on transfer pricing, captive utilization, captive value 
generation and captive corporate governance

• Taught Risk Financing at U of C Continuing Education 
1994 – 2010

• Currently at Willis Calgary
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Introduction

Javier Pardo

• Works with Nexen Energy ULC in Calgary: Manager, 
Risk Management and Insurance

• Experience with Nexen’s captive, ICM Assurance, 
domiciled in Barbados

• Also worked with Shell’s captive, Solen, domiciled in 
Switzerland

• Currently serving as Alternate Director on ICMA’s 
Board
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Introduction to Captives

Captives

• Definition (what is it?)

• Business rationale for a captive

• When to consider a captive

• Who might consider a captive

• Where to domicile a captive 

• Illustrative costs

• Illustrative set-up procedure

• Service Providers and Key Operating Protocols

• Issues through a captive’s life cycle



What is it?
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What is a Captive?

• A captive is a closely-held insurance company whose 
insurance business is primarily supplied and controlled by 
its owners and in which the original insureds are its principal 
beneficiaries 

• “formalized self-insurance”

• wholly owned subsidiary

• licensed entity

• a regulated insurance company with a limited license



Where Captives Fit into the Risk Management Process

Strategic Objectives: Risk/Reward

Prospective Risk Assessment
• Risk Identification
• Risk Evaluation
• Risk Analysis (qualification and 

quantification)
• Risk Prioritization

Risk Avoidance Risk Control Risk Transfer Risk Retention

Risk Response Planning

• Modify strategy to 
align with 
corporate risk 
philosophy

• Avoid business 
undertakings 
deemed “too risky” 
(risk / reward 
trade-off deemed 
unacceptable)

• Safety Programs
• Policies, 

procedures & 
controls

• Contingency plans
• Disaster Recovery
• Business 

Continuity Plans

Contractual
• Representations
• Warrantees
• Hold Harmless
• Liquidated 

Damages
• Indemnification

Financial
• Surety Bonds
• Hedges 
• Cat Bonds
• Stop Loss
• Insurance
• Reinsurance

• Expense losses
• Non-funded 

reserve
• Funded reserve
• Lines of credit

Retrospective Review

• Monitor
• Evaluate
• Communicate Pros and 

Cons

Total Cost of Risk

• Captive 
Insurance 
Companies
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How Does a Captive Work:
Parent(s) / 
Insureds / 

Captive Owners

Captive

Asset Portfolio

Capital 
Investment

Claim 
Payments

Premium 
Payments

Investment 
Income

Investments

Dividend 
Payments



Types of Captives

• Single Parent Captive (Pure)

• Group Captive

• Association / Industry Captive

• Rent-a-Captive

• Protected Cell Company



Types of Captives

Single Parent Captive (Pure)

• Wholly owned subsidiary of the parent

• Generally insures the risks of its parent and affiliated 
companies

• Captive oversight at the parent level is usually by a risk 
manager or financial officer of the parent

• The day-to-day operations are generally managed by a 
3rd party insurance expert (captive manager)

• However, some captives have employees specifically 
dedicated to perform its management functions



Types of Captives

Group Captive
• Captive is owned by several parents
• Primarily insures the risks of its owners, whereby each 

owner’s invested capital and surplus is at risk to all 
subscribers

• If owners are from a trade association or homogenous 
companies it is known as an Association Captive or
Industry Captive

• Formed to insure or reinsure the risks of the group 
• Usually all policy holders are shareholders
• Most frequently formed in hard market when coverage 

limited or expensive for entire group
• Ensuring members are like-minded is essential to the 

success of the captive



Types of Captives

Rent-a-Captive
• “renter” pays a fee for the right to insure their risks in 

the captive
• Fee covers costs to cover capital costs, administration 

fees, processing and compliance fees
• Liability is on a joint and several basis
• Enables the “renter” to set up loss funding reserves 

and access the reinsurance markets 
• Provides access to captive facilities without the user 

needing to fully capitalize its own captive



Types of Captives

Protected Cell Captive
• This is a special case of a rent-a-captive, however, 

unlike a generic rent-a-captive where participants are 
ordinarily subject to joint and several liability for each 
other’s losses, they are now “protected” in the sense 
that each participant is liable only for his own losses 
and no-one else’s

• Enabling legislation is untested 

• Also referred to segregated cell captives



Risk Transfer / Retention Options

HIGH

LOW HIGH

Financial Control

Guaranteed Cost
• Complete transfer of risk

• Commercial insurance with no deductible

Retro Policy
• Assumption of limited risk in exchange for potential return premium

• Deferred “pay-in” premium

Deductible Policy
• Significant/complete risk assumption in 

exchange for deductible credit

Self-Insured Retention

• Complete assumption of risk with limited 
regulation

Group Captive
• Pooling of Risk with Participants 

subject to Corporate Governance

Single Parent Captive
• Complete assumption of risk

• Subject to Regulatory Oversight



Why have them?
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Business Rationale for Captive

• The main reason: conventional insurance industry does not meet 
their financial needs in terms of price, cover, service and capacity 

• Long-term cost savings

• More flexible, broader scope of coverage

• Increased capacity and greater access to reinsurance markets

• Greater control over claims management

• Co-ordination of insurance programs for diverse business units

• Capture profits from good loss record

• More focus on risk management results

• Potential tax efficiencies 

• Contractual requirement for insurance not readily available in 
commercial market
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Factors Driving Captive Growth

• The unwillingness/inability of insurers to provide cost 
effective insurance

• The need for new capacity for certain risks

• Establish a dedicated funded reserve for future losses

• Control frictional and non-loss costs

• Lack of confidence in the traditional markets ability to 
differentiate and provide stable protection

• The enhanced focus on loss prevention and intelligent 
claims handling

• The opportunity to implement efficient capital build up

• The opportunity to take risk and profit positions in affiliate 
business



Types of Captive Utilization
Retained Risk 

Finance
Risk Transfer 
Rate Arbitrage

• Federal programs 
(TRIA)

• Reinsurance 
capacity, which 
may not be 
otherwise 
accessible in 
commercial retail 
market (trade 
credit risk, +10 yr 
pollutions risks) 

Access to 
Capacity

• Franchisee 
programs

• Consumer facing 
insurance 
programs 
(warranty, service 
contract, point of 
sale insurances, 
etc)

• Affiliate business 
(vendors, 
distributors, etc)

• 3rd party business

Entrepreneurial 
Utilizations

• Infrastructure for 
providing 
transparency, 
validation, and 
rationalization of 
retained risk 
positions

• Enhancing risk 
management 
efforts

• Accelerating tax 
treatment of 
deductible liabilities

• Reinsurance 
market cost of risk 
transfer is less 
than commercial 
retail cost of risk 
transfer

• Better use of 
capital to retain risk 
than transfer it

• Managing total 
cost of risk
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Potential Lines of Business

n Asset retirement obligations

n Business Interruption Collar

n Contingent Capital 
Structures

n Efficacy coverage for non-
performance - part does not 
perform as intended

n Force majeure

EMERGING

n Business Interruption 
deductible buy-down   

n Course of construction 
(COC)

n Business Interruption

n General liability (GL)

n Physical damage (PD)

n Pollution (Sudden and 
accidental)

TRADITIONAL

n Credit risk

n Cyber risk

n Mine (under performance of 
reserves)

n Gradual pollution

n Hydraulic fracturing

n Political risk (including 
regulatory uncertainties)

n Supply chain risk

n Terrorism

EXPANDED

In general, we look for coverage that is required by law or contract and establish a fund 
to finance the risk if not available at commercial terms
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• The client is a multinational company. 

• To comply with local regulations in certain domiciles, the client has to insure its local operations with 
the domicile state-owned insurance company (Statco).

• The client also has a global policy with Globeco which also provides coverage for its exposures in 
the domicile in question.

• Statco would not recognize Globeco as a reinsurer because of its reluctance to involve a “third” 
party.

Background:

• Through negotiations with Statco, the captive is able to provide reinsurance to Statco for a 
significant portion (over 75%) of the client’s risk in the domicile

Role of the Captive:

• The client is able to recover over 75% of its premiums paid to Statco in the form of 
reinsurance premium

• Cost savings in the form of premium recovery; reduced “double payment” of premiums
• Facilitation of business continuation in domicile

Result:

Example 1: Premium Recovery
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• The client has multiple operating divisions or business units (BU) with a wide range in budgets. 

• BU-A can financially retain a deductible similar to the corporate deductible; BU-B cannot.

Background:

• Rather than negotiating separate deductibles for each BU and risk losing the economy of 
scale, the corporation insures its exposures with the captive which in turn takes out re-
insurance in the open market.

• The captive issues separate policies to each BU with customized deductibles tailored to their 
financial retention capacity.

• The reinsurance policy has one overarching deductible.
• The captive retains the difference-in-condition (DIC) between the “internal” and “external” 

deductibles.

Role of the Captive:

• The captive serves as the deductible “leveler” to bring the deductible for the respective BUs 
to a level commensurate with their financial retention capability.

• Enables each BU to focus on its operations without the additional concern of a “mismatched” 
deductible that it cannot afford financially.

Result:

Example 2: Customize deductibles 
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• The client has multiple operating divisions or business units (BU) operating in different regions of 
the world. Product offerings are tailored to the consumer tastes and market forces in the regions.  
Some elements of the product offering could involve product warranties.

Background:

• The captive retains the difference-in-condition (DIC) between the warranties offered to 
consumers and what can be reinsured.

Role of the Captive:

• The captive provides the flexibility for the parent not only match and exceed products offered 
by competitors; it enables the parent to implement differential pricing within the region to 
match local consumer tastes and demand.

Result:

Example 3: Customize product offering



When to consider 
a captive?
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When to consider a Captive

• The main reason: conventional insurance industry does 
not meet their financial needs in terms of price, cover, 
service and capacity 

• Volatile insurance cycles

• Constrained market capacity

• Unfavorable loss experience in risk pool

• Exposures are “new” and “unfamiliar” to underwriters

• Exposures are difficult to quantify

• Exposures are exotic and unique



Who might consider 
captives?
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General:

• Long term financial commitment 

• Active senior management support

• Dedication of management attention, resources, time, 
and capital

• Serious about risk management and loss control

• Proven good loss record

• Sophisticated insurance buyer

• Not intimidated by thinking “out of the insurance box”

• Corporate risk tolerance clearly stated, understood, and 
accepted

Corporate Attributes 
Conducive to Captives
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• Corporate Size:

• Sufficiently large to justify captive’s operating and other 
frictional costs

• Diversified business, either geographically, by size and 
or type of business

• Financial attributes:

• Surplus cash to finance the captive 

• Willingness to pre-fund losses (premiums)

• Ideally taxable with international operations/risks

• Corporate risk profile is difficult to price

Corporate Attributes 
Conducive to Captives



Where to domicile 
the captive?



29

Top Domiciles 

2011 Top 10 Domiciles
2011 2010

Domicile Worldwide Worldwide

Bermuda 862 845

Cayman 707 738

Vermont 590 572

Guernsey 343 341

Barbados 270 242

Anguilla 268 252

Luxembourg 242 244

Utah 239 188

British Virgin Islands 174 219

Hawaii 172 168

Source: Business Insurance
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• Factors to consider:

• Statutory

• Applicable Acts and legislation

• Pending legislation

• Cost

• Capitalization

• Solvency provisions

• Registration, incorporation and operating expenses

• Reserve and underwriting requirements

Domicile Selection
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• Domicile decision metrics:

• Capitalization and surplus requirements

• Receptiveness of regulatory environment

• Quality of local infrastructure

• Availability of expertise

• Stability of regulatory environment

• Flexibility as respects investment portfolio

• Ease of doing business – in a suitably regulated 
environment

• Experience in business under consideration

• Efficient financial outcomes: tax, wealth, investment etc.

Domicile Selection
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• Within the past 18 months, Canada has signed Tax 
Information Exchange Agreements (TIEAs) with:

Anguilla Bahamas

Bermuda Curacao

Grand Cayman Guernsey

Isle of Man Jersey

Netherlands Antilles St Kitts and Nevis

• In addition, Canada has recently (Nov 2011) updated its 
bilateral tax treaty with Barbados (“The Protocol”) which 
provides Barbados with a slim advantage over other 
possible domiciles

• Qualified tax counsel is recommended

Tax Information Exchange 
Agreement (TIEA)



Indicative Costs
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• Location of captive’s domicile

• Captive’s company structure

• Complexity of captive’s program

• Volume of business written

• Type and scope of services required

• Frequency of reporting

• Reporting and regulatory compliance requirements

• Qualification and experience of service providers

Cost Considerations
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Typical Costs
Costs Equity Captive Cell In Seg. Facility

Low High Low High

Phase I: Feasibility Study

Actuarial/Analytical Study 10,000 25,000 10,000 25,000

Legal and Tax Advice 10,000 20,000 5,000 15,000

Coordination and General Consulting 30,000 75,000 15,000 35,000

Phase II: Captive Implementation

Domicile License and Registration Fees 1,500 15,000 1,500 2,500

Lawyers’ Fees for Incorporation 10,000 20,000 n/a n/a

Management Fees for Incorporation 5,000 15,000 5,000 10,000

Other Disbursements 2,000 10,000 2,000 10,000

Phase III: Ongoing Operations

Annual Government Fees 5,000 15,000 n/a n/a

Lawyers’, Secretarial, Directors’ Fees 6,000 10,000 6,000 10,000

Audit Fees 15,000 45,000 0 20,000

Actuarial Fees 10,000 25,000 0 25,000

Management Fees 45,000 125,000 35,000 100,000

Miscellaneous 5,000 15,000 5,000 15,000

Initial capitalization

Single Parent 125,000 1,000,000



Sequential Steps to 
Set up a Captive
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Captive Setup Procedure

– Ordinarily, this entire 
process can be completed 
in 3 to 6 months

• Review of current 
insurance program

• Pre-feasibility 
analysis

Feasibility Study

Decision to Proceed

Business Plan 
Development

Captive Application, 
Incorporation, License, 

and Capitalization

Commence 
Operations



38

• Sequential Steps to Set up a Captive

• Business Plan Development

• Domicile Visit

• Develop Corporate Documentation

• Preparation of the Application Package

• Submission of the Application

• Formation of the Captive

• Commence Operations

Captive Feasibility 
Components
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Business Plan

• Description of business purpose
• Anticipated:

• Coverage form
• Terms of fronting, reinsurance agreements
• Loss forecasts and expense projections
• Rate development
• Premium allocations
• Solvency compliance
• Operating procedures
• Service providers
• Fronting costs
• Financial projections
• Tax status of international insurer income
• Dividend policy

1-3 weeks
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Domicile Visit
• A visit to the proposed domicile is optional

• However,

• Provides an opportunity to meet with regulators

• Get first hand feedback on the proposed international insurer 
program

• Interview insurance managers, lawyers, and other service providers, 
if not already selected

1-3 weeks 1 week
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Develop Corporate 
Documentation

• Articles, bylaws

• Shareholder agreements

• Participation agreement

• Select:
• Directors and officers
• Name of company

2-4 weeks 1 week



42

Preparation of the 
Application Package

• Plan of operations with multi-year financial projection

• Financial information for international insurer shareholders

• Biographical information on the international insurer’s officers and 
directors

• Copies of incorporation documents

• Name and address of resident representative

• Letter of acceptance of responsibility by resident representative

• Name and address of management company

• Copy of management contract

• Name and address of banks, investment managers (if applicable)

• Name and address of auditors (approved in Barbados)

3-5 weeks 1 week
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Submission of the 
Application

• Ordinarily, the insurance manager or attorney will submit the 
application to the Insurance Supervisor with the license fee

4-6 weeks 1-2 week
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Formation of the Captive

• Once the application is approved by the Supervisor, the attorney will 
incorporate the company. 

• The formation process includes:

• Approval of bylaws, election of officers

• Adopt banking and investment policies

• Open bank account(s)

• Contribute capital and surplus

• Issue shares

• Sign management and claims handling agreements

5-8 weeks 1-3 weeks
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Commence Operations

• Commence Operations

• Upon formation and receipt of the Auditor’s certificate of the 
opening balance sheet, the Supervisor of Insurance will issue a 
license and the insurer can:

• Offers of Insurance

• Issue policies

• Sign reinsurance agreements

• Invoice premium

• Meet collateral requirements

6-11 weeks 1 week



Service Providers
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Captive Service 
Providers could include:

• Captive Manager

• Claims Advisor

• Investment Manager

• Legal Counsel

• Loss Adjuster

• Actuary

• Auditor

• Bank 

• Corporate Secretary

• Strategic Consultants
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Claims Advisers and 
Administrators

• The Claims Manager is responsible for the day-to-day 
administrative activities relating to claims and liaison with the 
Captive in respect of claims assessment and handling activities

• Specifically, the Claims Manager’s responsibilities are:

• Advising and assisting the Captive with the appointment of 
claims handlers and loss adjusters;

• Audit and monitoring of the performance of the claims 
handlers and loss adjusters;

• Ensuring loss adjusters and claims handlers effect recoveries 
from third parties;

• Notifying loss adjusters and claims handlers of claims on the 
Captive’s behalf
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Investment Managers

• The Investment Manager is responsible for:

• The deposit of all funds

• Obtaining confirmation from the Captive Manager as regards 
the future cash requirements of the Captive prior to placing 
any funds on deposits

• All deposits are arranged following a prescribed set of 
procedures as authorised by the Board of Directors

• The purchase and sale of foreign currencies
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Legal Counsel

• The Legal Counsel is responsible for the 
handling of legal matters on behalf of the 
Captive. 
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Loss Adjusters

• The Loss adjusters are responsible for the 
handling of claims on behalf of the Captive 
in relation to policies issued by the 
Captive.  Under the instructions of the 
Captive, the insured is responsible for 
notifying both the Loss Adjuster and the 
Captive of any new losses.



Some Key Operating 
Considerations

Corporate Governance

Transfer Pricing



Some Key Operating 
Considerations

Corporate Governance
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Corporate Governance
• Good Corporate Governance means:

• Effective management oversight

• Business decisions are made by those with the appropriate level 
of authority and are documented as such

• Good Corporate Governance is based on a framework which sets 
out the systems of risk management, law, regulation and practice, 
within which the Captive operates 

• Good Corporate Governance leads to:

• Documented Accountability

• Legal and Regulatory Compliance

• Effective Oversight and Fiduciary Behavior

• Efficient Operations

• Profitability

• Value for Stakeholders
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Corporate Governance
• Corporate Governance has Special Implications for Captives

• Developing value “at a distance” Off shore structures for On shore 
needs

• While at the same time maintaining “mind and management” at the 
captive
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Corporate Governance
• Composition of the Board:

• The Board should consist of members who provide a balance of 
skills and experience that is appropriate to the requirements of the 
business.

• Overall responsibility of the Board of Directors:

• Management of the Captive’s affairs in the best interests of its 
shareholders and in accordance with applicable laws and 
regulations.

• The Board can delegate a number of management functions of the 
Captive to:

• Committees created by the Board

• Appointed officials of the Captive

• Appointed Third Party Service Providers 
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Corporate Governance
• Specific responsibilities of the Board of Directors:

• Setting Generic’s strategy and objectives and reviewing them 
annually.

• Ensure the operation of a management system with prudent and 
effective procedures and internal controls

• Regular review of risk management

• Corporate Governance

• Raising and calling up of capital

• Monitoring overall financial performance, including meeting 
regulatory solvency requirements

• Approving all items of expenditure

• Overall control of the underwriting function

• Safeguarding Generic’s assets including control of all bank 
accounts and investment funds.
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Corporate Governance
• Specific responsibilities of the Board of Directors:

• Appointment of all Third Party Service Providers; periodic reviews 
and audits of the same

• Ensuring that there is transparency in corporate communications 
with all third parties

• Approving all contracts of agreement entered into by Generic and 
ensuring that obligations under these contracts are adhered to

• Recommending dividend payments to shareholders

• Use of Generic’s seal



59

Examples of Duties of Third 
Party Service providers

• The Captive Manager:

• The Captive Manager has responsibility for the coordination and 
management of the day to day activities of the captive, under the 
express direction and authority of the Board. 
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Examples of Duties of Third 
Party Service providers

• Claims Advisers and Administrators

• The Claims Manager is responsible for the day-to-day 
administrative activities relating to claims and liaison with the 
Captive in respect of claims assessment and handling activities

• Specifically, the Claims Manager’s responsibilities are:

• Advising and assisting the Captive with the appointment of 
claims handlers and loss adjusters;

• Audit and monitoring of the performance of the claims handlers 
and loss adjusters;

• Ensuring loss adjusters and claims handlers effect recoveries 
from third parties;

• Notifying loss adjusters and claims handlers of claims on the 
Captive’s behalf
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Examples of Duties of Third 
Party Service providers

• Investment Managers

• The Investment Manager is responsible for:

• The deposit of all funds

• Obtaining confirmation from the Captive Manager as regards the 
future cash requirements of the Captive prior to placing any funds 
on deposits

• All deposits are arranged following a prescribed set of procedures 
as authorised by the Board of Directors

• The purchase and sale of foreign currencies
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Examples of Duties of Third 
Party Service providers

• Legal Counsel

• The Legal Counsel is responsible for the handling of legal matters 
on behalf of the Captive. 
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Examples of Duties of Third 
Party Service providers

• Loss Adjusters

• The Loss adjusters are responsible for the handling of claims on 
behalf of the Captive in relation to policies issued by the Captive.  
Under the instructions of the Captive, the insured is responsible for 
notifying both the Loss Adjuster and the Captive of any new 
losses.



Some Key Operating 
Considerations

Transfer Pricing
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Transfer Pricing

• According to the Government of Canada: 

• “Transfer pricing is the setting of prices in transactions that are not 
at ‘arm’s length’ - for example, when one company sells goods to 
another company, but both companies have common ownership.  
There are several ways to determine the transfer price, including 
cost methods, market price methods, negotiation or even simply 
using an arbitrary figure.  A goal of transfer pricing may be to 
maximize after-tax revenue by setting transfer prices that reduce 
the total tax paid.”
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Transfer Pricing

• In general, there are “recommended methods” to ascertain arm’s-
length prices, which can be divided into two groups:

• Traditional transaction methods

• The comparable uncontrolled price (CUP) method

• The resale price method

• The cost plus method

• Transaction profit methods

• The profit split method

• The transactional net margin method
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Transfer Pricing

• The preceding methods may not be directly transferable in the 
context of insurance (premiums)

• Methods typically used in the context of insurance can include:

• Quota-share pricing

• Actuarial/Analytical Loss Forecasting

• Pricing based on market costs of reinsurance

• Industry expert (e.g. insurance broker) market pricing exercise

• Insurance company market quotes

• Comparable Transactions
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Transfer Pricing

Risk 
Transferred 
to 3rd party 

insurer

Captive Retained 
Risk

Quota Share Forecasts Comparable Transactions
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Issues through a 
Captive’s Life Cycle
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Stages of a Captive

Stage 1
Formulative Period

Stage 2
Depository of Residual 

Risks

Stage 3
Vehicle for Tax Planning

Stage 4
Risk arbitrator among 

business units

Stage 5
Mature Enterprise

Stage 6
Strategic competitive tool; 
enhance product offerings

Stage 7
Source of funding for 

parent



Lessons Learned



72

A Captive is:

• Part of a disciplined, long-term, risk financing strategy

• An adequately capitalized fund to pay for future loss obligations

• A responsible entity that assumes risks only after due consideration

• A legitimate component of an overall corporate tax planning strategy

• A risk financing strategy to complement a good loss control strategy
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A Captive is NOT:

• A short-term ad hoc venture

• A slush fund

• An opportunity for a paid vacation

• A vehicle for tax evasion

• A vehicle for companies with poor loss records

• A stand-alone solution for risk financing
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Ongoing Considerations for 
Captives

• Requires ongoing Corporate Commitment to ensure Best Practices 
upheld for Operating an Insurance company

• Captive owned by Parent, not its subsidiaries

• Majority of board members within domicile

• Captive appropriately capitalized for the risks underwritten

• Full transfer pricing report conducted

• Premiums reflective of current market pricing

• Multiple subsidiaries insured by captive

• Multiple risks underwritten by captive

• Premium is invoiced by the captive and paid for by the subsidiaries

• Policies of insurance issued by the captive to the insureds

• Underwriting, claims, investment procedures documented

• Auditable documentation created in real time



INTRODUCTION 
TO CAPTIVES

Thank you

Questions?


