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Energy sector switched on to 
speciality insurers

Specialty insurers operating in the energy sec-
tor have produced positive operating results 
over the last five years (2009-2013), according 
to a report by A.M. Best.

This is largely the result of strong investment 
income supplementing underwriting results, 
which have been more volatile over this period.

A.M. Best looked at the specialty insurers and 
industry captives competing with the commer-
cial insurance market for the energy sector’s 
insurance premiums.

Its rated specialists consists of eight insurers: 
four specialty insurers, three single-parent 
captives and one electric cooperative, which 
operates as a reciprocal exchange structure 
serving rural utilities.

The group’s risk profile is relatively high, 
reflecting the industry’s exposure to property 
and catastrophe events, according to A.M. Best.

As a result, although positive, earnings have 
varied widely over the past several years, with 
the group’s combined ratio fluctuating from a 
low of 90 to a high of 140, with a five-year aver-
age combined ratio of 104.

The variability of the group’s operating and 
underwriting results has compared reasonably 
well with the commercial casualty composite, 
according to A.M. Best.

The five-year combined ratio (before policy-
holder dividends) of 104 through year-end 
2013 was slightly more than the 102.9 percent 
of the commercial casualty composite.

The group’s after dividend combined ratio of 
109.4, against 103.2 for the composite, reflect-
ed some distribution of profits by the group to 
the members.

Bumper H1 for Bermuda
The Bermuda Monetary Authority (BMA) regis-
tered 36 new insurers for H1 2014, a 6 percent 
increase from the 34 firms registered during 
the same period in 2013.   

Some of the other specialised risks covered 
by Bermuda’s new captives include property 
cover for a fleet of seismic recording ships 
and product liability coverage for a company 
involved with the sourcing, manufacturing and 
sale of agricultural goods. 

Shelby Weldon, director of licensing and au-
thorisations at the BMA, said: “On the insur-
ance side, we have seen a number of innova-
tive new vehicles being formed. In March 2014, 
the first ever African catastrophe insurance 
pool, [African Risk Capacity Insurance Com-
pany] was launched with much fanfare.”

“Bermuda beat out all other domiciles to be the 
home of this groundbreaking entity which will 
help African Union member states cope with 
the impact of extreme weather events and pro-
tect food insecure populations.” 

New companies included seven captives, eight 
commercial insurers, five long-term (life) insur-
ers, and 16 special purpose insurers (SPIs).

This compares to nine new captives, two com-
mercial insurers, three long-term firms and 20 
SPIs registered in H1 2013. 

The BMA also registered eight intermediaries, 
an identical amount to the same period in 2013. 

“It is good to see growth in the commercial and 
long-term sectors,” said Weldon. 

“It is not surprising to see SPI registration num-
bers declining slightly. The authority is aware 
of a number of SPIs that are currently regis-
tered but which still have to activate because 
participants are waiting to enter the market at 
the right time.” 

China’s first captive gets thumbs up
Moody’s Investors Service has assigned a first-
time “A1” insurance financial strength (IFS) 
rating to CNPC Captive Insurance Company.

CNPC Captive Insurance was established in 
December 2013 as the first captive insurance 
company in China.

The company is 51 percent owned by China 
National Petroleum Corporation (CNPC, “Aa3 
stable”), and 49 percent owned by PetroChi-
na Company Limited (unrated). PetroChina is 
86.51 percent owned by CNPC.

CNPC is the largest oil and gas company 
in China. It is wholly owned by the Chinese 
government and is one of the largest state-
owned enterprises directly supervised by 
the central state-owned Assets Supervi-
sion and Administration Commission of the 
State Council.

PetroChina is the main operating arm of 
CNPC, engaged in exploration and production, 
refinery and chemical, pipeline and marketing 
businesses. The company is listed in Hong 
Kong, New York and Shanghai.

“The A1 IFS rating primarily reflects Moody’s 
view that CNPC Captive Insurance’s credit pro-
file is highly correlated to that of CNPC,” said 
Stella Ng, assistant vice president and analyst 
at Moody’s.

In addition to benefiting from operational and fi-
nancial support from CNPC, the rating reflects 
the insurer’s integration with the risk manage-
ment function of the group, providing insurance 
coverage for internal group risks. Currently, 
CNPC Captive Insurance co-insures affiliated 
risks with external insurance companies.
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“We expect the captive insurer’s capitalisation 
relative to its risk exposures to be strong in the 
coming 12 to 18 months and for any future 
increases in its risk retention to be supported 
by CNPC,” added Ng.

The one-notch difference between the rat-
ings of CNPC and CNPC Captive Insurance 
reflects the very limited track record of the 
latter and the lack of explicit guarantee from 
the parent.

Also, partially offsetting CNPC Captive Insur-
ance’s strengths are its limited external 
reinsurance protection and focus on property 
risk in the oil and gas sector, which Moody’s 
claims is intrinsically volatile.

Merger breeding success for 
JLT Towner
JLT Tower Re’s organic revenue growth was 6 
percent in H1 2014, while the enlarged busi-
ness delivered an unchanged trading profit 
margin of 30 percent, according to interim 
results from the JLT Group.

This has been cited as good progress, follow-
ing the integration of Towers Watson Re, with 
revenue for the combined JLT Towers Re for 
the period standing at £110 million.

“The strong organic revenue growth we 
achieved in the period, despite these challeng-
es, demonstrates the success of our strategy 
of focusing on our areas of specialisation and 
higher growth economies.’

Strong ratings for Allianz subsidiaries 

A.M. Best has upgraded the financial strength 
rating of Allianz Risk Transfer, Allianz Group’s 
Swiss-based alternative risk transfer specialist, 
to “A+ (Superior)”.

The ratings of Allianz Global Corporate & Spe-
cialty and AGCS SE have also been set at “A+ 
(Superior)” by A.M. Best, with the outlook 
stable for all three Allianz subsidiaries.

In addition, Standard & Poor’s has upgraded 
the rating of Allianz Global Corporate & Spe-
cialty in Japan to “AA” with a stable outlook.

“We are delighted that both rating agen-
cies have again stressed their confidence in 
AGCS’s financial strength”, commented Axel 
Theis, CEO of AGCS SE.

“A.M. Best’s upgrade of Allianz Risk Transfer’s 
rating reflects this company’s success with our 
global clients looking for innovative solutions and 
Allianz Risk Transfer’s growing strategic impor-
tance within AGCS’s portfolio of client services.”

Historically, approximately 70 percent of the 
firm’s reinsurance revenues have been booked 
in the first six months of the calendar year and 
JLT has stated that it expects a similar pattern 
going forward for the merged business.

In North America, high levels of client and 
people retention have been noted and, in Lon-
don, JLT has reported that “both teams are fully 
merged and operating out of one building”.

The focus for the enlarged business is on 
building new business opportunities for 2015 
and beyond and JLT stated that it is “very en-
couraged both by the support of cedants and 
the strength of the developing pipeline”.

JLT has also claimed that the full year mar-
gin is expected to be broadly flat on the prior 
year. This is due, in part, to the “sharp 
decline” in the reinsurance rating environ-
ment, given that JLT Towers Re earns a much 
higher proportion of commission income than 
the rest of the group.

‘We are confident that we can deliver year-
on-year financial progress, but we are more 
cautious over the outlook for the remainder of 
the year given the marked decline in the insur-
ance and reinsurance rating environment over 
the last quarter,” said Dominic Burke, chief 
executive of JLT Group.

http://bswllc.com
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Recently, Standard & Poor’s had already 
upgraded its rating of Allianz Fire and Marine 
Insurance Japan, the entity under which Allianz 
Global Corporate & Specialty operates in 
Japan, to “AA” with stable outlook.

BTPS selects Heritage
Heritage Insurance Management has been se-
lected by BT Pension Scheme (BTPS) to pro-
vide insurance management services for the 
administration of the scheme’s newly estab-
lished insurance company based in Guernsey.

BT Pension Scheme has established BTPS In-
surance Incorporated Cell Company (ICC) to 
underwrite longevity arrangements, which will 
protect the scheme against costs associated 
with potential increases in life expectancy.

The scheme has also transferred longevity risk 
to the insurer, which has in turn reinsured this 
longevity risk in the reinsurance market.

By using a wholly owned insurer, BTPS was 
able to access capacity in the global insurance 
and reinsurance market directly.

Paul Eaton, the new business director of Heri-
tage, which was recently acquired by Artex 
Risk, said: “BTPS spent a considerable amount 
of time planning for this transaction and part of 

percent of insured losses occurring in the US, 
23 percent in Europe, and 19 percent in Asia.

Around 39 percent of global economic losses 
sustained during the first half of 2014 were cov-
ered by either private or government-sponsored 
insurance programmes, slightly above the 
10-year average of 30 percent, highlighting that 
a greater proportion of disaster losses occurred 
in regions with higher insurance penetration.

The severe thunderstorm peril was the costliest 
disaster type, accounting for 32 percent of the 
economic loss and 46 percent of the insured 
loss during the period and comprising mainly 
hail and wind events in the US and Europe.

In order of size, the five largest economic 
loss events in H1 2014 were Japan’s winter 
weather in February ($6.25 billion); Southern 
and Eastern European flooding in May ($4.5 
billion); Brazil’s drought from January to June 
($4.3 billion); US drought from January to June 
($4 billion); and severe weather in Europe in 
June ($3.5 billion).

Looking ahead to the second half of 2014, Steve 
Bowen, associate director and meteorologist 
within Aon Benfield’s impact forecasting team, 
said: “The third quarter historically is the costli-
est for natural disasters and is primarily driven 
by the peak of the Atlantic Hurricane Season.”

the analysis involved the consideration of where 
to establish the insurer.”

“The selection of the insurance manager was 
another key decision and Heritage was able to 
provide expertise, operational capability and 
willingness and ability to work with BTPS in a 
bespoke fashion on this project.”

Merise Wheatley, director and project leader 
at Heritage for the establishment of the BTPS 
insurer, added: “It has been a great experience 
to work on this transaction which was ground 
breaking in terms of both size and structure, but 
also made best use of Guernsey’s strengths as 
a captive domicile.”

Insured losses from natural 
disasters down in 2014

Economic losses from global natural disasters 
during the six-month period ending 30 June 
2014 totalled $54 billion, down from $95 billion 
in 2013, according to data from Aon Benfield.

This is also around 49 percent lower than the 
10-year (2004-2013) average of $106 billion.

Insured losses for the period reached $22 bil-
lion, approximately 19 percent below the 10-
year average of $27 billion, with around 55 

http://www.comerica.com/campaigns/captive/pages/index.html?utm_source=(direct)&utm_medium=vanity&utm
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“While [El Nino] is likely to limit the overall 
number of storms, it would only take one ma-
jor landfalling event to quickly make 2014 an 
above average year for losses—and history 
suggests that it is just a matter of time before 
the US endures another major hurricane.”

MedStar Health captive forced 
to settle

Greenspring Financial Insurance, the captive 
insurer of MedStar Health, is liable for defend-
ing and settling a lawsuit filed against a staffing 
agency nurse at the Washington DC Hospital 
Center, an appeals court has ruled.

In 2003, Greenspring issued an insurance 
policy providing coverage to employees of 
Washington Hospital Center for claims 
arising out of medical incidents within the 
scope of their employment.

The issue was whether a nurse, hired by a 
staffing agency and assigned to work at the 
hospital on a temporary basis, was covered as 
an ‘employee’ under the policy.

The appeals court concluded that the nurse 
qualified as an employee of Washington Hospi-
tal for purposes of the Greenspring policy and 
therefore ordered Greenspring to pay the cost 

The NAIC recently proposed new accredita-
tion standards, which would require certain 
captives to comply with the accounting and 
disclosure rules for traditional insurance com-
panies. This addresses a core concern voiced 
by critics, which is lack of transparency and 
consistency in the regulation of captives.

However, read literally, the NAIC proposal 
would apply not only to captive life reinsurers, 
but also potentially to other captives including 
traditional corporate-sponsored captives.

The report stated: “Fitch has found it difficult to 
ascertain if the regulatory intent is truly to in-
clude traditional corporate-sponsored captives, 
or if the current wording in the regulation sim-
ply needs to be tightened up. Therefore, Fitch 
would urge the NAIC to clarify its position.”

It is likely the proposed standards were pri-
marily intended to cover life captives used for 
reserve financing, since the proposal focuses 
on captives acting as multistate reinsurers and 
excludes captives owned by non-insurance en-
tities for the management of their own risk.

The report continues: “Life captives are typically 
reinsurers, are owned by an insurance company, 
and are often domiciled in a different state than 
the parent insurer. Thus, Fitch believes they are 
to be subject to the proposed regulation.”

of defending and settling medical malpractice 
claims against the nurse.

In regards to the ruling, the appeals court 
stated: “We agree with the district court’s con-
struction of the Greenspring policy, and we 
see no grounds for excusing Greenspring from 
its obligations under the insurance contract.”

Fitch weighs in on NAIC proposals
Fitch Ratings believes new requirements pro-
posed by the National Association of Insurance 
Commissioners (NAIC) to subject corporate 
captive insurers to full accreditation standards 
could materially increase costs for these cap-
tives, according to a new report.

Fitch also claims that the proposals could lead 
to disclosure of information that the captive’s 
parent views as competitively sensitive.

This could lead such captive arrangements 
to be moved offshore, which could have the 
unintended consequence of weakening, 
rather than strengthening, captive regula-
tion and disclosure.

Fitch believes that the recent proposal stems from 
an ongoing controversy over the use of captive life 
reinsurers for life insurance reserve financing.

http://usa.marsh.com/NewsInsights/MarshRiskManagementResearch/ID/37880.aspx?utm_source=CaptiveInsuranceTimes%20&utm_medium=online&utm_campaign=MRMR-CaptiveBench2014&promocode=mrmr-captbench-captiveinsurancetimes


The secret is out. Not about South Carolina’s 
pristine beaches, beautiful golf courses and 
warm, southern climate, but about our ideal 
captive insurance environment. That’s because 
we know there’s more to deciding about where to 
establish or relocate your captive insurance than 
sand, surf and sunny weather.

When it comes to the captive insurance industry, 
South Carolina has established an environment 
where you can grow and prosper. In fact, South 
Carolina is among the top captive domiciles in 
the world. All top seven captive managers have a 
market presence here – and it’s not just because 
of our quality of life.

We are open to new ideas that enable this 
industry to thrive and we promote quality and 
innovation over quantity. Besides our business-
friendly environment, we are on the forefront 
of captive insurance regulation in this country 
and have brought practicality to many of the 
regulatory standards for the captive insurance 
industry. And, as a dedicated partner, we work 
with you and the greater captive industry, to 
recommend laws that promote responsible 
development and growth.

Learn more about what makes South Carolina 
the ideal domicile for your captive insurance 
program at www.doi.sc.gov.

THE CAPTIVE INSURANCE INDUSTRY
CAPTIVATING

NewsInBrief

http://doi.sc.gov


10

ConferencePreview

Despite securing its thousandth captive and retaining its position at the 
forefront of the US captive industry, Richard Smith explains why Vermont is 
determined to keep its eye on the ball

A grand slam

Firstly, what is the overarching theme 
of this year’s conference and what 
can we expect from the sessions?
 
This year we at the Vermont Captive In-
surance Association (VCIA) are going for 
a baseball theme—major league captive 
education. Every year we try to increase the 
quantity and quality of the educational 
sessions in particular and this year is no 
different. It is a great mix of the types of 
educational sessions on offer, with some fo-
cused on newcomers to the captive industry 
and a number of sessions on board gover-
nance, as well as more advanced taxation 
and accounting principles-based sessions.

We try to make sure that we have a fair num-
ber of captive owners present who can talk 

tion to change insurance regulations or any 
other laws that could unintentionally impact 
our industry.

In Vermont, we made a number of technical 
changes to our captive insurance laws, as we 
do every year. We work both with the regula-
tors and the industry to see if they have any 
broad or specific ideas regarding how we can 
streamline regulations in Vermont.

The big thing for us this year was the creation 
of the dormant captive status. This means 
that Vermont captives that are not currently 
running any business through them can now 
become dormant, which allows them to report 
their inactivity and therefore eliminate the tax 
they have to pay and lesson reporting and 
oversight. We hope that if these dormant cap-
tives decide in the future that they want to put 

about their own specific experiences. The oth-
er captive owners and service providers seem 
to enjoy hearing it straight form the owners 
themselves, in terms of what they are seeing 
and doing in the industry.
 

Where is the focus for Vermont’s 
regulators, and what impact have 
you seen from the changes made in 
the state this year?
 
From our perspective there are two regulatory 
centres. Montpelier, Vermont, is where our 
state-based system promulgates its rules and 
regulations, and there is also a lot of focus on 
what is happening down in Washington DC. 
This could be actions from the National As-
sociation of Insurance Commissioners, laws 
that are being passed with the specific inten-

JENNA JONES REPORTSSTEPHEN DURHAM  REPORTS
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“	 In Vermont, 
we never take 
the industry for 
granted, so every 
year we look at our 
regulations and 
laws to make sure 
that they are as up to 
date as possible. 
We try and work 
hard to present a 
very solid regulatory 
climate for 
the industry

”
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business back through, they continue to do so 
in Vermont. This is a great tool to keep captives 
here that are looking to reboot their business, 
as there is a lot of competition out there.

Despite competition from other 
states, Vermont still seems to be 
far ahead with the licensing of its 
thousandth captive—is there a ten-
dency for the state to take its foot 
off the gas?

In Vermont, we never take the industry for 
granted, so every year we look at our regu-
lations and laws to make sure that they are 
as up to date as possible. We try and work 
hard to present a very solid regulatory cli-
mate for the industry. I would not say that 
the number of states with new captive laws 
has altered that perspective. Even when I 
first came into the industry and there were 
four or five very active states, it was still 
good, healthy competition.

It is something of a double-edged sword, 
however. It keeps us on our toes and gives 
the industry more choice, but my concern is 
that the number of states that have captive 
laws far outnumbers regulators that have ex-
perience of the industry. This means that could 
potentially be states that don’t know what they 
are doing, with the power to license captives 
that should not have been licensed. This could 
create a black eye for the entire industry.
 
Historically, you see states that have 
passed captive laws and were very ener-
getic to build their industry. Whether new 
people came in at state level or goals were 
set out and never fully realised in terms of 
jobs created or revenues to the state, these 
states were forced to backtrack a little bit. 
My guess is that, even with this prolifera-
tion of states that have captive licensing 
laws, you are still going to see three or four 
states, including Vermont, that are in the 
lead in terms of captives that are domiciled.
 
Has the feedback from last year’s 
conference been beneficial in 
planning this one?

We start planning for our next conference literally 
three weeks after the previous conference 
ends. We bring together a conference com-
mittee that is made up of industry service 
providers, owners and so forth and examine 
what went well and what changes need to be 
made. In 2013, there were a couple of new 
things that we are expanding on this year. We 
started using electronic polling in our sessions 
to make the education sessions more interac-
tive. We got a lot of great feedback about that 
so we are going to do more of that this year.

Like a lot of conferences and organisations, 
we are shifting the information and feedback 
from paper to smartphones and tablets so 

the numbers but our hope is that we see many 
captive owners in attendance again—as they 
draw the rest of the industry here.

With global trends like cyber risk, 
catastrophe bonds and insur-
ance-linked securities making the 
news, what are Vermont’s areas 
of interest?

Cyber risk is one of the newer areas that the 
captive industry is focused on. We actually 
conducted a webinar about a month ago on 
the subject and one of our keynote speak-
ers at VCIA is Theresa Payton, who is a cy-
ber risk specialist and was chief information 
officer at the White House under the Bush 
administration. It is definitely high on the 
agenda of new risks that are being looked at 
from the captive perspective.

Insurance linked securities are also inter-
esting—although I have not seen any direct 
connection at this point with in the captive 
industry—they are mostly involved with the 
larger catastrophe bond and reinsurance deals. 

I think it is probably having an impact on the 
broader insurance industry, which obviously af-
fects the captive industry as a consequence. It 
definitely worth watching for us going forward.

When people ask whether we are seeing 
any major trends in types of companies and 
types of coverage, it is hard to answer. There 
is clearly interest in new areas such as cyber 
risk but our growth area is still in areas such 
as construction companies that are looking at 
their property and casualty exposures. 

We also get a great deal of companies look-
ing at medical malpractice insurance, which is 
also an area of good growth. We get financial 
sectors looking at varieties of different ways to 
make the most of their captives. They are so 
flexible and such important tools that it really 
runs the gamut in terms of who is using them 
and for what purposes. CIT

people are able to download the materials 
from the conference app, get updates on what 
is happening and get involved in the polling all 
from their devices.

We are also bringing in more of the educa-
tional sessions this year than ever before and 
we are on track to exceed the 1100 delegates 
that attended in 2013. 

We provide one of the largest forums for the 
captive industry in the world so it is a great 
opportunity, not only to learn at the sessions, 
but to benefit from the networking and one-on-
one interaction with peers, as well as seeing 
what is new in the industry. I have not seen 



With more than 30 US domiciles now able to accommodate captive 
insurance vehicles, what does it take to become the best?

Wax on, wax off

JENNA JONES REPORTSSTEPHEN DURHAM  REPORTS



“	 There is no 
single, foolproof 
formula for cultivating 
a successful 
captive domicile. 
A strategy that has 
served one state well 
might not work 
in another

”
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During conversations with US captive direc-
tors, it soon becomes clear that there is no 
single, foolproof formula for cultivating a 
successful captive domicile. A strategy that 
has served one state well might not work in 
another, and so on. One certainty is that, in 
terms of the top four US domiciles, a strong 
philosophy is quite often at the heart of each 
state’s success.

It’s a marathon, not a sprint

South Carolina’s captive industry is built on the 
twin pillars of solid infrastructure and effective 
regulations. The former is based on the ubiq-
uity of the industry’s biggest hitters, with cap-
tive managers such as Marsh, Aon, Willis, USA 
Risk Group, Kane, Strategic Risk Solutions, JLT 
Towner, Advantage International and Wilmington 
Trust all settled in the state. In addition to these 
firms, the state has access to a large pool of high-
ly skilled actuaries, accountants and lawyers.

In terms of regulations, South Carolina is 
again in possession of a competitive calling 
card. According to Chris Stormer of Bauknight 
Pietras & Stormer, who is also president of 
the South Carolina Captive Insurance Asso-
ciation, one of the stronger initiatives that the 
regulator has implemented in recent times is 
the establishment of a captive insurance di-
rector that is not politically appointed. This 
protects director Jay Branum from being 
affected by a change in state governance as, 
quite often, a new governor also means new 
director of insurance.

Stormer explains: “Every change of captive 
insurance director could be detrimental to the 
industry, and the fact that we do not have to 
worry about this gives our state great stability. 
Our director is more of a long-term appoint-
ment than in some other states.” 

While South Carolina has experience with 
smaller, 831(b)-type captives, Stormer says 
that “a great deal of South Carolina’s expe-
rience was gained” in dealing with “the very 
complex” Fortune 500-style captives, as well 
as risk retention groups (RRGs) and special 
purpose financial captives (SPFCs).

Support from the legislature has also given 
South Carolina the ability to strengthen its 
incorporated cell company (ICC) legislation, 
after new laws came into effect in June. 
Although there is currently only one ICC 
application on file, the state has earmarked 
them as a growth area for the future. While 
Stormer does not expect some of the “more 
aggressive” 831(b) captives to call on South 
Carolina, the state is equipped to deal with the 
gamut of structures.

“The state has long been focused on quality 
over quantity, and if you were to look at the 
amount of premium dollars or capital invested 
in a state’s captive industry rather than the ac-
tual number of captives, you would definitely 
put South Carolina near the top.” 

personnel in both the public and private sec-
tor. Having such an experienced and stable 
infrastructure makes the state attractive for 
its consistent regulatory approach and knowl-
edgeable teams to assist captive owners. The 
Hawaii Captive Insurance Council (HCIC) 
also actively liaises with the regulators, to 
continually review captive laws, regulations 
and processes.

Fay Okamoto, Artex Hawaii’s senior vice 
president of captive management, comments: 
“Over the years, I’ve seen Hawaii go through 
its regulatory growing pains. Captive regula-
tion is like a pendulum—swing it too far one 
way or the other and you have problems. The 
challenge for any captive domicile is to find 
that ‘happy medium’ between effective regula-
tion and over-regulaton. With its long oper-
ating history, Hawaii knows what works for 
effective captive regulation.”

The HCIC and the Hawaii Insurance Division 
have been allied, along with many others in 
the captive industry, in their opposition to the 
National Association of Insurance Commis-
sioners’s (NAIC) recent ‘multi-state reinsurer’ 
proposal, feeling that it could have a profound 
impact on the regulation of captives domiciled 
anywhere in the US, should it move forward. 
Regardless of the outcome though, those do-
ing business in Hawaii feel there is sufficient 
groundwork already in place to weather any 
oncoming storms.

Okamoto says: “In 1991, when I entered this 
industry, there was only a handful of US cap-
tive domiciles, the most frequently cited be-
ing Vermont, Hawaii, and Colorado. Now 
there are more than 30. Competition among 
US captive domiciles is pretty fierce, but that 
hasn’t stopped Hawaii from attracting captive 
owners who are looking for that stable and 
consistent regulatory environment.”

Live and let live

A relative latecomer to the captive industry 
considering its size, Utah passed legislation 
in 2003 allowing captive insurance compa-
nies to be formed. With direction provided by 
the state’s governor and legislators, captive 
fees in Utah were set at $5000 per year, per 
captive, without premium tax. In addition, to 
ensure the security and continued viability 
of the captive division, the enabling legisla-
tion set up a restricted account to insulate 
the division from economic fluctuations of 
the state’s general fund. The annual captive 
fee remains at $5000 and the captive divi-
sion continues to expand to meet the needs 
of captive companies.

Utah has been ranked as ‘America’s most 
pro-business state’ for three consecutive 
years and Forbes has also ranked Utah as the 
‘Best State for Business’ in 2011, 2012 and 
2013. It is this supportive mentality that has 
been heralded as one of driving forces behind 
Utah’s captive industry, allowing it to expand 
after humble beginnings.

A state in its prime

Hawaii has been a captive domicile since 
1986 and currently stands as the largest in the 
Pacific Rim, predominantly attracting owners 
from the western US and Asia Pacific regions. 
Hawaii’s 188 captives generate $2.9 billion in 
premiums with assets of $15.6 billion, which 
indicates average premium volume of more 
than $15 million per captive. 

The state also has one of the lowest premi-
um tax structures in the US—with no mini-
mum premium tax, and zero premium tax for 
fronted programmes, reinsurance and other 
programmes where the premium is taxed 
elsewhere. Hawaii’s highest premium tax rate 
is 0.25 percent with a decreasing rate scale 
once premiums exceed $25 million.

The captive insurance branch of the Hawaii 
Insurance Division serves the needs of Ha-
waii’s captive owners and their service pro-
viders, priding itself on highly experienced 
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“One of the strategies that helped in Utah’s 
growth is our early focus on the small and 
mid-size captive market. Our conservative 
and steady approach paid dividends through 
our ability to attract and retain educated and 
experienced staff. As our expertise and num-
ber of staff has grown we have continued to 
expand into more complex structures,” says 
David Snowball, captive division director at 
the Utah Insurance Department.

Although there is competition between states 
for the abundance of captive business avail-
able in the US, Snowball claims that it is also 
extremely important to be cooperative. Just 
as the other, more mature states helped Utah 
to progress, now Utah is finding ways to help 
some of the newer domiciles. 

Utah has grown significantly over the last 
several years, at a rate of about 26 percent 
per year, despite other states developing 
around it. Snowball states that Utah wants 
continued growth, but he stresses that this 
should not be at the expense of providing 
less effective regulation.

Snowball comments: “Utah expects a good 
year for 2014 in the number of new captives 
formed, but it is not expected that the growth 
will be much different than other domiciles. 
There is just so much business available that 

granted during the past 12 months, that we 
have a mix of single parent captives, group 
captives and special purpose insurers of all 
sizes and sponsored by all sorts of different 
parent companies.”

“Because we have such a varied mix, the 
impact—negative or positive—of changes in 
regulations or the environment or other, is 
muted. We will continue to be a domicile of 
the highest standards to attract like-minded 
business that need to form a captive as a risk 
management and risk financing tool.”

To further protect Vermont’s captive industry, 
a full time representative has been installed 
in the state’s Economic Development Depart-
ment to focus on marketing, so attention can 
be shifted onto solvency regulation. This 
illustrates Provost’s claim that Vermont’s best 
competitive strategy is to maintain the highest 
standards of regulation. 

He comments: “In Vermont, we have always 
focused on licensing and regulating quality 
programmes. That strategy has not changed, 
regardless of competition. If there are 10 qual-
ity programmes that come along in any year 
or 50 quality programmes—we want an op-
portunity to license them all. If there are not 
any quality companies, then we are not going 
to license any.” CIT

all states will have good growth. Rankings are 
only as good as the definitions given to them 
and the ideas that are instituted to change 
the industry. Utah does not focus on ranking, 
although it is nice to be ranked, but on 
providing appropriate regulation to maintain 
a good industry.”

Setting the bar

Since first passing its captive law in 1981, 
Vermont has been synonymous with cap-
tive insurance. Not only are all of the major 
global captive managers based in the state 
but, in many cases, their main global office 
is in Vermont. 

Add a full stable of accounting firms, attor-
neys, actuaries, banks, investment managers 
and other service providers into the mix and it 
is clear why Vermont is capable of operating 
a captive of any size. It is also important to 
remember that, in terms of premium dollars, 
population and geography, Vermont is still one 
of the smallest states in the US.

David Provost, deputy commissioner of cap-
tive insurance for Vermont, says: “We have 
built an insurance industry that is not reliant 
on any one business segment, line of insur-
ance or type of captive. I’m very pleased 
that each year when we look at the licences 

http://www.csi.mt.gov
http://www.jltgroup.com
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As the captive insurance industry grows in the US, so does its wider 
reputation as the go-to strategic risk-management tool. Why are 
more and more US companies venturing into the captive arena?

Nothing ventured, nothing gained
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It has been noted that only one third 
of US captive owners treat their 
captives as insurance companies for 
US federal income tax purposes—
have you seen this trend?

Gary Osborne: I would note that there are 
many reasons for forming a captive, and tax-
es, while always important, are rarely the first 
reason. Many businesses do not have either 
enough entities or third party risk to meet the 
risk distribution tests and are unwilling to enter 
into pooling arrangements with other parties. 

Some of the primary drivers of captive forma-
tion include: (i) insurance being expensive or 
unavailable; (ii) dissatisfaction with the car-
riers claims process; (iii) internal allocation 
amongst various sized enterprises; (iv) group 
purchasing power; (v) need for evidence of in-
surance; (vi) state regulatory issues; and (vii) 
tax benefits. Clearly many religious groups, 
non-profit healthcare and public entities have 
formed captives where tax was not part of the 
motivation to form.

The old standard of the ‘Three Cs’—cost, con-
trol and capacity—are still valid. When you 
are forming a captive you will firstly address 
the risk and business issues and then you will 
look to see if a beneficial tax structuring can 
be achieved.

Jason Flaxbeard: Captives are being created 
to allow their parent to control their total cost 
of risk. Swapping dollars with a carrier does 
not provide any return on equity to a company. 
We see captives being used to capture third 
party business, develop relationships with 
vendors and clients and to deliver on enter-
prise risk management (ERM) strategies.

Michael Serricchio: According the Marsh 2014 
Captive Benchmarking Report, only 37 per-
cent of US companies with captives actually 
achieve insurance company federal income 
tax status, and there are a few ways to look 
at this trend. Although Marsh manages more 
than 1240 captives, many of those captives 
are not 831(b)-sized entities. Therefore, our 
statistics should be looked at with this limita-
tion in mind, especially relative to federal 
income tax status of captives generally.

Frederick Turner: While I agree that a captive 
should only be formed for risk management 
reasons, I also believe that the tax advan-
tages to a captive foster the risk management 
benefit. Of course, tax and wealth manage-
ment benefits should not be the standalone 
reasons for captive formation. The need for 
the captive to facilitate better organisational 
risk management is the key and foundational 
consideration to the question of whether to 
form a captive.

Kimberly Bunting: Historically, the trend was 
to domicile captives offshore and not elect 
to be taxed as a US corporate taxpayer. The 

Serricchio: Modern day captives that are 
being formed tend to be either in the large 
middle market space, or smaller private com-
pany sector. Setting aside small captives, we 
are seeing a dedicated focus to compliance, 
discipline, control, and governance. This 
means that since most Fortune 1000 com-
panies tend to have at least one captive, the 
growth is in this middle market sector.

Therefore, if we can demonstrate value, keep 
costs low, with perhaps the ability for a cli-
ent to enter a protected cell captive (PCC) 
structure or ‘rent-a-captive’ to save costs, we 
make that recommendation. Furthermore, 
there are far more service providers out there 
now than there were 20 years ago that 
focus on market captives from a cost savings 
and competitive pricing perspective. That all 
equates to more resources, better service at 
cheaper rates for captive owners or would-be 
captive owners.

Osborne: A captive is a licensed and regulated 
insurance company, it can enter into contracts 
of insurance and reinsurance, and it can issue 
certificates of insurance. More often than not, 
these simple facts are at the core of why cap-
tives are a successful risk management tool. 
The use of a captive usually combined with 
a rated carrier can mean the companies can 
manage a more appropriate level of risk but 
still meet the insurance requirements in their 
business and government contracts. 

In addition, ‘dollar trading’ with insurance 
companies is a very inefficient process, so 
larger companies often use high deductible 
or self-insurance to retain working layer 
losses. A captive can be an effective alloca-
tion and management tool to monitor, con-
trol and allocate these primary losses and 
access insurance or reinsurance protection 
for severity losses.

Bunting: A captive provides a unique opportu-
nity for a company and its owners to operate 
‘on both sides of the fence’ as both insured 
and insurer. This arrangement highlights risk 
factors embedded in a company’s operations 
and the benefits of developing tools and hold-
ing people in the company accountable for 
failure to minimise such risks. It also provides 
a direct reward mechanism that is quickly vis-
ible to the stakeholders for successful loss 
reduction and mitigation. 

Micro or 831(b) captives buck this 
trend—how do you see the rise of 
micro captive, and why? 

Osborne: 831(b) captives are not new. What 
is new is the ‘overselling’ of the vehicle as a 
tax planning opportunity. A small captive in-
surance company still needs to meet all the 
risk transfer and risk distribution tests and the 
major trend has been the rise of specialised 
‘pools’ for esoteric risk being written in these 
new companies. If the captive is set up to ad-
dress a business risk issue and supplemented 

benefits of avoiding US taxation have been 
viewed as outweighing the risks that the Inter-
nal Revenue Service (IRS) would challenge 
the insurance premium deductions being tak-
en by those companies. 

That trend is shifting due to increased scrutiny 
by the IRS and even IRS undercover investi-
gative efforts to show such companies are ille-
gal tax avoidance or evasion schemes. A busi-
ness owner considering domiciling a captive 
insurance company offshore without subject-
ing the company to US taxation should seek 
expert advice on the issue before proceeding.

Operational and risk management 
value seem to be more important 
to the majority of owners—what is it 
about the modern captive that allows 
these to be generated?

Flaxbeard: Companies are looking for capital 
appropriate vehicles. If an insurer’s cost of 
capital is greater than a captive owner’s cost 
of capital, risk should be retained. When 
insurance vehicles become a cheaper cost of 
capital than retention, companies should buy 
risk transfer policies. In this arbitrage scenar-
io, captives play a major part. They are con-
certinas that contract and expand based on a 
number of issues—availability of capital, word-
ing flexibility, access to reinsurance including 
the Terrorism Risk Insurance Act.

Turner: Operational and risk management 
value is best generated by and supported 
through the way the captive can write policy 
lines. Captives can be very creative and flex-
ible in terms of how they write the risks they 
cover. Commercial carriers have no such 
flexibility in their underwriting since their poli-
cies often have to be filed and approved by 
the regulators.

From a commercial underwriting perspective, 
it can be hard to write the coverage from a 
standardised perspective, though standardi-
sation of forms is indeed how commercial car-
riers typically write—it’s the way they have to 
write lines. When you have a standardised, 
one-size-fits-all policy form, you still need that 
form to somehow also fit the insurance needs 
of a diverse population of differing insureds, 
covering all the various ways risk or loss can 
manifest itself. But, when you are underwrit-
ing say, for a pure captive, all that matters is 
the risk of the parent, affiliated company or 
controlled unaffiliated entity (the only types of 
insureds a pure can have).

Pure captive underwriters need only concern 
themselves with understanding the risk of in-
sureds that are in the same ‘family tree’—they 
don’t need to be mindful of the risk to some 
larger and unrelated population of insureds 
that all happen to need the same form of cov-
erage. There is great flexibility then in how the 
coverage can be tailored to fit the risk when a 
captive is writing the coverage.
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by funding for black swan type events then it 
is probably going to pass muster. If there is 
$1.1 million of premium with minimal to no 
losses and 50 percent is ceded to a pool that 
also has no or minimal losses, I would be con-
cerned if this will meet risk transfer tests.

The boom is because there is a real potential 
to create entities that make a lot of business 
sense and are potentially very tax efficient. 
For companies with unfunded deductibles for 
high severity, low frequency type covers (such 
as wind, earthquake and pollution), this can 
be a very attractive option to prefund in a tax 
efficient manner for these damaging events. 
If the claims do not arise then the funds can 
be taken back or often passed on to the next 
generation at the capital gains tax level.

Turner: Any captive, no matter the size, evalu-
ates the risks it writes the same as any other 
insurance company. Captive underwriters 
evaluate the risk and the risk is appropriately 
priced, in the form of arms-length premiums. 
When claims happen, they are evaluated and 
when covered, they are paid. This process 
has nothing to do with a tax election. Small 
captives fit a certain marketplace (ie, small-
privately held companies) because they are 
suited to cover certain levels of risk inherent 
to this marketplace, such as high frequency/
low severity risks.

election. The client has improved the overall 
risk management of this economic family.

Serricchio: For many of our clients, a small 
captive is a stepping-stone, and a simplistic 
and easy way to test the waters and have the 
potential to grow the captive in the future. We 
have formed a few of these ‘starter’ captives 
in the last year. 

We urge our clients that embark on a small 
captive to start right from the very beginning 
with a comprehensive feasibility study, arm’s 
length derived premiums, coverages that are 
appropriate for the company and industry, 
require an actuarial study, and adequate and 
appropriate capital. We turn down many 
clients that come to our door, because our rep-
utation and their’s are on the line.

Where does the pooling approach 
fit in to US companies’ methods, 
and where do you see these ar-
rangements going in the future?

Bunting: Pooling provides a mechanism for 
captives to spread and smooth risks and 
claims costs. It is also making it increasingly 
possible for the middle market to participate 
in captives either through group captives with 
pooling or small captives with pooling which 

As long as there continues to be a strong 
insurance need for these structures, they 
will continue to flourish. Let’s play this out 
by way of example: all insurance companies 
are taxed as ‘C’ corporations under federal 
income tax law. The Internal Revenue Code 
831(b) election allows the captive to exempt 
premium income if its annual premiums are no 
more than $1.2 million per year. A client has 
12 tax regarded entities each of which owns 
a building along the gulf coast. None of these 
entities have coverage for wind damage. The 
buildings are spread over a wide geographic 
area. In effect, the client has been self-insuring 
wind risks for these entities as the total risk. 

Each of the entities has significant rental 
income that is not covered by depreciation. 
The client then forms a captive that covers 
first dollar wind coverage for each of these 
entities and each of the entities gets a tax 
deduction for these premiums. Let’s say the 
total premiums are $1 million, spread fairly 
evenly among the entities.

Each year the client can make these pre-
miums payments to the captive. Since the 
policies run off each year, if there is no wind 
event the reserves for the policies are elimi-
nated and couple this with an 831(b) election, 
the captive can steadily increase its capacity 
unlike a captive that does not make such an 

USPanel

http://insurance.mo.gov/captive/


Enjoy your insurance freedom in Delaware.
• Top 10 domestic domicile in terms of written premium
• Efficient and well-run Department of Insurance
• Collaborative regulators
• Low premium taxes
• Well-established service provider infrastructure
• Legal home to two-thirds of the Fortune 500
• Preeminent body of corporate and alternative entity law
• Stable legislative environment
• Flexible leading-edge insurance statutes
• 150 traditional commercial insurers, 600+ captives

and regulators who understand the difference
• Delaware—WHERE BUSINESS GETS DONE

You DEcide. 
DelawareCaptive.org

Caitlin Pawlowski
DCIA
4023 Kennett Pike, #801 • Wilmington, DE 19807
Email: cpawlowski@delawarecaptive.org
Phone: 888-413-7388

DDSCAPTIVE 14412_Ad_Bullets 8.27x11.69_gold_Layout 1  5/24/13  11:00 AM  Page 1

USPanel

http://www.captiveinsurancetimes.com/serviceproviders/providerspage.php?provider_id=73


20

is almost always required to meet the risk dis-
tribution requirements for an insurance com-
pany set forth by the IRS.

Osborne: Pooling is another example of when 
everything old becomes new again. It has 
come to the fore again because of the ‘need’ 
to achieve risk distribution for entities that 
may not be able meet risk distribution tests 
independently. It is a well-tested concept that 
should perform as advertised if correctly 
established to actually share losses and allow 
for the possibility of losing money. I am not 
convinced that pools that run for years with 
zero losses or that advertise stop-loss attach-
ment points below the premium level ceded to 
the entity will stand up. 

I see a more traditional pool model emerging 
where companies will share more predictable 
programmes such as self-insured health or 
warranties. The down side to these types of 
coverage is that the underwriting profits will be 
reduced by having losses flow through the cap-
tives. It again comes back to why the entity is 
being formed. If a small captive is being formed 
to address a risk issue then these types of pool-
ing arrangements to qualify the programme will 
be more readily accepted. If the ‘sale’ is to move 
$1 million of loss-free premium into a captive to 
lower the taxes, then the current poling will con-
tinue to be pushed.

Serricchio: Pooling is a hot topic for discussion 
in the current captive landscape, both as it 
relates to small captives and also for traditional 
captives. Pooling is by definition, third party 
risk. One way to include third party risk in a 
captive is through participation in risk pools. 

Through a pooling mechanism, participating 
captives ‘share’ their loss experience by 
transferring a portion of their risk in ex-
change for assuming a percentage share 
of the risks of other treaty participants. By 
accepting other participants’ risks, captives 
can diversify their underwriting portfolio by 
writing third party premium. Pooling may 
result in a reduction in the variability of 
expected losses for individual members as 
each member will be writing a smaller portion 
of a large pool of losses. 

The reduction in loss variability produced by 
the pool is designed to stabilise cash expen-
ditures on losses assumed by participants. 
Pooling also provides a source of third party 
risk, which may assist with US federal income 
tax treatment. To contrast this, the captive 
also assumes other participants’ risk, which 
it does not control or have risk management 
oversight over. We found that the most com-
mon lines of coverage found in these pools 
are workers’ compensation, general liability, 
and auto liability. Marsh’s Green Island Rein-
surance Treaty (GIRT) is an example of this. 
With GIRT, participating captives’ premium 
volume has grown over the last 16 years from 
$59 million of premium in 1997 to $631 million 
of premium in 2013.

ture that has been in operation for 17 years. 
There is a continuing longevity to the need for 
pooling. I believe that this pooling structure is 
used by large pooling clients of Marsh, which 
shows that pooling arrangements are used by 
both large and small captives in the US.

Real estate investment trusts’ use of 
captives to access the Federal Home 
Loan Bank system has attracted 
much attention of late—what is your 
position on this? Should the regula-
tor be concerned?

Bunting: This is a relatively new development 
that will no doubt attract regulatory attention due 
to the funding opportunities and risks. Captives 
for real estate investment trusts (REITs) make 
sense to cover the risks associated with their 
business operations, but it remains to be seen 
whether regulatory entanglements will permit 
funding opportunities to continue to be available 
through a captive mechanism. From a regula-
tory standpoint, one of the risks is that a captive 
has more flexibility for customised coverage, 
which could create risk if high-risk coverages 
are provided and funding available based upon 
such coverages.

Osborne: I don’t see any issue with captives 
being used in this fashion if the Federal Home 
Loan Bank (FHLB) does their job and ensures 

With the growth of pooling over the years and 
because of the increasing number of small 
captives, there are also numerous small cap-
tive pools that in some cases may allow for 
proper risk shifting and risk distribution. These 
small pools typically are not for very predict-
able primary casualty losses. Rather, they are 
catastrophic coverage pools, with lines such 
as excess liability, product liability, product 
recall, environmental, cyber liability, supply 
chain, and terrorism, among others. We 
expect significant growth in small captive 
pools in the next several years, but as a ca-
veat, owners must examine the pools, review 
formation and participation documents, au-
dits, actuarial studies and make a determi-
nation that risk transfer results from the pool 
and that the pool actually experiences losses, 
there may be issues related to tax matters 
down the road.

Turner: In Active Captive Management’s expe-
rience, captives with a pooling component are 
only ever created to facilitate risk distribution. 
Granted, there are tax concepts underneath 
the notion of proper risk distribution, but pool-
ing does not in and of itself create any tax ad-
vantage. Risk distribution is all about ensuring 
against the possibility that any single claim 
will cause catastrophic loss to a captive and 
exceed the captive’s premium/reserves. This 
isn’t a tax concept, it’s an insurance concept. 
Marsh’s GIRT is an example of a pooling struc-
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that the entities involved meet their require-
ments and will help to support the objectives 
of FHLB. I think the attention is being driven 
by the same regulators that think all captives 
are ‘shadow’ insurance and a general anti-
captive attitude from several large states that 
don’t want to understand their legitimate use 
as business and risk tools.

There are many strings to the 
modern captive’s bow—what 
other innovations do they have in 
store for US owners?

Turner: The most innovative thing about a cap-
tive is always how it writes its policies. The 
policies are the past, present, and future of cap-
tives—the centre of any captive’s universe. As 
the commercial market cycles through hard and 
soft markets in around how the US economy is 
performing, a captive will of course change how 
it is writing policies to fill in the gaps created by 
any commercial market coverage or cycle. 
Captive innovation follows commercial mar-
ket cycles and captives take their lead from 
watching that market.

But there is great freedom on the back end of 
watching how the commercial market is trend-
ing—where captives can innovatively write 
coverage for trending risk that it is impossible 
or cost prohibitive for a captive’s commercial 
brethren to write in any particular market cycle.

also expect the use of captives in the benefits 
space to continue apace but not necessarily 
as much health insurance as some anticipate. 
The short tail nature of that cover means that 
self-insuring is already efficient and the cap-
tive benefit is more nuanced.

Flaxbeard: Captives will be used to access 
capital markets and securitising balance 
sheet risk of the parent. These deals will 
allow for efficient access to capital to assist 
with corporate enterprise risk management 
strategies and allow companies to thing 
outside the traditional market when renew-
ing their business.

Serrichio: The top risk being looked at and 
asked about at the moment is cyber. The 
Marsh Cyber Risk Group released the Cyber 
IDEAL Model, which provides a facility to assess 
a firm’s exposure to the risk, and captive 
owners may make use of the tool when exploring 
the feasibility of covering cyber.

Writing cyber through a captive is still rela-
tively rare. In Marsh’s Captive Benchmarking 
Report, only 17 out of 1148 captives reported 
writing the risk. However, that number will most 
definitely grow as more and more brokers are 
talking with more clients of all sizes, since 
cyber risk affects all companies, all networks, 
all computing and phone devices, banks, data 
banks, private identifiable electronic data, and 
the entire connected world. CIT

Bunting: Small captives are emerging as 
one of the most powerful risk management 
tools available to the middle market. This 
market will continue to grow, especially as 
more legitimate insurance and risk man-
agement captive managers begin to enter 
the market and educate the middle-market 
business owner. This is already occurring 
and should help to remove the negative 
impression for this tool as a tax ploy and 
not a true risk-management opportunity. 

Our company is one of the new breed that are 
working in this market to elevate the reputa-
tion and bring risk management to the fore-
front as the primary reason for setting up and 
operating a small captive. There are many 
legitimate arrangements that can be made 
with a successful small captive to augment 
and complement the middle market company 
that it insures.

Osborne: I think the proliferation of domiciles 
is going to create more direct writing oppor-
tunities for companies to issue polices in 
their home states and reduce frictional costs, 
such as state premium taxes and carriers’ 
frictional loads. 

Structural innovations such as the series lim-
ited liability company are making captive utili-
sation more accessible for smaller organisa-
tions for which captive ownership may not 
have been financially viable in the past. I 
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Captives of all shapes and sizes should take notice of pooling arrangements
Elements of a successful pooling arrangement 

Pooling arrangements, such as Marsh’s Green 
Island Reinsurance Treaty (GIRT), have been 
around for some time, and interest in them is 
increasing among captives and their parents.

Marsh’s annual captive benchmarking report, 
The Evolution of Captives: 50 Years Later, 
found that third party risks were insured in 18 
percent of the 664 captives analysed. In the 
US, the number of captives writing third party 
risks has been increasing.

Mark Dugdale sat down with Donna Weber, 
senior vice president, captive solutions at 
Marsh, to find out more. Nick Parillo, vice 
president of global insurance at Dutch retail 
group Ahold, whose Vermont-domiciled cap-

third party premiums. Pooling should also re-
duce expected loss variability, because each 
captive writes a smaller portion of a large pool 
of losses. This reduction in variability should 
create a more stable portfolio, which in turn 
serves to stabilise captive cash flow.

Further, risk pooling arrangements, such as 
GIRT, can help captive owners to meet certain 
risk-distribution requirements, which, in turn, 
enable them to meet certain US Internal Rev-
enue Service (IRS) safe harbours, allowing 
a captive to be considered as an insurance 
company for tax purposes.

Dugdale: In practice, does participation in a 
pooling arrangement bring multiple benefits?

tive The MollyAnna Company is a member of 
GIRT, also provided insight.

Mark Dugdale: What are the benefits of 
risk pooling?

Donna Weber: Risk pooling arrangements, 
such as GIRT, provide multiple benefits to 
participants, relating to both economic and 
tax issues.

Through participation in a pooling arrange-
ment, captives share their loss experience by 
transferring a portion of their risk in exchange 
for a percentage share of the risks of other 
pool members. This allows members to diver-
sify their underwriting portfolios by assuming 

JENNA JONES REPORTSMARK DUGDALE  REPORTS



“	 Risk pooling arrangements, such as GIRT, provide multiple 
benefits to participants. They diversify their underwriting portfolios, by 
assuming third party premiums, and reduce expected loss variability. 
They also help captive owners to meet risk-distribution requirements, 
which, in turn, enable them to meet certain IRS safe harbours
 ”Donna Weber, senior vice president, captive solutions, Marsh
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Nick Parillo: GIRT provides the flexibility to 
effectively and substantially increase the cap-
tive’s capacity to underwrite highly desirable 
third party business and a highly diversified 
portfolio of well managed risks to the captive.

Dugdale: What should a captive consider be-
fore joining an arrangement?

Parillo: They should look for participants with 
a strong and successful commitment/philoso-
phy to loss control, safety and claim manage-
ment best practices.

Dugdale: What are the potential risks of par-
ticipating in a risk pool?

Weber: As with any underwriting or insurance 
decision, captives considering entering into a 
pooling arrangement should bear in mind the 
potential risks that may affect their outcome. 
Members have no control over the underlying 
loss control and claims management of other 
member captives, yet they assume their losses. 
Prospective members should be comfortable that 
all counterparties’ profiles have been reviewed 
and vetted to ensure the mitigation of both under-

writing and credit risks. A well structured pooling 
arrangement, such as GIRT, will address such 
risks and mitigate them to the extent possible.

Prospective members should seek out pooling 
facilities that offer:
•	 A proven, long-term track record;
•	 The facility must be large enough to pro-

vide sufficient level of risk diversification 
and unrelated premium;

•	 Structure that supports more stable 
loss results.

•	 Structure that mitigates credit risk;
•	 Clear governance based on contractual 

guidelines and transparency in the pool-
ing structure; and

•	 Clearly established exit provisions.

Parillo: The management of the facility must 
not only demonstrate superior management 
skills and a proven track record of success 
but must also assemble a strong team of 
actuarial, legal, and accounting expertise to 
address the diversified operational and busi-
ness needs of its participants.

Participants must also be willing to engage in 
discussions involving best practices and dis-

Dugdale: What are some of the recent trends 
in risk pooling?

Weber: There would appear to be an increas-
ing number of captives being formed that elect 
to be taxed under Internal Revenue Code 
(IRC) §831(b) (which allows the captive to 
write up to $1.2 million per year in premiums 
without paying income tax on underwriting 
profits). Many of these captives participate in 
smaller pooling facilities. 

These smaller pooling facilities more typi-
cally target higher-severity, lower-frequency 
risks instead of more predictable long-tail 
lines. Coverages often exchanged in these 
facilities include excess liability, product li-
ability, environmental, cyber liability, supply 
chain, terrorism, etc.

The IRS has apparently taken an interest in 
some of these arrangements. In December 
2013, it made known that it was not willing to 
rule on certain pooling arrangements involv-
ing what appear to be a group of IRC §831(b) 
captives. Further, in 2014, an IRS representa-
tive indicated that taxpayers should not rely 

on certain favourable private letter rulings is-
sued in 2012 in connection with certain pools in 
which IRC §831(b) companies had participated. 

The IRS has not been specific in connection 
with its concerns relating to these various 
situations, but it would appear that these con-
cerns relate to the adequacy of the risk distri-
bution and the nature of the risks assumed by 
the electing companies and exchanged in the 
smaller pools.

Dugdale: What do you see as the future of 
pooling arrangements?

Weber: We see continued growth in the popu-
larity of well-structured pooling arrangements 
for captives of all sizes given the inherent 
benefits of risk diversification and underwrit-
ing stabilisation. 

Before utilisation of a pooling arrangement, it’s 
crucial that captive owners perform due dili-
gence to ensure that the pooling facility under 
consideration is truly providing the insurance 
risk transfer and diversification elements prom-
ised, makes sense from an overall economic 
standpoint, and is operationally transparent. CIT

play an ongoing dedication to protocols and 
processes that contribute to the overall reduc-
tion in the cost of risk.

Dugdale: How does GIRT work? 

Weber: The calculation of a participant’s 
share of treaty losses is performed by dividing 
each company’s individual premium by the full 
treaty premium. An independent actuarial firm 
used by GIRT calculates each participant’s 
premiums prospectively based on the unique 
loss and exposure data of that individual par-
ticipant, so that premiums reflect the individu-
al’s expected losses. 

Using the same, consistent review method 
for all participants means that subjectivities 
are kept out of the rating process. Changes 
in loss experience are answered through the 
actuarial rating process that takes place each 
policy period.

Pooling arrangements can be comprised of 
different lines of coverage. Clearly, those 
pooling arrangements with relatively high fre-
quency, lower severity risks should have more 

stable results than facilities offering low fre-
quency, catastrophic lines. For example, GIRT 
reinsures the first $200,000 per occurrence of 
US casualty, specifically workers’ compen-
sation and Federal Employers Liability Act 
(FELA), as well as general and auto liability. 
The treaty, which has 21 captive members, 
now writes $670 million in premium, up from 
$59 million in 1997 when GIRT launched with 
seven founding members.

Generally the more members and premium 
pooled, the more diversified and stable the 
underwriting results of the pool will be. GIRT 
includes a diverse group of companies rep-
resenting more than seven industries with 
geographically dispersed risks. While Marsh 
manages GIRT as a contractual reinsurance 
agreement between its participants, each 
participant (regardless of size) has a vote in 
deciding the overall direction of the program. 
New members are carefully considered and to 
be accepted, they must garner a 75 percent 
or greater approval from member participants.

The interactive nature of GIRT participation 
allows the structure to address the unique 
situations encountered by its members.
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Maria Sheffield of the Missouri Department of Insurance explains why 
the state is innovative and offers stability, and what this means for captives

Gateway to success

The Gateway Arch is a 630-foot-high monu-
ment in the State of Missouri. Clad in stain-
less steel and built in the form of a flattened 
catenary arch, it is the tallest man-made 
monument in the US, Missouri’s tallest 
accessible building, and the world’s tallest 
arch. This famous Missouri symbol is a great 
representation of Missouri’s captive insurance 
programme—stable, innovative and reaching 
new heights.

Missouri’s captive insurance programme of-
fers real opportunities for business success 
to companies interested in maximising effi-
ciency and controlling expenses. Located in 
the heartland of America, bordered by eight 
states and with 20 states close enough to be 
called neighbours, Missouri is conveniently 
located. In fact 40 percent of the largest publi-
cally traded companies are located within a 
500 mile radius of Missouri, and nearly half of 
the manufacturing plants in our country and 
more than 50 percent of the US population are 
both within a 600 mile radius.

A competitive economy helps spur company 
innovation. Missouri continues to remain in 
the Pollina Corporate Real Estate’s top 10 
pro-business states and has the third most 
diversified economy in the US with a GDP 
exceeding $258 billion. Further, Missouri 
ranks in the top 10 states for regulatory envi-
ronment (Forbes, 2013). Given these advan-
tages, more business owners are seeking the 
peace of mind that comes from locating their 
captive in an established, business-friendly 
mid-west domicile.

Missouri is a leader in the alternative risk 
transfer market, dedicated to a regulatory 
environment where businesses can grow and 
prosper. Captive laws in Missouri are similar 
to most active domiciles and were enacted to 
benefit the state and those companies that 
would prefer to keep their captive closer to 
their base of operations. Missouri captives 
currently include Fortune 500 companies as 
well as small-business owners writing com-
pensation deductibles, property and casualty 
lines, professional and general liability, life re-
insurance, and much more.

Stability

Steady growth and sustainability are the keys 
to a successful captive programme. In Mis-

souri, the focus is not on the number of cap-
tives, but rather the quality of the captives 
doing business in the state. The state’s laws 
are competitive with other captive domiciles, 
however, it is not the law that makes Missouri 
a top domicile, but the way in which the law is 
administered by an experienced team that is 
both knowledgeable and accessible. The goal 
is to provide prudent and balanced regulatory 
oversight of each Missouri licensed captive 
for the most favourable long-term effect on 
the captive industry.

Innovation

As the popularity of captives grows, so 
have the complexities of the transactions. 
It remains incumbent upon Missouri to 
continue to evolve its captive programme 
to keep pace with the ever-changing risks, 
something the state demonstrates in its 
commitment to offer a highly competitive 
captive programme. 

In 2013, the Missouri Captive Insurance As-
sociation (MOCIA) led a successful effort to 
amend the captive law to add sponsored cap-
tive insurance companies with incorporated 
cells and reduce minimum capital and sur-
plus requirements for association captives. 
These new laws took effect on 28 August 2013 
and seamlessly worked into the licensing and 
regulatory process.

One of the unique features of Missouri’s 
captive law is the credit allowed each year, 
which reduces premium taxes by the full 
amount of renewal fees. In essence, small 
captives that write less than $2 million per 
year in premium would only pay a fee and 
not be subject to additional premium taxes. 
Large captives also benefit from a reduc-
tion in the premium tax and cap of $200,000 
on taxes and fees. This feature is a hybrid 
between pure fee states and tax-and-fee 
states, and it makes Missouri an attractive 
domicile to captives of all sizes.

Additionally, the actuarial review fee paid to the 
Missouri Department of Insurance’s consulting 
firm cannot exceed the maximum stated cost, 
no matter how complex. Exams are conducted 
efficiently and via experienced in-house exam-
iners, minimising cost and time. Missouri is a 
fee-based state, so the fees paid by captives 
pay for their regulation, and all fees collected 

souri, the focus is on the overall health of the 
state’s captive industry rather than the num-
ber of captives licensed each year. As a re-
sult, Missouri has a diverse mix of captives 
seeking licensure.

The goal of Missouri’s captive insurance pro-
gramme is to be the domicile of choice for 
businesses large and small, a goal the state 
is well on its way to achieving. During the past 
12 months, 13 captives have been licensed, 
increasing total licences issued to 41. This 
is an all-time high since the inception of the 
programme in 2007, and interest continues to 
grow. Missouri’s law, coupled with its experi-
ence in working with companies that use a 
variety of different methods to manage risk, 
benefits captives of all shapes and sizes. Mis-
souri captives are subsidiaries of some very 
noteworthy industry leaders and generate bil-
lions of dollars of premium volume and write 
anywhere from one to 20 lines of coverage.

Missouri captives are formed to mitigate expo-
sure to a wide range of risks. Practically every 
risk underwritten by a commercial insurer can 
be provided by a Missouri captive. The major-
ity of the state’s captives provide mainstream 
property/casualty insurance coverage such 
as general liability, product liability, workers’ 
compensation deductible, director and officer 
liability, errors and omissions liability, auto li-
ability and professional liability. Some of our 
captives also provide specialised coverage 
for unusual or hard-to-insure risks.

The captive programme in Missouri is struc-
tured in such a way to strictly avoid focusing 
on, or favouring, any specific type of captive 
structure or lines of business. Every captive 
applicant is reviewed on the merits of its ap-
plication. This ensures a strong environment 
capable of being tailored to a company’s 
specific needs. Further, the Missouri captive 
programme is designed to be a pro-business 
platform that includes a simplified and effi-
cient application review process with review 
costs stated up front.

Missouri is strategically focused on creating 
a sound and solid captive regulatory environ-
ment that serves as an asset to companies 
doing business in Missouri. You will find that 
the captive programme is both responsible 
and responsive to the needs of the business 
community and the captive industry. In Mis-
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remain in the Missouri Department of Insur-
ance to ensure that adequate staff provides 
responsive and effective regulation.

Missouri continues significant outreach to the 
captive community and the state is always in-
terested in hearing proposals and ideas as it 
works with those in the captive industry to de-
velop new solutions. Missouri also continues 
to focus on solvency modernisation initiatives 
important to both the captive insurance indus-
try and the insurance industry at large

The regulatory knowledge and experience of 
Missouri’s captive staff and the state’s com-
mitment to a strong and sustainable captive 
programme provide the state with the ability 
to grow and prosper as a domicile. Missouri 
insurance regulators are among the best in 
the country, with a reputation of being profes-
sional, flexible and fair. 

The Missouri Department of Insurance has a 
solid programme to license quality captives 
with sound business plans and good corpo-
rate governance, and, as a result, Missouri is 
now a thriving midium-sized domicile based 
on the number of captives that it regulates.

Missouri committed to maintaining high stan-
dards in the captive community nationwide. 
The reputation of Missouri and the state’s ser-

Missouri recognises that choosing the right 
captive insurance domicile is important for 
the on-going success of a captive insurance 
company and is confident its efficient and 
effective programme will continue to make 
Missouri a domicile of choice. The state’s 
full-time team, dedicated solely to the cap-
tive industry, is ready to assist you with all 
of your captive insurance needs. Missouri 
appreciates the opportunities for economic 
development within the captive industry and 
dedicates the resources necessary to sup-
port its success. CIT

vice providers is exemplary and keeps Mis-
souri on the competitive edge of the global 
captive insurance stage.

Gateway to success

This is an exciting time in the captive insur-
ance industry, and Missouri welcomes the 
opportunity to work with both current and pro-
spective captive owners, service providers 
and industry leaders as it grows the captive 
industry within its state. The state encourages 
readers to consider attending two upcoming 
events this year: the MOCIA’s Captive Insur-
ance Forum in St Louis on 17 and 18 Septem-
ber, and the Director’s Regulatory Summit on 
15 October, also in St Louis. Missouri will also 
host the Western Region Captive Insurance 
Conference in May 2015.

The department has offices in St Louis, Kan-
sas City and Jefferson City, and uses those 
offices to ease the burden for out-of-state 
travelers. Department staff will meet you in 
the location most convenient for you. 

These cities also have the benefit of offering easy 
access to some of the state’s best amenities, as 
well as a multitude of insurance and captive insur-
ance experts. The captive service providers nec-
essary to operate captive insurance companies in 
Missouri are also readily available.

https://www.wellsfargo.com
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John Thomson, Fenhua Liu and Christopher Gallo of the Connecticut 
Insurance Department’s captive division reveal why captives are more 
than just an alternative to the commercial insurance market

Strategic risk 
management: an 
opportunity to link 
and leverage your captive

For decades, captive insurance entities have 
been used as risk bearing entities, but the 
motivation for their formation and utilisation 
has evolved. What was once an alternative 
to the commercial insurance market has now 
evolved into strategic financial vehicles 
applied in many different settings, such as 
manufacturing, healthcare systems and life 
and health insurance companies. 

Once formed to address commercial insur-
ance market gaps or failures, captives now 
facilitate corporate financial and operational 
strategies. We have arrived at a new and 
enhanced place where the captive insurance 
company provides a significant part of the risk 
financing needs for its owner(s), and is an in-
tegral part of their strategic risk management 
programs and activities. 

ness strategy of its corporate ownership cre-
ates alignment and significantly increases 
the value (or leverage) that the captive entity 
will deliver to its owners. This alignment is a 
fundamental aspect of strategic risk manage-
ment, leading to the key question: how does 
the captive, or alternative risk management 
programme, support the owner companies’ 
or members’ broader business strategies, in-
cluding revenue growth, expense reduction, 
cost containment and market opportunities? 

Our work at the captive division of the 
Connecticut Insurance Department has 
revealed several examples of this linkage 
and leverage. This in turn has enlightened 
our understanding and improved our re-
sponsiveness to captive owners and ser-
vice providers in Connecticut.

The financial capital of the captive entity 
should be effectively managed through 
prudent management, maintaining appro-
priate assets to back contractual commit-
ments, balanced investment strategies, 
redeployment of assets for increased risk 
assumption, potential reinvestment in the 
owner/parent or related entities, or the 
return of accumulated cash in the form of 
dividends to owners. The captive vehicle 
has arrived as not only an effective and 
efficient capital vehicle for its owners, but 
also as a strategic vehicle. 

We see this as both a linkage and leverage 
opportunity. Companies with a defined and 
understood business strategy always outper-
form others. Linking the captive’s operational 
and financial management to a defined busi-

USDomiciles
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Operational risk management: patient safety 
and quality of care

Embedding the strategic risk management 
process throughout the enterprise and using it 
as the basis for informing and directing deci-
sions is illustrated by the following example:

A healthcare system learned this lesson the 
hard way. A patient, suffering from stomach 
pain, was taken to a healthcare system’s emer-
gency department, where he received X-rays 
of the chest and stomach areas. Upon review, 
the attending doctor observed no stomach ab-
normalities, and after a few hours of observa-
tion and dissipating pain, the patient was dis-
charged. Fast-forward two years and this same 
patient dies of lung cancer. The healthcare 
system is successfully sued because it was 
proven that the patient’s X-ray, from two years 
prior, clearly revealed a lung mass.

This demonstrates how risk management, 
when limited in scope, may not fully address 
and support operational or strategic risk man-
agement initiatives. In this example, there 
was a missed opportunity for early diagnosis 
of a patient’s adverse medical condition.

Alternatively, when entrenched throughout 
the enterprise, operational risk manage-
ment facilitates its business strategies. This 
enhanced operational scenario could be de-
scribed as follows:

The healthcare system now embeds opera-
tional and strategic risk management pro-
cesses throughout the enterprise. The use 
of the strategic risk management process as 
a basis for informing and directing decisions 
now calls for the attending physician to review 
the entire X-ray, and all other aspects of the 
patient’s health. If this comprehensive review 
of the patient indicates any abnormalities, 
such a lung mass, it now automatically gener-
ates letters recommending follow-ups to the 
patient’s physician and to the patient’s home 
address. Extending risk management, along 
with corresponding accountability, to the or-
ganisation’s furthermost tentacles should miti-
gate losses, thereby improving its profitability 
and capitalisation. 

An optimal approach to embed the opera-
tional and strategic risk management pro-
cess throughout an organisation such as a 
healthcare system is the formation/utilisation 
of a captive insurer as a facilitator or ‘trans-
former’. A captive insurance entity can create 
a specialised and focused risk entity that can 
provide functional capabilities that strategically 
support the organisation as it navigates a 
rapidly changing operating environment such 
as healthcare reform. Functional capabilities 
could include:
•	 Development and implementation of risk 

best practices;
•	 Conducting continuing education and 

simulation of best clinical practices;
•	 Development and implementation of risk 

mitigation strategies; and

and board of directors’ expectations. Using a 
captive, for the purpose of elevating the enter-
prises’ strategic risk management, can lead to 
enhanced financial sustainability.

Human capital management: retiree medical 
benefits funding

According to benefit advisor Towers Watson 
& Co, Fortune 1000 companies reported 
$285 billion in retiree medical plan liabilities 
at the end of 2013. Many of those compa-
nies do not fund those obligations as pre-
funding for post retirement medical benefits 
is not mandatory. 

These obligations stem from employer prom-
ises made to employees—both union and 
non-union employees over time. Companies 
that now have accrued significant, underfund-
ed liabilities may experience adverse financial 
impacts as their employees retire.

On 18 May 2014, an Internal Revenue Service 
ruling stated that an employer’s wholly owned 
captive insurance subsidiary could reinsure the 
employer’s retiree medical benefit risks and 
may be entitled to favourable tax treatment.

Prefunding retiree medical benefit risks in 
the captive arrangement may provide a num-
ber of potential advantages for the employer. 

These include a reduction of the volatility of 
the captive’s financial results, reducing the 
enterprise’s long-term benefit costs, poten-
tial savings on insurance premiums for the 
employer, and better alignment of employee 
benefit risks with the employer’s overall stra-
tegic risk management strategies. In addi-
tion, the captive funding may have certain 
taxation advantages.

Control your destiny

The value of a captive insurance company ex-
tends beyond its original intent or design. The 
captive owners should measure the value of 
the captive by how well it meets or supports 
the operation goals and strategic objectives 
of its owners. Obviously in this situation, the 
ultimate return on the captive’s capital and its 
contributions corporate success will greatly 
exceed the traditional financial measures.

The organisation that manages its various 
forms of capital controls its destiny.

Captives are a powerful tool for enterprises 
of all sizes and orientations, to shape the fu-
ture of their owners. Captives not only help 
manage costs, but can also optimise operat-
ing returns and improve decision making pro-
cesses. Even more importantly, captives are 
a vehicle for leading transformational change.

Properly managed, there is no better set of 
eyes watching out for you, your employees 
and your bottom line than those of your own 
captive insurer. CIT

•	 Establishment of a multidisciplinary claim 
committee to support incident reporting 
and claim management.

The above components should provide 
enhanced operational outcomes and ef-
ficiencies. They could lead to improved 
onsite risk assessment, risk mitigation and 
loss control corrective actions, which in 
turn, lead to improved contribution mar-
gins, ultimately strengthening the balance 
sheet and increasing capitalisation.

Enterprise risk management: embedding 
risk/reward and cost/benefit analysis 

Strategic risk management decisions should 
follow an integrated model that embraces 
cost/benefit and risk/reward analysis and 
assessment. A contemporary example of the 
adverse outcomes associated with ignoring 
this process can be observed in General 
Motors’s ignition switch cost cutting decision, 
which led to the following:

Cost savings or cost avoidance decision: 
The cost of each replacement switch for the 2.6 
million cars was 57 cents. This would translate 
into an estimated cost benefit of approximately 
$1.5 million. 

Adverse impact of a sub-optimal business decision:
•	 GM said 13 people died in crashes related 

to ignition switch problems in small cars.
•	 Thirty-two wrongful death and injury law-

suits are pending against GM as of 23 
July 2014. The suits allege faulty ignition 
switches caused wrecks or air bag failures.

•	 GM now estimates the cost of compen-
sating victims of crashes caused by 
faulty small-car ignition switches at $400 
million. GM said there’s no cap on the 
fund, and it could rise to $600 million.

•	 GM also estimates that it will spend $3.48 
billion on recalls, loaner cars and addition-
al warranty coverage in North America.

In this case, the cost savings decision led 
to personal tragedy for some customers and 
ultimately, unanticipated financial conse-
quences for the enterprise. Successful com-
panies can expand the cost/benefit or risk/
reward system to all of their operations by 
establishing sound financial metrics for stra-
tegically managing their solvency, financial 
ratings and earnings. Comprehensive corpo-
rate governance and strategic risk manage-
ment programmes can lessen the probability 
of adverse losses, the corresponding capital 
strains and reputational risk.

As with most risk bearing entities, the forma-
tion and utilisation of a captive in facilitating 
strategic risk management could prove ben-
eficial. Rather than commercially or self-insur-
ing such risks, a dedicated captive can facili-
tate the performance of both cost/benefit and 
risk/ reward analyses. The captive can also 
establish risk tolerance levels that are clearly 
understood and articulated throughout the en-
terprise, consistent with its goals, resources 
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Captives will find advantages in the Bahamas, says Aliya Allen
The complete package
With a wealth management pedigree unmatched 
in the region, the Bahamas is strategically nur-
turing captive insurance as an important addition 
to its growing and impressive array of financial 
services. The Bahamas, which marked 40 years 
of independence in 2013, offers a number of ad-
vantages as a jurisdiction of choice to captive 
insurance companies, including:
•	 More than 280 years of political and eco-

nomic stability;
•	 An established and sophisticated finan-

cial services industry infrastructure;
•	 A commitment to grow captive business 

by both the public and private sectors, 
based on close consultation that ensures 
regulatory flexibility and a business 
friendly environment;

•	 Strong asset protection provisions;
•	 A favourable immigration and work per-

mit policy regime;
•	 Luxury lifestyle for those looking to relo-

cate or for a second home locations; and
•	 A tax-neutral environment for business.

With an internationally lauded regulatory and 
legal framework, an exacting yet supportive 
regulator, and a world-class talent pool of 
professional service providers, including 
auditors, bankers and lawyers, the Bahamas 
is a jurisdiction that is second-to-none when it 
comes to captives.

Given today’s unpredictable insurance mar-
ket, historically low interest rates and in-
creased regulations, it is not surprising that 
captives are coming into their own as an at-
tractive risk financing option. Fortunately, 
starting and operating a captive in the Bahamas 
has never been more straightforward.

Refocused efforts by the Bahamas on cap-
tives is seeing industry growth that can be 
attributed to a confluence of factors, including:
•	 More small and medium enterprises 

in the US looking to manage the cost 
of premiums;

•	 The ability of many of those companies to 
utilise election 831(b) of the Internal Rev-
enue Code, which allows up to $1.2 mil-
lion to be funded into a captive, tax-free;

diligence on risk managers and directors of 
the companies interested in coming here to 
ascertain that policyholders have adequate 
protection. From the Bahamas’s perspective, 
its effective regulatory regime is very much a 
competitive advantage.

The captive environment in the Bahamas 
is supported by a highly experienced and 
diversified asset and wealth management 
industry. The jurisdiction has developed a 
reputation as a leader in these areas, which 
has enabled it to facilitate synergies with the 
insurance market.

There are any number of jurisdictions that 
have similar positive attributes, but few of 
them will have all of the combined advantages 
of the Bahamas as a long-established interna-
tional financial services centre.

Segregated accounts (cell) legislation is a 
prime example of the jurisdiction applying 
its wealth management experience to the 
captive market. The Bahamas’s cell legisla-
tion provides robust statutory protection to 
ensure that the assets and liabilities of each 
account are truly separate and distinct. Cell 
captives benefit from the natural economies of 
scale created within such structures, and the 
regulatory regime in the Bahamas is a clear 
response to the demand for cost effective 
means of entering into the captive markets. 

Business advantages
	
The country’s mature financial services 
industry, established infrastructure, progres-
sive government, tax neutral environment, 
political and economic stability, progressive 
regulations, work permit and immigration 
policy, and luxury lifestyle have all been care-
fully cultivated to create advantages for doing 
business in the Bahamas.

Location

Location is an asset that weighs heavily in 
the Bahamas’s favour as a hub for insurance 
business. Located just off the coast of Florida, 

•	 A more business friendly and proactive 
regulator in the Insurance Commission of 
the Bahamas (ICB);

•	 Sustained commitment by the govern-
ment and private sector to develop 
the domicile;

•	 Just 30 minutes off the coast of Florida, 
US preclearance and idyllic surroundings 
for board meetings, the Bahamas is an 
ideal location for an offshore captive; and

•	 A competitive pricing structure for the 
cost of formation and ongoing regulation, 
which encourages growth.

The statistics speak for themselves. Since 
2011, following the enactment of the External 
Insurance Act 2009, and the External insur-
ance Regulations 2010, which govern the es-
tablishment, licensing and business operations 
of captive insurance companies, the Bahamas 
experienced a 60 percent growth in the num-
ber of captive cells and standalone captives in 
both 2012 and 2013.

Captive advantages

When the Bahamas became a destination for 
capital investment, it was based on the needs 
of winter residents of colder northern climates. 
Since that time, the depth and expertise of the 
country’s financial services has created an in-
dustry that is no longer just a destination for 
capital but a place for real and substantive 
businesses. Indeed, it became a location from 
which one can invest and manage ones busi-
nesses all around the world.

The captive insurance market is a case in 
point. A dedicated effort has been made to 
ensure that the legislative and regulatory 
environment awaiting new arrivals is proac-
tive and recognises the real business needs 
of entities. 

Minimum capital requirements that are com-
petitive with other jurisdictions are in place. 
While potential licensees are encouraged to 
work through an insurance manager that is fa-
miliar with the Bahamas, this is not mandatory.
At the same time, the ICB carries out due 

CaribbeanDomicile



A
liy

a 
A

lle
n

C
E

O
 a

nd
 e

xe
cu

tiv
e 

di
re

ct
or

Th
e 

B
ah

am
as

 F
in

an
ci

al
 S

er
vi

ce
s 

B
oa

rd

31

CaribbeanDomicile

the country, comprised of 700 islands, cays 
and islets in the Atlantic Ocean, is accessible 
from almost every city in the US and Canada. 
There is also direct flight access into Latin 
America, as well as across the Atlantic to-
wards European destinations.

Professional services

Corporate registry and legal and accounting 
services are at the core of the multitude of 
services available in the Bahamas. All of the 

Net premium income 

Up to US $5 million 	

More than US $5 million

Application fee (non-refundable): US $100 

Annual registration fee (including registrar general department fees): 
Restricted insurer (captive): US $2500
Unrestricted insurer: US $3500                            

top global accounting firms have significant 
operations in the Bahamas and there is also 
a wide range of mid-size and boutique firms.

Like the Bahamas Institute of Chartered 
Accountants, the Bahamas Bar Association 
has seen its membership expand. In the 
case of the bar association, its membership 
has expanded to approximately 1000 mem-
bers who work in a wide range of law firms 
based in New Providence and other parts of 
the Bahamas.

Major banking institutions

With more than 260 banks and trust compa-
nies located in the Bahamas, many of the 
world’s largest and most prestigious financial 
institutions have branches or subsidiary 

operations in the jurisdiction, taking ad-
vantage of its stable political and econom-
ic system. Likewise, the role of niche banking 
and trust operations to grow new business 
areas such as international insurance is 
recognised and encouraged.

Highly developed workforce

With personnel committed to the local com-
munity, continuity of service is more predict-
able and secure in the Bahamas, and is the 
basis of its many longstanding institutional 
and client relationships. 

A work permit policy that is cognisant of the 
needs of financial institutions and their clients 
has been the mainstay of the jurisdiction. This 

•	 Captives must be registered as external 
insurers under the act—registration is 
renewable annually;

•	 Company name subject to approval of 
the ICB;

•	 Minimum of two directors;
•	 Captives must appoint an insurance manager;
•	 Annual audit of all captives to be submitted 

to the ICB;
•	 Actuarial valuation of life insurers at least 

every three years;
•	 Every insurer must appoint and appoint a 

resident representative in the Bahamas. 
This person must be able to represent the 
insurer; and

•	 Financial statements must be submitted to 
the ICB four months after the fiscal year end.

Capital, solvency and fees

A restricted external insurers’ licence (single 
parent captive) may be issued where that 
company has capital as approved by the ICB. 

The ICB applies the minimums applicable to 
unrestricted insurers: (i) insurers carrying on 
long-term insurance business—US $200,000; 
(ii) insurers carrying on general insurance 
business—US $100,000; and (iii) insurers 
carrying on both long-term and general insur-
ance—$300,000.

There may be additional regulatory capital re-
quirements depending on the business plan 
submitted. Insurers must maintain a positive 
net worth (assets in excess of liabilities). 
General insurers are required to maintain a 
net worth based on net premium income (see 
Figures 1 and 2).

Application

Applicants should allow approximately 30 
days for a restricted (captive) licence or 60 
days for an unrestricted licence after a com-
plete application package (including business 
plan and projections) has been received by 
the ICB. For complete details of application 
requirements, visit www.icb.gov.bs. CIT

policy is refined through a collaborative ap-
proach between the public and private sectors.

Capacity

The jurisdiction has a high capacity to 
meet the needs of institutions through the 
existing financial institutions and profes-
sional service firms, and availability of 
qualified professionals and infrastructure. 
Office premises and land remain available. 
Fibre optic and last mile infrastructure pro-

Minimum net worth

20 percent of net premium income

US $1 million plus 10 percent of net premium in 
excess of US $10 million in the preceding year

External insurance manager: US $1000
External insurance broker: US $1000

vide for competitive delivery of telephone 
and data communications.

The Bahamas’s location, just 50 miles off 
of the coast of Florida, also makes it ideally 
situated for access to North America. With 
international airports throughout the country, 
served by international airlines and more than 
60 flights into the capital city each day, there 
is easy access to the US, Europe and other 
parts of the world.

Lifestyle

The Bahamas’s tropical environment offers 
lifestyle benefits that more and more individu-
als are finding attractive as they increasingly 
choose to ‘follow their money’ and acquire 
second homes, or relocate permanently in the 

country. Residential development has been 
simplified by expediting the processing of appli-
cations for the development of second homes, 
townhouses, condos and resort development.

As a result, second home and condominium 
development is noticeable throughout all 
areas of the country, especially the Lyford Cay 
and Cable Beach areas in Nassau, Paradise 
Island, Grand Bahama, the Abacos, Eleuthera 
and Exuma. It has also become easier for 
non-Bahamian investors and homeowners to 
obtain residency permits.

Captive insurance requirements

Principal features of the external insurance 
regulatory requirements are:

Figure 1

Figure 2
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The MFSA will continue to be proactive in further developing the financial 
sector, while keeping in mind its duty to do so in a prudent and sustainable 
way, says Angele Grech

The opportunity of regulatory innovations

We are living in a world where change has 
become the norm. Consumer needs change, 
financial products are developed and financial 
markets continuously evolve and innovate. As 
financial markets adjust, so too must the  reg-
ulatory systems which oversee them. Regula-
tion must interface with innovation in a mutual 
and dynamic relationship in order to enhance 
the positive regulatory effects on innovation.

This is reflective of the approach of the Malta 
Financial Services Authority (MFSA), which 
has been progressively developing as a single 
financial services regulator since before Malta 
joined the EU in 2004 and adopted the euro 
as a currency in 2008.

Malta’s regulatory framework is known inter-
nationally to be both robust and adaptable, 
allowing promoters to innovate and develop 
new products in a stable, proactive and trans-
parent environment. The regulatory regime is 
built on an internationally recognised secure 
and stable regulatory framework for pruden-
tial supervision, consumer protection and 
market surveillance. 

Malta’s business environment is character-
ised by a product-driven jurisdiction, access 
to decision makers and a recognised ability to 
adapt to change. All of this is underpinned by 
a focus on good governance, good risk man-
agement and good business practice.

The financial services sector, which repre-
sents more than one tenth of Malta’s econo-
my, includes more than 50 banking and pay-
ment institutions, a well-established insurance 
market and a thriving asset management and 
investment servicing industry. 

The capital market infrastructure has also 
recently been expanded by the addition of a 
new specialised market for debt securities—
the European Wholesale Securities Market 
(EWSM)—set up as a joint venture between 
the Irish and Matla Stock Exchanges. Activity 
in these core areas and in other business sec-
tors such as trust management and pensions 
has resulted in a convergence in products 
and distribution systems that is fuelling further 
synergies and potential for growth.

The insurance market, which in Malta has 
been regulated since 1981, is no exception. 
The market has evolved from eight domesti-
cally-oriented insurance providers at the time 
of Malta’s accession to the EU to a comple-
ment of more than 60 international life and 
non-life insurers and reinsurers as well as 

ance sector. Indeed, Malta is the only full EU 
member state to offer PCC legislation. The 
PCC model can be adopted and is currently 
used by insurance and reinsurance compa-
nies including captives, insurance brokers 
and insurance managers. 

Currently, there are 16 PCCs established in 
Malta, with more than 20 protected cells being 
created over recent years. 

Key features of PCCs include the segrega-
tion of cellular assets and liabilities from core 
and other cells, lower capital requirements for 
cells as they share capital with the core since 
the minimum guarantee fund applies to the 
PCC as a whole and secondary recourse to 
core capital by cell creditors in case of insol-
vency of the cell. 

The core and its cells constitute a single legal 
entity and the cells do not have separate legal 
personality but constitute distinct and segre-
gated patrimonies, which are ring-fenced from 
each other. 

Through enabling different owners with vary-
ing interests to participate in one insurance 
company through the establishment of cells, 
the PCC structure is regarded as a risk man-
agement tool that provides businesses with a 
cost-effective alternative to setting up a stand-
alone insurance company. 

The PCC model is a classic case of innovative 
regulation that provides further opportunity for 
insurers, even more so under the three pillars 
of Solvency II once this is implemented. 

Incorporated cell companies (ICCs) build on 
the cellular model but unlike cells in PCCs, 
cells of ICCs have their own legal identity. 
Accordingly, each incorporated cell set up 
within an ICC is individually incorporated and 
assets and liabilities are attributed either to 
the cell company itself, or to a particular sepa-
rate cell of the cell company. 

This provides the flexibility of incorporated 
cells being allowed to enter into binding 
agreements with one another and with the 
ICC, thereby facilitating the possibility of 
financial guarantees or reinsurance arrange-
ments between cells as well as between the 
cells and the ICC, where the core may act as 
the reinsurer to the fronting cell.

The current challenging economic environment, 
together with the need to maximise return on 
capital, has recently triggered a specific mar-

an expanding captive market over the last 10 
years. The sector has an asset base of more 
than €10 billion and an annual premium 
income of close to €3 billion. 

Malta’s insurance regulatory framework trans-
poses EU directives and is based on two en-
abling pieces of legislation—the Insurance 
Business Act (Chapter 403 of the laws of Malta) 
and the Insurance Intermediaries Act (Chapter 
487 of the laws of Malta), which are separate 
but complimentary pieces of legislation estab-
lishing the legal and prudential framework for 
the regulation of insurance business and insur-
ance intermediaries activities in Malta. 

The two laws are reinforced by regulations 
and rules that strengthen the regulatory and 
supervisory process. 

The framework benefits from related financial 
services legislation and is further supported by 
standards and principles established by inter-
national organisations.

In the development of its insurance sector, 
Malta has been dynamic and proactive in being 
sensitive to market needs in new landscapes 
through sound and innovative regulation. 

As regulators, we appreciate and value the 
importance of communication and dialogue 
with stakeholders and this has consistently 
underpinned our approach in adapting new 
regulation to keep pace with market devel-
opments. Throughout, we have sought to 
balance innovation with sound institutional 
development through sustainable regulation. 
The process is ongoing.

Over the years we have always strived to 
open up new areas of business while restruc-
turing and updating traditional ones. The leg-
islative framework specifically tailored for 
captives, whose legal term is affiliated insurance 
companies, is one such example. 

Captive insurance business is regulated 
under a set of tailor-made rules that take 
into consideration the current state of the 
market and possible future developments. 
The framework carves out and exempts 
captives from certain requirements under 
the Insurance Business Act, including 
reduced timeframes for the application pro-
cess and reduced regulatory fees.

The establishment of a regulatory regime for 
protected cell companies (PCCs) is another 
milestone in the development of Malta’s insur-
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Bespoke solutions for the set up 
and on-going management of 
insurance carriers.
If you are looking for the ideal domicile to set up your 
Captive, Reinsurance / Insurance Company, Protected 
Cell Company (PCC) or Cell,  we can help!

Bee offers insurance management services in Malta through 
a team of experienced and qualified professionals and can 
deliver the most cost effective solutions for your business 
combined with the highest level of professional service.

Contact us today to see how we can help you:

nigelr@bee.com.mt

Bee Insurance Management Ltd (C-23610) is enrolled under the Insurance Intermediaries Act, 2006 
and regulated by the Malta Financial Services Authority to act as an Insurance Manager.CO
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ket need for an innovative product in a sound 
regulatory environment to enable the efficient 
management of risk. Against this background, 
consultations held with various industry stake-
holders, including a number of international 
experts in the field, led the MFSA to initiate an 
exercise aimed at evaluating the possibility of 
introducing appropriate provisions within the le-
gal and regulatory infrastructure.

The outcome of all this was a framework 
for the establishment and regulation of rein-
surance special purpose vehicles (RSPVs) 
based on the interaction between Malta’s 
highly developed insurance legislation, the 
specific provisions of the Securitisation Act 
and EU regulatory standards. RSPVs, which 
are a form of insurance securitisation, add to 
the realm of opportunities that insurers and 
reinsurers have at their disposal to obtain 
access to capital resources, in a broader 
sense than their own shareholders’ funds. 

The RSPV Regulations are aligned to the 
European Insurance and Occupational 
Pensions Authority’s draft Solvency II advice 
on level II implementing measures. 

The RSPV Regulations continue to complement 
and expand Malta’s regulatory framework. 

Furthermore, the MFSA is also considering 
the use of PCCs as securitisation vehicles 
and is currently working on drafting legislation 

change in this environment is challenging and 
the process is ongoing. 

Going forward, we will continue to be proactive 
in further developing the financial sector bearing 
in mind our duty to continue to ensure that this is 
done in a prudent and sustainable way. 

We will continue to find an appropriate balance 
between preserving safety and soundness of 
the system and allowing financial institutions 
and markets the flexibility to perform their 
intended functions through fostering sustain-
able business growth. This is the opportunity of 
regulatory innovation. CIT

to cater for such structures. Malta’s regula-
tory framework incorporates re-domiciliation 
legislation applicable to all types of companies 
including securitisation vehicles under the 
Continuance of Companies Regulations and 
offers a legal framework for domestic and 
cross-border securitisations under the Securi-
tisation Act (Chapter 484 of the laws of Malta).

Furthermore, Malta offers the possibility for 
the listing of wholesale securities issued by 
the RSPV. 

A new regulated market, the EWSM, jointly 
owned by the Irish Stock Exchange and the 
Malta Stock Exchange, for wholesale fixed 
income securities was set up, registered and 
domiciled in Malta in 2012. 

The EWSM is approved as an EU regulated 
market under the Markets in Financial Instru-
ments Directive and is a “Recognised Stock 
Exchange” within the meaning of the UK 
Income Tax Act 2007. 

The regulatory requirements are available in 
the Guidelines for Listing and Trading on the 
EWSM website at www.ewsm.eu.

Regulation is complex, multifaceted and 
dynamic. Financial markets today are char-
acterised by rapid innovation and an evolving 
business environment, together with changes 
in customer needs and profiles. Implementing 
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Island Insurance Brokers was formed in April 1989 to provide professional, 
efficient and cost effective insurance broking and risk management services 
to Malta’s industrial and commercial community

The insurance domicile of your choice

Over the last decade Malta has developed a fi-
nancial services legal infrastructure, extending 
into insurance and reinsurance activities, in-
cluding captive companies, which has placed it 
among Europe’s foremost players in this sector. 

Malta possesses a competitive tax regime sup-
ported by a broad network of double taxation 
treaties and it remains a comparatively low cost 
jurisdiction; in addition to other factors such as 
its strategic location, a high calibre human re-
sources pool and an excellent IT and communi-
cations infrastructure. Besides these attractions, 
other factors improve the island’s competitive-
ness, inlcuding the fact that 95 percent of the 
population is English speaking; legislation in-
cluding insurance law is based on the English 
legal system; the local regulator is accessible 
(firm but flexible); and global audit and advisory 
firms are present on the island.

However, the most striking element that has 
made the island an ‘attraction’ to multinational 
operators and household names in the insur-
ance and insurance management industry is 
undoubtedly the advantages that the coun-
try has been able to reap from being small, 
namely flexibility, accessibility, responsive-
ness and being customer focused. At Island 
Insurance Management (IIM), we witness the 
interplay of such advantages primarily dur-
ing a company’s feasibility, pre-licensing and 
licensing process and as well throughout an 
entity’s ongoing operation. 

As insurance managers, we place tremen-
dous value on the relationship we build with 
our captive clients. We believe that, by basing 

•	 Understanding the client’s needs and 
problems to offer solutions;

•	 Creating and maintaining a team spirit 
within our own organisation and good com-
munication with our clients and markets;

•	 Offering creative and imaginative so-
lutions to keep pace with the rapidly 
changing world;

•	 Maintain our independence from insur-
ance suppliers in order to act in our cli-
ents’ best interests;

•	 Negotiate and act on behalf of the client 
fairly, promptly and efficiently; and

•	 Be pragmatic and create the drive within 
our own skilled personnel to provide a 
superior service all round.

Our insurance management services practice 
areas comprise of:

Consulting services

Our consulting services are a key part of 
insurance management offering wherein we 
provide planning stage feasibility consulting 
and post incorporation consultancy to sup-
port our clients. Such services include:
•	 Pre-feasibility assessment;
•	 Cost benefit analysis;
•	 Development of pro-forma financial statements;
•	 Business plan development; and
•	 Identification and selection of service providers.

Licensing and company registration

•	 Preparation of licence application to 
the authorities;

•	 Preparation of memorandum and articles 

a relationship on trust, we can give our clients 
the best service possible. We believe that this 
is the only way we can provide the support in 
the successful management and operation of 
the captive company, whether it’s day-to-day 
activities, strategic management decisions or 
regulatory requirements. 

IIM was formed in 2007 as a subsidiary of a 
larger local insurance and financial services 
group, with the intention of participating in 
Malta’s development as a domicile of choice 
within a respected financial services jurisdic-
tion for captive insurance operations. 

The group was established in 1989 as an insur-
ance broking operation to handle commercial 
and industrial clients. The directors and officers 
of IIM possess more than 30 years of industry 
experience and use this to guide their clients 
through the captive formation process, from fea-
sibility studies to licensing and operation. In view 
of the diverse experience held, IIM as an insur-
ance manager, can support the typical insurance 
company functions that a captive requires. 

Such functions include underwrit ing, pre-
mium and rate determination, premium 
invoicing, policy development and issuance, 
claims handling, cash and investment 
management, company secretary services, 
financial reporting and all the regulatory 
reporting including communication.

As insurance managers, we are committed to:
•	 Developing and maintaining a high quality 

book of business using skilled, qualified 
and professional staff;
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   flexible” - encouraging discussion with promoters at all stages of an application process and 

also on an ongoing basis.

Extensive Double Taxation Treaty Network - Malta has over 70 tax treaties with various EU and non EU countries.
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of association;
•	 Incorporation of the captive; 
•	 Provision of a registered office; and
•	 Appointment of auditors, bankers and 

legal advisors. 

Corporate services

•	 Appoint IIM representatives to serve as 
company secretary, directors and offi-
cers when required;

•	 Preparation of management reports;
•	 Submission of regulatory information to 

the local regulatory authorities; 
•	 Compliance with the laws of Malta; 
•	 Provision of secretarial support includ-

ing all matters related to preparation for 
board meetings;

•	 Coordination of board meetings and pro-
vision of facilities; and

•	 Coordinate the provision of other ser-
vices required in the conduct of business 
such as auditors, legal and tax advisors 
and investment managers.

Accounting and finance

•	 Maintenance of prime books of accounts; 
•	 Preparation of periodic management accounts; 
•	 Liaison with clients’ auditors for prepara-

tion of annual financial statements; 
•	 All books of accounts and presentation 

statements in line with International Fi-
nancial Reporting Standards; 

dence from regulatory authorities after 
prompt notification to the client.

Our clients are entities that may benefit from 
captive insurance services such as multina-
tionals with worldwide operations, particularly 
those with EU locations; companies paying sig-
nificant employers’ liability and motor third party 
premiums; companies susceptible to product 
and general liability; companies already using 
captives to provide insurance to their customer 
base, eg, travel, warranty, credit protection; and 
existing insurance companies hoping to exploit 
the possibility offered by the Malta domicile for 
the setting up of their own reinsurance function.

IIM is committed to be an independent pro-
vider of insurance management services, so 
we are free of any restrictive ties to larger 
corporate interests. 

We are large enough to meet and service 
our clients’ needs, however, our smaller size 
makes us more flexible and dynamic. 

We are quick to respond to the needs and 
circumstances of our clients. We can confi-
dently say that the smaller size of IIM holds 
very similar advantages that make the island 
an attractive domicile.

For more information, please contact us via 
email: info@islandins.com or visit our web-
site: www.islandins.com

•	 Prepare and make arrangements for 
the filing of premium tax returns where 
necessary; and

•	 If empowered to, maintain bank accounts, 
handle cash receipts and disbursements, 
and perform such other cash handling 
functions as may be required by the client, 

Insurance 

•	 Maintenance of underwriting and 
claims records; 

•	 Arrangement and service of reinsurance 
programmes; 

•	 Preparation and review of pol icy 
documentation;

•	 Issuance of policies and/or certificates of 
insurance; and

•	 Liaison with insurance brokers.

Regulatory compliance

•	 Make available our close relations with 
the insurance regulator at the service of 
the client; 

•	 Prepare and file all reports and returns 
required under local insurance law; 

•	 Prepare and maintain any other documen-
tation required for compliance purposes; 

•	 Represent the client during regulatory 
visits by the Insurance regulator and/or 
any other;

•	 Applicable regulatory authorities; and 
•	 Respond to all inquiries and correspon-

A clear view of the risks ahead.
Milliman provides new insights into the risks in today’s  
insurance environment. We are a leading provider of  
actuarial and management consulting services to captives 
and risk financing organizations worldwide. We bring  
depth, clarity, and context to the issues and challenges  
that our clients face every day. 
 
Milliman has over 60 years of experience and offers  
consulting services related to enterprise risk management, 
loss and expense liabilities, risk retention alternatives,  
pricing and funding, financial modeling, claims management, 
and underwriting consulting.

milliman.com/captives

http://uk.milliman.com


We’ve grown in line with  
people’s confidence in us.

Iberis gibraltarica – 
Gibraltar Candytuft

Gibraltar embraced captive insurance in the 1980’s 
and in 2001 became the first EU jurisdiction to offer 
Protected Cell Company (PCC) legislation – widely 
used within insurance company structures writing 
both general and life insurance business.

In 2012, captive insurers achieved total gross premium income of nearly 

£800m. Three are PCCs managing over 30 cell companiwes. One insurance 

manager has created 50 cells with its PCC being the largest in the EU 

providing solutions for cell captives and fronting cells.

Gibraltar’s vibrant insurance sector has almost 60 insurance companies 

currently writing new business and in 2012 wrote over £3.8bn of gross 

premium income – with Gibraltar motor insurers accounting for 16% of the 

UK market.

Gibraltar offers bespoke insurance solutions for companies not currently 

domiciled with the European Union.

For more information visit the Gibraltar Finance website:: 

gibraltarfinance.gi Within the European Union Single Market
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CaptiveCustodians

An effective relationship with your custodian is critical to the 
operations of your captive, says Xina Stewart of Comerica Bank

Choosing carefully: who is right for you?

Selecting an entity to act as custodian, trustee or 
letter of credit issuer is often left as the last step 
when setting up a captive insurance company. 
After months of feasibility studies, negotiations 
with captive managers, fronting companies, 
actuaries and investment managers, you are fi-
nally ready to fund your captive and start writing 
policies, but there is no custody account to fund.

While it may be tempting to make a quick selec-
tion, finding the right custodian can significantly 
affect ease of operation and profitability and 
should not be made without proper due diligence. 
The following has been compiled to help you 
become familiar with key details that may help 
you save precious time, money, and energy.

What is a custodian?

A custodian is a financial institution that per-
forms the following tasks:
•	 Holds securities in safekeeping utilising an 

appropriate location—most often the Fed-
eral Reserve System, the Depository Trust 
Company, Euroclear, or its own vault;

National Association of Insurance Commission-
ers (NAIC) and most state insurance regulatory 
departments. Without such an electronic inter-
face, creation of the report requires manual data 
entry (I’m assuming a captive with a US parent 
or beneficial owners and the use of a bank as 
custodian—in some circumstances, a stock bro-
kerage firm may fill this role).

Custody accounts versus trust accounts

Custody accounts and trust accounts utilise all 
of the services noted above. In a trust account, 
the bank takes on an additional level of fiduciary 
responsibility. This is usually in the form of a 
trustee for a reinsurance trust where the trustee 
is the gatekeeper on behalf of the beneficiary 
limiting the grantor’s access to the account. 
Only US banks may act as trustee for a New 
York State (NYS) Regulation 114 trust.

Impact of FATCA 

Much has been written about this new regula-
tory hurdle, the Foreign Account Tax Compli-

•	 Receives and sends (as directed) transfers 
of cash and deliveries of securities;

•	 Interfaces with investment managers;
•	 Accepts instructions for security purchases 

and sales;
•	 Processes capital actions such as bond 

calls, puts, conversions, stock splits 
and spinoffs;

•	 Accomplishes delivery versus payment set-
tlement of security transactions;

•	 Collects income payable on securities;
•	 Ensures all uninvested cash is swept into a 

short-term investment vehicle at least daily;
•	 Handles principal pay downs on asset-

backed securities;
•	 Collects and sweeps redemption proceeds, 

pending further direction; and
•	 Provides a periodic statement of transac-

tions and assets as of period-end.

Most custodians also have established elec-
tronic links with reconcilement services and 
regulatory reporting services. Such links facili-
tate the creation of quarterly Schedule D reports 
(also known as the Yellow Book) required by the 
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CaptiveCustodians

ance Act (FATCA), and the industry in general 
is in learning mode. In summary, if a captive 
holds US securities of any kind, regardless of 
which custodian is used, new W-8 forms are 
required. Many other countries have passed 
similar regulations and have reciprocal agree-
ments with the US.

Depositories

The Federal Reserve Bank and the Depository 
Trust Company are the largest US depositories. 
The Depository Trust Company was formed 
in the late 1960s in an effort to streamline 
settlement and reduce the number of failing 
trades. It has worked very well, reducing the 
standard settlement time from T+5 to T+3. 
There are continuing efforts to reduce the 
time even further. 

The Depository Trust Company holds master 
certificates of the securities traded on US 
exchanges in its vault. US banks and stock 
brokerage firms are either direct participants or 
access the system through a correspondent re-
lationship with a clearing firm.

Either way, as trades settle, the Depository 
Trust Company debits and credits the appropri-
ate participant accounts for shares and dollars. 
No certificates move. 

Shares and cash are allocated electronically 
with each participant responsible for one net 
cash settlement with the Depository Trust Com-
pany each day. The US Federal Reserve system 
works in much the same way.

Armed with some knowledge of the role and 
responsibilities of a custodian, the next step is to 
compare and evaluate custodians to make the best 
choice for your captive insurance programme.

What should go into your choice of custodian? 

Onshore versus offshore

When selecting a custodian, you may first want 
to determine where the custodian is based, 
onshore or offshore. Offshore captives usually 
use offshore banks or offshore branches of US 
banks. Keep in mind that no matter where the 
custodian is based or how many layers there 
are, US assets are held in the US on the books 
of US depositories. Time zones are also an im-
portant consideration.

Experience and commitment

You may want to consider a bank’s experience 
in working with captives as well as their com-
mitment to the captive industry. It can be a long 
and costly exercise to establish reinsurance 
trusts if the bank’s attorney is learning about 
NYS Insurance Regulation 114 by reviewing 
your agreement.

A bank with a staff dedicated to working with 
captive insurance accounts will speak your 
language and understand why accounts are 

satisfactory. When they are not, the search for 
a custodian may begin anew.

Global custody

If there is any chance of the captive invest-
ing in foreign securities, it is vital that the 
custodian have access to global settlement. 
This can be done via a proprietary in-house 
network of foreign banks or through a con-
tracted global custodian. 

Expect to pay additional fees for this service. 
Be sure you understand the custodian’s re-
porting capabilities. Not all have multi-curren-
cy accounting systems and may therefore do 
all reporting in its local currency.

Fees

Once the field of custody providers is some-
what narrowed, it is time to evaluate fees. 
Banks are usually paid on a market value-
based fee schedule, which may also include 
transaction fees and an overall minimum. 
Their fees are in addition to those paid to oth-
er service providers. 

It is worth the time to run the numbers com-
paring fee schedules, as they vary widely 
and directly affect the profitability of the pro-
gramme, especially if transaction fees apply. 
Pay attention to minimums, what is included 
in the base fees and what is considered to be 
additional services for additional fees. That 
being said, the least costly is not always the 
best value.

Selecting a custodian

An effective relationship with your custodian 
is critical to the operations of your captive. 
The field of custody banks has consolidated 
in the recent past and banks continue to exit 
the captive space. 

This adds to the challenge of finding the right 
custodian for your programme. Custodians 
come in many shapes and sizes, and you 
want to find one which works for your pro-
gramme, now and as it grows. CIT

established the way they are. Find out if the 
bank’s staff attends captive conferences for 
the opportunity to learn and better service 
captive accounts.
 
Reporting needs

Insurance companies have particular reporting 
needs. Before you can determine if a custodian 
is able to meet your reporting requirements, you 
need to understand what those requirements 
are. Here are some things to consider:
•	 Is a monthly bank statement sufficient or is 

daily monitoring required? How soon after 
month end is a statement needed?

•	 Will you have a segregated cell or sepa-
rate portfolio arrangement? Does the bank 
understand the need to maintain separate 
accounts or provide “plan accounting” so 
that assets, earnings and claims may be al-
located and reported on a cell by cell basis?

•	 Do you want online access for the captive 
manager and investment manager?

•	 Will you require amortisation/accretion 
reporting? Impairment reporting?

•	 If your captive uses more than one invest-
ment manager, will you need the bank’s 
reporting system able to pull all of the 
accounts together in one consolidated 
statement, or will the captive manager 
aggregate the numbers?

Target market relative to your size

A bank/custodian’s target market has a definite 
correlation to service and products, and there-
fore, it is important to know where you fit with a 
potential provider’s client base. For example, a 
bank with a minimum account size of $50 million 
or more will likely not provide a captive in that 
range with special attention. 

The captive service providers may have to con-
tact a call centre when there are questions or 
problems, rather than have access to a specific 
team with captive expertise. In this case, you 
may want to consider selecting a bank with a 
middle-market target market, where a $50 mil-
lion account is worthy of an experienced ac-
count officer who knows your name.

On the other end of the spectrum, a smaller bank 
with limited technology capabilities may not be 
the best custody provider for a large, complex 
programme with extensive reporting needs.

Investment management

Custody has become a low priced commodity, 
and investment management is very profitable. 
Be sure that you know the custody providers’ 
stance on third party investment managers. Will 
the bank provide the services your programme 
needs and also accept a third party investment 
manager? Or does the bank insist on being 
hired as investment manager before other ser-
vices such as letters of credit are provided? 

This arrangement may be beneficial as long 
as the investment management results are 
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Tom Stokes of JLT Insurance Management revisits the Rent-A-Center 
case and asks what it means for captive insurance companies

Rent-A-Center: the good, the bad and the ugly

In January, the US Tax Court ruled in favour of 
Rent-A-Center, allowing its captive insurance 
company subsidiary Legacy Insurance to cur-
rently deduct ‘premiums’ when paid (for tax 
years 2003 through 2007). The general con-
sensus seems to be that the Internal Revenue 
Service (IRS) and, in particular, the commis-
sioner of internal revenue, suffered a defeat. 
This decision should further empower captive 
owners and those that are considering cap-
tives as a risk management tool, particularly 
as the IRS has encountered a less than stel-
lar record of success in challenging captive 
structures through the courts.

While we at JLT Insurance Management 
applaud the ruling that Rent-A-Center’s cap-
tive was not a sham, as the IRS claimed, we 
also believe that this was just one more round 
of many challenges to come for captives. 

The good

If we look at the case without taking into 
account the dissent, it reads like a typical 
captive’s wish list of best possible results: 
•	 The court, once again paying homage 

to Humana, Moline Properties and other 
cases, confirmed that a captive could 
achieve risk shifting and risk distribution 
in a multiple subsidiary taxpayer set-
ting. Captives can rely on independent 
actuarial analysis to determine ‘arm’s-
length’ premiums.

•	 Applying a sound, consistent formula 
for allocating total premium, instead of 
determining premium by entity, is an 
acceptable methodology for charging 
out premiums;

•	 Bookkeeping entries in lieu of individual 
cash transfers between entities is suffi-
cient to support transactional status and 
to demonstrate risk transfer.

of commercial insurance companies. These 
judges lamented and then reluctantly moved 
on from the failed ‘single economic family’ 
theory espoused (and subsequently discard-
ed) by the IRS some years ago. Dissenting 
judges cited these points:
•	 In totality, transactions involving Legacy 

amount to nothing more than an elabo-
rate strategy devised by insurance and 
tax advisers to circumvent the prohibi-
tion on deducting contributions to a self-
insured reserve.

•	 The principles of judicial restraint coun-
sel that courts should decide cases on 
the narrowest possible ground, yet the 
technicalities previously noted didn’t trip 
up Rent-A-Center.

•	 Parental guarantees neutralise risk shift-
ing. Dissenting judges cited Internal Rev-
enue Ruling 2002-90, 2002-2 CB at 985, 
which states in part that “(t)here are no 
parental (or other related party) guaran-
tees of any kind made in favour of” the 
captive. Indeed, multiple courts have all 
held that the existence of a parental guar-
antee may negate the existence of insur-
ance within an affiliated group. While the 
$25 million guarantee allowed Legacy to 
meet minimum capitalisation and surplus 
requirements, the guarantee could (and 
would) be called upon to satisfy shortfalls 
in surplus if adverse losses developed. 
That the guarantee was never actually 
needed is irrelevant.

•	 While Legacy technically met the sol-
vency rules under the Bermuda Act, 
when compared with commercial insur-
ers there would be no way that surpluses 
could absorb the impact of significantly 
worse than expected loss development.

•	 Legacy’s investment in Rent-A-Center 
treasury stock was counterintuitive. If 
Legacy had severe losses, the value of 

•	 Providing a parental guarantee to main-
tain minimum capital and surplus re-
quirements of the domicile (Bermuda in 
this case) does not necessarily neutral-
ise risk transfer.

•	 Investing premiums and accumulated 
surplus in lockstep with commercial in-
surers is not required.

The bad

Although the case offered positive takeaways, 
Rent-A-Center had technical issues relat-
ing to its operation of Legacy. Any of these 
technicalities could have been fatal to Rent-
A-Center’s contention:
•	 For a very short period of time, Legacy 

violated Bermuda law by writing insur-
ance without the benefit of its certificate 
of registration. Either the commissioner 
did not take issue with this or it was con-
sidered a minor issue.

•	 Legacy failed to maintain adequate lev-
els of capital and surplus (2003 to 2005) 
to meet the minimum requirements of 
Bermuda law. Bermuda does not nor-
mally permit recognition of deferred tax 
assets (DTAs) in considering surplus ad-
equacy, but accepted them from Rent-A-
Center along with a parental guarantee.

•	 Legacy kept minimal funds, only enough 
to pay yearly claims. All other funds were 
used to purchase non-dividend-paying 
Rent-A-Center treasury stock. Purchas-
es of treasury stock returned cash direct-
ly to Rent-A-Center, but experts declared 
that there was no circular cash flow.

The ugly

In addition to technicalities, the dissent-
ing judges chose to focus more on equating 
the business of captive insurance with that 

IRSInsight
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IRSInsight

company treasury stock would have fall-
en in lockstep. Not only would worsen-
ing losses worsen the economic stability 
of the captive, but the drop in value of 
its investment portfolio would compound 
the situation.

Documentation is crucial

The Rent-A-Center case identified the need 
for a vehicle to help manage enterprise risk 
in a more efficient way than simply taking 
what the market had to offer, and took the ini-
tiative to engage qualified risk management 
experts and proper tax counsel. 

Nowhere is it written that any business strat-
egy has to be tax inefficient. Rent-A-Center 
made the right decision to take more active 
control of its risk management costs.

The extra step Rent-A-Center took by care-
fully documenting its pre- and post-captive 
creation by way of a feasibility study pro-
vides conclusive (and we believe persuasive) 
evidence against the IRS contention that the 
captive was a sham perpetrated simply to 
accelerate deductions for loss reserves.

Intent matters

The court obviously looked at the overall 
intent of Rent-A-Center when establishing 

IRS. Because captives are flexible, adaptable 
risk management structures, it will always be 
difficult to shoehorn them into any set defini-
tion. In the meantime, captive owners and 
those considering captives should do what is 
right for their businesses. 

Use captives to reduce the cost of managing 
enterprise risk to help stay competitive in an 
increasingly competitive world. Plan for the 
good, be prepared for the bad and minimise 
the ugly. CIT

Legacy and gave specific weight to those 
facts that supported a positive outcome. We 
wonder about the possible alternative out-
come if Rent-A-Center had not taken the right 
steps from the start. 

Despite technical glitches, it appears that 
the overall intent of the utilisation of Legacy 
carried the day. 

This, to us, means the IRS may not find play-
ing ‘gotcha’ with captives for minor filing mis-
takes very useful, as long as captives can 
prove intent in written documentation.

Operating your captive by following the rules, 
making decisions at arm’s length and paying 
attention to details is essential. After the fact, 
however, the only way to prove intent is by 
adequate documentation. 

This is often neglected by captive owners, 
which can be caught short should a situation 
like this arise. This case illustrates the impor-
tance of proper documentation of purpose, 
structure and procedures in supporting the 
overall intent of a captive.

A final word

It will be a long time before we have any kind 
of textbook definition of what constitutes a 
captive insurance company in the eyes of the 
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Three non-traditional insurance arrangements are, in principle, the same, 
yet they operate very differently, says Stuart King of FR Global Advisors

Different strokes for different folks
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For US-based corporations and organisa-
tions, there are numerous options avail-
able when considering the purchase of 
insurance, namely: buy traditional direct 
from an insurance company, access insur-
ance via an association, join a group or 
establish ones own insurance company to 
access international markets. 

Ultimately, the strategic drivers of insurance 
purchase are the same. However, making 
the decision on which alternative option is 
not easy.

The modern day US alternative insurance 
market emanated from the US liability insur-
ance crisis during the mid-1980s. General 
liability insurance prices increased to an 
amount where it became uneconomic and 
began to affect business. 

US Congress intervened by developing al-
ternative insurance law. The Liability Risk 
Retention Act (LRRA) of 1986 is one specific 
piece of federal law that was drafted. LRRA 
specifically applies to general liability risk.

Below is a brief summary of alternative op-
tions available to US insurance buyers and 
differences in regulation, tax, governance 
and operations.

US alternative arrangements

Risk purchasing groups

There are approximately 900 risk risk purchas-
ing groups (RPGs) in the US, the vast majority 
of which are registered in Illinois or Delaware. 
They are typically established as a not-for-prof-
it, non-stock entity. Once registered in one US 
state, an RPG is free to offer insurance to its 
members across all states when registered in 
the state—an application largely standardised 
by the National Association of Insurance 
Commissioners (NAIC). Most states require 
an annual renewal update.

An RPG is typically established by an agent 
who establishes the RPG and pre-arranges a 
panel of insurance carriers to provide group 
discounted liability insurances to corporates 
or charitable organisations with common activities 
(one of the pre-requisites of the LRRA).

The relationship between the policyholder 
and the insurer is no different to purchasing 
insurance direct, ie, issuance of certificates 
and management of claims. The main benefit 
is a bulk discount on premiums plus a better 
understanding by the insurer of the specific 
RPG’s industry underwriting profile.
 
Risk retention groups

There are approximately 250 risk retention 
groups (RRGs) with reported gross premiums 
of around $2.5 billion. Vermont is the most 
popular domicile to establish these entities, 
and the largest industry users of RRGs are 
healthcare and professional services.

demand more efficient ways to fund risk, they 
are increasing in popularity.

Notwithstanding their challenges to ensure 
the insurance arrangements are bona fide 
and pass risk transfer testing (ie, an insured 
event has to have a chance of occurring) to 
qualify, 831(b)s often prove efficient to fund 
short term risks, such as property, particularly 
in states where natural catastrophe insurance 
premium is uncompetitive.

Other arrangements

Protected cell companies, incorporated cell 
companies and segregated account compa-
nies are variances of micro captive where an 
insured is allocated a part ownership in the ar-
rangement. These arrangements are typically 
used for very niche risks.

For US owners, the amount of collateral and 
security required and the appetite and cost of 
capital of the entity sponsor (as the cell owner 
is not necessarily the owner of the entity) of-
ten results in establishing a captive.

Regulatory 

State insurance departments generally have 
a prescribed regulatory approach for each al-
ternative. As a result of the LRRA, RPGs and 
RRGs are well defined in each state. 

However, for captives there are still a number 
of states that do not have captive regulation 
and default to general insurer rules.

RPGs first form a legal entity in their domicile 
of choice. An application (generally following 
standard NAIC structure) is filed in the home 
state. Information included in this application 
includes: the type of liability insurance pro-
posed, the name and NAIC number of the in-
surance company, a list of the RPG’s officers, 
confirmation of the insurance agent’s, and in-
corporation documents of the RPG.

An application form is then required in each state 
that the RPG wishes to provide insurance. The 
majority of states require the RPG to make an an-
nual renewal filing so that the insurance depart-
ment is informed of RPGs operating in their state.

RRGs differ from RPGs in both complexity and 
regulatory requirements as an RRG assumes 
risk. Many that form RRGs appoint an external 
manager to support initial registration and ongo-
ing quarterly financial and regulatory reporting. 

In addition to similar registration information 
required for RPGs, an RRG is also required to 
submit a plan of operation or feasibility study, the 
nature and amount of capitalisation and audited 
financial information on the RRG’s participants.

Unlike RPGs, an RRGs financial position is 
audited and insurance provisions certified by 
an actuary. An RRG is required to register in 
each state it will operate in and make annual 
renewal filings (similar to RPGs).

Unlike an RPG, an RRG retains a portion of 
insurance risk and reinsures with international 
markets, often the Lloyd’s of London market. 
An RRG is more likened to a captive from a 
federal and state regulatory perspective, ie, 
requirement to submit a business plan, be suf-
ficiently capitalised and make annual financial 
statistical filings to the authorities. The main 
difference is that an RRG is only permitted to 
offer liability insurance and only within the US.
 
Similar to RPGs, an RRG is only validly 
formed when its members emanate from the 
same industry. An RRG is considered a mu-
tual insurance arrangement.

Similar industry participants can be beneficial, 
as niche insurers understand the complex 
long-tail nature of the risk to competitively 
price premium, however, there is often a lack 
of product and geographical diversification. 
Evidently resulting in a larger capital charge.

Captive insurance companies

A captive is broadly defined as an insurer 
that only insures the interests of its group 
and subsidiaries. There are certain domiciles 
that allow a nominal percentage of a captives 
business to be unrelated. This exception is 
predominately in place for ease to overcome 
minor technicalities, such as joint venture ar-
rangements or where a divestiture results in 
third party liability remaining with the captive.

In addition to a large number of captives be-
ing set up onshore in the US the LRRA also 
resulted in many insurance companies (and 
captives) establishing offshore, where lower 
capital and ease of doing business was a 
contributory driver. With continued scrutiny of 
corporate tax planning arrangements offshore 
tax benefit is a minor consideration when de-
signing a captive insurance programme.

The main difference between captives, RPGs 
and RRGs is that a captive is permitted to pro-
vide insurance for different insurance classes, 
not just general liability. Although a captive can 
be capital intense, it offers greater control.

There is no federal law governing a captive’s 
treatment, unlike RRGs. This can often make 
it challenging for captive owners to navigate 
individual state disputes. For RRGs, dis-
putes are often supported by associations, 
such as the National Risk Retention Associa-
tion that represents its members (RRGs and 
RPGs) by acting as an amicus (or friend) to 
the courts to ensure that legal decisions in a 
state do not contradict federal law intentions 
of the LRRA.

Micro captives

In more recent times, there has been a signifi-
cant rise in the use of 831(b) captives or micro 
captives. These are self-insurance arrange-
ments that qualify for US tax exemption under 
an IRS code of 1986—this structure has been 
around a while, however, as smaller business’ 
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In the majority of cases, captives appoint an 
approved management firm in the home state 
unless self-managed. It is often more cost 
effective to appoint a captive manager as it 
has the infrastructure and qualified staff to 
ensure continued compliance, unlike RRGs, 
which often maintain a staff that not only man-
age insurances but also support administration 
services to the members of the RRG. State in-
surance department reporting requirements for 
captives is similar to that of RRGs. 

Premium tax 

There are significant variances in the treat-
ment of state premium taxes. In general, an 
RPG’s premium tax liability is the responsibility 
of the insurer (typically surplus lines). There 
are instances where the agent or the RPG is 
jointly responsible to the state. 

The Dodd-Frank Act included the Non-Ad-
mitted and Reinsurance Reform Act (NRRA) 
of 2010. This act improved the reporting and 
settlement process for surplus lines broker pre-
mium tax obligations (applicable to RPGs). The 
home state is determined and one tax filing 
made, however, the methodology for the home 
state to reallocate the portion of taxes due to 
other states is currently being agreed upon.

RRGs are authorised insurers under the LRRA 
and therefore pay premium taxes directly to 
the state based on premiums collected. This 
was an important clarification and exclusion 
in the NRRA.

The intention of the NRRA as it applies to 
captive insurers has caused differing views. 
There is generally an inconsistency in the 
treatment of premium tax. 

Some believe that the NRRA was not meant to 
apply to captives, so one would assume that 
a captive should remit taxes in each state that 
the risk is located, whereas others consider 
that the NRRA does apply, in which case only 
one filing to the home state is required, similar 
to surplus lines brokers.

I suspect, either way, many states will wel-
come improved tax collection methodologies. 
After all, premium taxes contribute to local di-
saster recovery funds.

Corporate taxes

There is often a conflict between federal and 
state, and corporate, insurance and tax law 
for alternative insurance arrangements. Nu-
merous clarifications have been sought over 
the years to harmonise this position, and over 
time over time, it has become a little clearer.

The LRRA clearly outlines the treatment of 
RPGs and RRGs. For RPGs, state business 
tax is less clear. Most RPGs are formed as 
non-profit, non-stock entities, which, by de-
fault, would indicate exemption from federal 
and state income tax requirements. However, 

Many captive owners consolidate the 
captive tax return with its parent, which 
allows the offsetting of any captive losses 
against group income.

Governance

There is real advantage to deploying a gov-
ernance and management framework in any 
organisation. The framework should optimise 
the achievement of the strategy and protect 
the organisation from the adverse happen-
ings. These principles apply to RPGs, RRGs 
and captives.

Governance rules imposed by state regula-
tors can often alienate those to whom the 
rules apply. I believe that adopting a robust 
framework creates value for stakeholders by 
improving business operations. 

By default, it is also likely to cover the require-
ments of many state regulators.

Many may wish to consider the following 
governance elements: 
•	 Organisation: clear articulation of roles 

and responsibilities between board, 
management and operations.

•	 Management cycle: development of a 
cycle of activities that ensures that all as-
pects of an organisation are addressed. 
Continual business plan forecasting and 
variance checks.

•	 Risk management: articulation of a 
boards risk appetite and development of 
a framework that fosters a positive ap-
proach towards risk management.

•	 Internal controls: written policies that 
are periodically reviewed. Early warning 
systems in place for identifying devia-
tions from planned operations.

•	 Assurance: development of a methodol-
ogy to monitor activities and ensure that 
regular checks are carried out.

•	 Outsourcing: many functions in alterna-
tives are outsourced. A framework may 
consider clearly drafted service levels 
agreed that are monitored. CIT

looking further in to the underlying activities of 
the RPG, the vast majority may not necessar-
ily fall within the exempt activities as defined 
in IRS code 501(c)(3).

This raises an interesting anomaly that may 
require RPGs to apply for a business ID and 
file income taxes in each state that they op-
erate. It is clearer for RRGs that retain risk, 
as they fall within the definition of insurance 
and therefore file federal tax returns and are 
exempt from state tax requirements.

RRGs differ slightly to captive insurers that 
have challenges with passing IRS risk shift-
ing/distribution tests to have premiums paid 
to a captive deductible as an expense. For 
RRGs, the position is simpler as members 
of an RRG (albeit part owners of the entity) 
share their risk with others therefore achieve 
tax deductibility.

VehicleInsight
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A picture paints a thousand words, but what about an insurance policy? 
Milliman’s Michael Meehan takes a look 

Policy language: what’s not in there could cost you

When it comes to the language in insurance 
policies, it can pay to be fluent. Fluency in 
this case means not only understanding the 
language contained in a policy, but also rec-
ognising when key details may be missing. If 
an insured entity just ‘gets by’ in the arcane 
language of the insurance policy, or only un-
derstands ‘broken insurance’, the unexpected 
(and unfortunate) may happen. 

The general premise of any insurance policy 
is, ‘in the event of X, we will pay up to Y’, but 
insureds can find themselves responsible for 
losses they originally thought were covered 
under the terms of the policy. This often 
occurs when the insured simply assumed it 
was covered and didn’t take the time to read 
the policy, or misinterpreted the policy lan-
guage, perhaps because something was not 
clearly spelled out. 

Examples of this have been prevalent in 
personal lines since insurance was first con-
ceived. Insureds might incur losses to per-
sonal property such as their homes, and then 
learn their claims were denied because of an 
exclusion indicating the cause of loss was not 
actually a covered peril. In these cases it is 
often not the language in the policy that is the 
problem, but rather, the insured either wasn’t 
aware of the exclusion, or didn’t understand it 

This is a fairly common situation in today’s 
world. However, the increasing creativity of 
the language detailing the terms of policies 
is presenting insureds with new complexities. 
Some policies are now endorsed to include a 
maintenance self-insured deductible (MSID). 
An MSID essentially acts as a modified self-
insured layer once an aggregate limit has been 
reached. The result is that the attachment point 
of the insurer(s) is modified as well.

Let’s assume that ABC has an MSID of 
$250,000, would retain the first $250,000 
for each claim, once its $1 million aggregate 
deductible is exhausted. Under the terms of 
the insurance agreement with the captive, 
the captive would now attach at $250,000 
for each claim and provide coverage up to 
its per occurrence and aggregate limits. In 
arrangements such as these, the order in 
which claims are paid can affect which entity 
is responsible for payment of a claim and how 
much it is responsible for.

For instance, if there were three claims, each 
with a value of $250,000, ABC would pay 
each claim, thus exhausting $750,000 of its 
$1 million aggregate deductible. If there were 
then a fourth claim with an incurred value of $1 
million, ABC would pay the first $250,000 (thus 
exhausting the $1 million aggregate deductible) 

because it lacked clarity or details to explain 
what was actually intended by the insurer.

The same sorts of situations can be found in 
commercial policies, too. Today, insurers as well 
as insureds are getting more and more creative 
and sophisticated about how they craft policy 
language. The result is that it can sometimes be 
difficult to determine responsibility for who pays, 
when they pay, and how much they pay. In fact, 
there are situations where the order in which 
claims are paid can have a direct impact.

For instance, let’s assume that the company 
ABC is the parent company of a wholly owned 
captive insurance company. The captive insures 
the excess professional liability exposures of 
ABC on a claims-made basis. Under the terms 
of the policies, ABC has a per occurrence and 
an aggregate deductible of $1 million. 

The captive provides coverage of up to $3 
million per claim, attaching at $1 million per 
occurrence, with an aggregate limit of $3 mil-
lion. So, for example, if there was a $5 million 
claim, ABC would pay the first $1 million, and 
the captive would pay the next $3 million—its 
aggregate limit above the $1 million attach-
ment point. Think of the attachment point as 
a deductible, so unless a claim exceeds that 
amount, the captive is not exposed.

AgreementLanguage
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and the captive would attach at $250,000 and 
pay the remain ing $750,000.  For  any 
additional claims in the policy year, the captive 
would attach at ABC’s MSID of $250,000 and 
pay up to its aggregate limit of $3 million. In 
this scenario, ABC has paid a total of $1 
million—its $1 million aggregate deductible, 
and the captive has paid $750,000. We will 
call this Example 1A.

Now, in Example 2A, we simply switch the 
order in which these claims are paid—the $1 
million claim gets paid first, followed by the 
three $250,000 claims. In this case, ABC 
would pay the entire $1 million claim, exhaust-
ing the $1 million aggregate deductible, and 
bringing the MSID of $250,000 into play for 
any subsequent claims. The next three claims 
would also be paid by ABC as each one would 
fall within the $250,000 MSID. As a result, 
ABC would end up paying the entire $1.75 
million, while the captive would pay $0.

The retained losses by entity from Examples 
1A and 2A are illustrated in Table 1.

One might argue that, in these examples, the 
dollars are simply being shifted between two 
affiliates and that it has a net effect of $0 to the 
entities on a combined basis. If we ignore all 
the other impacts of dollars being paid by one 
entity versus the other (such as taxes, invest-
ment income, etc), that is essentially true. In this 
situation, the only one that may be concerned 
would be the captive insurance regulator.

Typically these types of arrangements include 
a third party: a reinsurance company. Let’s 
look at the situation again, assuming that 
reinsurance company XYZ provides reinsur-
ance coverage to the captive, which attaches 
once the captive’s aggregate limits of $3 mil-
lion have been reached. Under the terms of 
the policy, XYZ’s exposure to loss could vary 
depending on the order in which claims are 
paid, and could thus affect how much it would 
pay for claims.

Returning to Example 1A from above, let’s 
consider a fifth claim with an incurred value of 

tion, where the interests of one party are fa-
voured over those of another. For example, if 
the policy doesn’t specify how claims should 
be ordered, such as report date, accident 
date, date of first payment, or settlement date, 
this may lead to disputes between the rein-
surer and the insurer.

Using the settlement date as the method for or-
dering the claims as an example, who handles 
claims becomes a significant issue, particularly 
if they are handled by one of the entities that 
would be affected by the order in which they are 
paid. When even one party involved disagrees 
on the interpretation of its responsibilities, the 
whole thing can wind up in court. Interpretation 
of the applicable language in policies should be 
what dictates any decision. 

When there is no clear language or guidance 
on how a particular feature of the policy is 
to be interpreted, it would likely fall on the 
courts to make reasonable determinations. 
Perhaps report date, accident date, date of 
first payment, or settlement date are to be 
used. Regardless, it’s better for all parties 
that participate in the kinds of insurance and 
reinsurance agreements described here to 
make sure that who pays what, and when, is 
spelled out clearly up front. CIT

$3 million, which is to be paid last. Under this 
scenario, which we will call Example 1B, ABC 
would pay the first $250,000 of this new claim, 
the captive would then attach at $250,000 and 
pay the next $2.25 million, thus exhausting 
the entire $3 million aggregate limit. 

At this point, XYZ would attach at $2.5 mil-
lion on the particular claim (as opposed to the 
original attachment point of $4 million, assum-
ing no other claims), and pay the remaining 
$500,000. As a result, ABC will have paid a 
total of $1.25 million, the captive their entire 
$3 million aggregate limit, and XYZ $500,000. 
Further, XYZ would now attach at $250,000 
on any additional claims in this year (now a 
much lower attachment point than the original 
$4 million).

We will now introduce this same new claim to 
Example 2A from above, and again assume it 
is to be paid last. Under this scenario, which 
we will call Example 2B, ABC would pay the 
first $250,000 (the MSID), and the captive 
would attach at $250,000 and pay the next 
$2.75 million. As a result, ABC will have paid 
a total of $2 million, the captive $2.75 mil-
lion, and XYZ $0. Further, XYZ would now 
attach at $500,000 on the next claim (after 
the $250,000 MSID of ABC and the remaining 
$250,000 of the captive’s aggregate) and at 
$250,000 on any additional claims.

The retained losses by entity from Examples 1B 
and 2B are illustrated in Table 2.

Using the same block of claims, the result is 
that the amount paid by each entity varies 
based solely on the order in which the claims 
are paid. In the examples with the XYZ rein-
surance company, this becomes particularly 
important as it is no longer limited to the shift-
ing of dollars between two affiliated compa-
nies. Rather, the interests of multiple entities 
that have no affiliation beyond the captive 
insurer/insured relationship are affected.

The policy language in these situations is 
often unclear, introducing the sort of uncer-
tainty that could ultimately lead to manipula-
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Fiona Le Poidevin has resigned as chief 
executive of Guernsey Finance.

She will leave in early 2015 to become chief exec-
utive at the Channel Islands Securities Exchange.

Jim Gilligan, chairman of Guernsey Finance, 
said: “The board is disappointed that Le 
Poidevin has tendered her resignation but we 
would like to thank her for the invaluable con-
tribution she has made to Guernsey Finance.”

“Since Le Poidevin joined us nearly four years 
ago, her commitment and professionalism have 
been exemplary and she has been instrumental 
in helping drive the agency forward during the 
last two years in the role of chief executive.”

The board has already commenced the re-
cruitment process to identify Le Poidevin’s 
successor and her work for the second half 
of the year is already planned, including vis-
its to Asia and the Americas in the final few 
months of 2014.

Le Poidevin joined Guernsey Finance as tech-
nical director and deputy chief executive in 
early 2011 and succeeded Peter Niven as chief 
executive in July 2012.

Aon has appointed John Bruno as executive 
vice president of enterprise innovation and 
chief information officer.

Bruno joins Aon from NCR Corporation, where 
he worked since 2008. At NCR Bruno held sev-
eral positions with increased responsibility, most 
recently as executive vice president, industry and 
field operations, and corporate development. 

From 2007 to 2008, Bruno served as manag-
ing director and vice president of information 
technology at Goldman Sachs Group. 

He also has served in senior technology lead-
ership roles at Merrill Lynch & Co, Symbol 
Technologies, Cisco Systems, Bristol Myers 
Squibb and United Parcel Service.

Bruno will begin his new role on 1 September 
2014 and will be a member of the executive 
committee, reporting to Greg Case.

Willis Group Holdings has also named two 
regional leaders. Both will based in Singapore.

Chia Woon Ping has been recruited as the risk 
services regional director for North Asia.

Ping joins from Mark Risk Consulting, where he 
served as the North Asia property practice leader.

Sirikit Oh joins the firm as managing director, 
Asia head of technology, media and telecom-
munications (TMT). She previously led the 
technology practice for Asia, and was the Asia 
head of market relationship management.

She commented on joining the firm: “I was at-
tracted by Willis’s enthusiasm for the TMT seg-
ment. I am excited by the opportunity to build 
a new team, and provide clients with cutting-
edge risk analysis and insurance solutions.”

Simon Smith will be working for Guy Carpen-
ter & Company from 1 September.

Smith will be responsible for all of the global ma-
rine and energy team’s activities in Europe, the 
Middle East and Africa, and will also oversee all 
international protection and indemnity business.

He will be based in London and will report to James 
Summers, head of global marine and energy.

Smith has 30 years of experience in the ma-
rine market and was previously executive vice 
president at Skuld Services Limited responsi-
ble for business development, as well as being 
a member of the firm’s management board.

Prior to this, Smith was a senior broker in the 
marine reinsurance sector for over 20 years.

Hawaii insurance commissioner Gordon Ito 
has named Sanford Saito as deputy commis-
sioner and captive insurance administrator for 
the Department of Commerce and Consumer 
Affairs (DCCA) Insurance Division.

He previously held the position in an acting capacity.

Ito commented: “Saito is a dedicated team 
member who has played an integral role in the 
success of our captive insurance industry.”

“The insurance division will benefit from Saito’s 
continued leadership in maintaining our pru-
dent regulatory and business-friendly environ-
ment, which makes us one of the top domiciles 
in the world.”

Saito is a certified financial examiner and has 
been with the insurance division since 2004 as 
a captive insurance examiner. 

Prior to that, he worked in the DCCA as a pub-
lic utilities auditor.

Hawaii is ranked fourth in the US for largest 
captive domiciles. In fiscal year 2013, the Cap-
tive Insurance Branch brought in $2.13 million 
in premium taxes and fees for the state.

In addition, $18.4 million in economic benefit is 
attributed to Hawaii’s captive insurance industry 
through various professional services, annual 
conferences and visitor industry businesses.

Integro Insurance Brokers has recruited Ruth 
Kilduff as chairman, and Anne Anderson as 
president of its US operations, Integro USA.

Kilduff will lead the firm’s healthcare practice and 
its Boston operations, while Anderson will lead 

the firm’s New York operations. Both are also 
members of the firm’s operations committee.

The Kilduff and Anderson appointments follow a 
recently announced management reordering to 
better accommodate the firm’s rapid growth, im-
prove segmentation and enhance collaboration.

Marc Kunney, formerly president of Integro 
USA, had been named president of Integro’s 
North America operations.

Kilduff brings more than 30 years of experience 
in healthcare, as well as healthcare insurance, 
to her new role and has specific expertise in 
professional liability, alternative risk financing 
and risk consulting.

Prior to joining Integro in 2006, Kilduff served 
as a managing director at Marsh. CIT
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