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Two trends will
continue to drive
interest in funding
employee benefit
risks through
captives in 2016.
Debbie Liebeskind
Senior consultant and life/health actuary
with Towers Watson in Parsippany, N.J.
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SMALL CAPTIVES, BENEFITS INTEREST
The global captive industry has come a long way
since the first World Captive Forum 25 years ago.
The number of captives in 1991 was
slightly more than 2,800 worldwide, based
in a small number of domiciles. Today,
there are at least 71 domiciles and more
than 6,800 licensed captives globally.
The growth in overall numbers has been
accompanied by the diversiﬁcation of types
of captives, making captive insurance an
option for organizations of virtually all sizes,
from small businesses and nonproﬁt entities
to global multinational corporations.
Growth in the captive industry today is
largely coming from companies forming
smaller captives, as well as from multinational
companies that are expanding, said Nicholas
Frost, president of R&Q Quest Management
Services Ltd. in Bermuda.
“We’re seeing a lot of interest from Latin
America,” said Frost. “As these markets mature,
Latin American clients are looking to set up in
Bermuda, enjoying the multitude of opportunities afforded by owning a captive, which can
include improved coverage, lower cost of risk
and direct access to leading reinsurance. Until
very recently, the majority of interest from the

25 Years
OF CAPTIVE HISTORY

region was from Colombia and Mexico, while
now we are seeing interest across the wider
region, including Chile. We are also seeing
more interest from companies in Canada.”
Steve Kinion, director of the Bureau of Captive and Financial Insurance Products at the
Delaware Department of Insurance, is seeing
“a proliferation of captives in the past ﬁve
years, especially microcaptives, in many
domiciles. Delaware is indicative of that growth.”
Microcaptives, typically formed by smaller
parent organizations, are those that elect not
to pay taxes on underwriting income under
the Internal Revenue Code 831(b). The Internal
Revenue Service permits such captives to
seek an exemption provided that their premium
volume is below $1.2 million. Microcaptives
do pay taxes, however, on investment income.
As of 2013, “about 80% of Fortune 500
companies had a captive of some type, so
that’s an 80% market penetration. Only 20%
or so of small to midsize companies had
captives. While that has increased to 20% to
25% now, there still is tremendous opportunity for growth in this area,” Mr. Kinion said.

Milestones mark steady growth in captive industry since 1991

The growth of captive insurance entities over the past quarter-century has been remarkably steady, captive industry data shows. From a worldwide total of about 2,800 in
1991 to nearly 7,000 licensed captives today, the captive movement is stronger than ever. Here are some of the highlights of the captive industry during the past 25 years:

Vermont’s captives
generate premium
volume exceeding
$1 billion.

11991
991

General Electric Co. captive Electric Mutual Liability
Insurance Co., redomiciles to Bermuda and
subsequently declares itself to be underreserved
for GE asbestos and environmental liability claims
and insolvent by more than $500 million.
EMLICO is sued by its reinsurers, which charge
that GE and the captive planned the collapse, but
EMLICO prevails and enters liquidation.

Columbia Energy Group gains
approval to fund U.S. employee
beneﬁt risks through its Vermont
branch captive. This precedent
blazes a trail for other captive
owners to follow.

2000
2
000

1995
1995

11992
992
The Internal Revenue Service
states that companies can deduct
group term life premiums paid to
captives because the premiums
represent unrelated business.

The Sept. 11, 2001, terrorist attacks
on the World Trade Center and the
Pentagon create one of the worst-ever
loss events, more than $20 billion in
total insured losses. Uncertainty and
delay in establishing a permanent
federal government backstop for
terrorism risk prompt some businesses
to fund their terrorism risks through
captives.

2
001
2001

2001
2
001

1998
1998
Goldman Sachs & Co. establishes
Arrow Reinsurance Co. Ltd., a
special-purpose reinsurer in
Bermuda that marks the first
Bermuda reinsurer owned by an
investment bank. Lehman Brothers
follows suit a few months later
with Lehman Re Ltd.

2000
2
000
Bermuda’s Segregated
Accounts Companies Act
permits registration of
protected-cell captives,
paving the way for more
captive formations.

Captive owners obtain a favorable ruling
from the 11th U.S. Circuit Court of
Appeals in United Parcel Service vs.
Commissioner on the tax deductibility of
premiums paid to captives. UPS built on
the landmark 1987 Tax Court ruling in
Humana vs. Commissioner, which
recognized the tax deductibility of captive
premiums under certain circumstances.

GROWTH
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FUELING GLOBAL
He attributes the growth in captives by
smaller entities to the expansion of different
types of captives. “It’s like the chips and soda
aisle in the grocery store – there are many
more choices today than there were in the
1990s. Just as we’ve seen boutique or niche
products in different industries, now we’re
seeing more choices in types of captives: cells,
series, group captives and association captives,”
Mr. Kinion explained. “There’s a captive type
somewhere that will ﬁt your needs. That helps
businesses to be more productive.”
Large companies based in Delaware also are
sponsoring captives, Mr. Kinion said. “Delaware
is the home of 64% of the U.S. Fortune 500, and
we are seeing growth in captives owned by
Delaware-domiciled corporations,” he said.
Captives funding new risks
As the types of captive entities have expanded,
so too have the types of risks that captive
owners have sought to fund through those
structures. What risks a captive owner chooses
to fund depend largely on the owner’s needs.

Vermont, with more than
500 captives, becomes the
third-largest domicile in the
world, behind Bermuda and
the Cayman Islands.

2002
2
002

For some, a captive is useful for ﬁnancing the
working-layer risks in a property or casualty
program, to increase attachment points for
commercial insurance and therefore reduce
the costs of coverage. For others, the captive
can provide coverage for which there are few
commercial options, or where capacity is
limited or expensive.
“Today there is a tremendous amount of
difference in the coverages that a captive
provides,” compared with a few years ago, Mr.
Kinion said. “In the last 12 months, there has
been a real proliferation of cyber risk funded in
captives,” he said. For example, some owners
are using their captives to reimburse the
parent companies for expenses related to
third-party liability, which frequently occur in
data breaches, he explained.
“And it’s not just retailers looking to use
captives for these expenses. It could be
plumbing contractors or other service
businesses that observe breaches and want
to protect themselves,” Mr. Kinion said. “Risks
for cyber are changing all the time, and the cost

The number of licensed
captives worldwide
surpasses 5,000 for the
ﬁrst time, according to
Business Insurance’s
annual ranking.

2014
2
014

2
014
2014

2
003
2003
The U.S. Department of Labor approves
Archer Daniels Midland Co.’s petition to
reinsure group life beneﬁts through its
captive. This decision, on the heels of
the Columbia Energy decision in 2000,
paves the way for other captive owners
to seek fast-track approval from the
department.

of cyber breaches keeps going up. Companies
see this and say to themselves, ‘We need to
cover our exposure.’”
For the past several years, an increasing
number of captive owners have expressed
interest in funding U.S. employee beneﬁts
through their captives. But funding those
benefits requires U.S. Department of Labor
approval (see story, page 10).
Only a few dozen large employers have
obtained approval to ﬁnance U.S. beneﬁts in
captive programs, but industry observers
expect that number to grow signiﬁcantly.
Delaware’s Bureau of Captive and Financial
Products estimates that the total market for
beneﬁts that are eligible for captive coverage is
about $800 billion, Mr. Kinion said. “There
obviously is a tremendous growth opportunity
in funding beneﬁts through captives, and only
a fraction of it has been served so far,” he said.
“The last two months have seen a spike in interest in funding beneﬁts in Delaware captives. I expect to see a lot of new developments in beneﬁt
ﬁnancing in the coming years.” •

The IRS begins looking closer at captives formed
under Section 831(b) of the Internal Revenue Code,
which dates back to 1986, for abusive practices. The
intent of the law was to extend the tax beneﬁts of
self-insurance to smaller and midsize entities. By
2014, however, the IRS grew concerned that many
831(b) captives were formed not for self-insurance
but to avoid tax.

2007
2
007

2
010
2010
Captive premiums account for
10% of global commercial
insurance premiums, or about
$60 billion, according to an
estimate by Swiss Reinsurance Co.

5

The IRS rules that an innovative plan by The CocaCola Co. to fund retiree health care beneﬁts through
its captive qualiﬁes as insurance. Observers hail the
ruling as expanding the types of benefits risks
that captive parents can fund through their captives.
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Global distribution of captives
As of 2011, more than one-third of
global captives were in U.S. domiciles
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Domicile choices abound

WORLDWIDE
A critical step in the decision to form a captive entity is the
choice of domicile: where it will be licensed and where it will operate.
There are dozens of jurisdictions around the
world with captive insurance laws. As a result,
there are lots of choices on where to base a
captive, said Nicholas Frost, president of R&Q
Quest Management Services Ltd. in Bermuda.
“Most clients want to go where there is
good infrastructure for captives,” he said. The
proliferation of captive domiciles, especially
in the United States over the past 10 years,
has increased the number of onshore options
for captive owners. “Establishing a captive jurisdiction has become popular, but you can’t
just pass a law and expect people to show up,”
Frost said. “Successful domiciles have the
legal and ﬁnancial infrastructure to support

captives – managers, lawyers and auditors
who all understand what a captive is.”
Most of R&Q Quest’s clients are in
Bermuda, the world’s largest captive domicile,
where the ﬁrm has been based for the past
40 years, Mr. Frost said. “But there are many
other domiciles with strong regulations and
infrastructure. Selecting a domicile tends to
be driven by the client,” he said.
According to Business Insurance research
data, more than 60% of the world’s captives
are based in the 10 largest domiciles, several
of which — including Bermuda, the Cayman
Islands and Vermont — have operated for
decades. •

World’s largest captive domiciles
DOMICILE

CAPTIVES IN 2014

800

Bermuda

759

Cayman Islands

584

Vermont

422

Utah

379

Anguilla

333

Delaware

321

Guernsey

281

Nevis

271

Barbados
Luxembourg

224

Source: Business Insurance
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Fronting, ROI
Even though the options for forming
captives and interest in doing so have never
been greater, owning a captive is not necessarily
easy. Many captive parents face challenges,
from ﬁnding suitable fronting services to
achieving investment income targets, observers
say.
Running a business that intentionally
takes risk on its balance sheet requires
owners to temper their expectations with a
clear understanding of the long-term beneﬁts
of a captive, which include reduced cost of
risk, less volatility in risk transfer and
enhanced organizational risk management.
Return on investment with a captive, especially in the form of investment income, can
be a challenge for captive owners, noted
Nicholas Frost, president of R&Q Quest Management Services Ltd. in Bermuda.
One trend that R&Q Quest has seen is
more conservative underwriting by captives.
“Captives today are writing more conservatively. For example, in Bermuda you can write
on a 5:1 premium-to-capital ratio,” Mr. Frost
said. That is partly because investment income
to offset underwriting results is scarce, he
noted.
In the 1990s, companies “could get huge
amounts of investment income. That’s not
happening now. Companies are not making
investment income” in the current market,
Mr. Frost explained.
Historical data support this trend. The

Insurance Information Institute (III), for
example, found that commercial property/casualty insurers’ net income rose steadily from
1993 to 1997, fell slightly in the ensuing years
and spiked from 2004 to 2006 before going
flat in 2007. The III’s analysis showed P/C
insurers’ net investment income grew 3.3%
in 2010 before three straight years of investment income declines. When net income is
expressed as a percentage of equity, property/
casualty insurers lag well behind Fortune 500
industrial and service businesses. The III
found that, in 2014, the rate of return for P/C
insurers on a generally accepted accounting
principles basis was 7.5%, while the Fortune
500 group’s rate of return was 14.2%.

Fronting woes
Insurance regulators require captives that
write certain risks, such as workers
compensation and third-party liability
business, to use fronting arrangements with
approved insurance companies. Fronting is
challenging for captive owners, because there
are few strong fronting companies, Mr. Frost
said. The largest players currently have been
providing such services for many years and
have the lion’s share of the market.
“It’s very difficult for a new entity to front
captives. The margins are not there, and that
can be hard to explain to a board,” Mr. Frost
said.
Regulators require fronting insurance
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hard for captives
companies to guarantee the payment of
claims. If the fronted captive becomes insolvent,
the fronting company is responsible. Some
fronts share risks with captives, and sometimes 100% of the risks are ceded back to the
captive. In addition to fees, fronting companies generally require captive owners to collateralize their expected liabilities through a
letter of credit (LOC) or provide security
with other assets.
Such requirements can pose a challenge
to captive owners. “An LOC to support a
fronted captive can cost more than the cash
generated by investments,” Mr. Frost said.
Stop-loss in crosshairs?
Steve Kinion, director of the Bureau of
Captive and Financial Products at the
Delaware Department of Insurance, said he
has observed strong interest by captive owners
in medical stop-loss arrangements. Using a
captive to write medical stop-loss coverage is
viewed as an effective way for employers that
self-fund employee beneﬁts to reduce the
risk of high-cost claims. The National Association of Insurance Commissioners, however, is considering changes to its Credit for
Reinsurance Model Act that would authorize insurance regulators to reduce or eliminate the
credit for reinsurance retroactively, or implement additional requirements, Mr. Kinion said.
These could include measures that discourage
fronting insurers from participating in

medical stop-loss arrangements that cover
smaller employers, he cautioned.
Credit for reinsurance is an important
ﬁnancial beneﬁt of fronting. When an insurance
company cedes risk to a reinsurer, it is entitled
to take a credit on its balance sheet for the
reinsurance. Conversely, the reinsurer must
report the assumed risk as a liability on its
balance sheet. In medical stop-loss arrangements, Mr. Kinion explained, a captive acts as
the reinsurer, and when more lives are covered
under the reinsurance, the fewer are covered
by the commercial market.
“There has been strong proliferation of
stop-loss in captives. Some regulators might
decide that’s hurting the small-group market
for health care insurance,” Mr. Kinion said.
“The proposed changes may dissuade
fronting companies from getting involved in
funding medical stop-loss. We typically don’t
see retroactive application of NAIC model
law.”
Regulatory scrutiny
One other challenge that Mr. Kinion sees,
as a regulator and longtime observer of the
captive industry, is the growth of regulation.
“Increased scrutiny at both the federal and
state levels will be a challenge,” he said. “Captive
insurance is no longer a small industry with a
few domiciles. As more jurisdictions look at
captives, I think you’ll see increased regulatory issues in the future.” •

“

As more
jurisdictions look
at captives,
I think you’ll
see increased
regulatory issues
in the future.

”

Steve Kinion
Director of the Bureau of Captive and
Financial Products at the Delaware
Department of Insurance
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Benefits CAPTIVES Expected to SOAR

Two trends will continue to drive interest
in funding employee beneﬁt risks through
captives in 2016, said Debbie Liebeskind, a
senior consultant and life/health actuary with
Towers Watson in Parsippany, N.J.
One is that the U.S. Department of Labor
has resumed its fast-track approval program,
known as ExPro, for employers seeking to fund
U.S. beneﬁts in their captives, she said. The
Labor Department suspended ExPro in 2012
while it reviewed the criteria for fast-track approval. It continued to consider individual employer applications for funding beneﬁts and
reinstated the fast-track process in 2015.
The other trend, Ms. Liebeskind said, is
that beneﬁt plan sponsors are experiencing
more volatility in their health plans as the
Affordable Care Act has eliminated annual
and lifetime maximums, which means that
medical beneﬁt plans can no longer cap their
coverage. Such coverage maximums have
traditionally been used to mitigate high-cost
claims, she said. With those maximums
removed, plan sponsors are more eager to
explore ways to reduce the volatility; captives
are increasingly entering the conversation,
she added.
Steve Kinion, director of the Bureau of
Captive and Financial Products at the
Delaware Department of Insurance, agreed
that beneﬁt captives are poised for rapid
growth.
“Since ExPro has returned, we’re seeing
more interest by captive owners in Delaware
in funding beneﬁts,” he said. “In 2016, we’ll
see those captives forming. There’s a longer
cycle for licensing beneﬁt captives. Next year
should be a strong year for beneﬁts funding
in captives.”
New benefit risks
Employee beneﬁt coverages that are being

funded in captives include life and accidental
death and dismemberment, for both active
employees and retirees. But other benefit
risks are also beginning to enter captives,
observers note.
“Some smaller companies are putting
loss of key employee and loss of key supplier
policies into their captives,” which is a relatively
new development, said Nicholas Frost,
president of R&Q Quest Management Services
Ltd. in Bermuda.
More companies are looking at funding
cyber liability coverage through their captives,
Mr. Frost said. “Whether it’s a large national
entity or a small entity with either health
records or an abundance of credit card
transactions, risk managers are trying to get
their arms around this relatively new risk
exposure and how to ﬁnance it through the
captive,” he said.
“Medical stop-loss is one growth area for
captives. There is a lot of that going on now.
People are looking to fund that through a captive. Smaller employers, however, are not putting beneﬁts into captives,” said Mr. Frost.
Towers Watson’s Ms. Liebeskind said that
medical stop-loss is “quite easy to get
started” through a captive because it does
not require U.S. Department of Labor approval.
Medical stop-loss coverage is not considered
a beneﬁt under the Employee Retirement Income Security Act, or ERISA, and therefore
does not require approval. Medical and retirement beneﬁts governed by ERISA, however,
are subject to Department of Labor approval.
With increasing claim volatility in health
plans, more employers are saying, “We hadn’t
thought about medical stop-loss before but
now we need it as we are concerned about
paying for high-cost claims through the human
resources budget,” she explained. A captive can
provide more ﬁnancially viable ways to fund the

risk, Ms. Liebeskind pointed out.
“In fact, January is not too early to start
thinking about stop-loss,” she said. “Thinking
about that option in the beginning of the plan
year is a good idea, though a feasibility study
for funding beneﬁt risks can be conducted at
any time during the plan year,” she added.
One of the advantages of feasibility studies
is their actuarial analysis of claims data to
determine the cost of coverage at different
attachment points. “If expected claims are
predictable, you might not have to buy stoploss coverage at all. If the claims show volatility,
then you can utilize your captive. One other
advantage of funding stop-loss is that it
typically is not correlated with any other risks
in the captive,” which can help with liquidity
and capital requirements, Ms. Liebeskind
said.
“For ERISA beneﬁts, the ﬁrst quarter in a
calendar year is a great time to conduct a
feasibility study. It enables employers to
conduct procurement to find a fronting
carrier and coordinate with plan enrollment,”
Ms. Liebeskind said.
The most cost-effective beneﬁt risks to
fund through captives “tend to be the ones
with long tails, such as long-term disability
and life insurance with waiver of premium,”
she suggested.
Stop-loss medical insurance for active
employees is an area of growing interest.
Stop-loss comes in two forms: speciﬁc stoploss, which is triggered when claims exceed a
predetermined cap placed on individuals
covered by the plan; and aggregate stop-loss,
which typically kicks in when claims in the
plan year exceed 125% of the expected
amount. For self-funding employers with a
smaller number of lives covered in their plans,
speciﬁc stop-loss can be more economical
than aggregate coverage. •

BENEFIT CAPTIVE INNOVATIONS

Interest in funding benefit risks through captives continues to grow, and helping fuel
that interest are innovative approaches in recent years by high-profile employers.

For example, The Coca-Cola Co. uses its South Carolina-based captive, Red Re Inc., to fund international life, disability and medical insurance.
In 2013, Atlanta-based Coca-Cola obtained permission from the Labor Department to fund AD&D beneﬁts for U.S. employees. In 2014, the
Internal Revenue Service ruled that Coca-Cola’s innovative plan to fund retiree health care beneﬁts through a voluntary employees’ beneﬁciary association does constitute insurance. The IRS ruling not only gives Coca-Cola tax advantages but also opens the door for other employers to pursue similar captive beneﬁt strategies.
In an example of scale, Detroit-based General Motors Corp. funds life and health insurance, and other employee beneﬁts, for 85% of its
non-U.S. employees through its Bermuda-based captive, General International Ltd. The captive helps the giant automaker to save tens of
millions of dollars annually while providing promised beneﬁts.
“People have looked at what Coca-Cola and General Motors have done with their captives, and those are areas that I think we’ll see a lot
of growth and interest in, now that ExPro is back,” said Steve Kinion, director of the Bureau of Captive and Financial Products at the Delaware
Department of Insurance.
Innovative captive programs can be complex and difficult to understand. “It’s important to have knowledgeable regulators,” Mr. Kinion
said. He has a practice of meeting periodically with the U.S. Department of Labor staff to discuss captive trends and share things he learns.

NEW & EMERGING RISKS
Industry leaders convene at this domicile-neutral conference to discuss strategies and best practices
on Benefits and Property/Casualty captives. Registration includes four days of roundtable
discussions and keynotes coupled with unrivaled networking opportunities for executives whose
organizations have risks insured by a captive or who are exploring the formation of one.

PROPERTY/CASUALTY SESSIONS INCLUDE:
◗ Accountable Care…Accountable Captives:
The Changing Landscape of Health Care Liability
◗ Hedging their Bets? Reinsurance and Fronting Market Update
◗ Captives in Latin America: Growth and Challenges
◗ Using Group Captives to Manage Medical Stop-Loss
◗ "Small" Captives and Cells
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