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KEEPING CAPTIVES COMPLIANT

Michael A. DiMayo and Kevin E. Myers, principals at Oxford Risk Management Group, discuss the importance of
ensuring compliance and other things to consider for enterprise risk captives making an 831(b) election

s with any business strategy,
it is essential to conduct the
appropriate due diligence to
ensure compliant implemen-
tation, and captive insurance
arrangements are no excep-
tion. Business owners interested in the even-
tual creation of a captive insurance company
can benefit from a risk management analysis
and comprehensive plan to more effectively
manage enterprise risks and control costs.

Risk management

At the heart of every captive insurance imple-
mentation is risk management. A captive
insurance company can provide protection
against risks proving to be too costly to obtain
via traditional insurers or may be unavail-
able in commercial markets. It may also be
utilized to address the inability to obtain
specialized types of coverage from commer-
cial third-party insurers. For example, your
company may be subject to economic loss
due to governmental regulatory or legislative
changes. While it would make a lot of sense
for you to purchase coverage for protection
from these risks, you may find that this type
of policy is simply unavailable. Your captive
insurance company is better equipped to
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offer specialized coverage, tailored specifi-
cally to your unique business needs.

If a captive insurance company is selected
during the risk management process as the

preferred way of addressing certain expo-
sures, much of the information gathered in
the risk identification process will be utilized
in the preparation of the captive’s feasibility
study and business plan. It is important to
understand that while a captive can be uti-
lized to replace existing insurance coverage,
this may not always be the case. Coverage
issued by the captive such as deductible reim-
bursement does not have to take the place of
existing coverage, especially when your exist-
ingpolicies provide coverage against the types
of risks, which may result in catastrophic
losses. The captive can provide a policy, engi-
neered to the insurers unique specifications,
to supplement these traditional lines of cov-
erage. In most cases, to the extent existing
property and casualty coverage is reasonably
priced, the most attractive option may be to
retain fully-guaranteed existing policies for
traditional coverage, while supplementing it
by addressing self-insured risks with a cap-
tive insurance company. Therefore policy
features, coverage and limits can be drafted
to meet your specific enterprise exposures.

Business purpose
The concept of valid business purpose is
vitally important and the operating com-
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pany should view management of risk as
a process significantly more involved than
merely purchasing traditional insurance.
The risk management process generally
begins with the identification and quanti-
fication of all exposures, perils and hazards
existing in the organization. The risk man-
ager and insurance broker play an impor-
tant role in the identification of potential
causes of loss, which may adversely impact
the organization. The decision to transfer
or retain risk is a financial decision. The
risk manager must be knowledgeable about
all aspects of the organization’s operations,
in addition to the business and regulatory
environment within which they work.

Proper underwriting and pricing

One of the most important aspects of the
captive implementation process is under-
writing. Those individuals who understand
the risk profile and business operations
should be involved in the underwriting
process. That will include the owners of the
operating companies, and likely, upper-
level management and any internal risk
control employees. Underwriting is not a
“set and forget it” matter. An underwriting
plan must be reviewed annually to account
for changes in its related operating compa-
ny’s business conditions and/or property
and casualty pricing environment.

As part of the process, it is essen-
tial to obtain responsible pricing via
independent, third-party credentialed
actuaries. Whenever possible, pricing
should reflect rigorous peer-review
methodology, so the premiums paid by
the insured to the captive are sensible
and sound in every aspect.

Risk distribution

It is crucial that the captive insurance
company conforms to Internal Rev-
enue Code Section 7701(o) regarding
economic substance, and be structured
and managed as an insurance company,
providing true risk for appropriate pre-
mium levels. The IRS has frequently stated
in technical guidance that an insurance
contract must fall within the “commonly
accepted sense of insurance” based upon a
number of factual determinations. A captive
insurance company must be organized and
operated for bona-fide business purposes
and demonstrate both risk shifting and risk
distribution in order for the arrangement to
meet the requirements to qualify as insur-
ance in the commonly accepted sense.

In light of increased IRS attention
directed at 831(b) captives, it is crucial
every effort is made to comply strictly
with all available requirements and guid-
ance. Fortunately, there is a long history of
case law to guide the captive implementa-
tion and regulatory team throughout the
process, enabling the experts to design a
compliant captive insurance company for
both risk shifting and risk distribution.
Through a number of IRS “safe harbor”,
Revenue Rulings and tax court decisions,
risk shifting and risk distribution for
the captive insurance company can be
designed with a clear path for compliance.
It is equally important for the risk distri-
bution structure and claims management
to actually approve and pay appropriately
filed claims, thus resulting in claims expe-
rience distribution among all of the risk
distribution participants in a responsible
manner.

Checks and balances

A number of professionals should be pres-
ent to help develop, implement and admin-
ister a captive insurance company, which
is generally retained to coordinate the
activities of the other professionals, provide
claims review services, and manage daily
operations. It is ideal for the actuarial and

“In light of increased

IRS attention directed at
831(b) captives, it is crucial
that every effort is made
to comply strictly with all
available requirements and

guidance”

legal professionals, as well as the captive
management company service provider to
be independent organizations. Accordingly,
this involves providing independent checks
and balances throughout the captive imple-
mentation, administration and ongoing
management processes.

Appropriate investment plan

The captive will submit an investment plan
to the insurance regulators as part of the
application process and can hold a variety of

investments as approved by the insurance
regulators in the domicile of choice. It is
important for the captive investment plan
to operate as a typical insurance company,
with a focus on conservative investments
which are liquid in nature to satisfy claims.
The captive should maintain appropriate
reserves to meet its potential claims liabili-
ties, and its implementation process should
include a review of the investment plan
opportunities with the business owner’s
independent financial services team.

Choosing the right domicile
Domicile selection is one of the most vital fac-
tors to consider when forming a captive insur-
ance company. Items to consider when select-
ing the most appropriate domicile will include:

Captive statute

Regulatory climate

Taxation

Infrastructure

Compliance

Investment objectives

Overall perception of the structure

It is also important to analyze first year
implementation and ongoing management
costs to remain compliant in the jurisdiction
you select for your captive insurance com-
pany. There are many excellent jurisdictions
to consider and choosing the domicile
closest geographically to your operating
business may not be the best fit. That is
why it is so important to hire independent,
third-party professionals to analyze your
long-term risk management goals and
recommend the domicile that fits best with
your goals. Without question, Tennessee is
among the most attractive domestic domi-
ciles and worthy of serious consideration.

In closing, the decision to implement a
risk management plan and form a captive
insurance company should closely resem-
ble the decision making process reason-
able for the establishment of any new
business venture. In the case of a cap-
tive insurance company, the preparation of a
business plan must also include an analysis of
applicable insurance regulatory, tax and legal
requirements specific to a business organiza-
tion. As one of the nation’s leading providers
of captive insurance services, Oxford Risk
Management Group and its best-in-class team
of professionals will provide the expertise
needed to help develop a long-term plan for
the proper implementation, development and
ongoing management of captive insurance
companies. &
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The Only Captive Partner
You Will Ever Need

Fortune 500 Style Captive Risk Management Services
for Small to Mid-Sized Enterprises

There's a reason why we're the industry's fastest growing captive
management company:

* The most experienced and respected Best-In-Class experts in the industry
* No hassle, Turn-Key approach

e All-inclusive fee structure with industry leading pricing

* Engineered for small to mid size enterprises

e Committed to customer service

At Oxford Risk Management Group, we specialize in We bring together the right partners with expertise
conducting captive feasibility analysis and where it matters most, to deliver the highest possible
coordination of turn-key captive insurance company degree of long-term success for your captive
arrangements. As an alternative risk and captive insurance company.

insurance research and consulting company, we're
focused on coordinating design, implementation,

regulatory approval and management of captive
insurance companies.

\FORD

RISK MANAGEMENT GROUP

Learn more by calling or visiting us online.

410.472.6490 | www.0OxfordRMG.com

The Leading Provider of Captive Insurance Services



