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n July, A.M. Best released a “Best’s Market Segment Report” on the state of
rated captives in the U.S. This is the 18th year that they’ve compiled this report
and once again, they have only positive things to say about captives. According to
the report, “Our statistical analysis shows that the rated captive segment remains
exceptionally strong and continues to outperform its counterparts in the commercial
casualty segment.”

To analyze the segment, A.M. Best used a captive insurance composite (CIC)
made up of U.S. captives rated by the company. Their report found that in 2017
captives showed a profit of $1.3 billion before taxes. This number was down 18%
from 2016’s number of $1.58 billion. Due to the rough hurricane season last year,
underwriting results were worse than expected and impacted both traditional and
captive insurers. However, according to the report, “U.S. captives still posted a healthy
net underwriting profit and a combined ratio of 91.4% for the year.”
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The CIC showed that captives’
investment income increased in 2017,
going from $881.3 million in 2016 to
$773.0 million, or an increase of 14%.
Over the last five years, the compound
growth of capital and surplus showed an
annual growth rate of 5%. This change
was in addition to captives in the CIC
paying approximately $1.7 billion in
dividends to their parent companies and
owners.

While this report is glowing, it only covers
the captives rated by A.M. Best. Best
rates more than 200 captives worldwide,
with about 140 captives in the United
States. There are an estimated 3,000
captives in the U.S. and more than 5,500
total worldwide. Best’s compilation
includes only a fraction of the captives
in operation and captives that, in
general, are already well-structured and
successful.

A good rating can give a big boost to a captive’s reputation and solidify its standing
as a profitable business. Of course, the opposite is true too. If a captive gets a low
rating it would overshadow any good points the company would like to promote.
Often times, when an already rated company’s rating is lowered, they will withdraw
from the process entirely rather than be faced with a score that reflects poorly on
their business operations.

A.M. Best’s CIC leaves out a broad spectrum of captives doing business—captives
that can conduct their business without a credit rating. This is not to say that Best’s
report is not informative of the market. When rated captives are doing so well then
that is a good indicator that the greater market and non-rated captives are also doing
well.

The report outlines several ways in which captives excel. Captives in Best’s CIC are
doing better than their commercial market counterparts, they are also doing well
despite a market that is not especially favorable to their business, and captives have
taken the lead in implementing enterprise risk management (ERM) which goes a long
way to mitigating risk.

Captives that seek ratings through A.M.
Best or another rating company tend to
be established, have both the time and
money to invest in a third-party rating,
and have a good reason to get one. One
of those reasons is to secure reinsurance
and solidify fronting arrangements.
Good credit ratings can improve
business relations with service providers,
especially in the reinsurance market.
Other reasons are that a good rating
can help support the parent company’s
operations, it can help promote the
captive to new policyholders, and it can
help provide more transparency for a
captive’s business operations.
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CAPTIVES ARE DOING IT
BETTER

“Captives generally outperform the
commercial market. Since they rarely
seek out new, unrelated classes of
business, these companies rarely
stumble into poor risk selection or
underpricing, and so have more
consistent business profiles.” The
report states that the CIC outpaced the
underwriting and operating results of
Best’s composite of traditional insurance
companies by a margin of 14% and
12%. It also describes how captives have
almost no competition from traditional
insurers, and that group captives and risk
retention groups have renewal rates of
over 90%.

According to Anne Marie Towle, Captive Practice Leader with JLT Insurance
Management, there are six reasons that captives typically outperform the commercial
market: customized coverage for insureds, preventative mitigation strategies for
handling losses, limited or no commissions, focused loss control, pricing according
to risk based on third-party actuarial analysis, and focus on minimizing operating
expenses to maximize shareholder returns. “The combination of these factors helps
drive both the loss ratio and expense ratio lower than the commercial market,” said
Towle.

Best’s captive ratings are based on how captives fit within their parent organization,
the level of risk tolerance, and their business model. The reason that assessments
of captives are so different than those of traditional insurance companies is that
captives generally will have integrated risk management that closely aligns with their
parent company or owners’ interests. Captives also benefit from having a narrow
focus on the risks they insure. It is because captives and their owners work in tandem
to mitigate risk.

SCOR is committed to helping people live long and healthy lives.Through SCOR Life & Health
ventures,we are developing a community of trusted partners to provide our clients with services
that improve the health and wellness of their policyholders.These innovative offerings increase
engagement opportunities and empower policyholders to make healthy lifestyle choices.

www.scor.com
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“There is an alignment of interests between a captive and its insured,” said Joseph
Holahan, Of Counsel with Morris, Manning & Martin, LLP. “The insured owner is in the
best position to understand and manage its own risks and stands to gain by doing so.
There is also the fact that unlike a traditional carrier, a pure captive does not have any
costs to acquire and retain business, which can be a substantial savings.”

According to Jeffrey K. Kehler, Captive Program Administrator, Captive Division,
South Carolina Department of Insurance, “Those that form, or participate in, a captive
generally have a management team that is comfortable in taking risk, is well financed,
has a sound risk management program in place, and generally better loss experience
than is typical for their class of business. This is what makes the difference between
captive results and the traditional insurer results.”

CAPTIVES AND ERM

According to the report, “Enterprise risk management—establishing a risk-aware
culture and using tools to consistently identify and manage, as well as measure
risk and risk correlations—is the thread that links balance sheet strength, operating
performance, and business profile.”

Captives have the ability to quickly identify emerging risks due to the embedded
mindset of risk management. They must have in-depth knowledge of their insured’s
risks in order to successfully mitigate that risk. Traditional insurers, insuring a broad
swath of risks for dozens of different types of companies can’t enter into the same
type of risk management that a captive can. “Traditional carriers and captives both
benefit from ERM, but an organization with a captive has a stronger incentive to
manage risk, meaning the benefit is likely greater for captives,” said Holahan. “Having
a captive often is either part of or helps establish a virtuous circle that leads to more
effective risk management and loss control.”

Captives must work with their parent company or their member insureds to make the
most out its risk mitigation properties. Used properly, as the Best report indicates,
captives can help improve their parent company’s mindset about risk. According to
Kehler, “ERM is supported and enhanced by a captive due to better access to data,
an actuarial funding study that may uncover uninsured or unfunded risks, a clear view
of the total cost of risk, the ability to use surplus funds to provide bonus/incentive
programs for controlling losses, and the elevation of risk management to the board
level through reporting systems. Traditional insurance does not provide any of these
benefits.”
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CAPTIVES AND ADVERSE
MARKET CONDITIONS

“Captive insurers remain nimble and
steady despite headwinds from low
interest rates, changes in U.S. tax law,
and prolonged periods of soft market
conditions—which also demonstrates
how well these companies readily
identify emerging risks, as well as their
ability to take advantage of reinsurance
pricing when opportunities arise.” As the
report states, recent and current market
conditions are not what economists
would think of as the right conditions for
captives the thrive.

Captives have continued to grow despite
the market conditions due to their
flexibility to adapt to the needs of their
insureds. At their core, they are meant to
find solutions to complicated risk issues.
According to Holahan, “I think captive
owners are looking at the long-term
picture and realize that the value of their
captive program may fluctuate from year
to year but brings cost savings over the
long-term. Also, a captive program can
be modified as needed to fit what is
going on in the market and respond to
changes in the law.”

“Captives will survive and flourish even
in these strange financial times in which
we live,” said Kehler. “The reason they
survive is captives provide a means
to enhance risk management and an
alternative risk financing mechanism that
generates value for a firm in all economic
conditions. A captive can reduce the
amplitude of market swings and provide
greater control of a firm’s insurance
destiny.”

Unlock

Whether you’re looking at a claims
administration system for the first time or
are tired of navigating the complicated
maze of your current system, Hi-Tech
Health can provide a customized
software solution which will
eliminate your frustration
and put you on the
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Claims Administration
Puzzle

Your Business. Your Time. Your Way.

Whether your goal is to grow faster
while competing with larger Third Party
Administrators, streamline your paperwork, or
simplify your billing services, we’ll work with you,
one-on-one, in a fraction of the time it takes other
software companies to get you started!

25

YEARS
ou.
ns as Individual as Y

H

i-

Te c h H e a l

t

h

Soluti
o

1990-2015

1500 Route 517 Suite 200
Hackettstown, NJ 07840
908.813.3440
hi-techhealth.com
sales@hi-techhealth.com

According to Towle, “Captives at
their core have been designed to
solve risk challenges for their owner,
whether [writing] a broader policy with
limited exclusions or insuring risk the
commercial market doesn’t have capacity
for, captives will continue to thrive as an
alternative to the commercial market.”

FUTURE CHALLENGES

“A continued soft market may slow captive growth,” said
Holahan. “But I believe the value of captives is sufficient
that we will continue to see an expansion. I see many
creative things going on with captives, and I doubt market
conditions will put a stop to that.”
Karrie Hyatt is a freelance writer who has been involved in the captive industry for more than ten years. More
information about her work can be found at: www.karriehyatt.com.

Best’s report anticipates another good
year for captives, “Although a captive’s
mission is to break even, the CIC has
had an excellent profitability track
record, and we believe that, barring any
unforeseen issues, captives’ results
should again be favorable in 2018.”

While the prospects for 2018 might look
good, there are obstacles that captives
may face in the future. Some of the most
obvious challenges are the changing
federal tax landscape, strategies that
companies are misusing to avoid paying
taxes, and abuse of captive laws which
could lead to more rigorous scrutiny and
regulation.

For Kehler, there are three main threats
to captive insurance companies,
“Changes in federal or state insurance
regulation, NAIC attempts to regulate
captives directly or through accreditation
standards, and tax law changes. As
it stands at the moment, the captive
industry has survived and thrived the
most recent legislative and tax law
changes.”

42

THE SELF-INSURER

Koehler
LLC

Defends out-ofnetwork balance bills
in all 50 states

Utilizes a proprietary
and fully relational
database to manage
claims and provide
customizable reports

Has a record of
savings of up to 70%
of billed charges

