Consumer Information

CAPTIVE INSURANCE
A Risk Management Solution for Businesses

Risk Management | Actuarial Consulting | Employee Benefits

ABOUT RMC
RMC is an international provider of risk management and actuarial consulting
services. RMC specializes in the design and administration of innovative risk
management and insurance products for the small-to-medium sized business.
RMC offers a wide range of services which includes property & casualty solutions,
life, health & annuity solutions, traditional insurance, insurance-based corporate
finance solutions, comprehensive risk management, along with a wide variety of
employee benefit plan programs and solutions.
With more than half a billion of in-force insurance under administration, RMC’s
presence can be traced to thousands of people through an extensive network of
independent insurance agents, attorneys, accountants and financial planners. Where
there’s risk, you’ll find RMC...
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EXECUTIVE SUMMARY
THE CONCEPT
Captive insurance is a tool to manage the insurance risks of
operating a business, while providing the owners of the business
substantial benefits beyond the purchase of commercial insurance.
Captive insurance is obtained through a captive insurance company
(“captive”), which is an insurance company, created for the primary
purpose of insuring the risks of an operating business and its affiliated
companies. Establishing a captive allows the operating business to
take control of its risk management by allowing it to insure risks for
which coverage may not be available in the commercial market or may
be prohibitively expensive. Captive insurance is often less expensive
than commercial insurance, because it can be tailored to the needs
of the operating business. In addition, because the captive and the
operating business generally share the same or a related owner, the
captive can be a profit center, instead of a drain on resources. A
captive may also offer favorable tax advantages in the areas of wealth
preservation and transfer.
Captive insurance is a proven strategy for risk management that large
corporations have employed for years. Many Fortune 500 companies
have captives, and several well-known insurance companies got their
start as captives. Because of recent developments in the law, captive
insurance has become a strategy that small to mid-sized businesses can
employ. RMC’s captive insurance consulting services are designed to
guide businesses through the process of establishing and managing a
captive from start to finish.
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BENEFITS OF CAPTIVE INSURANCE
Filling the Gaps
Captive insurance can replace or supplement traditional forms of insurance available in the
commercial market. Commercial insurance may not provide adequate coverage for certain types
of risks. In fact, the commercial market may not even offer the types of insurance that a particular
business requires. In addition, a captive can fill gaps that are built into commercial insurance, such
as deductibles, policy exclusions and policy limits. A captive can bring peace of mind to a business
owner, who would not otherwise have adequate coverage.
Risk Transfer
A captive is an insurance company, and, like any insurance company, it provides protection against
risks that a business faces on a daily basis. While some of these risks may be remote, they could
have catastrophic consequences if they were to occur. Captive insurance allows a business to
transfer these risks to an insurance company, so it no longer is forced to self-insure these risks.

Operating Company

Transfer of Risk from Operating
Company to Captive

Captive Insurance
Company

Cost Efficiency
Captive insurance may be more cost-effective than commercial insurance. Because the primary
purpose of captive insurance is to insure the risks of an operating business, a captive can tailor its
coverage to the needs of the operating business. Because the captive and the operating business
are related, the captive will have greater knowledge about the business operations of its primary
insured and may be better able to forecast the nature, magnitude and frequency of risks faced by
the operating business than a commercial insurance company. This should result in reduced costs,
as the captive is able to develop a premium structure that reflects the risk exposure of the operating
business, instead of the industry as a whole. Costs may be further reduced, because a captive does
not have many of the expenses faced by a commercial insurance company. While a captive must
accept unrelated risk, its primary customer is its related operating business. As a result, it will not
have the same marketing expenses as a commercial insurance company, and its premiums may not
have to reflect these costs. In addition, because the captive and the operating business will share
the same or a related owner, the captive does not generally need a separate physical presence and
will not have the overhead expenses of a commercial insurance company. The captive’s reduced
expenses are passed on to the operating business in the form of lower premiums.
Another cost-efficiency may be reinsurance. Reinsurance is insurance for insurance companies
and is generally not available to the general public. An insurance company can reduce its risk
exposure through reinsurance, thereby lowering its costs. Because a captive may have access to
the reinsurance market, it can reduce its risk exposure and pass on the savings to the operating
business. In addition, the ability of the captive to obtain reinsurance for certain risks may give
the operating company greater leverage in negotiating premium rates with commercial insurance
companies.

2

CAPTIVE INSURANCE | A Risk Management Solution for Businesses

Finally, because the captive and the operating business often share the same or a related
owner, premiums paid to the captive by the operating business may, depending upon the
claims’ history of the operating business, ultimately revert to the owner. This feature, along
with the captive’s ability to more accurately price its risk, reduce or eliminate overhead and
obtain access to the reinsurance market, results in the ability of the captive to provide more
insurance coverage for each premium dollar.
Profitability
A captive is an independent business, separate and apart from its related operating business,
and like any business, it is in business to make a profit. To the extent that premiums paid to
the captive exceed claims paid by the captive, the premiums paid by the operating business
go to the bottom line of the captive. Since the captive and the operating business may have
the same or related owners, this means that insurance premiums paid by the operating
business to the captive may generate a profit for the owners. Compare this to premiums
paid to an unrelated, commercial insurer, which, in the absence of claims, are gone forever.
Estate Planning and Asset Protection
A captive can offer the same estate planning and asset protection opportunities as any
business. If the owners of the captive are the children of the owner of the operating
business, then assets can pass from one generation to the next, often without gift tax
considerations. Payments made by the operating business to the captive are not gifts from
the operating business to the captive, as long as they qualify as insurance premiums. And,
as stated above, to the extent that premiums paid by the operating business exceed claims
paid by the captive, those premiums will ultimately generate a profit for the owners of
the captive. The only payment that may be subject to gift tax would be the initial capital
contribution to the captive, if made by a person other than the owners of the captive. In
addition, because the captive is separate and apart from the operating business, the assets
of the captive should not be subject to third-party claims against the operating business or
its owners.

Business Owner

Heirs/Irrevocable Trust

2% General Partner

98% Limited Partner

Limited Partnership
100% Ownership
Premiums Paid

Captive Insurance
Company

Operating Business
Policies Issued
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TAX CONSIDERATIONS
Insurance companies are taxed differently than other companies under the Internal
Revenue Code (the “Code”). It is important that a captive be properly structured and
managed in order to take advantage of tax benefits available to insurance companies and
to avoid the pitfalls that are contained in the Code.
Premium Deductibility
Insurance premiums are generally deductible under section 162(a) of the Code as ordinary
and necessary business expenses. Accordingly, it is imperative that payments from the
operating business to the captive constitute insurance premiums. Otherwise, the operating
business will not be able to deduct its payments to the captive.

Parent Company

Captive Insurance Company

Income Deferral
Under normal circumstances, premiums paid to an insurance company would constitute
the taxable income of the insurance company. However, insurance companies are required
to maintain reserves to protect against future claims. The Code defers taxing these reserves
by providing a deduction from taxable income for such reserves. Only income in excess of
the company’s reserves is immediately taxable.
Election of 831(b) Tax Exemption
The Code provides an additional tax benefit for small insurance companies. Section 831(b)
of the Code permits an insurance company with annual premiums that do not exceed $1.2
million to be taxed on its investment income only. An insurance company must make an
affirmative election to be taxed under section 831(b). But, the election permits an insurance
company to receive premiums that are not subject to income tax.
IRS Compliance
Because a captive can offer such valuable tax benefits, there is also the potential for
significant abuses. The Internal Revenue Service is aware of these abuses and will challenge
arrangements that do not constitute insurance. You may want to obtain a private letter
ruling from the IRS.
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CAPTIVE IMPLEMENTATION AND ADMINISTRATION
Feasibility Study
The first step in implementing a captive is the feasibility study. The feasibility study reviews
the nature of the client’s business to determine whether the business has risks that can
be insured through a captive. The feasibility study will also explore alternate options for
risk management. An analysis is prepared to illustrate the benefits of providing insurance
through a captive as opposed to a commercial insurance company. In most cases, the
captive will provide significant advantages to the client. RMC will work closely with the
client and the client’s advisors to ensure that business goals and insurance needs are met.
Establishment and Administration
Once the client decides that a captive is a viable solution to the client’s insurance needs,
RMC will work with the client to establish the captive. The client needs to select a domicile,
and RMC will file the incorporation documentation with the appropriate authority in the
domicile. RMC will also prepare and file the application for an insurance license and will
work with the insurance department of the captive’s domicile to get the license issued.
The client will select the types of coverage to be provided by the captive, and RMC will
prepare the insurance contracts for filing with the insurance department. Premiums will
be established based upon the actuarial study obtained in connection with the feasibility
study. The captive will be required to invest premiums in order to maintain its solvency,
and RMC will execute those investments at the direction of the captive’s owner. RMC will
facilitate reinsurance, where necessary, and will administer the insurance, collect premiums
and resolve claims, on behalf of the captive. RMC will meet with the client on an annual
basis to review the operation of the captive and to make necessary adjustments in order to
comply with laws and the client’s business needs.
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CAPTIVE INSURANCE COMPANY
HISTORY 1
In its most basic form, a captive insurance
company is a wholly-owned insurance company
that underwrites the insurance needs of its
parent and related companies.
Captives
were originally created by associations. For
example, in the 1800s, New England textile
manufacturers formed captives to address the
problem of exorbitant fire insurance premiums.
Captive insurance companies, as we know them
today, were first established in the 1930s. The
first, modern-day captive insurance company
is thought to have been Mahoning Insurance
Company, established in 1935. It provided a
single, all-lines policy with Lloyd’s of London,
when similar coverage was not available through
the conventional insurance market, because of
that market’s strict rules and regulations. By
the early 1960s, there were approximately one
hundred captive insurance companies. In the
1970s, both Bermuda and the Cayman Islands
enacted robust legislation to standardize the
licensing and oversight of captive insurance
companies. Hundreds more were formed during
the 1980s, due to a hardening of the commercial
insurance market with restrictive underwriting
that caused a sudden increase in the premiums
for many common insurance policies. By the end
of the 1980s, the number of captives in existence
had climbed to approximately one thousand.
1. “Captives: An Overview.” CICA. February 2010
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Currently, Bermuda, the Cayman Islands and
the British Virgin Islands are the top domiciles
for captive insurance companies. Offshore
domiciles offer significant advantages over U.S.
jurisdictions, including lower capitalization
requirements, civil servants with knowledge and
experience working with captives and legislation
tailored to captive insurance companies. In
response to the growth of the captive insurance
industry, a number of U.S. jurisdictions entered
the captive insurance market in order to capture
some of the business that had been going offshore.
Vermont was the first state to enact captive
insurance legislation and is the largest domestic
domicile, both in terms of number of captives
and premiums written. Since 2002, when the
Internal Revenue Service created three safe
harbor provisions for U.S. captives, over thirty
U.S. jurisdictions have enacted captive insurance
legislation. Today, approximately 6,000 captives
are actively operating and account for more than
nine billion dollars in annual premiums.
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OVERVIEW OF PROCESS
TO ESTABLISH A CAPTIVE
INSURANCE COMPANY
The following is a general overview of the process of establishing a Captive Insurance
Company. RMC will guide you through this process.

FEASIBILITY STUDY AND RISK ASSESSMENT
The first step in the process is the completion of a feasibility study and risk assessment. The
purpose of the feasibility study and risk assessment is to determine the types of insurance
coverage that can be provided by the client’s captive.
»» The client completes and returns to RMC the Feasibility Questionnaire.
»» The client signs RMC’s Administration Agreement and remits to RMC the fee for
the Feasibility Study.
»» The client will participate in a telephone conference with RMC and an independent
property and casualty actuary to explain the nature of the client’s business and to
assist the actuary in determining the client’s risk exposure.
»» The actuary will submit their report for review.
RMC will review the report with client to discuss the risk assessment. The client will then
determine the types of insurance that will be provided by the captive and the premiums to
be paid.

ESTABLISHMENT OF CAPTIVE INSURANCE COMPANY
The client must first select the domicile of the captive. This is where the captive will be
incorporated. Each jurisdiction has its own regulatory and capitalization requirements. A
survey of viable domiciles will be provided in the feasibility study.
»» All vetting and incorporation documents must be returned to RMC at this time.
The required documents will vary depending upon the jurisdiction. RMC will
provide the required documents.
»» The client will choose a name for its captive. RMC will check the availability of
the name and, if the name is available, will reserve the name for the client’s captive.
»» RMC will prepare the Articles of Incorporation and all other documents required
to establish a corporation under the laws of the captive’s domicile.
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»» The client will designate the members of the Board of Directors of the captive.
»» RMC will submit the vetting documents and applications for an insurance license to the
Insurance Commissioner.
»» After approval of the insurance license, RMC will provide By-Laws, Minutes of the First
Meeting of the Board of Directors, Stock Certificates and any other documents required
to complete the organization of the captive.
»» The client will remit the balance of RMC’s administration fee, as set forth in the
Administration Agreement.

ACCOUNT SET UP
»» RMC will establish a checking account in the name of the captive.
»» The checking account will be owned by the captive, not by RMC.

EXAMPLE OF FUNDS ALLOCATION
Premium
Captive
Insurance Company

Reinsurance Premium

Operating Business

RMC P&C
Premium

Capitalization
The client will be required to make a capital contribution to the captive. Each jurisdiction may
have its own capitalization requirement. The capital contribution is in addition to any premiums
or fees paid by the client.
Premium and Reinsurance Payments
The operating business will pay insurance premiums to its captive. In addition, the operating
business will pay insurance premiums to RMC Property & Casualty, Ltd. (“RMC P&C”), an
independent property and casualty insurance company. The captive will enter into a reinsurance
agreement with RMC P&C, pursuant to which RMC P&C will cede unrelated insurance risks to
the captive. In addition, RMC P&C will pay reinsurance premiums to the captive in an amount
equal to the insurance premiums paid by the operating business to its captive, less a fee that is set
forth in the Administration Agreement.
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Investment and Management of Funds
The client is responsible for the management of the assets of the captive, including the initial and
all subsequent capital contributions to the captive and insurance and reinsurance premiums paid
to the captive. The captive’s domicile will impose certain requirements on the management of
the captive’s assets. These requirements include a solvency ratio to ensure that the captive has
the ability to pay claims asserted against it. The captive will be required to maintain a certain
percentage of its assets in cash or in investments that can be readily converted to cash in order to
maintain the required solvency ratio.

FINAL STEPS:
The captive is now ready for business. There will be a second meeting of the Board of Directors to
ratify the actions taken by the client in forming the captive. In addition, the Board will appoint the
company’s actuary and auditor. RMC will work with the client to properly administer the business
of the captive and to ensure its compliance with the insurance laws of its domicile

The information provided is meant to be a general guideline. Facts and circumstances may
vary with each particular case. PLEASE SEE ADMINSTRATION AGREEMENT AND
DIVERSIFICATION RULES FOR CAPTIVES FOR FURTHER INFORMATION.
All information in this brochure is general in nature and is provided for educational and/or
informational purposes. It is not intended to provide legal, accounting, or tax advice and should
not be relied on for any such purpose. Please consult an attorney, accountant, or financial advisor
to answer any accounting, financial or legal questions specific to your situation.
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FREQUENTLY ASKED
QUESTIONS
1. What is a Captive Insurance Company?

A Captive Insurance Company (“Captive”) is an insurance company formed by a business
primarily for the purpose of insuring the risks of the business and its affiliates. A Captive
is a corporation that is formed under the business laws of its domicile and is then licensed
to offer insurance policies. The state or foreign jurisdiction where the Captive is formed is
referred to as its “domicile.” A Captive must comply with the corporation and insurance
laws of its domicile.

2. Why should I consider a Captive?

A Captive enables a business to more effectively manage its insurance risks. A Captive
can provide insurance coverage that a business might otherwise obtain from a commercial
insurance company or that is unavailable in the commercial market. Premiums that would
otherwise be paid to an unrelated insurance company are instead paid to your Captive.
Like any insurance company, to the extent that premiums exceed claims, your Captive will
have an underwriting profit. The difference is that you get the benefit of these underwriting
profits, instead of an unrelated insurance company.

3. Is this is a new concept? How do I know that it is safe?

The concept of a Captive Insurance Company is not new. Captives have existed since the
early part of the last century. In fact, many Fortune 500 companies have Captives. What
is relatively new is that, in 2002, the Internal Revenue Service (“IRS”) issued guidance that
made it easier for smaller businesses to establish a Captive. The IRS guidance provided a
safe harbor for the design and operation of a Captive.

4. Who should consider forming a Captive?

Any business interested in more effectively managing its insurance risks should consider
forming a Captive. As stated above, many Fortune 500 companies have Captives. However,
even a smaller business can benefit from using a Captive to manage its insurance risks.
We have helped businesses as diverse as professional service organizations, farming cooperatives, health care providers, manufacturers, wholesale distributors, exporters and
importers, construction-related industries, such as general contractors and their suppliers,
and transportation and logistics companies form Captives.

5. What kind of insurance can a Captive provide?

A Captive can provide insurance for any insurable risk. Typically, a Captive will offer
insurance that is either not available in the commercial market or prohibitively expensive
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in the commercial market. The types of risk that a Captive can insure include, but are not
limited to:
»» General Liability

»» Loss of Key Supplier

»» Administrative Actions

»» Loss of Key Employee

»» Business Income Protection

»» Accounts Receivable

»» Computer Operations and Data

»» Intellectual Property

»» Product & Services Warranty

»» Mold Remediation

»» Litigation Expense

»» Earthquake & Volcanos

»» Contract Cancellation

»» Body-Part Insurance

»» Loss of Key Customer

6. Can a Captive provide life insurance?

Typically, a Captive will provide property and casualty insurance. However, the insurance
laws of a number of jurisdictions permit a Captive to obtain a life and health insurance
license.

7. How do I form a Captive?

As stated above, a Captive is a corporation that is formed in accordance with the laws of
its domicile. This means that a Captive will have to file articles of organization with the
business department of a state or foreign country, adopt by laws, have shareholders and
a board of directors, and issue stock. In addition, a Captive has to obtain an insurance
license from its domicile. This requires the filing of an application for an insurance license
and the vetting of the Captive’s shareholders. RMC will guide you through the process of
setting up your Captive.

8. How do I start?

The first step in the process is to obtain a feasibility study. RMC will help you obtain
the feasibility study. The feasibility study is performed by an independent actuary. The
feasibility study examines the nature of your business to help you determine whether a
Captive is appropriate for your business. The feasibility study will help you identify the
insurable risks that your business faces and the types of coverage that a Captive could
provide to mitigate these risks. In addition, the feasibility study will include an actuarial
study of the costs associated with these risks and provide guidance on the range of premiums
available to your Captive.

9. Who decides what policies to issue?

The board of directors of the Captive is responsible for the operation of the Captive,
including deciding what policies to offer. Typically, you will control the board of directors.
The business, setting up the Captive, selects the policies that it wants to buy from the
Captive.
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10. Who sets premiums for the Captive?

The board of directors is responsible for setting premiums. The feasibility study will provide
a range of premiums for the risks to be insured by the Captive. The board of directors
should establish premiums within that range.

11. Is there a minimum premium?

While there is no minimum premium required by law, a Captive is an insurance company,
and it may have to pay claims. An insurance company pays claims from the premiums that
it collects. The Captive should not set premiums below the minimum amount set forth in
the feasibility study.

12. Who makes the investment decisions for the Captive?

The board of directors is responsible for the operation of the Captive, including making
investment decisions. The board can delegate investment authority to an individual or a
committee. Because the owner of the Captive is likely to control the board of directors, the
owner will make investment decisions for the Captive. However, a Captive must maintain
a certain level of solvency. As a result, the investment decisions of the owner will be subject
to supervision by the insurance regulators of the Captive’s domicile.

13. Is this an employee benefit program?

No. A Captive is an insurance company. It is engaged in the business of issuing insurance
policies. While a Captive may provide many benefits to a business, it should not be viewed
as a replacement or supplement for an employee benefit plan.

14. Are there different types of Captives?

Yes. While the primary purpose of all Captives is the same – to provide insurance to one
or more businesses of the Captive’s owners – there are a number of options for structuring
the ownership of the Captive. Captives are creatures of statute, so the form of the Captive
depends upon the insurance laws of the state or foreign country where the owner wants to
establish the Captive. Please contact RMC for details.

15. Does a Captive have to wait 13 months before investing its
premium revenue?

While a Captive is not an investment vehicle, it is required to invest its premium revenue,
and it can begin to invest its revenue immediately upon receipt. Because a Captive must
maintain sufficient reserves to pay claims, the types of investment available to the Captive
may be limited by the insurance regulators of the Captive’s domicile. In addition, until
the Captive has accumulated adequate surplus, its investments may be required to be
more liquid and conservative. RMC will work with the Captive’s investment manager to
determine appropriate investments for the Captive.
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16. Can I stop paying premiums if I have a bad year?

Insurance is like any other business expense. A business must have sufficient revenue to pay
insurance premiums. While a business should not establish a Captive unless it anticipates a
long-term insurance need and expects to be able to pay insurance premiums, if conditions
change and your business can no longer afford the premiums, you can reduce or terminate your
insurance coverage.

17. Can I pay more premiums to my Captive if I have a good year?

As stated above, a Captive is not an investment vehicle. It is an insurance company. Premiums
are established using certain actuarial factors, consistently applied from year to year. Premiums
are not adjusted based upon the insured’s ability to pay. However, if there is a legitimate
business need, a business may increase coverage or buy additional policies.

18. Can my CPA do the accounting and audit work for my Captive?

RMC has developed relationships with a number of accountants and auditors, whose primary
focus is the Captive Insurance Company market and who have been approved by the insurance
regulators of many jurisdictions. You may use your CPA for accounting and tax preparation
work, as long as they are approved by the insurance regulators of the Captive’s domicile.
However, your CPA may not perform the annual audit, because the annual audit must be
performed by an independent auditor. While RMC will work with any professional that you
select, you are responsible for all accounting and audit expenses.

19. If I have a claim in the first year, will my Captive be able to pay
the claim?

A Captive pays claims from premium revenue and capital contributions. If premium revenue
is insufficient to pay claims, then additional capital contributions may be required.

20. Can I purchase employee benefits using my Captive?

A Captive is a business, and, like any business, it may provide employee benefits to its employees,
if it has surplus funds after reserving for potential claims. In addition, the business may be able
to fund certain employee benefits for its employees through the Captive, if the Captive has
obtained a life and health insurance license. The business may be required to get the consent
of the Department of Labor.

21. How do I file a claim?

In the event that you have a loss, you would file a claim with your Captive. Like any insurance
company, the Captive will investigate your claim, and, if the claim is covered under your policy,
the Captive will pay the claim.

22. What protection do I have from claims against other Captives?

Your Captive, along with many other Captives, will enter into a reinsurance arrangement with
RMC P&C. Under that reinsurance arrangement, your Captive will reinsure a small percentage
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of each property and casualty insurance policy issued by RMC P&C. The policies written by
RMC P&C are excess risk policies. In other words, they cover claims in excess of the limits
of the policies written by the Captives. In addition, the owners of the other Captives share
your desire to minimize exposure. If a claim is filed against RMC P&C, it will investigate
the claim and, like any insurance company, attempt to minimize its exposure. If RMC P&C
pays the claim, your Captive would be responsible for a small percentage of the claim.
While your Captive is an insurance company and must be prepared to pay claims, we feel
that there are sufficient underwriting controls in place to minimize exposure. However, we
cannot guarantee that no claims will be filed against your Captive under its reinsurance
arrangement with RMC P&C.

23. What happens to the Captive when I retire?

When you retire from the operating business, you have a number of options for your Captive.
You can remain a shareholder in the Captive and continue to operate its business. You can
sell or transfer your shares in the Captive, and the Captive will be run by the transferee. You
can dissolve the Captive and distribute its assets to the shareholders. RMC will work with
you and your legal and tax advisors to develop a plan that best meets your goals.

24. Can I access the surplus and reserve of the Captive?

You cannot access the reserves of the Captive. The Captive’s reserves are set aside to pay
claims and in order to maintain the solvency and integrity of your Captive; the reserves
can only be used for such purposes. However, like any corporation, your Captive can pay
dividends from its surplus. If the Captive pays dividends, the shareholders must pay taxes
on the distributions. As the owner of the Captive, you and your legal and tax advisors can
determine whether the Captive has the ability to pay dividends.
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