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Comments by1:  Amanda Pletz (NERA Economic Consulting), and Daniel F. Gibson (Oliver 

Wyman Actuarial), both businesses part of the Oliver Wyman Group 

Dear Sir / Madam, 

In the context of BEPS action 8 - 10, the OECD has released on 3 July 2018 a discussion draft on 

financial transactions.  We thank you for the opportunity to provide comments. This document provides 

comments in relation to Section E of the discussion draft covering Captive Insurance arrangements.  

The table below reference the questions / sections commented upon and the corresponding section in 

this document. 

Questions / Paragraph (OECD Discussion Draft) Section 

Box E.1: “thresholds for recognising that the policy issuer is actually assuming the 
risks that it is contractually assuming” 

Section 2.1 and 3 

“what specific risks would need to be assumed by the policy issuer for it to earn an 
insurance return, and functions required” 

Section 3  

“comments invited on whether an example would be helpful to illustrate the effect 
of outsourcing the underwriting function” 

Section 3 

“when an MNE group member that issues insurance policies does not satisfy the 
control of risk requirement of Chapter I, what would be the effect on the allocation 
of insurance claims.” 

Section 1 - 5 

Paragraph 173:  Where such risks are insured by a captive insurer this may raise 
questions as to whether an arm’s length price can be determined and the 
commercial rationality of such an arrangement 

Section 2.1 

Box E2: Relevance and the practical application of the approach described in 
paragraph 181 of this discussion draft 

Section 4.2 

Section E.5.1 Pricing of premiums / E.5.2. Combined ratio and return on capital Section 4 

Section E.5.3.  Synergies Section 1 – 3 and 5 

Box E.3:  Views on the example described in paragraphs 187 / 188 Section 1 – 3 and 5 

 

1. Introduction 

We would like to thank the OECD for addressing the issue of captives. We acknowledge the attempts 

made by the OECD to use a consistent approach to the work done under action 8 to 10.  We believe that 

the concepts of value creation, notably the definition of what drives value and what the value of a 

captive (re)insurance company may be to an organization could be further enhanced. Similarly, the 

insistence of transactional focus may obscure a proper view of the relevant broader context of the case 

                                                            
1 This document expresses the views of the authors and not necessarily the views of NERA Economic Consulting or Oliver 

Wyman Actuarial. 
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at hand.  To effectively address this point, it may be worth considering how captive insurance companies 

are used. The section below is therefore structured as such.  

2. Overview of Captive Insurance Companies 

In broad terms, captive insurance companies can be divided globally between “pure” captive insurance 

companies and “sponsored” captive insurance companies.  The value contribution of these companies 

to the group may be different.  A “pure” captive insurance company insures related party liabilities 

whilst, a “sponsored” captive like the structure described in the UK vs DSG Retail (Dixon case) is 

potentially unrelated to the insured.  The commercial and financial relations between these two captive 

insurance vehicles with other group entities are very different and so are the benefits that a group may 

achieve (e.g., synergies that may be derived).  In addition to this, the regulatory demands and 

requirements imposed on these two types of captive insurance vehicles are also different. 

2.1. Establishing the Economic Benefit Achieved 
from a Captive 

In section E.2. “Rationale for a captive”, we believe that it is important to recognise that the rationale 

for a captive insurance company by a Multi-National Enterprise (MNE) could be driven by many 

different factors including but not limited to enhancing efficiency in the group, commercial reasons that 

are driven by supply and demand of the commercial insurance market, or just generally to have a better 

level of control of their insurance program.  In particular, for pure captives, many of these reasons may 

be cost driven whilst for sponsored captive the decision to set up a captive may be more commercially 

orientated. 

Moreover, when considering the text in paragraph 173 “possible reason for the use of a captive insurer 

by an MNE group in addition to those listed is the difficulty or impossibility of getting insurance 

coverage for certain risks whether a policy is impossible to obtain for certain risk.”, it should be noted 

that the key question is not if a captive may find a particular product on the market for risks including 

in an internal product but rather one should ask if the risk is insurable. Typically, in the insurance 

industry a risk would be insurable if the following conditions are met: there must exist an eventuality 

for loss or damage that is (1) definable; (2) fortuitous; (3) part of a similar group of risks, so as to make 

the loss reasonably predictable; and (4) pays a premium that is commensurate with the potential loss.  

To assess the rationale for a captive insurance company in a group context, it is fundamental to assess 

what the value of a captive insurance company may be to the wider organisation in the first instance. 

Through a detailed analysis of the captive insurance company and its role (if any) in the value chain, 

one can establish the decision-making process and benefits attained by a group (e.g., cost reduction, or 

any synergies achieved, commercial benefits, etc.) vis-à-vis alternative options realistically available 

externally. If an economic benefit of any form has indeed been achieved through the captive insurance 

company and the products issued, the next step would entail the captive insurance companies’ role and 

responsibilities and how this compares to the wider insurance industry value chain, an analysis of the 

products and the extent to which each of the products issued meets the above 4 described criteria.   

3. Captive Insurance Companies and Transfer 
Pricing Considerations 

Typically, from a functional perspective, these structures operate like commercial market insurance 

companies and should exercise the full scope of functions typically observed when analysing standard 

insurance companies.  However, in cases such as “pure” captive insurance companies, where insurance 

is only provided to related parties, certain functions such as “distribution / sales” may not be present as 
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they are not relevant.  Similar to other activities in the group, certain functions relating to the captive 

insurance company may be executed by staff not necessarily located in the captive itself or even 

outsourced to third parties.   

In addition to understanding what the value contribution of the captive (re)insurance is to the group, it 

is also important to understand the value contribution of the various activities performed in and for the 

captive insurance company to the overall captive insurance business.  Moreover, it is important to 

understand how the captive insurance company functions may compare to the insurance industry value 

chain.   

A detailed analysis of where the various functions are, who manages and controls the risk and what 

assets may be relied upon, in line with OECD Transfer pricing guidelines 2017, chapter 1, is a further 

key step to delineate the transaction. This is even more so relevant because a captive insurance company 

is in the business of managing downside risk. 

3.1. Evaluation of Risk in a Captive 

In the context of captives’ insurance companies, given their business of managing downside risk for a 

group or a group’s clients, a detailed analysis using the risk framework as outlined in chapter 1 of the 

OECD Guidelines is fundamental.   

However, this is not necessarily sufficient. A more detailed analysis is often needed as outlined in 

paragraph 166 in the current discussion draft. These analyses will include whether risk transfer has in 

fact occurred, what the risk distribution of a captive insurance company is, and what the appropriate 

loss reserving or capital adequacy of captive insurance company is given the downside risk borne; all 

of which would influence the transfer pricing of captive insurance company.    

As captives continue to grow in complexity, it is crucial for captives to operate like insurance 

companies. Thereby, captive insurance companies need to manage the underwritten risk in a similar 

manner to that of a commercial market insurance company. The reason for the complexity surrounding 

captives is to a large extent, as rightly pointed out in the discussion draft, paragraph 166, due the 

difficulty in assessing if a risk transfer has in fact occurred.  This can be further complicated due to the 

complex structures often observed in captives including many instances of transactions involving 

multiple group entities and numerous financial flows throughout the captive insurance company value 

chain and related party entities.  Further adding to the complication are regulatory considerations from 

various jurisdictions that may be imposed onto the captive.   

Similar to a commercial market insurance company, captive (re)insurance companies should rely on 

robust analytics in their operations.  We summarise below some of the important analyses that we 

believe should be performed, in addition to the recognised risk framework as outlined in the OECD 

guidelines section D1, to ensure the captive is in fact operating as an “insurance company” and that 

would potentially be considered by the commercial market as an insurance company.  This analysis will 

contribute to selection of the appropriate transfer methodology and the ultimate premiums / profit to be 

allocated to captive insurance company, given the facts and circumstances of the case.  

 

3.1.1. Risk Transfer 

Although the current discussion draft acknowledges the importance of assessing if a “risk transfer” has 

occurred, it fails to provide any guidance on how this should be approached.   To address this, we 

believe it is important to firstly understand what “risk transfer” means; we will then provide examples 

on how this can be approached in the insurance industry.   
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In order for a transaction to be accounted for as “insurance”, the insurance entity, in this case the captive, 

must assume significant insurance risk (downside risk) and be exposed to the reasonable possibility of 

a significant loss.  Insurance risk requires variability in both the amount and timing of payments.  This 

means a claim of potentially unknown magnitude to an agreed specified limit can occur at different 

undefined intervals.  Any contractual provisions that limit the timely reimbursement of the ceding party 

(e.g., an insurance company spreading its obligations by limiting the timings at which a claim is paid), 

would prevent this condition from being met.   If a captive insurance company is exposed to downside 

risk and is exposed to the possibility of significant loss, a risk transfer has potentially occurred.  

Evaluation of whether it is reasonably possible for the insurance entity to realize a significant loss is 

based on the present value of all cash flows between the ceding and assuming companies under 

reasonably possible outcomes.   

 

Historically, the insurance industry had tested risk transfer primarily using what is referred to as the 

“10-10 Rule.”  Under this test, for the amount of risk transferred between the ceding and assuming 

parties to be considered significant, there must be at least a 10% probability of the assuming party 

incurring a 10% present value loss.  In other words, there must be at least a 10% probability that the 

present value of losses incurred by the assuming party is at least 10% greater than the present value of 

premium.  While the 10-10 Rule can be insightful for many insurance transactions, it has been criticized 

in the insurance industry for its focus on a single point of the loss distribution (the 90th percentile) and 

its inapplicability of the rule for insurance transactions with a less than a 10% probability of loss.  As 

such, an alternative method referred to as “The Expected Reinsurance Deficit Test” (ERD Test) should 

also be considered. 

 

The ERD Test has gained acceptance in the insurance industry for use as a measure of risk transfer as 

it measures the risk across the entire loss distribution rather than focus on a single point of the 

distribution.  The deficit associated with the ERD Test is measured as the product of two terms: (1) the 

probability that the assuming entity is exposed to a present value underwriting loss; and (2) the average 

present value underwriting loss across all present value underwriting loss scenarios expressed as a 

percentage of the present value of premium.  A deficit greater than 1% is commonly accepted as 

evidence of a significant transfer of risk between the ceding and assuming entities.  

 

Because there is not a single test that can be relied upon exclusively to determine risk transfer, this 

conclusion may often rely on professional judgment.   

 

3.1.2. Risk Distribution 

The next factor to be considered in analysing a captive insurance company risk profile is that of risk 

distribution, as highlighted in paragraph 176 of the current discussion draft “Insurance also requires 

risk distribution”. Risk distribution is defined as allowing the insurer to reduce the possibility that a 

single costly claim will exceed the amount taken in as premium, and set aside for the payment of such 

a claim.  It involves spreading the risk of loss and is fundamental to the establishment of a transaction 

as bona fide insurance, even for captive insurance companies.  More specifically, it is important that 

captives are able to address the following: 

 

▪ Are there a sufficient number of risks for the law of large numbers2 to apply? 

▪ Are the risks statistically independent? 

                                                            
2 In insurance, the law of large numbers is a statistical principle that states that the larger the number of exposure units 

independently exposed to loss, the greater the probability that the actual loss experience will equal the expected loss 
experience (www.irmi.com). 
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▪ Is this transaction viewed as insurance in the commonly accepted sense? 

 
Generally speaking, risk distribution seeks to evaluate whether the number of parties being insured, the 

relative size of each of the parties’ risk to the overall collective risk insured by the insurer and the extent 

of correlation between claims that may arise is such that the underwritten risks are reasonably 

predictable.   

 

There are no generally accepted tests and/or analytics to address risk distribution.  As such, significant 

judgment is necessary to address these items through quantitative and qualitative efforts.   

 

3.1.3. Loss Reserving 

Due to the inherent uncertainty associated with the total cost of claims, it is important for a captive 

insurer to appropriately set aside funds to pay the ultimate value of claims, which is dependent upon 

various items such as exposure, coverage, location, etc.  This type of analysis involves consistently 

reviewing claim information to reflect the most recent information and adjusting ultimate claim values, 

and thus loss reserves, accordingly.   It is vital that a captive insurance company maintain enough money 

in reserves, a balance sheet item, to ensure that funds will be available when claims need to be paid.   
 

3.1.4 Other Factors to Consider when Performing a 
Transfer Pricing Analysis 

As an insurance company, the captive should have an appropriate asset and liability management policy 

that ensures the appropriate amount of liquidity of invested assets (premiums and capital) based on the 

underwritten risks and subsequent liabilities, including the need to pay claims when they are due.  In 

fact, when considering the insurance industry value chain, asset management is one value driver in the 

value chain. Its main purpose relates to mitigating risk.  

Also, the OECD discussion draft rightly points out that the “assumption of risk can only take place if 

the insurer has a realistic prospect of being able to satisfy a claim in the event of the risk materialising”. 

However, when considering this from an intercompany perspective, it may be worth taking this concept 

one step further: in our opinion, a captive insurer needs to be able to satisfy a claim without any financial 

implications on other related parties in the MNE.  We try and demonstrate the point below by means of 

an example:  it may appear that a captive insurance company is operating independently from other 

group entities and that a risk transfer has in fact occurred.  However, when analysing the insurance 

company’ asset and liabilities management policy, the pooled capital from premiums earned may be 

reinvested back into the group companies insured, perhaps in the form of loans or other financial 

instruments.  This may lead to a situation where, if a loss event were to occur, the captive may not be 

able to obtain access to the capital needed to honour its financial obligation without support from the 

parent company or other group subsidiaries participating to the insurance pool.  In this example, there 

is therefore a direct “correlation” between the captives’ ability to honour its obligation in case of a 

significant event occurring, and the financial position of the related parties.  In this scenario, there will 

be reduced or limited benefit from the insurance policy being issued by the captive; this would have 

direct implications on the premium to be paid.   

We would therefore like to emphasise the importance of performing a detailed value chain analysis to 

consider all the commercial and financial relations between group entities and the captive and fully 

understanding the value contribution of the captive company in the overall captive insurance business.    
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4. Transfer Pricing Methodologies 

There are many analyses that can be relied upon to determine the arm’s length nature of (re)insurance 

policies each with their weaknesses and strengths.  We describe below some of the key methodologies 

that can be used.   

4.1. Comparable Uncontrolled Price Method 

In this context both internal and external CUPs need to be considered.  The Internal Comparable 

uncontrolled price transactions will typically be those transactions that may have been entered by group 

companies and third-party insurers.   The External Comparable uncontrolled price transactions are those 

transactions that are entered between third parties.  Sources of External Comparables may include data 

from brokers to the extent that such data can be obtained and that sufficient information on 

comparability can be obtained.   

Typically, problems that may arise when relying on the CUP method include comparability issues in 

relation to the policy terms and conditions, exposures, product coverages, etc.  In particular, the 

components of an insurance premium may typically include compensation for the risk, a return on the 

capital requirements, and administrative costs.  This latter element can be seen as the “functional 

compensation” and is often a significant part of the premium.   

When comparing the functional profiling of an independent insurance company versus a captive, a 

captive requires less resources.  Indeed, we would expect some of these resources (or functions) to 

either be based elsewhere in the multinational enterprise or to be absent (e.g., distribution and sales).   

When analysing capital requirements, a captive may need to carry a higher level of capital than a 

commercial insurance company due to having less diversity and thus greater volatility of results.  

When relying on CUP data, it is therefore fundamental for the analysis to be based on findings of the 

value chain, functional, asset and risk analysis, using the comparability criteria as outlined in the 

guidelines to perform the necessary comparability adjustments.  In some instances, these adjustments 

may be significant.  Furthermore, where some of the core functions may be executed by other group 

entities, parts of the “functional compensation” embedded in the premium may need to be allocated to 

those entities in the group hosting the functions. 

Finally, we should stress that the insurance market is a cyclical market with premiums changing 

constantly.  Analysing CUP data at the time of the transaction would provide insight about the market 

conditions at the time the policy was entered into, and the implications that this may have on arm’s 

length pricing.  

 

4.2. Actuarial Method 

One of the key components of an insurance transaction is adequately quantifying the underwritten 

risk.  It is fundamental to the solvency of any insurance entity, including a captive, to collect enough 

premium income at the start of an insurance transaction to pay for all future costs. The Statement of 

Principles Regarding Property and Casualty Insurance Ratemaking issued by the Casualty Actuarial 

Society (CAS)3 identifies four criteria for premium rates: reasonable, not excessive, not inadequate and 

not unfairly discriminatory.   

                                                            
3 The CAS is a leading international organization for credentialing and professional education.  Founded in 1941, the CAS is 

the world’s only actuarial organization focused exclusively on property and casualty risks and serves over 8,000 members 
worldwide.  CAS members are experts in property and casualty insurance, reinsurance, finance, risk management, and 
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Globally we would generally agree with the actuarial pricing analysis description found in 181 under 

E.5.1 Pricing of premiums: 

“Alternatively, actuarial analysis may be an appropriate method to independently determine that 

premium likely to be required at arm’s length for insurance for a particular risk.  In setting prices for 

an insurance premium, an insurer will seek to cover its expected losses on claims, its costs associated 

with writing and administering policies and dealing with claims, plus a profit to provide a return on 

capital, taking into account any investment income it expects to receive on the excess of premiums 

received less claims and expenses paid.” 

To perform such a pricing analysis, the pricing should utilize a captive insurance company’s historical 

loss information to the extent it is realistic and then supplement with industry information when 

appropriate. 

Due to the inherent uncertainty of projecting future losses, it is important to hold a reasonable amount 

of capital.  As is customary in the commercial market, we believe that captives should rely on a robust 

capital model to determine the appropriate amount of capital to be held.  Such a model should focus on 

the primary risk components of a captive insurance company and include items such as: 

▪ Pricing Non-Catastrophe Risk; 

▪ Pricing Catastrophe Risk; 

▪ Loss Reserve Risk; 

▪ Asset / Investment Risk; etc. 

The premium components noted by the OECD should be estimated for each of the individual policies 

offered by the captive.  Premiums should be analysed at the beginning of each policy term so that 

premiums will reflect the most recent information available.  Furthermore, given that in some cases 

functions such as distribution may not be applicable for captives, the actuarial methodology may be 

relied upon to effectively account for the comparability issues associated with the CUP method; noting 

that the captive’s actual expense projections can be reflected in the premiums (the third component in 

the example below). The figure below shows a numerical example of the application of the actuarial 

method: 

 

                                                            
enterprise risk management.  Professionals educated by the CAS empower business and government to make well-
informed strategic, financial and operational decisions. (www.casact.org) 

Low Point High Unit

Frequency 1.70 1.75 1.80 Claims

x Severity x 45 50 55 $MM

Expected Loss 77 88 99 $MM

Capital 500 500 500 $MM

x Return (Net of Inv. Return) x 5% 7% 9% %

Return on Capital 25 35 45 $MM

5 5 5 $MM

Expected Loss 77 88 99 $MM

+ Return on Capital + 25 35 45 $MM

+ Expense + 5 5 5 $MM

Premium $107 $128 $149 $MM

% from Point -16% 17% %
Numbers for illustrative purposes only

3 Expense

4
Indicated 

Premium

1
Expected 

Loss

2
Return on 

Capital



Page 8    
 

© NERA Economic Consulting   
 

 

A strength of the actuarial method is that it will be based on long-term historical averages and typically 

produce less volatile results; however, as a weakness common to all technical based methods including 

option based pricing, this methodology will not reflect market conditions due to demand and supply 

factors (cyclical behaviour) in its pricing. Other methods, such as the CUP method can reflect these 

market conditions since they rely on market data. 

 

4.3. The Transaction Net Margin Method   

When considering the analysis described in section E.5.2 combined ratio and return on capital, we 

would typically consider this analysis as an application of the TNMM approach, intended to evaluate 

the overall profitability of the captive relative to comparable companies.   Relying on this approach to 

determine the insurance premiums is likely to be based on a large number of assumptions and would 

require a large number of adjustments.  However, it may be adapted in circumstances where the captive 

insurance company performs standard functions of insurance companies for which benchmarks are 

available.  

We would therefore argue that this type of ratio analysis is more suited in the context of a testing 

analysis to assess the overall profitability of the captive rather than as a primary method to determine 

insurance premiums of the captive.   Furthermore, such an analysis should be performed considering 

the comparability criteria as outlined in the revised OECD guidelines. This would likely require 

considering where the functions that service the captive are based. In this context, many comparability 

issues may need to be accounted for when comparing intra-group transactions to open market 

transactions including, but not limited to diversification, type of risk, loss events of the particular 

commercial insurer, functional profile, etc. 

It should also be noted that regulatory capital requirements are one element of consideration. In this 

respect, we believe that the level of capital to be retained should be directly informed by the risk 

exposure of the captive.   

 

4.4. Profit Split Methodology 

The profit split method may be applied in some circumstances with regards to insurance captives. For 

example, this method may be suitable when the responsibilities for underwriting are managed by more 

than one entity. The method may also apply when both an insurance captive and a re-insurance captive 

are dealing with one another. In situations where a specific function other than underwriting plays a 

significant role in terms of value creation (e.g., this might be the case for marketing and distribution 

performed in the context of sponsored captives) and is performed by entities other than the captive, the 

profit split method may also be considered.  

This methodology typically needs to be applied in conjunction with another method in the context of 

pure insurance captives, whilst it can easily be applied as stand-alone method when it comes to 

sponsored captives. 

 

5. Conclusion 

Addressing questions associated with captives (re)insurance companies requires an approach that 

effectively delineates the transaction that is based upon a detailed value chain analysis.   This is more 

than just a two-sided functional analysis with the captive on one end and the group on the other.  This 

analysis should start with the total relevant business inside the MNE and analyse how value is 
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created.  The relevant (“accurate delineation” of) transactions follow from that analysis, not the other 

way around.  This type of analysis is important (i) to assess the economic benefits derived through the 

captive (including assessing the relevance of synergies amongst other issues), (ii) to understand the 

commercial and financial relations of the captive company and the group, and (iii) to understand how a 

captive insurance entity operates as an insurance business in comparison to the commercial market. It 

is therefore the foundation on which any pricing exercise of a captive insurance company should be 

based.    

In the context of risks, the risk framework already described in the OECD Guidelines effectively 

identifies the items to be considered in the context of any (re)insurance captive. This should however 

be taken one step further to and more guidance is needed on the importance of issues such as risk 

transfer, risk distribution, and loss reserving. Furthermore, correlation between captive insurance 

entities financial positions and that of the group, is currently absent from the discussion draft.  Hence, 

we believe that more work is needed to understand interactions between group companies and every 

element of the captive insurance value chain (compared to the commercial market).    

As regards transfer pricing methods, one would need to recognize that each method has strengths and 

weaknesses, and it may be worth in some circumstances to consider using more than one method.  For 

example, an actuarial approach will be based on long-term averages but will not reflect certain market 

movements caused by demand and supply factors; a CUP method will reflect market movements but 

will require comparability adjustments that can be significant.  We do believe that pricing transactions 

relating to captives would benefit from an approach that reflects industry information and long-term 

averages. Finally, comparability should be considered in line with what is already described in the 

OECD guidelines chapter 1, also considering factors such as group synergies.    

 

 

 


