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Best Practices in Alternative Risk Financing

or several decades, traditional 
methods of protecting against 
risk have shifted from the pur­
chase of commercial insurance 

to new means of covering risks. These other 
methods are sometimes referred to as alter-
native risk financing, or alternatives, and 
typically include using a legal entity that 
assumes insurance risk from one or more 
entities.1 These entities can take many dif­
ferent forms (e.g., captives, risk retention/
purchasing groups, reciprocal companies, 
etc.). Understanding how these entities can 
be used for your clients to reduce the cost 
of insurance and better control their insur­
ance programs can be a significant asset 
not currently utilized or even known by 
your clients.

Use of alternatives

Alternatives first became popular in the 
healthcare industry but have expanded into 
a variety of other industries, including finan­
cial, construction, storage, agriculture, real 
estate, and technology. Regardless of indus­
try and based on our experience, many dif­
ferent types of risk may be covered through 
alternatives, including builders, property, in­
tellectual property, professional liability, gen­
eral liability, workers compensation, direc­
tors’ and officers’ liability, products liability, 

specialized risk (such as environmental) li­
ability, and cyber liability, one of the new­
est and more complicated types of liabili­
ties included in alternatives programs.2

Two primary advantages that alternatives 
provide are competitive premium rates and 
control over the insurance program. In ad­
dition, these programs can provide greater 
flexibility in how excess funds are ultimately 
used. Alternatives that bear risk, like cap­
tive insurance companies, also provide ac­
cess to reinsurance markets, allow insureds 
to focus on the causes of their losses, and 
provide the freedom to make internal deci­
sions about what and who is covered, just 
to name a few.

Captive insurance companies

Captive insurance companies are the 
most known alternatives and have been 
around since the late 1970s. By definition, 
a captive is an insurance company created 
and wholly owned by one (or more) par­
ent(s) to insure the risks of its owner(s) and, 
often, a group of affiliated companies.3 The 
most basic captive arrangement is a single-
parent or pure captive, where the owner/
insured pays a premium to its captive in 
exchange for insurance coverage for cer­
tain risks.4 Other more complicated captive 
structures exist, including multi-owner cap­
tives and cell or protected cell captives.5

Is a captive right for a client?

How does a client decide if a captive is 
right? The short answer is simple: if the ben­
efits outweigh the costs. However, the de­
tailed analysis is more complicated, encom­
passing recommendations from experts in 
tax, claims and coverage, operations man­

agement, and captive legal consultants in 
a feasibility study that attempts to answer 
that question based on the client’s specific 
needs. The feasibility study is the backbone 
underlying a captive’s formation. It is essen­
tially the measure that a company’s owners 
and industry consultants will use to deter­
mine whether the benefits of a captive out­
weigh the costs, e.g., state and federal tax 
costs, domicile selection (more on that be­
low), and program structure best designed 
for a client.

Selecting a domicile
Domicile selection is a significant fac­

tor driving much of a captive’s future op­
erations, and one should always compare 
various aspects of possible domiciles in 
making an informed choice. Captives can 
be domiciled either in the U.S. (onshore) 
or in a foreign country (offshore). A domi­
cile is the captive’s place of licensure and 
the state or country that will have primary 
regulatory oversight over the captive.6 Of 
the onshore domiciles, Vermont leads with 
505 captives as of September 2018.7 Vermont 
is often viewed as one of the most stable 
onshore domiciles with a long history of 
healthcare captives and reasonable regu­
latory flexibility. It was recently awarded 
the top U.S. Domicile for “excellence in 
captive insurance services” by Captive Re-
view Magazine.8

Bermuda and the Cayman Islands are the 
leaders of offshore domiciles, reported to 
have approximately 739 captives at the end 
of 2017 9 and 699 captives at the end of Sep­
tember 2018,10 respectively. Both Bermuda 
and the Cayman Islands passed captive leg­
islation in the 1970s; in our experience and 
despite any potentially negative public per­
ceptions associated with forming offshore, 
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they are longstanding domiciles with flexi­
ble regulatory environments (although per­
haps becoming less flexible).

Michigan enacted its own captive leg­
islation in 2008 and currently has 23 li­
censed captives.11 While still new, interest 
in forming Michigan captives continues to 
increase, in large part because of the ex­
pertise of the regulators. Michigan-based 
entities exploring alternatives that include 
a captive should make sure to include the 
state as a possible domicile.

Captive formation and operation
In the ongoing operation phase, owners 

and industry service providers have other 
responsibilities to address, including the han­
dling of claims and coverage issues; contin­
ued policy review; updates to organizational 
documents; domicile changes and changes 
in company structure (as needed); board 
and shareholder meetings; legal, regulatory, 
and tax updates; tax filings; regulatory and 
tax compliance; contracting in the reinsur­
ance market; and operational disputes. The 
services and cooperation of these experts 
are essential to the captive’s success. And 
in the event of a captive closure or merger, 
these same experts can help facilitate the 
transaction to protect the company’s best in­
terests. A number of factors should be con­
sidered, including:

•	 The overall goals of the program

•	 The industry segment

•	 Whether the entity/insureds conduct 
business in one state, multiple states,  
or internationally

•	 The current insurance program 
structure and desired changes

•	 The claim reserves and loss  
ratio histories

•	 The current and desired tax position

•	 Ease of program inception and  
ongoing maintenance

•	 Available initial funding (including 
funds available for service provider fees)

•	 Tolerance for various regulatory 
approaches

Conclusion
Captives are not for everyone, and the 

decision to form one should not be made 
lightly or without careful consultation with 
the assistance of experts who can provide 
input from an actuarial, financial, and in­
surance brokerage/coverage perspective. n
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