
Taking Advantage of Captives

New Zealand Captive Insurance Association Inc: First Conference 11 May 2007 

The NZ Captive Insurance Association was founded in 2005 as a not-for-profit organisation to promote the captive insurance industry in New Zealand. In its first two years it has been active in pursuing this goal. Some 86 people representing owners and service providers attended its first conference at the Hilton Hotel in Auckland on 11 May. 

Themes that recurred through the day were the long-term value in establishing a captive, provided it is part of a wider risk management programme. 
Official Opening 

The day was opened by Peter Lowe, President of the New Zealand Captive Insurance Association, (Willis New Zealand Limited) who talked about discussions with the Ministry of Economic Development about the benefits of a captive insurance industry to the New Zealand economy. The potential benefits were discussed and it became obvious that more work from a wider base of owners and service providers was needed.
But what is a captive?

Patrick VanderNoll of Marsh Captive Solutions New Zealand introduced the question “what is a captive” by showing that if you enter ‘captive’ in an internet search engine you get a range of answers including a:
· game by Mindscape

· game by Mindscape

· film by Chantal Akkerman

· a painting by Wright 

· novel by Joan Johnston.

But if you search for captive AND insurance AND New Zealand you get the New Zealand Captive Insurance Association!

Introduction to Captives
Peter Lowe, New Zealand Manager, Willis Risk Solutions 

Lowe offered the definition that:
A captive is a wholly owned subsidiary that only insures its parent, affiliates and subsidiaries of the corporate group.

“Or,” he said, “it is an insurance company!”
The essence of a pure captive is that it is a wholly-owned subsidiary that is established to insure or reinsure a portion of the parent’s risk. It is usually formed as a non-admitted insurer that is located in domiciles favourable for captive operation. 
However, a group captive can be a non-owned or owned facility whose members contribute capital and will share risk with other group participants for specialised coverages in difficult to place industries. 
Sometimes a “rent-a-captive” model can help an insured get the cover they need. These are typically a non-owned facility whose clients do not contribute capital but instead rent it from the rent-a-captive sponsor. They are usually located offshore in Bermuda, Cayman and Guernsey.

Lowe showed two models for a captive. In one, it operates as a direct insurance writer receiving in premiums and paying claims. In the other it acts as a reinsurer receiving reinsurance premiums from  the policy-issuing insurer and reimbursing claims paid by the fronting insurer.
Some 70% of Fortune 500 Companies, many private companies, Associations or Affinity groups, Governmental and quasi-governmental bodies and New Zealand owned entities owns or uses captives. 
Lowe listed more than 30 different uses for captives including in all classes of business, including life and employee benefits although the most common insurance covers are property and liability. 
While some owners use their captive to cover customer risk common reasons are to provide cover when conventional coverage is not available or if there is a need to customise insurance programme.
Other common reasons for establishing a captive are to stabilise insurance costs, increase insurance capacity, gain control of the insurance process, participate in underwriting performance and gain access to the reinsurance market. Some owners might want to create a new revenue stream or to capture premium flow and investment credit. For larger entities, a captive can help formalise self retentions or achieve cost allocation. 
But perhaps the principal reason is that captives offer a strategic, long-term advantage.
Companies that are candidates for setting up captives may be typified as having:
· predictable losses (high frequency / low severity)

· better than market average loss experience

· poor loss experience but committed to improved risk management

· the wish to consolidate global insurance programmes

· the ability to sell insurance products to their customers

Is a captive feasible for a candidate? To answer this question it is necessary to ascertain the candidate’s risk appetite and desire to be able to better manage risk. It is also necessary to identify potential uses of a captive (what lines of coverage? – what retentions?). the best way to answer these questions is as part of a feasibility study. This will require details of historical exposures, intended insured retentions, historical ground up loss information and historical premiums.
Where should a captive be based? The ten most common locations dominated by Bermuda but Lowe was emphatic when he stated:
New Zealand is best due to regulatory regime and openness of the economy!

Captive Insurance in Action: Case Studies
Chris Peace, Risk Management Ltd

Chris Peace opened his paper by giving the definition of risk in AS/NZS 4360: 2004 Risk Management:
Risk is the chance of something happening that will have an impact upon objectives.
He then asked and answered the question:
What are you in business for? To make a profit or provide a return on investment. Add value for shareholders. 
He added another definition from the Standard:
Risk management is the culture, processes and structures that are directed towards realising potential opportunities whilst managing adverse effects. Needs an open, learning culture and a willingness to tell (and receive) bad news. 
He promised that his case studies would cover the culture of organisations.
Case study 1

His first case study was of a UK supermarket chain that had 6 distribution centres, 600 trucks, 650 supermarkets and 20,000 employees. It was turning over about £1 billion turnover a year with profit margins as low as 3%. This was very much a cash-flow business that made profits on short-term investments at the bank. 
One supermarket was damaged by fire about every six months and one supermarket was burned out every year. The deductible minimised insurer exposure and the client was able to restore their older shops in one month.
Management saw no exposure to loss of a distribution centre and said “We have never had a loss in 30 years of business”. They had no sprinklers but had a business continuity plan for distribution centres that was reviewed and revised two months before a major fire in one distribution centre.
Investigation of the fire showed that smoking was completely uncontrolled and was a possible cause of ignition (it was banned within a week of the investigation report being submitted). However, the probable cause was determined to be one person playing “chicken” with aerosols that had butane as the propellant. The report suggested how the fire could have spread in less then ten minutes from the start point to result in many seats of fire in about ten minutes. In less than two hours the building was a constructive total loss although the fire was still burning after 48 hours. Reference was made to the K Mart fire in 1980 that resulted in a US$100 million loss. There was a clear need for sprinklers and containment of aerosols if the client was to remain insurable 
The claim included material damage of about £12 million, increased costs of working of about £3 million and environmental damage £100,000 but there were also uninsured losses of perhaps £5 million. Peace argued that this might equate to NZ$100 million were it to occur today. There was no interruption of deliveries to shops due to the effectiveness of the business continuity plan but growth of the business was slowed. 
The warehouse was rebuilt “as was, where was” in less than six months and started shipping stock to the shops. Initially, it was fitted with smoke curtains only. 

Underwriters in London threatened to not renew cover if the client did not install sprinklers and special storage of aerosols. As a result, capital expenditure of £1.25 million on sprinklers and containment for 6 distribution centres was approved and agreement reached to form a captive insurer.
Benefits of an integrated risk management approach

The benefits of an integrated risk management approach quickly became clear to the client with their captive insuring the first £5 million. They needed to prevent property damage as far as possible. As a result, each distribution centre had ceiling and in-rack sprinklers fitted. Special stores were built for the containment of aerosols. 
The underwriter for the layer above £5 million rebated premiums of £1.5 million when all sprinklers were commissioned resulting in a net benefit of £250,000 in 12 months. At the next renewal a competing underwriter cut rates and the captive quickly became the most profitable part of the business.
Along the way the company culture changed and management gained a willingness to consider wider strategies. 
Subsequently, there were two arson attacks on the distribution centre that had been destroyed in the fire; both were extinguished by the sprinklers. New stores were designed with better loss prevention (although no sprinklers) and annual inspections were carried out of the distribution centres, top ten stores and offices. 
Role of the broker 

The broker designed the insurance programme to align with business plans and placed the required covers. Broker staff were also responsible for liaison with sprinkler companies and unannounced housekeeping inspections of key assets. The latter were required by the CFO of the client – also a director of the captive Board! 
Aftermath 

Some years later, management of the client asked for fire tests of aerosols to confirm the continued need for a high level of protection; the results were more frightening than expected and confirmed the designed level of protection. 
Sadly, the majority shareholder decided that a 3% profit margin was inadequate and sold the business to a competitor. 
Lessons and benefits for all captives

A number of lessons were clear in this case study. Parent companies need to 
· be committed to good loss prevention with very effective controls to prevent or detect incidents, reduce their consequences or restore after any loss

· have an open mind and be aware of changes in context

· alternatives should remain in mind, even when decisions have been made

· excellent relationships with co-insurers and other underwriters are critical so they know what the client plans or is doing for loss prevention

· an issue then involved long supply chains (also a contemporary issue in NZ).
The benefits included greater resilience and the ability to take opportunities.
Two other case studies

Peace briefly mentioned two other case studies. One was a security printing company operating in the UK, continental Europe, USA and Asia. They required regular, third-party inspections of their sites as a way of confirming to the captive Board that management standards remained satisfactory. 
The other was a major chemicals manufacturer. The parent asked for regular risk assessments of existing sites to help protect the captive from claims for sudden and unforeseen pollution as well as property damage and business interruption losses. Consideration was also given to buying cover from the captive for gradual pollution cover and other difficult-to-place covers.
An important focus was on due diligence for acquisitions so that they could be included in the captive programme. 

NZ Captive Insurance Legislation: Current & Future 
Allan McRae, Partner, Minter Ellison 

Sabina Bickelmann, Solicitor, DLA Phillips Fox 

Allan McRae stated that NZ regulation of insurance providers (including captives) is currently light-handed. However, change is on the horizon with the Review of Financial Products and Providers (RFPP) and Review of Financial Intermediaries.
Except for the Ratings Act 1, captives domiciled in NZ are treated the same as other insurers. The prospect of increased regulation makes it relevant to consider whether captives should be afforded special treatment. If they receive special treatment, question becomes:
What do we mean by a captive
Which activities should receive special treatment
· RFPP

· Review of Financial Intermediaries

· Should captives receive special treatment?

· Definitions of captive that could be used

· Consider which activities of a captive should be exempt
Review of Financial Products and Providers (RFPP)

· Builds on business law reform programme

· Key objective to develop effective and consistent framework for regulation of non-bank financial institutions and financial products

· Aim to promote confidence and participation in financial markets resulting in sound and efficient non-bank financial sector

· Four phases.  Stage three = release of nine discussion documents, one on insurance

· ‘This is not an industry in crisis’

· Proposals:

· Licensing and prudential requirements

· Monitoring and supervision

· Product disclosure

· Licensing and prudential requirements

· Licensing regime

· Fit and proper person tests

· Licences issued in respect of classes

· Captives may apply for licence subject to terms

· Solvency and capital

· Submit solvency support plan

· Meet start-up capital requirement set by regulator

· Meet enhanced risk-based solvency standards relevant to business developed by NZSA

· Financial condition report

· Ratings

· Monitoring and supervision

· Reporting regarding insurer’s financial position and risk management strategy

· Regulator monitoring of compliance with licensing and prudential requirements

· Enhanced supervisory powers:

· Inspections

· Meetings with board/senior management

· Enforcement action:

· Issuing directives to board

· Requiring self-correction plan

· Seeking appointment of a statutory manager

· Product disclosure

· Currently no mandatory disclosure for risk-based insurance

· Document seeks feedback on implementation of mandatory disclosure

· Proposed disclosure:

· Customer specific information

· Key product terms and features

· Suggested format similar to product disclosure statement in Australia

· Submissions on disclosure document now closed

· Review now in fourth stage

· Policy recommendations to be considered by Cabinet over next two months

· Assuming Cabinet support, legislation in two phases 2007/2008

· Submissions on disclosure document now closed

· Review now in fourth stage

· Policy recommendations to be considered by Cabinet over next two months

· Assuming Cabinet support, legislation in two phases 2007/2008
NZCIA submission on RFPPP

· Licence issued to captive on provision of:

· 5 years financial projections

· Details of directors (at least one resident) and proposed managers

· Capital and ownership structure

· Details of auditors, bankers, investment advisers, consulting actuary

· On ongoing basis:

· Submit unaudited six monthly financial statements

· Audited financial statements annually

· Directors to hold annual general meeting in NZ

· Directors to utilize NZ bank for day to day operations

· Directors to attest sufficient risk management for the nature and scale of the risk underwritten in the captive

· Government appointed Financial Intermediaries Task Force issued final report August 2005

· Cabinet ‘in-principle’ approval to Task Force recommendations for ‘co-regulatory framework’ (MED, ‘approved professional bodies’ and Securities Commission)

· July 2006 MED released discussion document seeking feedback on proposed conduct and disclosure standards etc

· Conduct and disclosure standards dependent on classification (info/execution only, product marketer or high level intermediary)
Review of financial intermediaries

· Feedback sought on definition of ‘financial intermediaries’

· ‘A person who, in the course of the person’s business or employment, gives financial advice [or provides transaction services] for members of the public’

· Application to captives

· Wholly owned group

· Third parties (contractors, JV partners, customers)

· Professional insurance managers

· Submissions on discussion document now closed

· Policy recommendations to be considered by Cabinet over next two months

· Assuming Cabinet support, legislation in two phases 2007/2008
Should captives receive special treatment?

· Increasingly relevant question

· Some form of regulation desirable

· Arguments for less stringent regulation because small and relatively simple risk profile

· Canada, South Africa and US have separate legislation

· No special treatment under Insurance Act in Australia, although special treatment proposed by APRA

· Case can be made that aspects of proposed legislation inapplicable:

· Extensive disclosure to members of wholly owned group

· Fit and proper tests – more appropriate to examine external providers
Definition of a captive

· If determine should receive special treatment, need to be clear what we mean by a captive

· There is a spectrum of captives - harder to argue special treatment for all captives across spectrum

· Insuring outside group eg customers – why not the same protections as other consumers?

· If seek special treatment for a defined group only, probably want that definition to encompass as much of spectrum as possible

· So what definition should be used?

· Ratings Act? 

· Proposed APRA exemption – wholly owned group only (no assigned beneficiaries eg contractors, JV partners or customers)

· NZCIA definition

· 'Any entity that only insures the risks of entities that in terms of International Accounting Standards (IAS) are:

(a)
Its parent;

(b)
Related entity, ie under the same control;

(c)
In a joint controlled (joint venture) with that entity or an entity of the type described in a) or b) above;

(d)
An associate of that entity or an entity of the type described in a) or b) above.  
The IAS definition of 'associate' is ‘an enterprise in which an investor has significant influence but not control…'. 'significant influence' means the 'power to participate in the financial and operating policy decisions but not control them'.
Which activities should be exempt from regulation?

· Once determined what a captive is, need to consider which activities of the captive should be exempted from proposed legislation

· Difficult to argue all activities should be exempted

· Easier to argue special treatment for captive self-insuring consequential losses arising from product failure 

· Harder to argue special treatment for captive providing long tail cover such as life, health or income protection to employees – why not same protections as other consumers?

· APRA’s proposed exemption for captives falling within specified exemption from meeting prudential and other requirements under Insurance Act not to apply re statutory classes of insurance

Three Captive Owners
212 days in Captivity and counting …

John Blair, General Counsel, Air NZ 

John introduced his paper by discussing “the wilderness years” when Air NZ flirted with the concept of a captive in ‘90s and weighed the dollar savings v costs. The company also considered the ease of start-up to decide if there was a compelling argument for setting up a captive. The 11 September terrorist attacks were on a scale not foreseen and moved the company to starting a captive.
Getting to “yes” required money and an understanding of insurance market forces. The availability of underwriters and internal management was also weighed up carefully. 
Considerations taken into account included:
· which policies to include

· the company appetite for risk-retention

· levels of reinsurance needed to protect the captive and parent

· claims handling services.

An exit strategy was also considered in case circumstances changed. 
The captive (TEAL Aviation Ltd) was founded to cover non-aviation risks only. It allowed increased levels of deductibles and formalised risks previously self-insured. The first 212 days of operation has been characterised by a relatively cautious start that has met expectations. But fingers are still crossed for the future!

Solid Energy New Zealand Limited (and CoalCorp Insurance Services Limited)

Warren Maslin, Chief Financial Officer, Solid Energy New Zealand 

The background of SENZ (and hence what risks to finance!) are that the company is NZ’s largest coal producer (and only significant coal exporter). It is a State Owned Enterprise – 100% owned by the NZ Government and has been a separate commercial entity since 1987. 
The company has total revenues of $600 million from production in 2006/7 of 4.7 mtpa. It exports 2.4 mtpa hard coking coal amounting to 50% revenue. There are seven coal mines (four open cast operated by contractors with a loss of profits risk but low property risk) and three underground mines. 
Key rail and port contracts – a distribution risk – enable shipping of coal to a limited number of large customers – customer risk. 
Why use a Captive at SENZ? CoalCorp Insurance Services Limited (CISL) was established in 1994 following a large loss in 1992. In 2006 it was decided to retain the captive because:
· it was profitable (losses have been low, significant retained earnings accumulated from keeping insurers margins / commissions in-house)

· mining is a high risk class and insurance is expensive, especially for underground mining in NZ’s geology!

· there is a limited external market cover; the captive allows coverage of additional risks eg. underground plant, open pit highwalls

· with a limited number of market participants (sellers) of mining insurance the captive provides an additional marketing tool (eg, demonstrating commitment to and understanding of insurance, structuring of programmes and getting closer to insurer / reinsurers).

The captive also gives more flexibility to manage the total cost of insurable risk and, in hard markets, it is possible to take a higher retention or keep an exposure in-house. 
The captive also underpins the integrated risk management philosophy to manage the low severity/ moderate severity losses for less cost than an external premium. However, SENZ insures high severity exposures and disasters in conventional markets. 
Maslin asked and answered the question “How do we use our Captive?” as follows:
· the company buys material damage/business interruption only

· because the major mines are operated by contractors, “loss of profits” covers are a large part of programme

· there are no liability covers (have been burnt in the past with Charters Liability)

· the company uses a layered approach with each business unit having a retention, the captive providing cover in the next layer and then an external insurer providing cover

· some externally uninsurable risks are insured

· there is innovative structuring of programmes through the broker to match market conditions and so reduce the total cost of insurable risk (eg, change of risk profile in 2006 resulted in exclusion of all underground mines from external program, attracted new conventional insurers and avoided over $2m in external premiums)

· the net earnings from the captive are used internally to fund risk management initiatives and lend a portion of funds back to SENZ to lower Group funding costs

Governance and Administration has the Directors drawn from the Audit & Risk Committee and an external captive manager. The structure is simple but very formal. It requires a close relationship with good innovative broker and lead insurers. There is no doubt that a key benefit of the captive is that it is a marketing tool to external insurers. 
An overseas domicile was not attractive, especially given the ownership of SENZ, and the capital adequacy rules in NZ were favourable. 
Benefits / Costs of Managing a Captive

Setting up a captive can lock up cash in low yielding captive reserves. However, in our case with very low losses the IRR has been high and, in NZ we can lend back to insured. 
Renewal takes significant time but insurance program complexity is the issue rather than being a captive Issue.
Leadership commitment from the CFO is essential as few people understand insurance well enough and it is hard to delegate. 
The captive has not been well understood throughout business. 
There has been recent experience with large claims.
Convincing Senior Management / Board to take a long term view is essential.

Ballance Agri-Nutrients Ltd

David O'Reilly

Ballance Agri-Nutrients Ltd is New Zealand’s leading Manufacturer & Marketer of Fertiliser. The company is a co-operative owned by 18,500 farmers with 45% market share and supplying 1.3 to 1.5 million tonnes pa. company turnover is $470 million with an operating profit of $30 million to $40 million on total assets of $366 million. The company has a national distribution coverage and focus and employs 650 staff. 
Ballance understands the market, operational, credit and business volume risks we are taking. Our aim is to create a balance to protect the company from financial distress yet allow space for initiative and development. A captive has helped promote the discipline to do these.
Captive history

The idea of a captive was first investigated in the mid 1990’s. Initially, we used the Norsk Hydro (a cornerstone shareholder) captive between 1999 and 2004. Our captive was formed in 2005 and now carries 20% of the MD/BI programme, 100% of the Chartering & Marine Cargo risk. 
Why we have a captive

The company will incur losses regardless of whether or not a captive is formed. Having a captive provides access to the re-insurance market and gives some ability to provision for losses on balance sheet. It is important the Board understands the captive’s role as a component in the risk financing portfolio. 
The purpose of our captive is to underwrite MD/BI deductibles and finance increased deductibles if required. In future, it may insure additional lines of business including Marine Cargo / Charterers liability, Environmental Impairment and General & Product Liability deductibles. 
Captive economics

We use a broker that is a captive specialist who helped establish our loss history, values and frequency. They modelled various scenarios and assessed premium rates v risk assumed.
The captive was calculated to have the potential to build financial surpluses over five years of approximately $2.1 million but outcomes were largely dependent on the assumptions made for future losses. Premium income & operating cost are low with a loss exposure that is infrequent but high value. Thus, our economics are dependent on the commissions earned/premiums saved v operating costs.
Reinsurance commissions were estimated to be more than the annual operating costs. Investment income is dependent on claims being late in the 5 year cycle. We concluded that the underlying economics were sound. 

The risk management role was for a structured focus on residual and uninsured risks. There is a regular risk financing review by captive Directors rather than once annually. We have a reduced premium volatility from higher retentions and plan expanded coverage into low risk areas of the business if rates rise to uneconomic levels. Once reserves are established we will consider normally uninsured risks eg environmental.
Captive benefits

We see the benefits as being:
· direct access to re-insurers enhances competition

· ability to earn re-insurance commissions

· investment income from premium payment timing

· some ability to provide and receive tax deduction for expected losses on known event (strict accounting rules)

· ability to vary risk retention with changes in insurance market cycles – (once captive reserves established)

· concentration of major insurable risks optimises management (e.g. business units with may lower risk appetite buy down internal deductible).

NZIFRS for Insurance

Why Change?

· Phase 1: NZIFRS 4 – A Temporary Standard

· Disclosure standard

· Fragmented requirements

· Lots of diversity in measurement

· Inconsistent with similar liabilities

· Liability adequacy test
· Phase 2: 
· Measurement of insurance liabilities

· Fair value approach
· Current estimates

· Unbiased  

· Probability-weighted (expected value) 

· Use observable market inputs, where they exist

· Principles, not detailed guidance

Measuring the liability 

· Even for non-life

· Current market discount rates

· Expected returns on actual assets are not relevant

· unless they affect liability cash flows
· Explicit

· As market participants require, for

· bearing risk (risk margin)

· other services (service margin)

· Not intended as a shock absorber

· How calibrated?

· Profit or loss at inception?

Advantages of the approach

· Information on contractual cash flows:

· amount, timing and uncertainty

· Explicit margins

· reflect release from risk

· Consistent approach to estimates

· Coherent way to resolve new issues

· Consistent with NZIFRSs on other liabilities 

· Clear reporting of economic mismatches

· Solvency reporting

Current exit value

· A measurement attribute that users can understand, and use for economic decisions

· not just a computation

· Current exit value:

· amount the insurer would expect to pay at the reporting date to transfer its remaining contractual rights and obligations immediately to another entity

· Transferee would consider cash flows etc

· Relevant and reliable information to help users with economic decisions

· Does not imply that an insurer can will or should actually transfer the liability to a third party

· In most cases, insurers cannot transfer the liabilities and do not want to do so 
	Discussion Paper
	Just Released

	Exposure Draft
	Late 2008?

	Standard
	Late 2009?

	Implementation
	?


The Insurance Company Perspective:

Taking on the World from New Zealand

AIG 
Why is an Insurer Interested in Captives?

· Why not just use an insurer?  Aren’t insurers threatened by captives?  Doesn’t a captive compete with the insurers?

· Why do it?  Why set up a captive?

· Reduced insurance costs 

· Benefit from investment income

· Share underwriting profit

· Direct access to reinsurance markets

· Improved coverage terms

· Rewards for controlling losses

· Reduces the overall cost of risk to the insured


…..It also gives control back to the insured.
· There is a number of roles insurers can play in a captive arrangement.

Sophisticated Programmes for Sophisticated Insureds
· Large multinational insureds buy their complex insurance programs in a variety of ways……

· Decentralised control, decentralised insurance purchase


each division or subsidiary buys their own insurance based on their own analysis of their risk/reward equation

· Centralised control, decentralised insurance purchase


each division or subsidiary buys their own insurance after consulting with &/or getting approval from a central risk management department or following a corporate guideline

· Centralised control, global purchase


a central risk management department purchases a single global policy (may have regulatory problems)

· Controlled Master Program……   combination of last two!

Controlled Master Programmes
· For the more sophisticated insurance programs of multinationals to work the following is needed for it to work successfully….

· A centralised Risk Management and Risk Transfer function to exist within the client

· A corporate wide agreed insurance buying strategy/philosophy

· Ability to control the local placement of the division or subsidiary

· Good communication with the market

· Sufficient local premium, fees or taxes

· A broker

· A Controlled Master Program is when there is one Global policy purchased on a centralised basis, with underlying policies issued for certain divisions or subsidiaries.  Advantages of a global master contract is….

· Uniform coverage to divisions and subsidiaries

· Maximise its purchasing power

· Control risk management practices

· Consolidate statistical reporting and data gathering

· The captive may issue the global policy to cover all risks and exposures internationally, and choose to reinsure all or part of this exposure to the direct market or to the reinsurance market (or a combination of both).

· The captive may then issue the underlying policies to the divisions or subsidiaries.  This may be done because……

· Individual divisions have different self-retention requirements

· Individual divisions or subsidiaries may require local evidence of insurance cover

· The ownership structure of the local division or subsidiary may involve a third party

· The captive is used to allocate premium between divisions or subsidiaries

Fronting

· In certain situations the captive may not choose to, or may not be legally allowed to, issue the policy to the local division or subsidiary.  This may occur when…..

· The line of business being covered requires a “validly recognised” insurer under the local insurance regulations

· There might be minimum capital requirements for insurers issuing policies in certain jurisdictions

· Cheaper to have an established insurer issue the policy, rather than apply for the requisite license

· The insured may wish to retain an arms length approach to the insurance transaction

· The insured wants certainty around the claim payment and cash flows

· Fronting = writing the direct insurance for the captive and ceding some or all of the risk assumed back to the captive under a reinsurance agreement

Views and Issues with Fronting

· Fronting has had some negative implications in the past – due to financial failures of captive and/or the “front” as a result of undercapitalisation.

· If done correctly, fronting is a legitimate business practice.  Correct fronting practice means that….

· The “fronting” insurer is fully liable for its indemnity and defence obligations under the policy it issues

· The “fronting “ insurer is fully subject to the regulation by the local regulator and is subject to market rules and conduct

· The “fronting” insurer is responsible for any direct obligations to regulatory bodies (such as taxes and charges).

· The fronting arrangement is a traditional insurance relationship – the “fronting” insurer assumes risk and recovers any loss from the captive.  As a result the fronting insurer must have assurance that its reinsurance to the captive is secure.

· Some of the things that insurers will look at when evaluating a “fronting” opportunity (and that will influence the price that is put on it!) are….

· The geographical reach, the territories where fronting is required

· The number of local policies to be issued

· The policy wording to be issued (standard local form or manuscripted)

· Rating/premium allocations factors

· Claims experience and deductibles

· Captives financial statements

· Captives reinsurance support

· Parental support of captive

· Management of captive, personnel involved

This information will allow the “fronting” insurer to evaluate the credit and cash flow exposure, as well as the operational and administrative requirements.

Protecting a Captive – A Reinsurer’s View
Martin Kreft, Regional Manager, New Zealand, Munich Re

Overview - Reinsurance in the Market Today
Globalisation and Consolidation

Between 1988 and 2006, 35 possible NZ Fire and General insurers reduced to 18. In the same period, 12 reinsurers reduced to four and only two are resident in NZ. 
Capacity

In 1988, underwriter capacity was predominantly proportional with low retentions. In 2006 it was predominantly excess of loss with high retentions and internal reinsurance vehicles or through their own reinsurer eg QBE Re, IAG Re.
Market Issues Today are:

· Increased retentions 

· Competitive Market

· Increased supervision


· Reserve Releases

· Mergers & Acquisitions

· Commoditisation.
Captive Advantages

· Insure loss exposures of their founding organisation.

· Obtain broad coverage.

· Reduce operating costs.

· Provide and arrange tailored risk management services.

· Take advantage of certain tax opportunities and transfer of currency.

· Direct reinsurer access

· Improved service

· Immediate reward for controlling losses

· Enhanced risk management perspective

· Reinsurance v captive advantages

· Reinsurance v captive disadvantages
Captive Disadvantages

· Internal administrative costs

· Capitalization and commitment

· Presence of middlemen (in an internally focused exercise)

· Inadequate loss reserves and potential losses

· Possible taxation problems

· Strong insurer broker resistance

· Loss of agent and broker services

· Increased cost of other insurance

· Reinsurance structures

Contacts 
	Peter Lowe
	Ph:
09 920-2997
Mob:
021 909 148

	Patrick VanderNoll
	Ph:
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021 908 213

	Jim Routledge
	Ph:
09 978 0064
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0274 958 388

	Chris Peace
	Ph:
04 389 2665
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0274 713 723

	David O’Reilly
	Ph:
07 572 7900


Background information on the Association follows.
For further information about the Association check the website of http://www.nzcia.org.nz/ 
ENDS
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