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MOST POPULAR STORIES
Week of August 29, 2011

House panels to consider repeal
of health plan ‘grandfather’ rules

Katia is next storm on the way,
but path uncertain

‘Above average' hurricane
activity in next two weeks

Top 5 highest-paid public broker
executives

State comp insurer seeks $50M

BUSINESS CONTINUITY

STRATEGIES: A free Sept. 14

Business Insurance webcast will

feature business continuity experts

who will explore issues risk

managers and their companies

should consider in developing plans.

Panelists will include Gary S. Lynch,

managing director at Marsh Risk

Consulting, and public policy advisor Arietta Chakos. To register for the event,

visit www.businessinsurance.com/webinars.

from staffing firm after verdict

Court rules against Wal-Mart in
harassment, retaliation case

Hurricane Irene insured losses
expected to near $3 billion

BUSINESS INSURANCE IN FOCUS:

Watch our weekly video, Business

Insurance In FOCUS, for insights into

the biggest risk management,

insurance and benefits stories of the

week, as well as interactive

information about our in-depth

coverage, upcoming events and 10
other features. :

Solvency Il will reduce
competition: Survey

Irene wallops floundering flood
insurance program

Unfair settlement claim against

. - CHANNELS: Visit the Mid-
comp insurer disallowed

Market Executive channel for

GET ONLINE NEWS EACH DAY risk and benefits information
Subscribe to BI's daily newsletter tailored to such firms.

IN-DEPTH COVERAGE on
what benefit managers need
to do to comply with the
health care reform law.

GALLERIES: See the latest
photo galleries, and submit

your own photos of industry
people and events.
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Empower Resulls
Thirsty for a solution to
help contain your risks?

Unmitigated risks can quickly spiral out of control and, before
you know it, you are dealing with a crisis. By partnering with
Aon Benfield, your glass is never half empty. We provide the
widest range of innovative tools in the marketplace to ensure
success always flows your way.

Contact us today to learn how we empower results for our clients.

aonbenfield.com/empower
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CATASTROPHES

REUTERS

Hurricane Irene battered much of the U.S. East Coast and Northeast last month. The deadly storm came after
insurers and reinsurers were hit but a string of other catastrophes earlier in the year. As a result of the losses,
interest has increased in industry loss warranties as an alternative to traditional coverage.

Industry loss warranties
surge with catastrophes

Alternative coverage
viewed as solution

for big exposures
By MARK A. HOFMANN

A spate of natural disasters has
driven up interest in—and the
cost of—industry loss warranties,
according to reinsurance experts.

ILWs are a form of capital typi-
cally used to complement tradi-
tional reinsurance. They are trig-
gered by a predetermined thresh-
old for an industrywide loss in any
line of business. ILW contracts
can reach up to $100 million in
value, market observers say.

“The ILW market is relatively
established now, and the ILW
market is roughly $5 billion to $6
billion and has been that way for
some time now,” said Henry King-
ham, executive director of Willis
Re Specialty in London.

“ILWs are a little different from
other forms of insurance-based
securities, like sidecars,” said
Shane de Burca, a partner at New
York law firm de Burca P.L.L.C.
focusing on corporate transac-
tions, including insurance and
reinsurance.

“ILWs respond very quickly
because they’re a very standard-
ized product,” said Mr. de Burca.
“They’re based on various
indices.”

The primary trigger in the Unit-
ed States for ILWs is based on the
Insurance Services Office Inc.’s
Property Claim Services unit’s esti-
mate of industry losses from a
catastrophe. The most common
triggering events for the coverage
are hurricanes, earthquakes and

Shane de Burca, de Burca P.L.L.C.
|

Florida wind losses.

“The market has opened up;
these indices have become more
granular,” Mr. de Burca said.

“The market has really been
growing since 2006,” said Patti
Guatteri, director-Swiss Re Capital
Markets in New York. While inter-
est in ILWs declined in 2009, it
has grown since then with more

market players and investors
interested in the market.

Events such as the Japanese
earthquake and tsunami, earth-
quakes in New Zealand, unusually
high U.S. tornado activity during
the spring and Hurricane Irene—
resulting in billions of dollars of
insured losses (see chart, page
18)—have driven interest in ILWs
even higher this year.

“This year, in particular, with
the large losses occurring early on
in the year, you would expect to
see an increase in ILWs and other
cat bonds,” said Matt Wulf,
vp-state relations and assistant
general counsel for the Washing-
ton-based Reinsurance Assn. of
America.

“They’re really kind of replace-
ment cover.” As reinsurers have
sustained large losses, “the (catas-
trophe) bonds, including ILWs,
are a quick way for money to enter
the market,” he said.

“The pricing of ILWs is very
much about supply and demand,”
said Stefano Nicolini, senior vp
with BMS Intermediaries Inc. in
Westfield, N.J.

“Since the beginning of the
year, the price has gone up and
up. Now it has reached a plateau,”
said Mr. Nicolini. “U.S. quake
went up 20% literally overnight
after the Japanese quake,” he said.
Frequency of events, the new Risk

See ILWs page 18
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the ALTERNATIVE RISKS issue

Iternative risk strategies continue to
evolve despite the soft commercial
insurance market. And the range of
organizations using nontraditional
coverage options is expanding.

Captives have long been a tool used by risk managers
to retain more risk and control liability exposures, but
some captive owners are looking to expand the types
of risks they cover within their captives, and a growing
number of midsize companies are now using captives.

Risk retention groups also are well-established
alternative vehicles, and they continue to thrive.

Other nontraditional coverage options such as
weather derivatives are not as well-established, but
more policyholders are looking for ways to incorporate
them into their broader risk management programs.

In this special report on alternative risks, we review
the growing array of nontraditional risk transfer options
available to risk managers, insurers and reinsurers and

take a look out how the markets are likely to develop.

To keep up with breaking news, including the latest
on damage estimates from Hurricane Irene and other
catastrophes, visit www.businessinsurance.com. To have
news alerts sent directly to your inbox, sign up for our
news alerts and newsletters.

WEATHER DERIVATIVES Companies from wide range of
industry sectors use hedging products as risk management tool to
protect revenues in extreme weather conditions. PAGE 4

CATASTROPHE BONDS Despite a sluggish first half due in
part to a revamped hurricane model, catastrophe bond activity is
expected to rise during the second half of the year. PAGE 4

MIDDLE MARKET Captives owned by middle-market
companies add medical stop-loss to their self-insured coverage;
companies find success in varying captive approaches. PAGE 6

REINSURANCE Gaining direct access to the reinsurance market
is no longer seen as a significant advantage for captive owners and
rates in the traditional market remain competitive. PAGE 10

STRUCTURED REINSURANCE Bowing to scandal and
regulatory doubt, structured reinsurance has largely supplanted
finite reinsurance and clearly discloses potential risks. PAGE 12

RRGS As the 25th anniversary nears of enacting the Liability Risk
Retention Act, risk retention groups remain vital; backers tout bill
to expand RRGs’ underwriting authority. PAGE 14

WORKERS COMP Captives provide a natural fit with workers
comp risks while some price-conscious employers weigh adding
professional and product liability exposures. PAGE 17

SUPPLY CHAIN Putting risks posed by a company’s supply
chain into a captive is a strategy few companies have adopted due
to competitive mainstream market pricing. PAGE 20

Opinion PAGE 8 | Perspectives PAGE 9 | Professional Marketplace PAGE 18 |
Business Resources PAGE 19 | Ad Index PAGE 17 | News in Brief PAGE 22



4 | September 5, 2011 Business Insurance

RISK MANAGEMENT

Weather derivatives evolve
as risk mitigation device

Array of industries
use financial tool
to protect revenues

By MATT DUNNING

Weather derivatives, originated in
the late 1990s by recently deregu-
lated U.S. energy companies look-
ing to mitigate revenue lost to
adverse  temperatures, have
evolved to become a multibillion-
dollar worldwide business.

Today, observers and propo-
nents say, the weather derivative
market serves numerous business
sectors and regions, as well as a
host of risks.

Those advances, they note, are
the primary reason the number of
weather derivative contracts writ-
ten globally last year reached
more than 1.4 million through
March, a record for the market,
according to the Washington-
based Weather Risk Management
Assn.

The total value of those con-
tracts rose as high as $45.24 bil-
lion in 2006, the year after Hurri-
cane Katrina, and totaled $11.82
billion last year, according to the
association (see chart, page 19).

“It was essentially a U.S. busi-
ness focused on retail energy com-
panies,” said Juerg Trueb, a
Zurich-based managing director at
Swiss Reinsurance Co. “Now, it’s a
market that’s become worldwide
and grown to include a lot of vary-
ing solutions in a number of dif-
ferent sectors. There’s a much
broader range of underlying risk

that’s being contracted, and all
kinds of indexes being used to
quantify the impact of the weath-
er.”

There are two main types of
weather derivative contracts.

Standardized, exchange-based
contracts are placed by a broker
and bought and sold by traders,
largely through the Chicago Mer-
cantile Exchange. The buyer’s
account with the broker is debited
or credited based on the fluctuat-
ing price of the weather risk cov-
ered in the contract.

The second type, over-the-
counter contracts, are placed
directly with capital providers
such as hedge funds or reinsurers
and are either warehoused or trad-
ed against other nonstandardized
products.

OTC contracts offer greater flex-
ibility in specific weather triggers
and payment plans, but experts
say they carry greater liability to
the end user in that they do not
mitigate the risk of default of a
capital provider.

Where a weather derivative
contract differs from a traditional
insurance policy—and where it
can provide buyers with addition-
al protection—is its coverage of
low-severity, high-frequency
events like rain, snow and temper-
ature fluctuations, as opposed to
one-time catastrophes and natural
disasters.

At the market’s genesis, energy
companies purchased contracts
based solely on temperatures, col-
lecting payouts for the number of
days the average winter or sum-
mer temperature registered above

or below a preset threshold.

Proponents attribute the mar-
ket's growth largely to the addi-
tion of bespoke weather risk con-
tracts on rain, snow, wind and
other adverse conditions, as well
as a cross-commodity products
structure basing the payout on the
frequency of a weather occurrence
combined with the underlying
market price or volume of a com-
modity produced.

“QOver the last decade or so, a lot
of companies have looked more
closely at their risks and found
that an off-the-rack solution like
heating and cooling degree day
products didn't really fit that
well,” said Martin Malinow, CEO
of the New York-based Galileo
Weather Risk Management Advi-
sors L.L.C. and a former WRMA
president. “They needed a much
more tailored solution that really
fit not only the location but also
the true nature of the underlying
exposure,” he said.

The broader range of risks cov-
ered has fueled the expanded
demographic and geographic
diversity of customers using
weather derivative products, said
Bill Windle, president of WRMA's
board of directors and a Wood-
lands, Texas-based managing
director at Renaissance Reinsur-
ance Energy Advisors Ltd. Energy
remains the market’'s dominant
participant, but surveys have
shown increased interest from the
agriculture, construction, trans-
portation and hospitality indus-
tries.

See WEATHER page 19
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SECURITIZATION

More catastrophe bonds likely with investor demand strong

After slow start to 2011,
active second half predicted

By RODD ZOLKOS

The catastrophe bond market appears set to
rebound during the second half of the year
despite a slower pace during the first half
caused by several factors.

A soft traditional market, the March 11
earthquake and tsunami in Japan, and
changes to Risk Management Solutions
Inc.’s U.S. hurricane model all contributed
to the slow pace of first-half cat bond
issuance, market experts say.

However, investor demand for insurance-
linked securities remains high and the mar-
ket has largely worked through the issues
that confronted it earlier this year.

“Broadly speaking, we see what we would
call probably a very active second half of
the year. We've had a couple of transactions

BONDS AND CAPITAL

Catastrophe bond issuance and risk capital

outstanding, by year in millions of dollars.

YEAR ISSUANCE RISK CAPITAL

OUTSTANDING

2004 $1,142.8 $4,040.4
2005 19911 4,904.2
2006 4,693.4 8,541.6
2007 6,996.3 14,024.2
2008 2,129.2 12,043.6
2009 3,391.7 12,508.8
2010 4,600.3 12,185.0
2011* 1,606.8 10,637.1

*First six months
Source: GC Securities

already,” said Paul Schultz, president of Aon
Benfield Securities Inc. in Chicago.
Mr. Schultz said he sees a good pipeline

of transactions likely to come to market,
which should carry over into 2012.

According to New York-based GC Securi-
ties, an affiliate of Guy Carpenter & Co.
L.L.C., nearly $1.61 billion in new catastro-
phe bonds were during the first six months
of 2011, with nearly $10.64 billion in out-
standing risk capital in the market at the
end of the second quarter (see chart).

That’s down from last year, when there
was $2.35 billion in new issuance during
the first half with total risk capital in the
market standing at $11.82 billion. There
was more than $12.18 billion in risk capital
in the market at the close of 2010, accord-
ing to GC Securities.

“We definitely have seen an active year
this year; particularly we have seen another
active third quarter,” said Cory Anger, man-
aging director and global head of insurance-
linked securities at GC Securities.

“If you kind of look back to the first half
of the year, what you've probably seen is
that issuance is a little bit slower than for

the same period the year before,” said
Markus Schmutz, head of insurance-linked
securities structuring and origination at
Swiss Re Capital Markets Corp. in New
York.

Mr. Schmutz noted the RMS model
change as one factor slowing first-half cat
bond issuance. “A lot of people who were
thinking about doing issues had some ques-
tions about how would the market react to
the model change,” he said. “They also had
some questions about reinsurance renewals
at July 1.”

“Even today I think investors and issuers
are working through some of the changes”
to the RMS model, said Aon Benfield’s Mr.
Schultz. “It still continues to be an issue for
the market.”

While the earthquake in Japan appeared
to slow cat bond issuance, the market’s
response seems appropriate, the experts say.

It's possible the Japan loss caused a “lag”

See CAT BONDS page 19
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CAPTIVES

More midsize companies turning to captives

Range of structures
offer more options
to cover exposures

By JOANNE WOJCIK

Growing sophistication among
mid-market executives who want
to find a better way to finance the
risks their companies face is driv-
ing many midsize businesses to
turn to captives as an alternative
to traditional insurance, experts
say.

While group captives often are
the entry point to alternative risk
transfer for many middle-market
organizations  because  they
require less capitalization than
single-parent captives, many mid-
market executives also are show-
ing interest in what are known as
segregated or protected cell cap-
tives as well as micro captives, the
experts note.

While most mid-market cap-
tives are being used to insure or
reinsure workers compensation,
general liability and auto liability
exposures, some recently formed
captives finance medical stop-loss
insurance for self-funded health
benefits programs at mid-market
companies (see stories, page 21).

Group captives can be effective
for industries that have pre-
dictable losses, such as manufac-
turing, service, wholesale and
retail, said Steve Bankes, manag-
ing director of group captive solu-
tions at Aon Insurance Managers
Ltd. in Chicago. “Their risk pro-
files and commitment to loss con-
trol are very similar. They are
committed to keeping their
employees safe, protecting the
public from harm and don’t want
to spend too much on insurance.”

Such group captive members
generally have about $10 million
in payroll and about $100 million
in annual revenues, but are paying
perhaps as much as $500,000 for
insurance when they may have
only $100,000 to $200,000 in
claims in any given year, Mr.
Bankes said.

“You will always find compa-
nies with good loss experience
that want to profit-share with oth-
er companies,” said Lisa Wall,
senior vp of captive consulting at
Lockton Cos. L.L.C.

GROUP CAPTIVES can be effective for industries that have predictable
losses, such as manufacturing, service, wholesale and retail. Such group captive members
generally have about $10 million in payroll and about $100 million in annual revenues, but
are paying perhaps as much as $500,000 for insurance when they may have only $100,000

Although

Private company takes a

By JOANNE WOJCIK

A company doesn’t have to be a member of the
Fortune 500 to take advantage of captive insur-
ance.

Ask David Bernstein, president of Mid-State
Lumber Corp. in Branchburg, N.J., a privately
held middle-market building products firm
with approximately $100 million in annual
sales and 95 employees.

Mid-State Lumber is a member of Grand
Cayman, Cayman Islands-based Archway
Insurance Ltd., a member-owned group captive
that provides workers compensation, general
liability and auto liability coverage to 105 mid-
size companies.

“Ten years ago, I read an article about cap-
tives and how they were becoming feasible for
midsize businesses like ours,” Mr. Bernstein
said. “I spoke to our broker at the time and he
said if he could get a group together, he would
support it, but he struck out.”

So Mr. Bernstein did his own research and
found two group captives that his company
could potentially join. He felt uncomfortable
with the first, but a second captive composed
of an assortment of construction, service and
manufacturing companies that were more geo-
graphically dispersed appealed to him.

Mr. Bernstein said what he liked most about
Archway was that it included businesses across
the United States, none of which were Mid-
State Lumber’s local competitors or customers.

Ironically, Mr. Bernstein said he was intro-

group  captives

Although they require the same

ternative route

duced to Archway by Mid-State Lumber’s bank,
not its insurance broker, though the company
today uses Wells Fargo Insurance Services USA
Inc. to place several other lines of insurance
that include employee theft and umbrella lia-
bility, in addition to Archway’s coverage.

“We had been shopping insurance forever
and the whole process is very grueling; it’s not
one you enjoy or control,” Mr. Bernstein said.

By contrast, participating in a captive has
been “a very good experience for us. They help
us become a safer environment, which is good
for our employees,” he said. “I would say we
were a pretty safe environment to begin with
or we wouldn't have been invited to join Arch-
way.”

Archway, managed by Kensington Manage-
ment Group Ltd. in Georgetown, Grand Cay-
man, a subsidiary of Captive Resources L.L.C.,
requires risk assessments prior to inviting a
business to join, said Mike Kilbane, president
of Schaumburg, Ill.-based Captive Resources.

Moreover, the captive has lowered Mid-State
Lumber’s risk-financing costs, Mr. Bernstein
said.

Since its inception in 1999, Archway has
returned $32.5 million to its members in divi-
dends, which are paid in two situations: if a
member’s loss experience proves better than
expected and/or if the group’s overall loss expe-
rience is favorable, Mr. Kilbane said. In addi-
tion, funds deposited into the captive earn

See FUNDING page 21

tary/treasurer at GPW & Associ-

require lower startup costs because
each member contributes, Ms.
Wall and other captive consul-
tants say they also are seeing inter-
est among mid-market executives
in single-parent captives and pro-
tected cell captives, which basical-
ly are a collection of single-parent
captives within a captive.
Single-parent and protected cell
captives generally require between
$250,000 and $1 million in initial
capitalization to open, depending
on the type of risks financed and
the requirements of the selected
domicile, captive experts say.
However, the captive owner does-
n’t necessarily have to put all that
up in cash. The funds can be bor-
rowed from banks that issue let-
ters of credit to the captive to sat-
isfy capitalization requirements.

capitalization as a single-parent
captive, protected cell captives
have lower administrative costs,
which can be attractive to cost-
conscious mid-market executives,
said Donna Weber, senior vp at
Marsh Inc.’s captive solutions
group in Melville, N.Y.

“The dividing line is whether
you want to share risks with oth-
ers or whether you want your risks
exclusive to your business in a cell
or a single-parent captive,” said
David McManus, president of
ARTEX Risk Solutions Inc., a divi-
sion of Arthur J. Gallagher & Co.
in Hamilton, Bermuda.

“Typically, when you're putting
a group captive together, you
want to make sure everyone has
similar loss control measures in
place,” said Greg Petrowski, secre-

ates L.L.C. in Phoenix.

In most cases, mid-market
group captives include an assort-
ment of somewhat related busi-
nesses, perhaps geographically
dispersed, that reinsure insurance
policies issued by admitted insur-
ers, referred to as “fronting” insur-
ers. Because these fronting insur-
ers assume credit risk, they usually
require collateral from the captive,
which often is provided in the
form of a letter of credit issued by
a financial institution. They also
charge fronting fees.

Despite the fees and costs asso-
ciated with letters of credit,
which have become a more
expensive option in recent years,
such arrangements typically are
cheaper than traditional insur-
ance and reinsurance.

In addition to serving as rein-
surers, most mid-market captives
purchase reinsurance as a back-
stop, either on a per-claim or
aggregate basis. But even though
the same reinsurers that serve
large captives cater to the mid-
market, some are hesitant to pro-
vide coverage at the often low
attachment points required by
smaller captives, which is why
some mid-market companies may
combine their risks with other
similarly situated mid-market
companies, either in a group cap-
tive or as part of a pool, captive
experts said.

For example, in ARTEX's pool-
ing arrangement, mid-market cap-
tive owners pay premiums to their
captive based on their own experi-
ence for the first layer of coverage,
also known as the frequency layer
because that is usually where the
most claims are filed, Mr.
McManus said. Then the captive
pays premiums into a pool for a
second layer of coverage, which
pays the less frequent but more
severe claims.

“We have very few middle-mar-
ket companies that...throw their
hat in the ring openly with other
entities without there being some
sort of separate frequency and
severity fund,” Mr. McManus said.

As reserves grow in their cap-
tives, many mid-market execu-
tives are eyeing 831(b) captives
as a way to preserve those assets
for other uses, such as insuring
risks for which traditional cover-
age may not be available, experts
said.

“It's a merger of entrepreneurial
thinking with risk management,”
said Rick Stasi, chief operating
officer of the alternative risk divi-
sion at Avizent in Dublin, Ohio.
“They come up with things no
one in the insurance world would
ever think of.”

For example, a group captive
formed in 2004 to provide auto
liability, general liability and
workers compensation coverage
to a group of about a dozen own-
ers of various national fast-food
franchises decided to form a micro
captive with the dividends they
had received.

“Because they were getting such
great dividends, averaging 30% to

See MID-MARKET page 21

SINGLE-PARENT CAPTIVES AND PROTECTED
CELL CAPTIVES, which basically are a collection of single-parent captives
within a captive. generally require between $250,000 and $1 million in initial capitalization
to open, depending on the type of risks financed and the requirements of the selected

to $200,000 in claims in any given year. domicile.
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Andrew M. Miller, President & CEO
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EDITORIAL

Creativity drives
market’s success

HAT OFTEN IS called the
alternative insurance
market, which includes
captive insurers and other
nontraditional ways to

handle business risks, is brimming with creativity.

Today, for example, there are more than 250 risk reten-
tion groups, special group captives that can operate nation-
wide after meeting the licensing requirements of one state.
In 1986, just before Congress significantly expanded the
kind of coverages RRGs could write, just a handful of RRGs
existed.

All types of captives—not just RRGs—have boomed. In the
United States alone, there are more than 1,800 captives,
compared with just over 100 in 1986.

As captives have grown, attitudes about them have
changed. Commercial insurers, once skeptics at best, have
become willing partners of the alternative risk financing
industry. In many cases, captives could not operate without
transferring some of the risks that they assume to tradition-
al reinsurers.

Even state insurance regulators have become more sup-
portive of captives and other alternative risk financing vehi-
cles, though exceptions remain.

The fact that roughly half of U.S. states now have captive
licensing laws could not have happened had state regulators
opposed those measures.

These are positive developments. In the case of group cap-
tives that include RRGs, as we report in this week’s issue,
policyholders, and especially smaller organizations, are
banding together to obtain risk management and loss-con-
trol services that they would have found difficult to get on
their own.

Not everything is positive on the captive front, though.
For example, the outlook for passage of legislation intro-
duced in June to allow RRGs to underwrite property risks
and to resolve disputes with state regulators without costly
litigation is not encouraging. Rep. John Campbell’s bill has
just one co-sponsor.

Still, proponents should not give up. If they continue to
promote the successes of alternative risk financing vehi-
cles—and how much more they could accomplish with
expanded underwriting authority and a better way to resolve
disputes—we are confident that Congress one day will
embrace and pass the legislation.

LETTERS

Business Insurance welcomes letters to the editor.

The section is intended to be a forum for readers’ opinions
and comments. We reserve the right to edit letters for
clarity or space. We will not publish unsigned letters.

Please send your letters to:
Letters to the Editor, Business Insurance,
360 N. Michigan Ave., Chicago, Ill. 60601-3806

Fax: 312-280-3174; email: gsouter@businessinsurance.com

SCHILLERSTROM

COMMENTARY

Captives still solving problems

hree hundred years ago, if someone had said they

had a captive in the Caribbean, they most cer-
tainly would have been a pirate. But today, captives
are held by the vast majority of Fortune 500 compa-
nies and an increasing number of middle-market
firms as an alternative risk financing vehicle.

While islands such as Bermuda and Guernsey his-
torically have been the most popular domiciles for
captive formations, many of the captives being creat-
ed today are in such land-locked locations
as Vermont, home to more captive insur-
ers than any other U.S. state with nearly
900 licensed captive insurers.

The idea of self-insuring risks in a cap-
tive rather than buying commercial insur-
ance is attributed to Frederic M. Reiss,
known as the father of captive insurance,
who used the term “captive” to describe
an insurance company subsidiary he
helped form for the Youngstown Sheet &
Tube Co. in the 1950s. The company had
called the mines whose output was used
exclusively by the parent corporation
“captive mines.”

Because this first wholly owned insurance compa-
ny subsidiary was created to provide insurance cover-
age solely to its parent, Mr. Reiss aptly dubbed it a
“captive,” and the name stuck, although it is some-
thing of a misnomer for many of today’s captives
that provide insurance to third parties as a way to
preserve the tax deduction for premiums paid into
them.

The captive movement gained momentum during
the hard commercial insurance market of the mid- to
late 1980s when liability coverage was either unavail-

JOANNE
WOJCIK

SENIOR EDITOR

able or unaffordable for many buyers. As buyers were
forced to raise their deductibles to lower the cost of
insurance coverage, they discovered they could squir-
rel away some of the money they were setting aside
to pay claims within those deductibles into captives,
where it would earn investment income at a time
when interest rates were exceptionally high. Today,
more than 5,000 captives exist worldwide.

Something similar is happening today as captives
provide a way to address the high cost of
employer-sponsored health benefits pro-
grams. Some midsize employers that self-
fund health benefits are joining group cap-
tives to pool a portion of those medical
risks, reducing the cost of health benefits
by allowing employers to purchase medical
stop-loss coverage at higher attachment
points.

In another creative use of captives, some
mid-market companies are tapping some of
the reserves that have built up in their cap-
tive subsidiaries to form “microcaptives,”
permitted under section 831(b) of the feder-
al tax code, to provide reinsurance to their captives
rather than purchasing such coverage from tradition-
al reinsurers. Other companies are using captives to
provide added financial protection in the event of
supply chain disruptions like those that occurred after
the recent earthquake and tsunami in Japan.

Like most innovations, captives were created to
solve a problem. And they will continue to evolve
and proliferate to address the growing need for alter-
native risk transfer.

Contact: jwojcik@businessinsurance.com
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Stop-loss
insurers require
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cost claimants
during the initial
application
period and

at renewal.
Contracts are
rigidly enforced,
and insurers
can require
extensive audits
when a claim

is presented.
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Perspectives

SELF-INSURANCE DOES NOT MEAN unlimited liability when it comes to employee benefits, says
Craig [. Hasday, president of New York-based employee benefits consultant and broker Frenkel Benefits L.L.C. While

stop-loss coverage seldom is used by the largest self-insured employers, it can be an effective strategy for middle-market
employers that do not have the financial resources to withstand large claims. Understanding self-insurance and the

issues associated with stop-loss coverage can be a powerful tool to take back control of this important expense, he says.

Stop-loss cover provides a tool
to take control of benefit costs

By Craig I. Hasday

elf-insuring is a method to

fund employee benefits

where the employer pays

the insurer an administra-

tion fee to process claims
and use their provider network to
access discounts.

However, self-insurance does not
mean unlimited liability. To protect
against catastrophic losses, the
employer can purchase stop-loss
insurance to protect against having
to pay large claims on any one plan
member as well as total claims for
the entire group.

While stop-loss coverage is a
strategy seldom used by jumbo self-
funded employers, it is one that can
be effective for midsize employers
that do not have the financial
wherewithal to withstand large
claims.

Stop-loss insurance is a contract
between the employer and the
insurer to cover costs that exceed
those expected at the beginning of
the plan year. It is critically impor-
tant that the terms of the stop-loss
agreement be aligned with the
underlying employee benefit plans
or gaps can result.

There are two types of stop-loss
insurance coverage: individual, or
“specific” stop-loss, which is
designed to protect against the risk
that any one plan membet’s costs
will exceed the preselected per-
claimant limit; and aggregate stop-
loss, which limits a self-funded
employer’s total claims liability in a
plan year to a projected amount
plus a margin typically set at 25%
of the total expected liability.

A contract can be written on a
“prefunding” basis or a “fund-and-
refund” basis. A prefunding basis
means that once claims exceed the
threshold, the insurer begins to pay
claims. A fund-and-refund
approach to stop-loss coverage
requires the employer to first pay
the claims and then seek recovery
from the insurer.

Stop-loss insurers require infor-
mation concerning potential high-
cost claimants during the initial
application period and at renewal.
Contracts are rigidly enforced, and
insurers can require extensive
audits when a claim is presented.

In a typical stop-loss relationship
with a national insurer, the carrier
acts as the claims administrator and
reinsurer for large claims. This mit-
igates potential disputes and pro-
vides seamless reimbursement in
the event of a large claim.

Stop-loss is purchased on a per-
employee basis, regardless of how
many dependents are enrolled in
the plan, costing between $80 and
$100 per employee per month for a
midsize group. This compares with

Mr. Hasday

fully insured premiums of $425 for
single coverage and $1,000 for fam-
ily coverage.

Because the Patient Protection
and Affordable Care Act has
removed maximum lifetime limits
and is gradually lifting annual cov-
erage limits over time before they
are eliminated in 2014, individual
and aggregate stop-loss contract
limits also should be unlimited to
provide coverage alignment. This
year, employers can set annual cov-
erage limits at $750,000. Those lim-
its grow to $1.25 million in 2012
and $2 million in 2013 and are
eliminated entirely beginning in
2014.

Aggregate stop-loss

While unlimited individual stop-
loss coverage is readily available
from insurers, aggregate stop-loss is
often quoted with annual limits as
low as $1 million, which can cause
a significant coverage gap for a self-
funded employer.

Another critical issue in purchas-
ing stop-loss coverage is the period
during which claims are incurred
and the period during which they
are paid. There is a lag between the
time when services are performed
(the incurred date) and the actual
payment for these services. This lag
typically is two months, but it can
be reduced by automatic adjudica-
tion initiatives and capitated
arrangements, in which medical
providers are paid monthly
stipends for covering plan mem-
bers, regardless of the amount and
cost of services rendered.

More commonly found contracts
terms include:

m 12/12, which covers claims
incurred during the 12 policy
months and paid during that peri-
od;

m 12/15, which covers claims
incurred during the 12 policy
months and paid up to 15 months
later. This also is called “run-out”
protection; and

m Paid, which covers claims
incurred at any time and paid dur-
ing the policy year.

In the first year of a contract,
individual stop-loss coverage can be
written on an immature (12/12)
basis; however, aggregate stop-loss
usually includes run-out protection
(12/15). This will result in lower
first-year stop-loss premiums for
the employer because there is a lag
in paying claims that results in
about 10 months of claims being
paid in the first year. This lower
cost for the employer would be
made up in the second policy year,
when a full 12 months of claims
would be paid.

Significant increases and decreas-
es in employee head counts affect
the cost of aggregate stop-loss cov-
erage. Such contracts usually
include a provision that sets the
overall claims trigger to the month-
ly claims factor based upon the
head count at the beginning of the
contract. So when there is a signifi-
cant decline in the number of peo-
ple covered, the aggregate attach-
ment point can be much higher
than had been expected when the
stop-loss contract was signed.

When plan members are added
during the year, however, the stop-
loss cost usually is not adjusted

because claims for these added lives
would be considered immature.

In underwriting stop-loss insur-
ance, an insurance company will
request a disclosure of large claims
prior to the start of the first and
subsequent plan years. This disclo-
sure must be completely accurate
because inaccurate or incomplete
disclosure can result in claim
denial.

Perhaps the biggest risk faced is
not in the year of transition, but
during subsequent years in which a
large claim may be identified at the
time of underwriting the next
year’s coverage. Emerging or evolv-
ing claims can significantly affect
pricing of a stop-loss renewal.

In addition, known claims can be
“lasered,” which means that a high-
er stop-loss threshold may be set for
that individual or any claims relat-
ed to that individual could be
excluded entirely from stop-loss
coverage.

Build a cushion

Self-insurance clearly is not for
everyone.

Middle-market companies
should consider establishing
reserves based on the aggregate
stop-loss attachment point plus
estimated claims so they can begin
to build a cushion against the
inevitable bad plan year. Budgeting
at the minimum expected cost is a
recipe for disaster. Smaller compa-
nies have greater volatility and
therefore need larger cushions
against adverse experience.

Expect monthly variance in
claims payments and budget accord-
ingly. Fortunately, some insurers
have responded to this volatility for
middle-market customers by offer-
ing “level-funding” products with a
fixed monthly payment and an
annual settlement if there is a sur-
plus at the end of the policy year.

Taking the time to understand
self-insurance and the potential
issues associated with stop-loss cov-
erage can be a powerful tool in tak-
ing back control of this important
expense. Working with a qualified
adviser to help in evaluating this
decision is a great first step in deter-
mining whether this risk is one the
organization wants to and is able to
absorb. Stop-loss coverage helps
midsize firms cope with liability.

Craig 1. Hasday is president of New
York-based employee benefits consul-
tant and broker Frenkel Benefits
L.L.C., a division of Frenkel & Co. Inc.
He can be reached at 212-488-0274 or
via email at chasday@frenkel.com.
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REUTERS

Some energy reinsurance prices have jumped due to losses related to the
catastrophe at the Fukushima nuclear power plant in Japan.

CAPTIVES

Soft market limits attraction
of direct access to reinsurance

By SONJA RYST

Captive owners still gain financial
advantages from using the alter-
native risk vehicles to directly
access the reinsurance market, but
the benefits have diminished.
With a soft market for most
lines of coverage, policyholders

can obtain attractive rates direct-
ly from commercial insurers and
don’t need to route the risks
through a captive to obtain the
cheaper rates that historically
have been available from reinsur-
ance companies.

And for the few coverage lines
where rates are hardening, such as

The forces of nature can strike at any time.
Let’s discuss how to plug our defenses.

As the Earth’s climate is changing, so are the frequency and intensity of floods and storms. \What's the answer: retreat
from the most hazardous locations? Protect vulnerable areas with sea walls, drainage systems and better building codes?
Or take measures to transfer the financial risk and rebuild? All we know at Swiss Re is that, as our climate changes, we
must adapt apace. Which is why we're helping countries and communities develop strategies to protect themselves
against the forces of nature. Risk is the raw material we work with; what we create for our clients is opportunity.

Plug into www.swissre.com
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some energy risks, reinsurance
costs have risen and capacity has
contracted, experts say.

Companies previously obtained
significant savings by using cap-
tives to tap reinsurance capacity.
Reinsurers traditionally provide
significant amounts of capacity to
insurers so, by accessing that
capacity directly, captive owners
were able to create efficiencies.

But that benefit is less pro-
nounced, as primary insurers are
offering such cheap rates for most
forms of property/casualty insur-
ance that accessing reinsurance
directly offers little in the way of
savings.

“You used to save a lot of mon-
ey accessing reinsurance (with a
captive), but you have such a soft
market now that sometimes it’s
not cheaper,” said Gary Osborne,
president of the captive manager
USA Risk Group Inc. in Montpe-
lier, Vt.

In the end, what a captive will
get in tapping the reinsurance
market depends on the specific
circumstances. “None of our
clients are the same,” said James
Murray, a director of captive and
insurance management at Aon
Global Risk Consulting in Burling-
ton, Vt., a unit of Chicago-based
Aon Corp. “We don’t have a cook-
ie-cutter approach.”

The benefits of using reinsur-
ance range from a captive’s loss
experience to the appetite of rein-
surers for taking on a risk, he said.

Not all reinsurers are interested
in captive business.

“The reinsurance market for
captives is smaller than the ones
for insurers,” said Michael O’Mal-
ley, managing director of consult-
ing in Concord, Mass., at the cap-
tive management firm Strategic
Risk Solutions Inc.

Though, according to Mr.
Osborne, “Almost every reinsurer
will entertain a captive proposal
that’s large enough. Few will say
point blank that they won't deal
with a captive.”

In some cases, captive owners
continue to find better prices from
reinsurers. For example, Mr.
Osborne said he put together a
captive for a shopping mall opera-
tor within the past six months.
The company was located in an
area that had experienced hurri-
canes previously, so coverage was
not easy for it to find. But the
shopping mall operator obtained
roughly $150 million of coverage
on its windstorm risks from rein-
surers for the same price it would
have gotten around $100 million
from insurers, Mr. Osborne said.

“It's not that it’s not worth it to
get it; it's just that the insurance
market is relatively soft at the
moment, so it’s relatively easy in
most of the general lines (of

See REINSURANCE page 22
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Structured programs avoid pitfalls of finite reinsurance

Multi-year deals include
degree of risk sharing

By MICHAEL BRADFORD

Finite reinsurance deals, tarred by scandal
and regulatory suspicion, have been
replaced by “structured” transactions that
put to rest any doubt whether there is a gen-
uine transfer of risk while providing a mul-
tiyear alternative to traditional reinsurance.

While finite reinsurance managed loss
volatility after it took off in the late 1980s,
concerns grew that it was more of a loan,
with critics alleging it was being used to
hide the true condition of insurers.

A Financial Accounting Standards Board
ruling in 1993 that there must be a reason-
able chance of a significant loss for a trans-
action to be accounted for as insurance led
the market to develop the “10/10” rule,
whereby a transaction was considered
insurance if there was at least a 10% chance
of a 10% loss.

The image of finite reinsurance was
stained in 2008 when investigations by
then-New York Attorney General Eliot
Spitzer and others into finite deals led to the
convictions of several former executives at
Stamford, Conn.-based General Reinsur-
ance Corp. and New York-based American
International Group Inc.

“Finite came under a lot of pressure in the

AP PHOTO

The image of finite reinsurance was stained in
2008 when investigations by Eliot Spitzer and
others into finite deals led to the convictions of
former executives at American International
Group Inc. and General Reinsurance Corp. A
new trial recently was ordered in the case.

Spitzer years,” said Mike Schnur, Chicago-
based partner with TigerRisk Partners L.L.C.
Last month, however, a three-judge pan-

el of the 2nd U.S. Circuit Court of Appeals
in New York overturned their convictions
in the 2008 case and ordered a new trial,
ruling in part that the jury was instructed
improperly.

Even if the defendants’ names are cleared
eventually, the damage to the reputation of
finite reinsurance is done, with wvarious
forms of structured reinsurance now taking
its place.

Even so, there is no firm definition as to
what constitutes a structured reinsurance
transaction, sources noted.

“My definition is: products where there is
a degree of risk-sharing between the par-
ties,” said Ed Hochberg, Philadelphia-based
executive vp and global product leader of
risk transfer products and analytics at Tow-
ers Watson & Co. “That is a good way of
looking at it, but there are many variations
on the theme from there.”

“What is meant by structured is struc-
tured over time,” said Donald A. Paterson,
CEO of Paterson?, a Westlake Village, Calif.,
firm that develops alternative risk transfer
programs. The transactions typically are for
longer than a year and involve some shar-
ing of risk among the parties, he said.

Depending on loss activity, return premi-
ums may be paid by reinsurers to insurers
under structured reinsurance deals or, if
losses are heavy, the insurer could be forced
to make additional payments to the reinsur-
er, Mr. Paterson said.

“I'would call it alternative reinsurance,” he
said of the deals being put together today.
“It’s reinsurance that’s not traditional.”

Whatever the name, the rationale for
today’s deals—and the clear disclosure of
risk transfer—differs from that used in
developing finite reinsurance products, Mr.
Hochberg said.

“What we used to see 10 or 15 years ago,”
he said, were deals “with an awfully signifi-
cant element of discounting loss reserves. A
lot of that has gone away. That element of
the deal is much less significant than it
was.” The aim of some finite transactions
was to “achieve an accounting result,
whether it was the movement of a result
from one year to another, or whatever the
objective was.”

Today’s deals by comparison are more
“capital-oriented,” Mr. Hochberg said.
“They are designed to truly transfer risk in a
way that 1is comfortable for all
parties...When we do a structured deal
these days, there’s not a question of,
‘Where’s the risk transfer?” The risk transfer
is very obvious.”

Finite reinsurance truly began to vanish
when a soft insurance market began hard-
ening in 2001, said Dan Malloy, executive
managing director at Aon Corp.’s Aon
Benfield reinsurance intermediary unit in
New York.

See STRUCTURED page 22

NOTICE OF REORGANISATION

NOTICE IS HEREBY GIVEN that the following applications were on 12 July
2011 presented to Her Majesty’s High Court of Justice:

(1) Claim No. 5835/2011: by Royal & Sun Alliance Insurance plc (formerly
named Royal Insurance Company Limited; and Royal Insurance plc) (as
transferee) and by the following transferors: Alliance Assurance Company
Limited (formerly named Alliance British and Foreign Life and Fire Assurance
Company); The British and Foreign Marine Insurance Company Limited
(formerly named The United British and Foreign Marine Insurance Company
Limited); Liverpool Marine and General Insurance Company Limited (formerly
named Liverpool Marine Insurance Company Limited); London Guarantee
& Reinsurance Company Limited (formerly named London Guarantee and
Accident Company Limited); National Vulcan Engineering Insurance Group
Limited (formerly named National Boiler Insurance Company Limited; and The
National Boiler and General Insurance Company Limited); Royal & Sun Alliance
Insurance (Global) Limited (formerly named The London and Lancashire Fire
Insurance Company Limited; London & Lancashire Insurance Company Limited;
The London and Lancashire Insurance Company Limited; and Royal Insurance
(Global) Limited); Royal & Sun Alliance Reinsurance Limited (formerly named
British Fire Insurance Company Limited; and Royal Reinsurance Company
Limited); Royal Insurance (U.K.) Limited; Royal International Insurance
Holdings Limited (formerly named The Liverpool and London and Globe
Insurance Company Limited; and Royal Insurance (Int.) Limited); Sun Alliance and
London Insurance plc (formerly named Sun Alliance Insurance Limited; and Sun
Alliance and London Insurance Limited); Sun Alliance Insurance International
Limited (formerly named The Planet Assurance Company Limited); Sun Alliance
Insurance UK Limited (formerly named The British Law Insurance Company
Limited); Sun Insurance Office Limited; The Century Insurance Company
Limited (formerly named The Sickness and Accident Assurance Association
Limited; and The Sickness Accident and Life Association Limited); The Globe
Insurance Company Limited; The London Assurance; Northern Maritime
Insurance Company Limited; The Sea Insurance Company Limited (formerly
named Sea Insurance Company Limited) and The Union Marine and General
Insurance Company Limited (formerly named The Union Marine Insurance
Company Limited) for: (i) an order under section || | of the Financial Services
and Markets Act 2000 (the "Act”") sanctioning a scheme for the transfer by the
transferors of some or all (as the case may be) of their insurance business to
Royal & Sun Alliance Insurance plc and (i) orders under section | 12 of the Act
making such ancillary provisions as are necessary to implement that scheme;

(2) Claim No. 5834/2011: by The Marine Insurance Company Limited (as
transferee) and by the following transferors: Alliance Assurance Company
Limited; The British and Foreign Marine Insurance Company Limited;
Liverpool Marine and General Insurance Company Limited; London
Guarantee & Reinsurance Company Limited; Royal & Sun Alliance Insurance
(Global) Limited; Royal & Sun Alliance Insurance plc; Royal & Sun Alliance
Reinsurance Limited; Royal Insurance (U.K.) Limited; Royal International

Insurance Holdings Limited; Sun Alliance and London Insurance plc; Sun

Alliance Insurance International Limited; Sun Alliance Insurance UK Limited;
Sun Insurance Office Limited; The Century Insurance Company Limited;
The Globe Insurance Company Limited; The London Assurance; Northern
Maritime Insurance Company Limited; The Sea Insurance Company Limited;
and The Union Marine and General Insurance Company Limited (see above
for the former names of these companies) for: (i) an order under section | I | of
the Financial Services and Markets Act 2000 (the “Act”) sanctioning a scheme
for the transfer by the transferors of some or all (as the case may be) of their
insurance business to The Marine Insurance Company Limited and (i) orders
under section |12 of the Act making such ancillary provisions as are necessary
to implement that scheme;

(3) Claim No. 5833/201 I: by Sun Insurance Office Limited (as transferee) and
by the following transferors: National Vulcan Engineering Insurance Group
Limited and The Sea Insurance Company Limited (see above for former names
of these companies) for: (i) an order under section | | | of the Financial Services
and Markets Act 2000 (the “Act”) sanctioning a scheme for the transfer by
the transferors of their Italian branch insurance businesses to Sun Insurance
Office Limited and (i) orders under section | 12 of the Act making such ancillary
provisions as are necessary to implement that scheme;

(4) Claim No.5837/201 I: by Royal & Sun Alliance Insurance plc (see above for
former names) (as transferee) and by PA(GI) Limited (formerly named Phoenix
Assurance Company Limited; Phoenix Assurance plc; and Phoenix Assurance
Limited) (as transferor) for: (i) an order under section |1 of the Financial
Services and Markets Act 2000 (the “Act”) sanctioning a scheme for the transfer
by PA(GI) Limited of some of its general insurance business to Royal & Sun
Alliance Insurance plc and (i) orders under section | 12 of the Act making such
ancillary provisions as are necessary to implement that scheme; and

(5) Claim No. 5836/2011: by The Marine Insurance Company Limited (as
transferee) and by PA(GI) Limited (see above for former names) (as transferor)
for: (i) an order under section ||| of the Financial Services and Markets Act
2000 (the “Act”) sanctioning a scheme for the transfer by PA(GI) Limited of
some of its general insurance business to The Marine Insurance Company
Limited and (ii) orders under section |12 of the Act making such ancillary
provisions as are necessary to implement that scheme,

each such scheme being referred to as a"Scheme” and together, the “Schemes”.

The following documents which are available for each Scheme may be obtained
by any person free of charge by contacting us by email on RSAtransfers@
Equiniti.com, or in writing at RSA Transfers, Royal & Sun Alliance Insurance plc,
One Plantation Place, 30 Fenchurch Street, London EC3M 3BD or by calling
the Schemes' helpline on 0845 600 9044 (from the UK) or 00 44 121 415
0211 (from overseas) at any time until the making of an order sanctioning the
relevant Scheme: (i) a copy of a report in accordance with section 109 of the
said Act on the terms of each Scheme by Gary Wells FIA, of Milliman Ing; (i) a
statement setting out the terms of the Schemes and a summary of the reports
(the “Explanatory Statement”"). Gary Wells, whose appointment was approved

by the Financial Services Authority, is the independent expert in respect of each
Scheme and his reports consider the impact of each Scheme upon policyholders.

You may be affected by the Schemes if you are a policyholder of any of the
companies named above. You can investigate whether this is the case by
examining your policy documentation or, where appropriate, speaking to a
relevant broker. If you have any questions about the Schemes you can call
the Schemes’ helpline on 0845 600 9044 (from the UK) or 00 44 121 415 0211
(from overseas).

You can also write to RSA Transfers, Royal & Sun Alliance Insurance plc,
One Plantation Place, 30 Fenchurch Street, London EC3M 3BD or at
RSAtransfers@Equiniti.com.

Under the proposed transfers, all the assets and liabilities comprised in the
relevant transferring business (including insurance policies and reinsurance
contracts) will transfer to the relevant transferee and the relevant transferee will
become the underwriter of the transferring policies. The proposed transfers will
secure the continuation by or against the relevant transferee company of any
legal proceedings by or against any of the relevant transferor companies that
relate to rights or obligations in respect of the relevant transferred policies, as
defined in the relevant Scheme document.

The Schemes will result in all property and contracts related to the transferring
business being transferred to the transferee companies notwithstanding any
restrictions on transfer or requirements for counterparty consent and without
triggering any pre-emption, termination or other rights which might otherwise
arise. Any entitlement to terminate, modify, acquire or claim an interest or right
or to treat an interest or right as terminated or modified as a result of anything
done pursuant to any of the Schemes will only be enforceable to the extent the
Court so orders.

Copies of the Explanatory Statement may also be viewed at the offices of
Royal & Sun Alliance Insurance plc at the address set out above and on the
following website until the making of the Court order in relation to each
Scheme: www.transfers.rsagroup.com.

Each of the applications is directed to be heard before the Companies Court
Judge at the Royal Courts of Justice, Strand, London, WC2A 2LL on 12
December 201 1. Any person who believes that he/she would be adversely
affected by the carrying out of any of the Schemes is entitled to object in
writing or may appear at the hearing in person or by counsel. Any person
who intends to appear at the hearing, and any person who objects to any of
the Schemes but does not intend to appear at the hearing, is requested to give
notice in writing of such objection or intention with reasons to RSA Transfers,
Royal & Sun Alliance Insurance plc, One Plantation Place, 30 Fenchurch Street,
London EC3M 3BD or at RSAtransfers@Equiniti.com not less than two clear
days before the Court hearing.
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RISK RETENTION GROUPS

RRGs still thriving 25 years after law's passage

Alternative vehicles
provide affordable,
stable coverage

By JERRY GEISEL

WASHINGTON—Passage of the Lia-
bility Risk Retention Act 25 years
ago unlocked the potential of risk
retention groups to provide a
highly efficient way for organiza-

tions to band together to form
group captives.

When Congress passed the
LRRA in October 1986, it was the
second time lawmakers approved
RRG legislation.

Five years earlier, lawmakers
approved the Product Liability
Risk Retention Act to establish the
special group captives that—
under a pre-emption provision in
the law—can write policies for
member-owners nationwide after

meeting the licensing require-
ments of the RRG’s domicile.

The pre-emption provision was
a major change from prior law in
which a captive had to meet the
licensing and capitalization
requirements of every state in
which it wanted to do business.

Some state mandates, such as
requiring an insurer to be in busi-
ness for a certain number of years
before it could conduct business
in the state, made it virtually

impossible for group captives to
be set up quickly and do business
in multiple states, said Jon
Harkavy, vp and general counsel
in Washington with RRG and cap-
tive manager Risk Services L.L.C.
But the law was a dud. Accord-
ing to a 1986 General Accounting
Office report, only one RRG, spon-
sored by homebuilders, was
licensed in the United States
under the 1986 law and that RRG
soon found itself locked in a legal

COURT-ORDERED LEGAL NOTICE

The following is a summary of information presented in more detail in the Notice of Proposed Class
Action Settlement, Settlement Hearing and Right to Appear (the “Notice”), which Settlement Class
Members should have received in the mail. Since this is just a summary, you should see the full Notice
for additional details.

Please read this information carefully. If you are a Settlement Class Member (as defined below), your
rights will be affected by these proceedings and you may be entitled to receive benefits under a proposed
settlement.

IF YOU ARE AN INSURANCE COMPANY AND YOU PARTICIPATED IN THE NATIONAL WORKERS COM-

PENSATION REINSURANCE POOL (THE “NWCRP”) OR THE NEW MEXICO WORKERS COMPENSATION

ASSIGNED RISK POOL (THE “NMWCARP”) AT ANY TIME DURING THE PERIOD FROM 1970 THROUGH

THE PRESENT (THE “SETTLEMENT CLASS”), YOU MAY BE ELIGIBLE TO PARTICIPATE IN A $450 MIL-

LION CLASS ACTION SETTLEMENT.

If you believe that you are eligible to participate in the class action settlement described in this
Court-Ordered Legal Notice but did not receive in the mail the detailed Notice describing the Settle-
ment, please visit www.WCPoolSettlement.com, where you can obtain the Notice, or contact the Court-
approved Administrator as set out below to request a copy of the Notice.

SUMMARY STATEMENT BY THE SETTLEMENT CLASS REPRESENTATIVES

The Settlement - A settlement consisting of $450 million in cash, plus interest as it accrues (the “Settle-
ment”), has been reached with American International Group, Inc. (“AIG”) in a class action lawsuit (the
“Class Action”) alleging, among other things, claims for fraud, breach of contract, accounting, violation
of the federal anti-racketeering statute and other theories in connection with the alleged underreporting
of workers compensation premium to the NWCRP and the NMWCARP from 1970 to the present (the
“Class Period”). If approved, the Settlement will create a Class Fund to pay the claims of insurance
companies that participated in the NWCRP and/or NMWCARP during the Class Period that qualify for
distributions under a Plan of Allocation which must be approved by the Court. The Settlement, if ap-
proved, would be a final resolution and release of the claims brought on behalf of the Settlement Class
against AIG and of every Settlement Class member’s claims by reason of any matter whatsoever arising
out of the underreporting of workers’ compensation premium in any of the 50 States or the District of
Columbia for all years from the beginning of time through January 28, 2011, against every other member
of the Settlement Class.

The Settlement has the support of the Board of Governors of the NWCRP and the Board of the NMW-

CARP, and the settlement amount has been endorsed as reasonable by the Examiner-in-Charge appointed
by the Lead States of the Multistate Targeted Market Conduct Examination conducted pursuant to the
National Association of Insurance Commissioners’ (“NAIC”) Market Regulation Handbook (the “Multi-
state Examination”). The Lead States are Delaware, Florida, Indiana, Massachusetts, Minnesota, New
York, Pennsylvania and Rhode Island. The other 42 states and the District of Columbia were Participating
States in the Multistate Examination which concerned AlG’s writing and financial reporting of workers
compensation insurance. The Examiner-in-Charge, pursuant to confidentiality agreements with AIG and
the NWCRP, also facilitated the settlement discussions that ultimately led to the Settlement.
The Class Action - The Class Action complaint, captioned Safeco Insurance Company of America, et al.
v. American International Group, Inc., et al., No. 09-CV-2026 (N.D. lIl.), alleges, among other things,
that during the Class Period, AlG underreported its workers compensation premiums in connection with
its participation in the NWCRP and NMWCARP and, as a result, underpaid its taxes and assessments,
including residual market assessments.

The Class Action claims stem from the New York Attorney General and Department of Insurance’s
(the “New York Authorities”) 2005 investigation of, and subsequent settlement with, AIG regarding
AlG’s historic reporting of workers compensation premium. As part of its settlement with the New York
Authorities in January 2006, AIG established a $301 million workers compensation fund (the “WCF”)
to compensate any other insurance companies and states that were harmed by AlG’s alleged underre-
porting and to resolve all of AIG’s liability with respect to these claims. The NWCRP, which through an
agent administers the residual market in many states on behalf of its approximately 500 Participating
Companies, asserted that the settlement was not binding on it and its members and maintained that
the amount of the WCF was insufficient to redress the harms to the Participating Companies caused
by AlG’s alleged underreporting. In May 2007, the NWCRP Board, through NCCI as its Attorney-in-Fact,
commenced an action in the United States District Court for the Northern District of lllinois against AIG
that eventually became consolidated with the Class Action.

The “AIG Parties” are the following companies: American International Group, Inc.; 21st Century Se-
curity Insurance Company; 21st Century Pacific Insurance Company; AlU Insurance Company; Ameri-
can Home Assurance Company; Granite State Insurance Company; Chartis Casualty Company; Chartis
Specialty Insurance Company; Chartis Property Casualty Company; Commerce and Industry Insurance
Company; lllinois National Insurance Co.; The Insurance Company of the State of Pennsylvania; National
Union Fire Insurance Company of Pittsburgh, Pa.; and New Hampshire Insurance Company.

The term “AlG” is used throughout this Court-Ordered Legal Notice to include some or all of these enti-
ties, depending on the context in which it is used.

The insurance companies that seek to represent the class in settling this action (“Settlement Class

Representatives”) are: ACE INA Holdings, Inc.; Auto-Owners Insurance Co.; Companion Property & Ca-
sualty Ins. Co.; FirstComp Insurance Co.; The Hartford Financial Services Group, Inc.; Technology Insur-
ance Co.; and The Travelers Indemnity Company.
R¢ for the Set - The Settlement is the result of detailed arm’s-length negotiations among
AIG, the Board of Governors of the NWCRP, and the Settlement Class Representatives, and was facilitat-
ed by the Examiner-in-Charge. By agreeing to a Settlement, both the Settlement Class Representatives
and AIG avoid the costs and risks of further litigation. By accepting the Settlement, Settlement Class
Members will be compensated for the Class Action claims, in accordance with a Plan of Allocation to be
approved by the Court, immediately after the Court’s approval becomes final. In light of the risks, costs,
and delay of litigation, the amount of the Settlement, the immediacy of recovery to the Settlement Class,
the support of the Settlement by the Board of Governors of the NWCRP and the Board of the NMWCARP,
and the endorsement of the settlement amount as reasonable by the Examiner-in-Charge, the Settlement
Class Representatives believe that the proposed Settlement is fair, reasonable, and adequate, and in the
best interest of Settlement Class Members.

Settlement Class Representatives and their counsel believe that the claims asserted against AIG have
merit. However, they recognize the risks and delay associated with the continued prosecution of the
claims against AIG in the Class Action. AIG has denied and continues to deny allegations of liability or
wrongdoing or damage to the Settlement Class or any member thereof, including in particular any basis
for punitive or other exemplary damages. Settlement Class Representatives and their counsel have
taken into account the issues that would have to be decided by a jury. Settlement Class Representatives
and their counsel have also considered the uncertain outcome and trial risk in complex lawsuits like
this one, and specifically the length of time it will take to resolve the case, and the substantial financial
burden the litigation is imposing on the NWCRP as a result of reimbursable defense costs being incurred
by Participating Companies in the NWCRP who have been sued by AIG. Settlement Class Representa-
tives believe that a recovery when the Court’s order approving the Settlement (if that occurs) becomes
final will provide an immediate benefit to Settlement Class Members, which is superior to the risk of
proceeding with the claims against AIG.

By this settlement, AIG will be releasing claims against all Settlement Class Members for alleged under-
reporting, which have been denied by all companies who have been accused of wrongdoing by AIG, and the
Settlement Class Members will be releasing all claims against AIG for underreporting, which have been
denied by AIG. In addition, all Settlement Class Members will be releasing all potential claims against
all other Settlement Class Members for alleged underreporting in what has been described as a “360
release”. The purpose of these mutual release provisions is to achieve peace among all Settling Parties.

Settlement Class Representatives and their counsel have also considered the Multistate Examination
Report and Regulatory Settlement Agreement (described in the Notice) and the Examiner-in-Charge’s en-
dorsement of the $450 million settlement amount as reasonable in particular. Considering these factors
and balancing them against the certain benefits that most of the Settlement Class will receive as a result
of the Settlement, Settlement Class Representatives and their counsel determined that the Settlement
described herein is fair, reasonable, and adequate, and that it is in the best interests of the Settlement
Class to settle the claims against AIG on the terms set forth in the Settlement Agreement and the Notice.
Opposition to the Settlement - Safeco Insurance Company of America (“Safeco”) and The Ohio Casualty
Insurance Company (“Ohio Casualty”) have also sued AlIG making similar allegations in a purported class
action. Safeco and Ohio Casualty oppose the Settlement because they believe that the amount of com-
pensation that the class would receive in settlement of its claims against AIG is far below the fair value
of those claims. In addition, Safeco and Ohio Casualty oppose the Settlement provision that requires
the class to release other parties that AlG alleges underreported their workers compensation premium.
Among the parties that AIG has accused of underreporting their premium are three of the Settlement
Class Representatives, ACE, Hartford and Travelers, as well as Liberty Mutual and Sentry Insurance.
AIG has stated that its claims against those parties, which are brought only on AlG’s behalf and do not
stand to benefit the Class, have merit and value. Under the Settlement, Safeco and Ohio Casualty con-
tend, class members would be releasing those Settlement Class Representatives from all underreporting
claims, in return for no payment or other consideration from any of them. In addition, certain members

of the NWCRP and the NMWCARP will receive no cash consideration under the Settlement, even though
their claims against AIG and all other premium underreporters will be released. For these reasons, and
others, Safeco and Ohio Casualty believe the Settlement is unfair, unreasonable and inadequate to the
Settlement Class. Safeco and Ohio Casualty urge the members of the Settlement Class to reject the
Settlement and continue the Class Action. The bases for their position are outlined in summary form in
Section 10 of the Notice, and Safeco’s and Ohio Casualty’s previously-filed objections to the Settlement
are available on the Court’s website as Docket #370. Settlement Class Representatives’ and AIG’s re-
sponses to those objections are available on the Court’s website as Docket #386 and 387, respectively.
Further information about the grounds upon which Safeco and Ohio Casualty oppose the settlement can
be accessed at www.aig-objectoptout.com.

Terms of the Settlement - In exchange for the releases set forth in the Settlement Agreement, as
amended (the “Releases”), AIG has agreed to fund a $450 million “Class Fund” to be allocated, after
deduction of Court-awarded attorneys’ fees and expenses, possible incentive compensation payments
not to exceed $175,000 in the aggregate to the Settlement Class Representatives, Notice and admin-
istrative expenses, and any applicable taxes (the “Distribution Amount”), among all eligible Settlement
Class insurance companies (the “Settlement Class Members”), provided that such Settlement Class
Members do not submit a valid and timely request for exclusion from the Settlement Class in accordance
with the procedures set out in Section VI of the Settlement Agreement.

If approved by the Court, the Distribution Amount will be allocated to the Settlement Class Members
pursuant to a Plan of Allocation prepared by the National Council on Compensation Insurance, Inc. (the
“NCCI”) in its capacity as administrator of the NWCRP and the NMWCARP. A copy of a summary of the
Proposed Plan of Allocation is attached to the Notice and available by visiting www.WCPoolSettlement.
com, and a full copy of the Plan of Allocation may also be obtained by contacting the Court-approved
Administrator or by logging into www.WCPoolSettlement.com.

If any Settlement Class Members “opt out” of the Settlement Class (as described below), the Distribu-
tion Amount will be reduced by the amount allocated to those excluded parties by the Plan of Allocation.

If you are a Settlement Class Member and you do not wish to participate in the settlement, you must
request exclusion from the Settlement Class by no later than October 3, 2011.

Under Paragraphs |.A 49-50 of the Settlement Agreement, all parents, predecessors, successors, sub-

sidiaries and affiliates are treated as a single Settlement Class Member for purposes of inclusion or
exclusion from the class.
The Legal Effects of the Settlement - If the Court approves the Settlement, AIG and the Settlement Class
Representatives will seek the entry of an Order Approving Settlement and accompanying Judgment that,
among other things, will (a) find that the Settlement is fair, reasonable, and adequate; (b) enter a final
order certifying the class for settlement purposes; (¢) dismiss with prejudice all claims and counter-
claims in the Litigations between AIG, the NCCI, the NWCRP, and/or the Settlement Class Members,
meaning that no member of the Settlement Class including you (unless you timely exclude yourself) will
be able to bring another lawsuit or proceeding against any of the Releasees (as that term is defined
in the Settlement Agreement) based upon the claims that have been raised or that could have been
raised in the Litigations; (d) incorporate the Releases as part of the Order Approving Settlement; (e)
permanently bar members of the Settlement Class from filing or participating in any lawsuit or other legal
action against any or all Releasees arising from or relating to any and all claims that have been raised
or that could have been raised in this Class Action; (f) enter a bar order that will: (i) prevent any person
or entity from commencing, prosecuting, or asserting any claim (including any claim for indemnification
or contribution or otherwise denominated, including, without limitation, claims for breach of contract
and for misrepresentation) against any Releasee where the alleged injury to the barred person or entity
is based upon that person’s or entity’s alleged liability to any or all of the Settlement Class and other
Settlement Class Members; and (ii) prevent any Releasee from commencing, prosecuting, or asserting
any claim (including any claim for indemnification or contribution or otherwise denominated, including,
without limitation, claims for breach of contract and for misrepresentation) against any person or entity
where the Releasee’s alleged injury is based upon the Releasee’s alleged liability to any or all of the
Settlement Class and other Settlement Class Members.

As noted, if the Court approves the Settlement, the Releases will be incorporated into the Court's

Order Approving Settlement. The Releases describe the claims that Settlement Class Members will
give up, as well as a description of the Releasees — i.e., the people and entities that will be released.
The full text of the Releases (as well as the text of relevant definitions) are attached as Appendix A to
the Notice. YOU ARE ENCOURAGED TO REVIEW CAREFULLY THE TERMS OF THE RELEASES AND THE
DEFINITIONS.
The Rights of Settlement Class Members - If you are within the definition of Settlement Class Member
(see Notice Section 6), you may either (1) participate in the Settlement (and receive settlement relief
if the Court approves the Settlement, and such approval becomes final); (2) request exclusion from the
Settlement; or (3) object to the Settlement.

If you want to object to any term of the Settlement Agreement, you must submit an objection to the
Court. If you object to the Settlement but your objection is overruled by the Court, you will be bound by
the Settlement. The procedures for requesting exclusion from the Settlement or for objecting to it are
described in the Notice in detail at Section 22 (requesting exclusion) and at Section 21 (objecting).

If you want to participate in the Settlement Agreement and have no objection to any of its terms,

you need not do anything at this time. If you are within the definition of Settlement Class Member, you
may be eligible to receive a settlement payment under the terms of the Settlement Agreement if the
Settlement and the Plan of Allocation are finally approved, and if the Plan of Allocation provides that a
payment will be made to you.
The Settlement Fairness Hearing - The Court will hold a hearing in this case on November 29, 2011 at
10:00 a.m. in Courtroom 1703, in the United States Courthouse located at 219 South Dearborn Street,
Chicago, lllinois 60604, to consider, among other things, whether to approve the Settlement and the
Plan of Allocation. If you file an objection, you may appear at this hearing and ask to be heard by the
Court, but you do not need to do so. If you (or an attorney hired at your expense) intends to appear at
the hearing, you (or your attorney) must file a notice of intention to appear. The Notice provides details
(at Section 21) about filing a notice of intention to appear and serving it on counsel for AIG and the
Settlement Class Representatives by no later than October 3, 2011. The Notice also provides details
about filing requests for exclusion or objections and serving them on counsel for AIG and the Settlement
Class Representatives by no later than October 3, 2011.

The Court may choose to change the date and/or time of the hearing without further notice of any

kind. If you intend to attend the hearing, you should confirm the date and time with the Court-approved
Administrator prior to going to the Courthouse.
Further Information - The Settlement Agreement sets out the details of the Settlement, including the
terms of the Releases by which Settlement Class Members (who do not exclude themselves from the
Settlement) will be bound if the Settlement is approved. Copies of the Summary of the Plan of Allocation
and the Releases are appended to the Notice. The Settlement Agreement and the Notice are available
at the Court-approved Administrator’s website, www.WCPoolSettlement.com, and can also be obtained
by calling 1-800-716-1520, Monday through Friday from 9:00 a.m. to 5:00 p.m. CST, by writing to
Safeco v AIG Settlement Administrator, c/o0 Kurtzman Carson Consultants, P.0. Box 6177, Novato, CA
94948-6177, or by sending an e-mail to Info@WCPoolSettlement.com. You may also visit the following
websites of Settlement Class Representatives: www.acegroup.com, www.auto-owners.com, Www.com-
paniongroup.com, www.firstcomp,com, www.thehartford.com, www.technologyinsurance.com, www.
travelers.com and AlG’s website, www.aig.com, as well as the websites of Safeco and Ohio Casualty,
www.ohiocasualty-ins.com, www.safeco.com.

If you wish to communicate with or obtain information directly from Settlement Class Counsel, you
may do so by contacting the attorneys listed below: Frederic R. Klein, Esq., William C. Meyers, Esq.,
Kerry D. Nelson, Esq., and Nury R. Agudo, Esq., Goldberg Kohn Ltd., 55 East Monroe Street, Suite 3300,
Chicago, Illinois 60603, Telephone: (312) 201-4000, Facsimile: (312) 332-2196, E-mail: frederic.klein@
goldbergkohn.com, william.meyers@goldbergkohn.com, kerry.nelson@goldbergkohn.com, nury.agudo@
goldbergkohn.com.

If you wish to communicate with or obtain information directly from counsel to AlG, you may do so
by contacting the attorneys listed below: Michael B. Carlinsky, Esq., Kevin S. Reed, Esq., Jennifer J.
Barrett, Esq., Quinn Emanuel Urquhart & Sullivan, LLP, 21 Madison Avenue, 22nd Floor, New York,
New York 10010, Telephone: (212) 849-7000, Facsimile: (212) 849-7100, Email: michaelcarlinsky@
quinnemanuel.com, kevinreed@quinnemanuel.com, jenniferbarrett@quinnemanuel.com.

If you wish to communicate with or obtain information directly from Counsel to Safeco and Ohio Casu-
alty, you may do so by contacting the attorneys listed below: Gary M. Elden, Esq., Gary M. Miller, Esq.,
Grippo & Elden, LLC, 111 South Wacker Drive, Chicago, lllinois 60606, Telephone: (312) 704-7700, Fac-
simile: (312) 558-1195, Email: gelden@grippoelden.com, gmiller@grippoelden.com, Michael A. Walsh,
Esq., Nutter, McClennen & Fish, LLP, Seaport West, 155 Seaport Boulevard., Boston, Massachusetts
02210, Telephone: (617) 439-2000, Facsimile: (617) 330-9775, Email: mwalsh@nutter.com.

You may also examine the Settlement Agreement, Court orders, and the other papers filed in the Class
Action at the Office of the Clerk, United States District Court for the Northern District of lllinois, Eastern
Division, Everett McKinley Dirksen United States Courthouse, 219 South Dearborn Street, Chicago, IL
60604 from 9:00 a.m. to 4:00 p.m. CST.

PLEASE DO NOT CONTACT THE COURT OR THE CLERK’S OFFICE FOR INFORMATION

battle with a state regulator on the
group’s authority to write cover-
age.

Settling such regulatory dis-
putes is the focus of the latest RRG
legislative efforts, but is one that
even backers doubt will win con-
gressional backing (see story, page
15).

The impact of the 1986 law was
dramatically different than the
1981 law. Within one year of the
passage, 38 RRGs had been estab-
lished, according to the Risk
Retention Reporter, a Pasadena,
Calif.-based monthly newsletter
that tracks the industry.

Today, more than 250 RRGs are
in operation (see chart, page 15),
generating nearly $2.5 billion in
premium volume, according to
the RRR (see chart, page 16). In all,
nearly 15% of all U.S. captives are
RRGs, according to Business Insur-
ance data.

“The law has been an incredible
success,” said Ed Precourt, senior
vp at Marsh Captive Solutions in
Burlington, Vt.

The LRRA “has provided
numerous industries with stable
and affordable coverage when the
traditional market could not or
would not,” said Michael J. Bemi,
president in Lisle, Ill.,, of The
National Catholic Risk Retention
Group Inc.,, a Vermont-based
RRG.

The reason for the 1986 law’s
success is simple vs. the 1981 law,
which was a delayed congression-
al response to soaring product lia-
bility insurance rates in the 1970s:
While the 1981 law limited RRGs'
underwriting authority to product
liability and completed opera-
tions, the 1986 law had no such
restriction.

Under the 1986 law, Congress
gave RRGs the authority to write
all commercial casualty coverage
except workers compensation.
That opened the door for RRGs to
write policies in numerous lines of
coverage—most notably medical
malpractice and professional lia-
bility, where buyers were looking
for alternatives to the traditional
market’s wide swings in rates and
available limits.

“We didn’t any longer want to
ride the market’s ups and downs.
We wanted stability,” said Janice
Abraham, president and CEO in
Chevy Chase, Md., of Vermont-
domiciled United Educators Insur-
ance, a Reciprocal Risk Retention
Group, which was licensed about
six months after passage of the
LRRA.

Industries that have set up
RRGs and the lines of coverage
written are diverse. Architects,
attorneys, builders, chemical
manufacturers, engineers, hospi-
tals and nonprofit organizations
are just a few of the industry sec-
tors whose members have set up
RRGs.

The risks covered by the groups
are equally diverse and include

See RRGs page 16



Legislation
would expand
risks covered

By JERRY GEISEL

WASHINGTON—The risk
retention group industry is
rallying around legislation
that would expand the
groups’ underwriting author-
ity and provide a new way to
settle pre-emption disputes
with state insurance regula-
tors, but even backers con-
cede that the odds of passage
are slim.

The measure, H.R. 2126,
introduced in June by Rep.
John Campbell, R-Calif.,
would allow RRGs to provide
property coverage to their
member-owners. Under cur-
rent law, RRGs can write all
lines of commercial casualty
coverage except workers
compensation.

In addition, in disputes
between the groups and
state regulators involving
whether the Liability Risk
Retention Act pre-empts a
state action, RRGs and/or
state regulators could ask
the director of the Federal
Insurance Office to resolve
the dispute.

Either party could seek a
review of the federal insur-
ance office director’s ruling
by the U.S. Circuit Court of
Appeals for the District of
Columbia.

RRG backers welcomed
the legislation, especially
the dispute mechanism,
which could settle disagree-
ments quickly with far less
cost than litigation.

“You need some kind of
oversight or dispute resolu-
tion so you don't fight the
same issues over and over
again,” said Gary Osborne,
president of captive and RRG
manager USA Risk Group
Inc. in Montpelier, Vt.

“There is a ton of indus-
try support for something
like this. RRGs are wasting
time and money—which
could be better used for risk
control and claims manage-
ment—fighting regulators”
who are taking incorrect
positions, said Michael
Bemi, president in Lisle, I11.,
of The National Catholic
Risk Retention Group Inc., a
Vermont-domiciled RRG.

But broad congressional
support for the proposal has
yet to develop.

So far, Rep. Campbell’s bill
has attracted only one co-
sponsor, Rep. Peter Welch,
D-Vt., while a Senate com-
panion bill to be proposed
by Sen. Jon Tester, D-Mont.,
has yet to be introduced.

That lack of broad sup-
port contrasts sharply with

See LEGISLATION next page

GROWTH SPURTS

Business Insurance September 5, 2011 | 15

The number of risk retention groups surged after passage of the Liability Risk Retention Act and during the last hard market.*
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A GROWING BUSINESS

Risk retention groups’ premium volume has dipped in recent years due to the soft commercial market, but is significantly higher compared with the first few years after the pas-

sage of the Liability Risk Retention Act.
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RRGs: Alternative vehicles still thriving 25 years later

CONTINUED FROM PAGE 14

virtually every casualty line—even
medical stop-loss coverage.

While diverse by industry and
coverage written, what many
RRGs have in common is an
underwriting philosophy in
which premiums are tied closely
to the risk covered and do not leap
or plummet depending on com-
petition.

“We have offered 23 years of
affordable, stable and high-quality
coverage. We have provided sta-

bility and predictability of premi-
ums, with no spiking, unlike the
traditional market,” Mr. Bemi
said.

In many cases, RRGs also pro-
vide risk management and loss
control services that their mem-
bers, especially smaller firms,
could not obtain in the tradition-
al market, said Gary Osborne,
president of USA Risk Group Inc.,
a Montpelier, Vt.-based captive
manager.

“We have two attorneys on staff
to answer employment-related

questions and we also provide
unlimited in-person and online
driver training as well as a series of
about a dozen webinars each year.
All of these services, and several
others, are completely free for
member-insureds,” said Pamela
Davis, president and CEO of the
Vermont-domiciled Alliance of
Nonprofits for Insurance, Risk
Retention Group in Santa Cruz,
Calif.

At the same time, RRG execu-
tives say the groups continually
try to update coverage to reflect

new exposures.

For example, Ms. Davis said ANI
has enhanced policies in numer-
ous ways, including adding interns
and students in training to the def-
inition of insured for sexual abuse
coverage. That is because they are
neither employees nor volunteers
since they at times are paid a
stipend, putting them into a gray
area of coverage, she said. Other
ANI enhancements include cover-
age for cyber liability and reim-
bursement of wages when an
employee is put on leave during a

professional liability investigation.

The biggest endorsement of
how RRGs operate is reflected in
their growth.

At the end of its first year in
1987, United Educators, whose
policyholders include colleges,
universities, independent schools,
public school districts, public
school insurance pools and muse-
ums, generated about $7 million
in premium volume with about
100 members. Now the RRG pro-
vides coverage to nearly 1,200 pol-
icyholders with a premium vol-
ume of about $140 million, Ms.
Abraham said.

At the same time, some RRGs
report annual policyholder reten-
tion rates that would be the envy
of any insurer. For example, ANI
has enjoyed a retention rate of just
over 96%, while National Catholic
Risk Retention Group has a 99.1%
retention rate, Mr. Bemi said.

However, not all RRGs have
met with success.

In fact, citing information it
obtained from the National Assn.
of Insurance Commissioners, the
GAO in a 2005 report said 22
RRGs failed between 1987 and
2003, with a somewhat higher
failure rate when compared with
other property/casualty insurers.
Still, a comparison between RRGs
and other insurers may not be
entirely parallel, the GAO said,
because the NAIC analysis did not
adjust for size and longevity
among other factors.

In all, the GAO said, RRGs have
“had a small but important effect”
on increasing the availability and
affordability of coverage, especial-
ly for organizations with limited
access to liability insurance.
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Legislation: Expansion
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the last time lawmakers consid-
ered amending the law. In 1986,
the Senate Commerce Committee
passed a bill, which later became
the LRRA, within two weeks of its
introduction. Final congressional
passage came seven months later
amid dramatic rate increases in
many casualty lines.

Backers said there is congres-
sional support for the Campbell
measure, but it hasn’t gained trac-
tion due to other, more pressing
issues.

“Candidly, Congress is focused
on some extremely important
issues and, due to that, issues of
lesser importance won't get that
much attention, no matter how
meritorious,” said Robert H. Myers
Jr., general counsel for the Nation-
al Risk Retention Assn. and a part-
ner with the law firm Morris,
Manning & Martin L.L.P. in
Washington.

Battles with state regulators
continue, though disputes are
fewer in number compared with
previous years, some said.

“There have been a lot of dis-
putes, but over the years there has
been more acceptance (by state
regulators) of RRGs,” said Nancy
Gray, regional managing director-
Americas with Aon Insurance

Managers in Burlington, Vt.

The most recent dispute—like
many before it—involves how
much authority state regulators
have over RRGs that are licensed in
other states. Nevada regulators last
year issued an order to bar Alliance
of Nonprofits for Insurance, Risk
Retention Group, a large Vermont-
domiciled RRG, to stop writing
first-dollar auto liability coverage
for its Nevada policyholders.

Nevada regulators said such
coverage must be written by
authorized insurers. To be autho-
rized, an insurer must be a mem-
ber of state guaranty association.
However, RRGs cannot be mem-
bers of guaranty associations
under LRRA.

ANI, which challenged the
order, said in a court filing that
the LRRA specifically pre-empts
any state laws that discriminate
against RRGs. But Nevada regula-
tors say there is a special carve-out
from the LRRA pre-emption provi-
sions for state-mandated coverage.

In July, a federal judge ruled in
favor of ANI, saying that LRRA
pre-empted the Nevada require-
ment. His order requires Nevada
to recognize that the term “autho-
rized insurer” includes RRGs, such
as ANL

Nevada insurance regulators,
though, are appealing the ruling.
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Firmer workers comp rates may lead to more captives

But costs, benefits
must be weighed
before formation

By ROBERTO CENICEROS

Anticipating firming insurance
prices, experts say more risk man-
agers are considering or adopting
alternative risk strategies that
include forming a captive insurer.

Putting a company’s workers
compensation risks into a captive
typically is among the top reasons
for moving to a captive arrange-
ment—aside from the tax advan-
tages and other benefits a compa-
ny-owned insurer may provide.
However, forming a captive may
not be the right strategy for all
employers, and the costs can out-
weigh the benefits.

Workers comp, general liability
and auto liability typically are the
top three risks covered by a cap-
tive. Workers comp is favored
because of the line’s premium vol-
ume, the long-tail nature of its
claims and the relative ease in
evaluating the exposure statistical-
ly, consultants say.

Natural fit

“Workers comp for a lot of orga-
nizations is really the big nut in
terms of premium volume,” said
Jim Swanke, director of risk con-
sulting for Towers Watson & Co.
in Minneapolis. “If you are going
to be doing anything in your cap-
tive, you are going to be focusing
on the largest-size premiums and
the premiums that have the
longer tails in terms of payouts.
Workers compensation by defini-
tion falls into that category.”

Sean B. Rider, managing direc-
tor of sales and consulting for
Willis Group Holdings P.L.C.’s
global captive practice in New
York, agreed.

“For U.S.-based firms, workers
compensation is one of first places
people go for captive utilization,”
Mr. Rider said. “Because workers
comp in particular is long-tail
business, it has a lot of transaction
activity; and with enough size and
scale, it can be very credible statis-

tically so you can have a lot of
rationality around the use of a
captive for workers compensa-
tion.”

While the workers comp insur-
ance market remains competitive,
it appears to be transitioning from
recent years’ soft pricing and is
driving discussions on stabilizing
costs, said Robert Hessel, senior
managing director for large risk
casualty in the Atlanta office of
Beecher Carlson Holdings Inc.

“The consensus is we are in a

market that is trying to change.
Comp is getting a bit more diffi-
cult and so people are perhaps
more sensitive to alternatives
today than they were a year or two
ago,” Mr. Hessel said. “Because the
market has been so soft, the ten-
dency has been to lower reten-
tions and purchase more cover-
age; but to the extent that
changes, people will adjust.”
Captives are just one option for
employers seeking to retain more
risk, said Ellyn Casazza, senior vp

in Atlanta for Marsh Inc.’s cap-
tives solutions group.

But current market conditions
are leading employers to weigh
increasing their retention and, in
doing so, some are evaluating
whether a captive may be their
best option for assuming addition-
al risk, she said.

Some employers are more con-
cerned about the firming of insur-
ance pricing for risks other than
workers comp, Mr. Rider said.
Cost increases for product and

professional liability insurance
may be a greater concern.

But even employers considering
putting their professional and
product liability risks in a captive
likely will want to put their work-
ers comp risks in the facility
because the line’s statistical relia-
bility provides a “nice stable base”
for a captive, Mr. Rider said.

The decision of whether to
launch a captive typically should

See COMP next page
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ILWs: Disasters
boost pricing
and interest

CONTINUED FROM PAGE 3

Management Solutions Inc. U.S. hurricane
model, and supply and demand all served
to push up pricing, he said.

Mr. Nicolini said that he did not do any
ILW trades as a result of Irene. “If the loss-
es would have been bigger, I think there
would have been a lot more activity,” he
said. Assessments of the extent of losses
related to the hurricane are still under way,
he said.

“If Irene had made landfall as a Category
2, it would have had more losses and we
would have seen a peak in the ILW market”
as happened earlier this year, he said.

“There’s certainly been a lot of activity”
this year, said Guy Hengesbaugh, executive
vp with Towers Watson & Co. in Hamilton,
Bermuda.

He pointed out two types of deals: One is
“cold-spot” earthquake cover, which means
non-Japan and non-U.S. earthquake cover.
“Several of those deals were sold at the
beginning of the year,” he said. “Some have
been hit by the New Zealand quake.”

“The earthquakes in New Zealand and
Japan have triggered ILWs,” said Willis Re’s
Mr. Kingham. He pointed out that interest
in this cover increased after last year’s earth-
quake in Chile.

“The earthquakes in New Zealand and
Japan have caused some of these covers to
be impacted,” he said. “Pricing has
increased significantly in the nonpeak
earthquake—in some instances north of
100% for nonpeak earthquake ILWs.”

Mr. Hengesbaugh also cited worldwide

INSURED
LOSSES

U.S. insured catastrophe losses,
2001-2011, in billions of dollars

*Through June 15

Source: Insurance Information

Institute, Insurance Services Office
Inc.’s Property Claim Services unit

2001  $26.5
2002 59
2003 129
2004 275
2005 619
2006 9.2
2007 6.7
2008 271
2009 10.6
2010 13.6
201%  17.0

Water overflows Lock 8 on the Mohawk
River in Rotterdam, N.Y., on Aug. 29 as
Tropical Storm Irene produced heavy rain
that washed away houses, roads and more

in the region.
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aggregate structures as an example of ILWs.
Those structures cover multiple events on a
worldwide basis.

“Typically, you have an overall limit that
needs to be hit that’s made up of a basket of
catastrophes that have to occur,” he said.
During the first half of the year “we’ve had
multiple worldwide catastrophes, and ulti-
mately those trigger the aggregate ILW cov-
ers that were written at the beginning of the
year.”

Mr. Hengesbaugh said that while the
pricing has drastically increased, it's still in
the range that attracts buyers.

“The ILW market is a very reactive mar-
ket, and pricing has most definitely hard-
ened in those territories affected by
the recent losses—in some cases up to
100%,” Barry Law, head of Guy Carpenter
& Co. L.L.C.'s ILW practice in London, said
in an email.

“We also saw some peril-related increases

in other territories such as earthquake cov-
erages for the U.S. As far as structure is con-
cerned, the losses have affected the relative
attachment points of specific trades, and
there has been more demand for the loss-
affected areas—mainly because the covers
had not traded to any great extent before
the spate of losses,” Mr. Law said.

Associate Editor Sonja Ryst contributed
to this report.
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Comp: Long-tail nature
well-suited to captives
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be based on the size of a compa-
ny’s projected losses rather than
its revenue, consultants said.

“We use (projected losses with-
in a year) as a benchmark to deter-
mine if a captive is potentially
going to add significant tax
advantages to outweigh the costs
to run the captive,” Ms. Casazza
said.

That usually means a company
must expect about $3 million in
retained loss costs per underwrit-
ing year, she said.

The decision of how much risk
to retain, however, must be decid-
ed separately, before determining
whether the parent company will
pay the retention or whether it
will be financed through a cap-
tive, Ms. Casazza said.

Loss history, financial capacity
to bear risks and commercial
insurance market conditions
should help determine the
amount of risk to retain.

While $3 million in retained
losses is an average benchmark for
considering a single-parent cap-
tive, losses of as little as $250,000
may be appropriate for group or
association captives or 831(b) cap-
tives, Mr. Ridder said.

An 831(b) captive, established
under Internal Revenue Code Sec-
tion 831(b), allows insurance
companies with less than $1.2
million in annual premiums to
elect to be taxed by the federal
government only on their invest-
ment income.

One benefit of operating a cap-
tive is that upper management is
likely to support safety and risk
management department efforts
to reduce losses and enhance the
financial benefits of a captive
insurer, the consultants said.

Companies also form captives,
in part, to help them take greater
control over their risks and risk
costs, Towers Watson’s Mr.
Swanke added. “Control is right
up there as one of the (top) rea-
sons—and to be less reliant on the
commercial insurance market-
place and (insurance) cycles.”

But the real economic benefit of
a captive derives from potential
tax advantages, Marsh’s Ms.
Casazza said.

Under a typical insurance pro-
gram, income tax deductions for
claims are derived over time as
claims expenses are paid, the con-
sultants said. Because of the long-
tail nature of workers comp
claims, deductions might be taken

over years while reserves sit in the
employer’s balance sheet.

But a captive allows its owner to
accelerate tax deductions. The
entire amount of projected claims
costs can be taken immediately as
a tax deduction when funding is
put into the captive for a claim.
Meanwhile, the money placed in
the captive to cover future claims
expenses can be invested.

Yet companies weighing alter-
natives of taking on more risks
need to be careful because captives
can increase costs rather than
reduce them, Mr. Hessel said.

“You have to consider adminis-
trative costs of the captive and,
depending on how you structure
the captive, your frictional costs
can be higher than under a quali-
fied self-insurance program or a
deductible program,” he said.
“You need to give careful consid-
eration to how you structure the
program so you don’t increase
costs unnecessarily.”

Frictional costs to consider can
include state premium taxes and
assessments, which can be less
under a fully insured program.

“If you have a lot of exposure in
states that have a difficult tax or
assessment regime, it can make a
huge difference,” Mr. Hessel said.

Apart from tax considerations,
operational expenses average
about $80,000 to $100,000 per
year for captive management fees,
regulatory fees, audit services and
legal advice, Ms. Casazza said.



Weather: Derivatives
evolve to mitigate risks
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“Especially in the last two or
three years, the market has shown
a much greater diversity in its cus-
tomer base,” Mr. Windle said.

In 2004, 69% of all inquiries
about weather derivatives were
attributed to the energy sector.
Last year, that fell to 46%, while
23% of the interest came from
construction companies and 12%
from the agriculture industry.
Companies in the outdoor enter-
tainment industry—such as
amusement parks, concert venues
and open-air sports stadiums—
also have entered the market in
recent years, Mr. Windle said.

Weather derivatives also have
enjoyed significant market growth
outside the United States, particu-
larly in Europe and Asia. Some
63% of last year’s 998,000 OTC
contracts were written in Europe
compared with just 13% in 2005,
according to WRMA.

When the CME entered the

weather derivatives market in
1999, it had only two product
forms for futures and options
based on heating and cooling
degree days, said Paul Peterson,
director of commodity research
and product development for
CME. Those contracts were solely
for energy companies and avail-
able in just 10 U.S. cities, he said.

“Today, we're up to 67 different
products,” Mr. Peterson said.
“We're also up to 24 U.S. cities
and we have contracts available in
11 other countries, including sev-
eral European countries, Japan,
Canada and Australia.”

Looking forward, proponents
said there is ample opportunity
for growth in the market, primari-
ly in the green energy sector.

Contracts for wind, solar and
hydroelectric energy producers
are in development, but have yet
to be brought to market. Mr.
Peterson said the CME is only in
the beginning stages of crafting a
contract tailored to the green
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energy sector.
“It's a very complex process, but

we're going to keep chipping away
at it,” Mr. Peterson said. “They’re

all viable topics, and all very good
areas for future work.”

Cat bonds: Investor demand strong
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in new issuance while the market
digested the event and how it
played out. But, said Mr. Schultz,
“I don't think it changed any of
the issuance that was going to
come to market.”

“What'’s happened in terms of
catastrophic events around the
world hasn’t really had that much
of an impact,” he said. “The mar-
ket does expect to pay losses from
time to time.”

“Of the outstanding cat bond
limit, about $1.5 billion was
exposed to Japanese earthquake
risk,” said GC Securities’ Ms.
Anger. One issue, Muteki Ltd.,
paid its full limit of approximately
$300 million. That issue provided
earthquake coverage to Zenkyoren
Ltd., the Japanese National Mutu-
al Insurance Federation of Agricul-
tural Cooperatives, under a deal in
which Munich Reinsurance Co.
provided reinsurance to the
Japanese mutual, then securitized
the exposure through the Muteki
bonds.

Swiss Re’s Mr. Schmutz noted
that the Muteki transaction func-
tioned as designed.

“(Investors) took the loss and
moved on. We haven't really
heard of anyone panicking and
leaving the market,” he said.
“Really it serves as a very nice
proof of the product and the con-
cept.”

Roger G. Beckwith, vp and sec-
retary of Lane Financial L.L.C. in
Chicago, had a similar view of the
market’s response to the catastro-
phe in Japan. “Things recovered
in a pretty reasonable period of
time,” he said.

The third factor slowing first-
half issuance was the fact that pri-
or to the quake and tsunami in
Japan, traditional markets were

very aggressive, Mr. Schultz said.
“We actually had a couple of
bonds that were scheduled to
come to market that just went
back to the traditional market
because it was just more efficient
for the clients,” he said.

“We still are working through
the RMS issue. We think the other
ones have been resolved,” Mr.
Schultz said. “We think we will
work through the RMS issue by
the end of the year.”

Markus Schmutz,
Swiss Re Capital Markets Corp.

“We started the year with an
estimate of $5 billion to $6 billion
that was going to come to market.
We've sort of revised that to $4
billion to $5 billion,” he said.

Investor interest in insurance-
linked securities remains strong.
“We've seen investor support
continue to be robust,” Ms.
Anger said.

With market proponents regu-
larly citing the uncorrelated
nature of cat bonds to other
investment instruments, the mar-

ket might be in a position to ben-
efit from stock market volatility.

“We really have accelerated
bringing new investors into the
space and it really started after the
global financial crisis in 2008,”
said Mr. Schultz. While most asset
classes producing negative returns
after the financial crisis, insurance
linked-securities produced posi-
tive returns, he said.

“The fact that (cat bonds) have
shown very little correlation (with
other investment risks) makes
them an attractive option for
many investors,” Mr. Schmutz
said.

WIth U.S. windstorm risks the
most common exposure in the ILS
market, there is interest from
investors in increasing the diversi-
ty of ILS exposures, according to
Lane Financial’s Mr. Beckwith.

“I think we've seen with recent
deals that there’s a lot of interest
in diversifying ILS,” he said. “So
things that are non-U.S. wind or
non-U.S. are sought after. You've
had a pretty good reaction in the
market to non-U.S. wind deals.”

Recent events could drive the
shape of some cat bonds going
forward. For example, the fre-
quency and severity of U.S. wind-
storms and the number of catas-
trophic events and total losses this
year might lead some issuers to
look to the cat bond market to
cover accumulations of losses.

“(An) area that we're seeing a
lot of focus on now from a U.S.
perspective is around aggregate
structures, which isn’t surprising,
given that 2011 has been a histor-
ically severe year,” Ms. Anger said.

Tornado frequency and severi-
ty coupled with the Japanese
earthquake led to insurance and
reinsurance losses, “which aren’t
negligible,” said Mr. Schmutz.
That has led some to consider

aggregate covers to address the
“extraordinary frequency of
smaller events,” he said.

Ms. Anger noted that supply
chain disruptions resulting from
the disaster in Japan also have
prompted discussions about cor-
porations using the ILS market to
address supply chain risks. She cit-
ed this year’s €150 million ($215.9
million) Pylon II Capital Ltd.
European windstorm issue by

Paris-based Electricite de France
S.A. as a possible model.

“For them, the original catalyst
for putting it in place was the loss
of income and business interrup-
tion from European windstorms,”
as it could provide property pro-
tection, she said. “When we see
very significant events that have
had an impact on corporations,
we do see increased focus on alter-
native solutions.”
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CAPTIVES

Supply chain risks pose challenges

Funding through captives
seen as an option by some,
but benefits seem limited

By MIKE TSIKOUDAKIS

Some risk managers and organizations seeking
to address their supply chain risks, highlighted
by the disaster in Japan, have weighed covering
their suppliers through their captive insurer,
but few, if any, have taken that approach,
experts say.

Competitive pricing for business interrup-
tion coverage and a general caution about
adding external supplier risks to the company-
owned captive have limited the approach’s
appeal among buyers, they say.

Companies often require outside suppliers to
obtain a certificate of insurance with specific
limits per the negotiated contract. If the suppli-
er cannot put up the amount of insurance the
company wants, the company often buys an
excess layer covering the supplier and passes
the costs on to the outside provider, observers
say.

The recent earthquake and tsunami in Japan
and other natural disasters have highlighted
this specific exposure that companies face. One
way to handle the exposure is placing it in a
captive, which brokers say could carry tax
advantages as a third-party risk and assist a
company'’s risk management efforts.

“We do bring it up,” said Gary Osborne,
president of USA Risk Group Inc. in Montpe-
lier, Vt., when company boards inquire about
innovative ways to cover suppliers.

“We haven’t seen many people using the
captive (approach). We've actually had three or
four clients buy a policy,” said Mr. Osborne,
who works mostly with Fortune 2000 to 5000
companies with $1 billion in sales and premi-
ums of $5 million to $8 million.

When the issue is brought up to clients,
“quite a few of them have found that the cov-
erages are priced where they didn’t want it or
they aren’t willing to take the risk in the cap-
tive,” he said.

Many captive managers are finding compet-
itive pricing in the commercial insurance mar-
kets for business interruption and supply chain
risks, Mr. Osborne said. “They’re finding the
products (in the commercial market), and
they’re not particularly comfortable writing it
in the captive,” he said.

Les Boughner, executive vp and managing
director of Willis Group Holdings P.L.C.’s
North American captive practice in Burlington,
Vt.,, said companies with captives are more
focused on protecting their internal risks.

“The discussions we’ve had with our clients
are much more directed on ‘how do we use a
captive to protect us from the exposure’ than it
has been to ‘how do we build a business out of
it,’- Mr. Boughner said. “If we had an
entrepreneurial captive that was really interest-
ed in starting to sell this coverage, they’d prob-
ably find the rates are so low they weren't
interested in it.”

Nancy Gray, regional managing director-
Americas at Aon Insurance Managers Ltd. in
Burlington, said some captives cover a compa-
ny’s internal supply chain risks, but so far there

REUTERS

Car manufacturers were confronted with supply chain issues after the earthquake and tsunami in
Japan earlier this year. Some companies are considering using captives to cover the risks, but the
short-tail nature of supply chain risks limits the appeal of using captives.

has been mainly discussion of expanding to
cover outside suppliers, among other third-par-
ty risks such as customer risk and employee
benefit programs.

Amid a soft-market insurance cycle, compa-
nies during the past five years have been forced
to cut captive expenses as much as possible,
Ms. Gray said. “Utilizing the captive to become
a profit center becomes another source of rev-
enue to companies while also keeping their
costs down,” she said.

Since the early 1980s, many captive owners
have “moved away from writing third-party
exposure and focus just on writing their own
exposure,” Ms. Gray said.

But if captive owners have a good under-
standing of the exposures related to their sup-
pliers and are confident in underwriting those
risks through the captive, they can look “at
their captive as a profit center instead of just a
cost center,” she said.

If a company writes enough third-party busi-
ness, it qualifies as an insurance company for
federal income tax purposes and receives the
tax benefits of deducting loss reserves, Ms.
Gray said.

“If you're not an insurance company, you
only get the tax deduction when the losses are
actually paid. So this is an accelerated tax
deduction if you can write enough third-party
risk in your captive,” Ms. Gray said.

Companies also can team with standard
insurers to underwrite supply chain risks
through their captive, said Steven R. Bauman,
senior vp and head of captive services at
Zurich Global Corporate, North America, in
New York.

The captive would underwrite the risk using
Zurich'’s form and take a retention in their cap-
tive or quota share risk with Zurich, or they can
take the underlying deductible amount in their
captive and Zurich would take the excess layer,

Mr. Bauman said.

The customized coverage can cover suppliers
several links down the chain, Mr. Bauman said.
“We are talking to several people now on the
possibilities.”

“It gives the assurance to the client that the
coverages that are provided to those suppliers
or those contractors are to the standards that
the client dictates through their captive,” Mr.
Bauman said.

Risk management strategies often prevail as
the preferred approach in dealing with outside
suppliers, experts say.

“I'm not sure captives will be a large solution
for, in terms of numbers, captives that will be
used for the supply chain risk of the suppliers,”
Aon’s Ms. Gray said. “I think there are more
opportunities for captives looking at a compa-
ny’s own risk profile. They need to understand
the risk themselves.”

Supply chain risks are short-tail exposures,
said USA Risk Group’s Mr. Osborne.

A company affected by the March earth-
quake and tsunami in Japan likely already has
worked its way around the blockage and knows
its ultimate loss, Mr. Osborne said. “It’s not
going to take you six years to figure out what
was my actual loss from that supply chain inci-
dent. There’s not a whole lot of sitting on mon-
ey for a tax deduction.”

Instead, companies are looking at ways to
deal with supply chain problems, such as
rerouting the supply chain, diversifying their
suppliers and moving away from the tight mar-
gins that come with just-in-time strategies, Mr.
Osborne said.

“I've seen much more standard risk man-
agement techniques rather than financing it,”
Mr. Osborne said. “This is one of those (situa-
tions) where, even with my love of captives,
I'm not sure the captive brings much to the
table,” he said.

Gary Osborne, president of USA Risk Group Inc.
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Group captives help firms tackle
health benefits funding issues

By JOANNE WOJCIK

Mid-market companies are discovering that
group captives can make self-funding employee
health benefits a bit less daunting, experts say.

Captives can provide a primary layer of med-
ical stop-loss coverage that would be tapped
before traditional stop-loss insurance. Because
medical stop-loss coverage purchased at higher
attachment points generally is less expensive
than that with lower attachment points, it
could save the employer money while also pro-
viding protection from high-cost claims.

Self-funded employers that use a group cap-
tive for primary stop-loss coverage also can
avoid “lasering,” a practice in which insurers set
higher attachment points for certain plan
members with costly pre-existing
conditions.

“Small employers tend to find
that self-funding is more of a risk
because of the lasers,” said Ken-
neth R. Olson, president of Hor-
ton Benefit Solutions in Chicago.
“They can be absolutely devastat-
ing for businesses’ financial state-
ments. So we've tried to craft the

‘Most lasers
come in about
$100,000 to
3200,000. We from $25,000 to $250,000,”

get any data from their carriers,” so they don't
know how much risk they may be taking on.

But for group captives funding medical stop-
loss coverage, “it’s a brave new world. It's
becoming one of the more popular ways to self-
fund health benefits,” Mr. Fleet said.

The high cost of health care combined with
the federal health care reform law is driving
interest among mid-market companies in using
captives for health benefits self-funding, said
Rick Stasi, chief operating officer of the alterna-
tive risk division at Avizent in Dublin, Ohio.

“They say, ‘You've done a good job control-
ling our property/casualty costs, but we're get-
ting clobbered on health insurance,”” he said.

On a related front, some protected cell cap-
tives that Avizent manages have been providing
stop-loss coverage for about two
years, he said. In fact, Avizent
itself is a participant, using a cap-
tive to fund stop-loss coverage of
its self-funded benefits program
for less than 1,000 employees,
Mr. Stasi said.

“The captive takes anywhere

depending on where the partici-

captive concept to provide rein- a|m08t never pating employer wants its stop-
surance net of stop-loss.” loss attachment point to be, and
For example, if 10 companies heal' Of d |asel' New York-based Chartis Inc.

each with 50 to 500 employees
form a group captive to provide
stop-loss coverage at attachment
points up to $500,000, they most
likely never will feel the impact of
a laser, Mr. Olson said.

“Most lasers come in about
$100,000 to $200,000. We almost
never hear of a laser above $500,000,” he said.

To protect the captive from being hit with a
sizable claim that would otherwise be subject to
a laser, the captive can purchase disease-specif-
ic coverage, said Mr. Olson.

“We require all our members to buy first-dol-
lar transplant coverage,” he said. “It is relatively
inexpensive. For a group with 100 lives, you
might spend less than $10,000 a year.”

But the peace of mind it provides to all
employers participating in the captive is price-
less, Mr. Olson said.

“If you have one transplant in your group,
you're looking at several hundred thousand
dollars. If this person is put on a transplant
waiting list, there is an automatic laser. But with
the transplant cover, there is no laser,” he said.

“If you take a look at the market, many mid-
size employers chose not to self-insure because
they were concerned about large swings in cost,”
said Sam Fleet, president of Charlotte, N.C.-
based AmWINS Group Inc. “For them to go self-
insured, it takes a huge leap of faith. They don’t

above $500,000.’

Kenneth R. Olson,
Horton Benefit Solutions

picks up any claims above that
amount, Mr. Stasi said.

Like group captives that self-
insure liability risks, virtually all
of these new benefits captives
require participating employers
to engage in certain loss-control
activities, such as health risk
assessments and population health manage-
ment, experts said.

For example, the captive the Horton Group is
assembling, which will be managed by Berkley
Accident & Health L.L.C., a unit of Greenwich,
Conn.-based W.R. Berkley Corp., is requiring
that 80% of the employees of participating
employers complete a health risk assessment as
a condition of remaining in the captive.

Because many participating employers previ-
ously did not have an incentive to offer well-
ness programs because their insurers did not
give them credit against their premiums for
engaging employees, “it’s exciting for us to do
population health management for the first
time for many of these employers/ groups,” Mr.
Olson said. “We expect a culture shift.”

“The benefit of the captive is not necessarily
risk sharing, but health risk management,” said
Mr. Fleet. “The objective is to become a zero-
trend company. You can do that when you
have a group of employers together that have
the same goal and objectives.”
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Mid-market: More firms
turn to captive insurers

CONTINUED FROM PAGE 6

40% of premiums, after three or
four years they decided to set up
an 831(b) behind the group cap-
tive to provide reinsurance,” Mr.
Stasi said.

Because many middle-market
companies are privately held, some
owners are using 831(b) captives
for “wealth transfer” and estate
planning, said Doug O'Brien, man-
aging director and national casual-
ty and alternative risk practice lead-
er at Wells Fargo Insurance Services
USA Inc. in New York.

“The surplus builds up on a tax-
beneficial perspective over the
years. Then the dividends or capi-
tal gains are given to an heir at a

more favorable tax rate,” he said.
“I probably get five calls a week
regarding interest in these types of
captives.”

In the wake of this year’s earth-
quake and tsunami in Japan, Les
Boughner, executive vp and man-
aging director of Willis Global
Captive Practice in Burlington,
Vt., says he is seeing interest
among mid-market companies to
use captives for supply chain man-
agement.

“A captive is nothing more than
a financial tool,” he said. “I don’t
know how any company of sub-
stance—and that would include
most midsize companies—can say
they have a full array of financial
tools if they don’t have a captive.”

Funding: Private company
takes alternative route

CONTINUED FROM PAGE 6

investment income, he added.

The  insurance  program
financed by Archway actually is
reinsurance. The participating
members all receive standard $1
million insurance policies from
The Hartford Financial Services
Group Inc., which then cedes the
primary $350,000 layer of each
policyholder’s coverage to the
captive.

The way the excess $650,000
layer is financed depends on rein-
surance market conditions, Mr.
Kilbane said.

“Either the carrier takes the
excess-of-loss layer or we go to the
reinsurance market if the Hartford
is not interested and see what the
reinsurance market quotes for that
layer,” he said. “Or the Hartford
and a reinsurance carrier will do a
quota share, which is what Arch-
way is doing now. The excess-of-
loss layer is shared 50-50 with ACE
Ltd. and the Hartford.”

All captive members still pay
premiums, which are calculated
based on prior loss experience as
well as a one-time $36,000 start-
up fee, which is used to buy one
share of captive ownership.
Because captive members are, in
effect, shareholders, they don't
have insurance contracts per se.
But they do have a legal commit-
ment for a minimum of one year

and become eligible for dividend
payments after three years.

Because Archway is a group cap-
tive, most of the risks it finances
are unrelated to an individual par-
ent or member company, making
premium payments tax-
deductible for each company
under Internal Revenue Service
rules.

Meanwhile, all funds held by
the captive are managed by
another Captive Resources divi-
sion: the Captive Investors Fund.

Claims administration and loss-
control services for captive mem-
bers are provided by Gallagher
Bassett Services Inc., a unit of Itas-
ca, Ill.-based broker Arthur J. Gal-
lagher & Co., which is paid out of
premiums.

Captive Resources also employs
loss-control engineers and claims
advocates to oversee the third-par-
ty administrator.

Mr. Bernstein said he believes if
more mid-market business execu-
tives were educated about cap-
tives, they would want to use
them, especially because they can
help to smooth the cost of risk
financing regardless of insurance
market conditions.

“The group has to do well, of
course,” he said. “But we’re insu-
lated from the impact of natural
disasters and investment losses on
an insurer’s financial portfolio.
We stand on our own merits.”

www.businessinsurance.com/mobile

Get the news you

need - when you
want it!

With the [FREE mobile app you can:

Quickly find the most recent news stories

Share articles via email and Twitter

Read the full article optimized for your device

Focus on key topics that are important to you

Availiable for:
iPhone
Android
Windows 7

Blackberry

www.businessinsurance.com/mobile



22 | September 5, 2011 Business Insurance

Structured: New coverage
avoids finite’s pitfalls

CONTINUED FROM PAGE 12

“People were underreserved”
after the soft market years, Mr.
Malloy said, “and deals were done
to create better results. People opt-
ed to buy less expensive finite
deals, and some of those ended up
going very badly for reinsurers. As
the market hardened in 2002 and
2003, buying shifted to deals with
more risk transfer with higher
margins because the market could
support it.”

Structured reinsurance arrange-
ments are useful for workers com-
pensation, property/casualty and
some property catastrophe expo-
sures “where you aren’t transfer-
ring the 100-year risk,” Mr. Malloy
said. “It might be at the bottom of
your property catastrophe pro-
gram.”

“Typically, you want good actu-
arial or modeled data” on risks
that have a fairly comfortable
range of potential outcomes, he
said.

“The motivation of the client is
typically something other than
the transfer of risk for a price” in a
structured reinsurance arrange-
ment, said Mr. Malloy. “They
want to retain the economics of
the business in some fashion” and
the risk- and reward-sharing fea-
tures let them to do that, he said.

The multiyear aspect of struc-
tured reinsurance products also
can make them useful for risks

that are not as easily modeled, Mr.
Paterson said.

The Y2K risk—widely held fears
that computers would crash at the
turn of the last century—is an
example of an exposure with con-
sequences that could have devel-
oped over time that would have
been suitable for a multiyear risk-
sharing arrangement in a struc-
tured reinsurance program, Mr.
Paterson said.

Sources said structured reinsut-
ance is well-suited as an aggregate
stop-loss product. “You take all
the risk of a company and put it in
one basket,” Mr. Paterson said.

Not all markets will write such
whole-account coverage, though,
because it tends to cannibalize
their traditional business, Mr.
Paterson said. “There are not
many markets doing that.”

Because opinions vary on what
constitutes a structured reinsur-
ance deal, experts say it is hard to
know how much of the coverage
is written.

“One man’s structured reinsur-
ance deal might be another
man’s traditional deal with some
bells and whistles,” said Mr. Mal-
loy.

Before it fell out of favor, finite
reinsurance was around 5% to 6%
of the reinsurance market, experts
said. Structured reinsurance is
“certainly no more than that,”
said Mr. Schnur, and likely far less,
other sources said.

Reinsurance:

Soft rates

limit captives’ advantages

CONTINUED FROM PAGE 10

business) for our clients to find
the insurance they need,” said Jill
Husbands, head of office and
managing director at Marsh IAS
Management Services (Bermuda)
Ltd. in Hamilton, which is a unit
of the New York-based Marsh Inc.

She said in specialty lines of
insurance where the market has
hardened a little, some clients
need to find capacity from rein-
surers. For example, her team has
seen “a number of instances” of
captives in the energy sector want-
ing to access the reinsurance mar-
ket themselves out of the need for
additional capacity, she said.

But accessing reinsurance is not
always straightforward.

Andrew Baillie, property risk
manager for AES Corp. in Arling-
ton, Va,, is finding that options
are limited for the power compa-
ny, which faces risks that range
from tropical storm damage to gas
explosions at its plants.

The company established AES
Global Insurance Co. in Burling-
ton, Vt.,, to insure its assets on a
consolidated basis. The captive
now catries the first $30 million of
AES’ risk. To cover its risks beyond
that amount, the captive also buys

up to $1 billion dollars of addi-
tional coverage.

But prices for some energy
exposures have increased signifi-
cantly as a result of losses related
to damage to the Fukushima
nuclear plant in Japan in March
and the BP P.L.C. oil spill in 2010.

“We're finding that there’s a
limited supply of the coverage we
need because we're in a fairly diffi-
cult market,” Mr. Baillie said. He
said the captive provides a wider
choice of underwriters from
which AES can buy coverage.
“Sometimes the opportunities are
cheaper, and sometimes they're
not, but if you need (coverage)
then you’re the victim of whatev-
er the pricing will be,” he added.

Mr. Baillie said AES is exploring
other options for its April renewal.

“The most sophisticated risk
management buyers will be con-
tinually looking at the market to
see what the correct solution is for
them,” Mr. Baillie said. In some
cases, the solution might be to car-
ry more risk in the captive; and in
others, the answer might be to
move the risk into other places or
to use new structures.

“You have to continually look
at how (the market) is evolving,”
Mr. Baillie said.

News
In Brief

Cat modelers estimate
Hurricane Irene losses

Insured losses from Hurricane
Irene, which hit the U.S. East
Coast and caused damage from
the Caribbean to New England,
could be as high as $7.1 billion, AIR
Worldwide Corp. said. Meanwhile,
EQECAT Inc. put the total at $3.4
billion. Risk Management
Solutions Inc. had not announced
its estimate late last week.

Marsh to buy broker unit
of Alexander Forbes

Marsh & McLennan Cos. Inc.'s
Marsh Inc. unit has reached an
agreement to acquire the
brokerage business of
Johannesburg-based Alexander
Forbes Ltd. MMC reported
brokerage revenue of $10.6 billion
in 2010, which made it the world's
second-largest brokerage in the
Business Insurance 201 ranking.
Alexander Forbes reported
brokerage revenue of 3.65 billion
South African rand ($510.3 million)
in 2010. According to Marsh, the
business comprises Alexander
Forbes Risk Services and certain
local and correspondent
operations serviced across sub-
Saharan Africa, including
Botswana and Namibia.

Combined ratios worsen
for U.S. reinsurers

U.S. property/casualty reinsurers
combined ratio continued to
deteriorate, worsening to 116.2%
during the six months ended June
30 from 98.7% during the same
period in 2010, according to a
survey of 19 U.S. reinsurers
released by the Reinsurance Assn.
of America. The results are “due to
the extraordinary number of
catastrophes in 2011, such as the
Japanese earthquake and tsunami,
tornadoes in southern and
northeastern U.S., and floods," said
a spokeswoman for the RAA.

Gilman, McNenney file
libel suits against Spitzer

Former Marsh Inc. Managing
Director William Gilman is seeking
$60 million in damages in a libel
suit filed against former New York
Gov. Eliot Spitzer last month. In
his suit, Mr. Gilman said Mr.
Spitzer implied that he was quilty
of crimes, including ones of which
he was never accused, in a
column on Slate.com. Mr. Gilman
and fellow former Marsh
Managing Director Edward
McNenney were indicted in 2005
on 37 charges regarding alleged
bid-rigging, but each was
convicted of only a single count of
restraint of trade and
competition, and a judge tossed
those convictions last year. Mr.
McNenney has filed a separate
libel suit against Mr. Spitzer,
seeking $30 million.

Tenn. licenses first
captive under revised law

Tennessee has licensed its first
new captive insurance company
since the state revised its captive
law this year. Julie McPeak,
commissioner of the Tennessee
Department of Commerce and
Insurance, signed the license for
Park View Insurance Co., a pure
captive formed by Nashville,
Tenn.-based hospital and health
system operator HCA Inc. The
revisions updated the existing
captive law and permitted the
formation of protected cell
captives, branch captives and
special-purpose financial captives
in Tennessee.

House panels to consider
‘grandfather’ rule repeal

House Republican leaders said
several House committees will
develop legislation to repeal the
health care reform law's
grandfather plan rules. House
Majority Leader Eric Cantor, R-
Wis., said in @ memorandum sent
to House Republicans that
employers losing grandfathered
status for their health care plans
will face higher costs, “negatively
affecting wages and job growth.”
Last year, the Senate defeated a
proposal by Sen. Mike Enzi, R-
Wyo., that would have effectively
nullified the grandfather rules.

Bermuda insurer
registrations surge

Thirty-one insurance companies
registered in Bermuda during the
first half of the year, according to
the Bermuda Monetary Authority.
That compares with 36 companies
for all of 2010, the BMA said. More
special-purpose insurers were
formed during the first half of 2011
than all of 2010, BMA CEO Jeremy
Cox said in a statement
announcing the activity.

Commercial property
rates rising: Marsh

Property insurance rates have
begun to rise, according to a
benchmarking trends newsletter
posted on Marsh Inc.'s website.
But rates for other lines of
commercial coverage continued
to decline during the third
quarter, most notably for publicly
traded companies' directors and
officers liability insurance,
according to Marsh. Catastrophes
in the United States and
elsewhere led insurers to push for
increased or flat rates for
property coverage, particularly
for accounts with “significant
catastrophe exposures and/or
poor loss histories,” Marsh said.

P/C industry’s first-half
cat losses $27B: Best

The U.S. property/casualty
insurance industry suffered $27
billion in catastrophe-related losses
during the first half of 2011, A.M.
Best Co. Inc. said in an analysis.
That represented a 127% increase
over the $11.9 billion in catastrophe
losses sustained during the same
period of 2010, the rating agency
said. Losses for commercial lines

of insurance rose to $8.3 billion in
the first half, from $4.1 billion in the
same period in 2010. During the
first six months of this year, U.S.
reinsurers saw $3.6 billion in
catastrophe-related losses as
opposed to $800 million sustained
during the same period in 2010.

P/C reserves deteriorate,
still adequate: Fitch

U.S. property/casualty insurers’
loss reserves have deteriorated
moderately, but they remain
adequate for now, Fitch Ratings
Ltd. said in an analysis. The
industry continues to benefit from
reserve strength built up in prior
years, the rating agency said.
Insurers' total reserve
development was $10.2 billion in
2010, down slightly from $10.3
billion in 2009, Fitch said.

Gras Savoye reorganizes,
names new CEQ

French brokerage Gras Savoye &
Cie. has reorganized its top
management structure and
appointed a new CEO. The
brokerage has split the roles of
chairman and CEO, previously
both held by Patrick Lucas, and
appointed Patrick Werner as CEO.
Mr. Lucas, 72, will remain
chairman of the company.

Liberty Mutual's
comp appeal rejected

A federal appeals court dealt
another blow to Liberty Mutual
Group Inc.'s years-old legal battle
against American International
Group Inc. in a case involving the
alleged underreporting of workers
compensation premiums. In the
ruling, the 7th U.S. Circuit Court of
Appeals in Chicago denied Liberty
Mutual's request for permission to
appeal a federal judge's decision
to grant preliminary approval of
AlG's offer to settle litigation with
a class of plaintiffs composed of
hundreds of rival insurers. The
appeals court also denied Liberty
Mutual's request to block the
mailing of settlement notices to
potential members of a class of
insurers that would be eligible to
share the $450 million.

N.Y. agents, brokers
appeal disclosure rule

Two New York insurance agent
and broker groups appealed a
judge's decision upholding a state
regulation that requires producers
to disclose incentive
compensation they receive. The
Independent Insurance Agents &
Brokers of New York and the
Council of Insurance Brokers of
Greater New York filed the appeal
with the New York State Supreme
Court Appellate Division, Third
Department in Albany. They seek
to overturn New York State
Supreme Court Judge Richard M.
Platkin's November decision that
upheld the state insurance
department’s authority to
promulgate New York Insurance
Requlation 194. The requlation,
which took effect Jan. 1, requires
producers to disclose the incentive
commissions they receive from
insurers and other third parties.
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D&O insurance
solutions
from Chartis.

Today’s directors and officers face more

risk than ever, due to a growing breadth of
regulations and heightened enforcement.

Having the right coverage is critical. At Chartis,

we offer cutting-edge insurance solutions built to
meet the challenges of D&O risk today—and will
keep innovating to meet the challenges of tomorrow.

Learn more at www.chartisinsurance.com/D&O
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MOST POPULAR STORIES
Week of August 29, 2011

House panels to consider repeal
of health plan ‘grandfather’ rules

Katia is next storm on the way,
but path uncertain

‘Above average' hurricane
activity in next two weeks

Top 5 highest-paid public broker
executives

State comp insurer seeks $50M

BUSINESS CONTINUITY

STRATEGIES: A free Sept. 14

Business Insurance webcast will

feature business continuity experts

who will explore issues risk

managers and their companies

should consider in developing plans.

Panelists will include Gary S. Lynch,

managing director at Marsh Risk

Consulting, and public policy advisor Arietta Chakos. To register for the event,

visit www.businessinsurance.com/webinars.

from staffing firm after verdict

Court rules against Wal-Mart in
harassment, retaliation case

Hurricane Irene insured losses
expected to near $3 billion

BUSINESS INSURANCE IN FOCUS:

Watch our weekly video, Business

Insurance In FOCUS, for insights into

the biggest risk management,

insurance and benefits stories of the

week, as well as interactive

information about our in-depth

coverage, upcoming events and 10
other features. :

Solvency Il will reduce
competition: Survey

Irene wallops floundering flood
insurance program

Unfair settlement claim against

. - CHANNELS: Visit the Mid-
comp insurer disallowed

Market Executive channel for

GET ONLINE NEWS EACH DAY risk and benefits information
Subscribe to BI's daily newsletter tailored to such firms.

IN-DEPTH COVERAGE on
what benefit managers need
to do to comply with the
health care reform law.

GALLERIES: See the latest
photo galleries, and submit

your own photos of industry
people and events.
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CATASTROPHES

REUTERS

Hurricane Irene battered much of the U.S. East Coast and Northeast last month. The deadly storm came after
insurers and reinsurers were hit but a string of other catastrophes earlier in the year. As a result of the losses,
interest has increased in industry loss warranties as an alternative to traditional coverage.

Industry loss warranties
surge with catastrophes

Alternative coverage
viewed as solution

for big exposures
By MARK A. HOFMANN

A spate of natural disasters has
driven up interest in—and the
cost of—industry loss warranties,
according to reinsurance experts.

ILWs are a form of capital typi-
cally used to complement tradi-
tional reinsurance. They are trig-
gered by a predetermined thresh-
old for an industrywide loss in any
line of business. ILW contracts
can reach up to $100 million in
value, market observers say.

“The ILW market is relatively
established now, and the ILW
market is roughly $5 billion to $6
billion and has been that way for
some time now,” said Henry King-
ham, executive director of Willis
Re Specialty in London.

“ILWs are a little different from
other forms of insurance-based
securities, like sidecars,” said
Shane de Burca, a partner at New
York law firm de Burca P.L.L.C.
focusing on corporate transac-
tions, including insurance and
reinsurance.

“ILWs respond very quickly
because they’re a very standard-
ized product,” said Mr. de Burca.
“They’re based on various
indices.”

The primary trigger in the Unit-
ed States for ILWs is based on the
Insurance Services Office Inc.’s
Property Claim Services unit’s esti-
mate of industry losses from a
catastrophe. The most common
triggering events for the coverage
are hurricanes, earthquakes and

Shane de Burca, de Burca P.L.L.C.
|

Florida wind losses.

“The market has opened up;
these indices have become more
granular,” Mr. de Burca said.

“The market has really been
growing since 2006,” said Patti
Guatteri, director-Swiss Re Capital
Markets in New York. While inter-
est in ILWs declined in 2009, it
has grown since then with more

market players and investors
interested in the market.

Events such as the Japanese
earthquake and tsunami, earth-
quakes in New Zealand, unusually
high U.S. tornado activity during
the spring and Hurricane Irene—
resulting in billions of dollars of
insured losses (see chart, page
18)—have driven interest in ILWs
even higher this year.

“This year, in particular, with
the large losses occurring early on
in the year, you would expect to
see an increase in ILWs and other
cat bonds,” said Matt Wulf,
vp-state relations and assistant
general counsel for the Washing-
ton-based Reinsurance Assn. of
America.

“They’re really kind of replace-
ment cover.” As reinsurers have
sustained large losses, “the (catas-
trophe) bonds, including ILWs,
are a quick way for money to enter
the market,” he said.

“The pricing of ILWs is very
much about supply and demand,”
said Stefano Nicolini, senior vp
with BMS Intermediaries Inc. in
Westfield, N.J.

“Since the beginning of the
year, the price has gone up and
up. Now it has reached a plateau,”
said Mr. Nicolini. “U.S. quake
went up 20% literally overnight
after the Japanese quake,” he said.
Frequency of events, the new Risk

See ILWs page 18
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the ALTERNATIVE RISKS issue

Iternative risk strategies continue to
evolve despite the soft commercial
insurance market. And the range of
organizations using nontraditional
coverage options is expanding.

Captives have long been a tool used by risk managers
to retain more risk and control liability exposures, but
some captive owners are looking to expand the types
of risks they cover within their captives, and a growing
number of midsize companies are now using captives.

Risk retention groups also are well-established
alternative vehicles, and they continue to thrive.

Other nontraditional coverage options such as
weather derivatives are not as well-established, but
more policyholders are looking for ways to incorporate
them into their broader risk management programs.

In this special report on alternative risks, we review
the growing array of nontraditional risk transfer options
available to risk managers, insurers and reinsurers and

take a look out how the markets are likely to develop.

To keep up with breaking news, including the latest
on damage estimates from Hurricane Irene and other
catastrophes, visit www.businessinsurance.com. To have
news alerts sent directly to your inbox, sign up for our
news alerts and newsletters.

WEATHER DERIVATIVES Companies from wide range of
industry sectors use hedging products as risk management tool to
protect revenues in extreme weather conditions. PAGE 4

CATASTROPHE BONDS Despite a sluggish first half due in
part to a revamped hurricane model, catastrophe bond activity is
expected to rise during the second half of the year. PAGE 4

MIDDLE MARKET Captives owned by middle-market
companies add medical stop-loss to their self-insured coverage;
companies find success in varying captive approaches. PAGE 6

REINSURANCE Gaining direct access to the reinsurance market
is no longer seen as a significant advantage for captive owners and
rates in the traditional market remain competitive. PAGE 10

STRUCTURED REINSURANCE Bowing to scandal and
regulatory doubt, structured reinsurance has largely supplanted
finite reinsurance and clearly discloses potential risks. PAGE 12

RRGS As the 25th anniversary nears of enacting the Liability Risk
Retention Act, risk retention groups remain vital; backers tout bill
to expand RRGs’ underwriting authority. PAGE 14

WORKERS COMP Captives provide a natural fit with workers
comp risks while some price-conscious employers weigh adding
professional and product liability exposures. PAGE 17

SUPPLY CHAIN Putting risks posed by a company’s supply
chain into a captive is a strategy few companies have adopted due
to competitive mainstream market pricing. PAGE 20
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RISK MANAGEMENT

Weather derivatives evolve
as risk mitigation device

Array of industries
use financial tool
to protect revenues

By MATT DUNNING

Weather derivatives, originated in
the late 1990s by recently deregu-
lated U.S. energy companies look-
ing to mitigate revenue lost to
adverse  temperatures, have
evolved to become a multibillion-
dollar worldwide business.

Today, observers and propo-
nents say, the weather derivative
market serves numerous business
sectors and regions, as well as a
host of risks.

Those advances, they note, are
the primary reason the number of
weather derivative contracts writ-
ten globally last year reached
more than 1.4 million through
March, a record for the market,
according to the Washington-
based Weather Risk Management
Assn.

The total value of those con-
tracts rose as high as $45.24 bil-
lion in 2006, the year after Hurri-
cane Katrina, and totaled $11.82
billion last year, according to the
association (see chart, page 19).

“It was essentially a U.S. busi-
ness focused on retail energy com-
panies,” said Juerg Trueb, a
Zurich-based managing director at
Swiss Reinsurance Co. “Now, it’s a
market that’s become worldwide
and grown to include a lot of vary-
ing solutions in a number of dif-
ferent sectors. There’s a much
broader range of underlying risk

that’s being contracted, and all
kinds of indexes being used to
quantify the impact of the weath-
er.”

There are two main types of
weather derivative contracts.

Standardized, exchange-based
contracts are placed by a broker
and bought and sold by traders,
largely through the Chicago Mer-
cantile Exchange. The buyer’s
account with the broker is debited
or credited based on the fluctuat-
ing price of the weather risk cov-
ered in the contract.

The second type, over-the-
counter contracts, are placed
directly with capital providers
such as hedge funds or reinsurers
and are either warehoused or trad-
ed against other nonstandardized
products.

OTC contracts offer greater flex-
ibility in specific weather triggers
and payment plans, but experts
say they carry greater liability to
the end user in that they do not
mitigate the risk of default of a
capital provider.

Where a weather derivative
contract differs from a traditional
insurance policy—and where it
can provide buyers with addition-
al protection—is its coverage of
low-severity, high-frequency
events like rain, snow and temper-
ature fluctuations, as opposed to
one-time catastrophes and natural
disasters.

At the market’s genesis, energy
companies purchased contracts
based solely on temperatures, col-
lecting payouts for the number of
days the average winter or sum-
mer temperature registered above

or below a preset threshold.

Proponents attribute the mar-
ket's growth largely to the addi-
tion of bespoke weather risk con-
tracts on rain, snow, wind and
other adverse conditions, as well
as a cross-commodity products
structure basing the payout on the
frequency of a weather occurrence
combined with the underlying
market price or volume of a com-
modity produced.

“QOver the last decade or so, a lot
of companies have looked more
closely at their risks and found
that an off-the-rack solution like
heating and cooling degree day
products didn't really fit that
well,” said Martin Malinow, CEO
of the New York-based Galileo
Weather Risk Management Advi-
sors L.L.C. and a former WRMA
president. “They needed a much
more tailored solution that really
fit not only the location but also
the true nature of the underlying
exposure,” he said.

The broader range of risks cov-
ered has fueled the expanded
demographic and geographic
diversity of customers using
weather derivative products, said
Bill Windle, president of WRMA's
board of directors and a Wood-
lands, Texas-based managing
director at Renaissance Reinsur-
ance Energy Advisors Ltd. Energy
remains the market’'s dominant
participant, but surveys have
shown increased interest from the
agriculture, construction, trans-
portation and hospitality indus-
tries.

See WEATHER page 19
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SECURITIZATION

More catastrophe bonds likely with investor demand strong

After slow start to 2011,
active second half predicted

By RODD ZOLKOS

The catastrophe bond market appears set to
rebound during the second half of the year
despite a slower pace during the first half
caused by several factors.

A soft traditional market, the March 11
earthquake and tsunami in Japan, and
changes to Risk Management Solutions
Inc.’s U.S. hurricane model all contributed
to the slow pace of first-half cat bond
issuance, market experts say.

However, investor demand for insurance-
linked securities remains high and the mar-
ket has largely worked through the issues
that confronted it earlier this year.

“Broadly speaking, we see what we would
call probably a very active second half of
the year. We've had a couple of transactions

BONDS AND CAPITAL

Catastrophe bond issuance and risk capital

outstanding, by year in millions of dollars.

YEAR ISSUANCE RISK CAPITAL

OUTSTANDING

2004 $1,142.8 $4,040.4
2005 19911 4,904.2
2006 4,693.4 8,541.6
2007 6,996.3 14,024.2
2008 2,129.2 12,043.6
2009 3,391.7 12,508.8
2010 4,600.3 12,185.0
2011* 1,606.8 10,637.1

*First six months
Source: GC Securities

already,” said Paul Schultz, president of Aon
Benfield Securities Inc. in Chicago.
Mr. Schultz said he sees a good pipeline

of transactions likely to come to market,
which should carry over into 2012.

According to New York-based GC Securi-
ties, an affiliate of Guy Carpenter & Co.
L.L.C., nearly $1.61 billion in new catastro-
phe bonds were during the first six months
of 2011, with nearly $10.64 billion in out-
standing risk capital in the market at the
end of the second quarter (see chart).

That’s down from last year, when there
was $2.35 billion in new issuance during
the first half with total risk capital in the
market standing at $11.82 billion. There
was more than $12.18 billion in risk capital
in the market at the close of 2010, accord-
ing to GC Securities.

“We definitely have seen an active year
this year; particularly we have seen another
active third quarter,” said Cory Anger, man-
aging director and global head of insurance-
linked securities at GC Securities.

“If you kind of look back to the first half
of the year, what you've probably seen is
that issuance is a little bit slower than for

the same period the year before,” said
Markus Schmutz, head of insurance-linked
securities structuring and origination at
Swiss Re Capital Markets Corp. in New
York.

Mr. Schmutz noted the RMS model
change as one factor slowing first-half cat
bond issuance. “A lot of people who were
thinking about doing issues had some ques-
tions about how would the market react to
the model change,” he said. “They also had
some questions about reinsurance renewals
at July 1.”

“Even today I think investors and issuers
are working through some of the changes”
to the RMS model, said Aon Benfield’s Mr.
Schultz. “It still continues to be an issue for
the market.”

While the earthquake in Japan appeared
to slow cat bond issuance, the market’s
response seems appropriate, the experts say.

It's possible the Japan loss caused a “lag”

See CAT BONDS page 19
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CAPTIVES

More midsize companies turning to captives

Range of structures
offer more options
to cover exposures

By JOANNE WOJCIK

Growing sophistication among
mid-market executives who want
to find a better way to finance the
risks their companies face is driv-
ing many midsize businesses to
turn to captives as an alternative
to traditional insurance, experts
say.

While group captives often are
the entry point to alternative risk
transfer for many middle-market
organizations  because  they
require less capitalization than
single-parent captives, many mid-
market executives also are show-
ing interest in what are known as
segregated or protected cell cap-
tives as well as micro captives, the
experts note.

While most mid-market cap-
tives are being used to insure or
reinsure workers compensation,
general liability and auto liability
exposures, some recently formed
captives finance medical stop-loss
insurance for self-funded health
benefits programs at mid-market
companies (see stories, page 21).

Group captives can be effective
for industries that have pre-
dictable losses, such as manufac-
turing, service, wholesale and
retail, said Steve Bankes, manag-
ing director of group captive solu-
tions at Aon Insurance Managers
Ltd. in Chicago. “Their risk pro-
files and commitment to loss con-
trol are very similar. They are
committed to keeping their
employees safe, protecting the
public from harm and don’t want
to spend too much on insurance.”

Such group captive members
generally have about $10 million
in payroll and about $100 million
in annual revenues, but are paying
perhaps as much as $500,000 for
insurance when they may have
only $100,000 to $200,000 in
claims in any given year, Mr.
Bankes said.

“You will always find compa-
nies with good loss experience
that want to profit-share with oth-
er companies,” said Lisa Wall,
senior vp of captive consulting at
Lockton Cos. L.L.C.

GROUP CAPTIVES can be effective for industries that have predictable
losses, such as manufacturing, service, wholesale and retail. Such group captive members
generally have about $10 million in payroll and about $100 million in annual revenues, but
are paying perhaps as much as $500,000 for insurance when they may have only $100,000

Although

Private company takes a

By JOANNE WOJCIK

A company doesn’t have to be a member of the
Fortune 500 to take advantage of captive insur-
ance.

Ask David Bernstein, president of Mid-State
Lumber Corp. in Branchburg, N.J., a privately
held middle-market building products firm
with approximately $100 million in annual
sales and 95 employees.

Mid-State Lumber is a member of Grand
Cayman, Cayman Islands-based Archway
Insurance Ltd., a member-owned group captive
that provides workers compensation, general
liability and auto liability coverage to 105 mid-
size companies.

“Ten years ago, I read an article about cap-
tives and how they were becoming feasible for
midsize businesses like ours,” Mr. Bernstein
said. “I spoke to our broker at the time and he
said if he could get a group together, he would
support it, but he struck out.”

So Mr. Bernstein did his own research and
found two group captives that his company
could potentially join. He felt uncomfortable
with the first, but a second captive composed
of an assortment of construction, service and
manufacturing companies that were more geo-
graphically dispersed appealed to him.

Mr. Bernstein said what he liked most about
Archway was that it included businesses across
the United States, none of which were Mid-
State Lumber’s local competitors or customers.

Ironically, Mr. Bernstein said he was intro-

group  captives

Although they require the same

ternative route

duced to Archway by Mid-State Lumber’s bank,
not its insurance broker, though the company
today uses Wells Fargo Insurance Services USA
Inc. to place several other lines of insurance
that include employee theft and umbrella lia-
bility, in addition to Archway’s coverage.

“We had been shopping insurance forever
and the whole process is very grueling; it’s not
one you enjoy or control,” Mr. Bernstein said.

By contrast, participating in a captive has
been “a very good experience for us. They help
us become a safer environment, which is good
for our employees,” he said. “I would say we
were a pretty safe environment to begin with
or we wouldn't have been invited to join Arch-
way.”

Archway, managed by Kensington Manage-
ment Group Ltd. in Georgetown, Grand Cay-
man, a subsidiary of Captive Resources L.L.C.,
requires risk assessments prior to inviting a
business to join, said Mike Kilbane, president
of Schaumburg, Ill.-based Captive Resources.

Moreover, the captive has lowered Mid-State
Lumber’s risk-financing costs, Mr. Bernstein
said.

Since its inception in 1999, Archway has
returned $32.5 million to its members in divi-
dends, which are paid in two situations: if a
member’s loss experience proves better than
expected and/or if the group’s overall loss expe-
rience is favorable, Mr. Kilbane said. In addi-
tion, funds deposited into the captive earn

See FUNDING page 21

tary/treasurer at GPW & Associ-

require lower startup costs because
each member contributes, Ms.
Wall and other captive consul-
tants say they also are seeing inter-
est among mid-market executives
in single-parent captives and pro-
tected cell captives, which basical-
ly are a collection of single-parent
captives within a captive.
Single-parent and protected cell
captives generally require between
$250,000 and $1 million in initial
capitalization to open, depending
on the type of risks financed and
the requirements of the selected
domicile, captive experts say.
However, the captive owner does-
n’t necessarily have to put all that
up in cash. The funds can be bor-
rowed from banks that issue let-
ters of credit to the captive to sat-
isfy capitalization requirements.

capitalization as a single-parent
captive, protected cell captives
have lower administrative costs,
which can be attractive to cost-
conscious mid-market executives,
said Donna Weber, senior vp at
Marsh Inc.’s captive solutions
group in Melville, N.Y.

“The dividing line is whether
you want to share risks with oth-
ers or whether you want your risks
exclusive to your business in a cell
or a single-parent captive,” said
David McManus, president of
ARTEX Risk Solutions Inc., a divi-
sion of Arthur J. Gallagher & Co.
in Hamilton, Bermuda.

“Typically, when you're putting
a group captive together, you
want to make sure everyone has
similar loss control measures in
place,” said Greg Petrowski, secre-

ates L.L.C. in Phoenix.

In most cases, mid-market
group captives include an assort-
ment of somewhat related busi-
nesses, perhaps geographically
dispersed, that reinsure insurance
policies issued by admitted insur-
ers, referred to as “fronting” insur-
ers. Because these fronting insur-
ers assume credit risk, they usually
require collateral from the captive,
which often is provided in the
form of a letter of credit issued by
a financial institution. They also
charge fronting fees.

Despite the fees and costs asso-
ciated with letters of credit,
which have become a more
expensive option in recent years,
such arrangements typically are
cheaper than traditional insur-
ance and reinsurance.

In addition to serving as rein-
surers, most mid-market captives
purchase reinsurance as a back-
stop, either on a per-claim or
aggregate basis. But even though
the same reinsurers that serve
large captives cater to the mid-
market, some are hesitant to pro-
vide coverage at the often low
attachment points required by
smaller captives, which is why
some mid-market companies may
combine their risks with other
similarly situated mid-market
companies, either in a group cap-
tive or as part of a pool, captive
experts said.

For example, in ARTEX's pool-
ing arrangement, mid-market cap-
tive owners pay premiums to their
captive based on their own experi-
ence for the first layer of coverage,
also known as the frequency layer
because that is usually where the
most claims are filed, Mr.
McManus said. Then the captive
pays premiums into a pool for a
second layer of coverage, which
pays the less frequent but more
severe claims.

“We have very few middle-mar-
ket companies that...throw their
hat in the ring openly with other
entities without there being some
sort of separate frequency and
severity fund,” Mr. McManus said.

As reserves grow in their cap-
tives, many mid-market execu-
tives are eyeing 831(b) captives
as a way to preserve those assets
for other uses, such as insuring
risks for which traditional cover-
age may not be available, experts
said.

“It's a merger of entrepreneurial
thinking with risk management,”
said Rick Stasi, chief operating
officer of the alternative risk divi-
sion at Avizent in Dublin, Ohio.
“They come up with things no
one in the insurance world would
ever think of.”

For example, a group captive
formed in 2004 to provide auto
liability, general liability and
workers compensation coverage
to a group of about a dozen own-
ers of various national fast-food
franchises decided to form a micro
captive with the dividends they
had received.

“Because they were getting such
great dividends, averaging 30% to

See MID-MARKET page 21

SINGLE-PARENT CAPTIVES AND PROTECTED
CELL CAPTIVES, which basically are a collection of single-parent captives
within a captive. generally require between $250,000 and $1 million in initial capitalization
to open, depending on the type of risks financed and the requirements of the selected

to $200,000 in claims in any given year. domicile.
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EDITORIAL

Creativity drives
market’s success

HAT OFTEN IS called the
alternative insurance
market, which includes
captive insurers and other
nontraditional ways to

handle business risks, is brimming with creativity.

Today, for example, there are more than 250 risk reten-
tion groups, special group captives that can operate nation-
wide after meeting the licensing requirements of one state.
In 1986, just before Congress significantly expanded the
kind of coverages RRGs could write, just a handful of RRGs
existed.

All types of captives—not just RRGs—have boomed. In the
United States alone, there are more than 1,800 captives,
compared with just over 100 in 1986.

As captives have grown, attitudes about them have
changed. Commercial insurers, once skeptics at best, have
become willing partners of the alternative risk financing
industry. In many cases, captives could not operate without
transferring some of the risks that they assume to tradition-
al reinsurers.

Even state insurance regulators have become more sup-
portive of captives and other alternative risk financing vehi-
cles, though exceptions remain.

The fact that roughly half of U.S. states now have captive
licensing laws could not have happened had state regulators
opposed those measures.

These are positive developments. In the case of group cap-
tives that include RRGs, as we report in this week’s issue,
policyholders, and especially smaller organizations, are
banding together to obtain risk management and loss-con-
trol services that they would have found difficult to get on
their own.

Not everything is positive on the captive front, though.
For example, the outlook for passage of legislation intro-
duced in June to allow RRGs to underwrite property risks
and to resolve disputes with state regulators without costly
litigation is not encouraging. Rep. John Campbell’s bill has
just one co-sponsor.

Still, proponents should not give up. If they continue to
promote the successes of alternative risk financing vehi-
cles—and how much more they could accomplish with
expanded underwriting authority and a better way to resolve
disputes—we are confident that Congress one day will
embrace and pass the legislation.

LETTERS

Business Insurance welcomes letters to the editor.

The section is intended to be a forum for readers’ opinions
and comments. We reserve the right to edit letters for
clarity or space. We will not publish unsigned letters.

Please send your letters to:
Letters to the Editor, Business Insurance,
360 N. Michigan Ave., Chicago, Ill. 60601-3806

Fax: 312-280-3174; email: gsouter@businessinsurance.com

SCHILLERSTROM

COMMENTARY

Captives still solving problems

hree hundred years ago, if someone had said they

had a captive in the Caribbean, they most cer-
tainly would have been a pirate. But today, captives
are held by the vast majority of Fortune 500 compa-
nies and an increasing number of middle-market
firms as an alternative risk financing vehicle.

While islands such as Bermuda and Guernsey his-
torically have been the most popular domiciles for
captive formations, many of the captives being creat-
ed today are in such land-locked locations
as Vermont, home to more captive insur-
ers than any other U.S. state with nearly
900 licensed captive insurers.

The idea of self-insuring risks in a cap-
tive rather than buying commercial insur-
ance is attributed to Frederic M. Reiss,
known as the father of captive insurance,
who used the term “captive” to describe
an insurance company subsidiary he
helped form for the Youngstown Sheet &
Tube Co. in the 1950s. The company had
called the mines whose output was used
exclusively by the parent corporation
“captive mines.”

Because this first wholly owned insurance compa-
ny subsidiary was created to provide insurance cover-
age solely to its parent, Mr. Reiss aptly dubbed it a
“captive,” and the name stuck, although it is some-
thing of a misnomer for many of today’s captives
that provide insurance to third parties as a way to
preserve the tax deduction for premiums paid into
them.

The captive movement gained momentum during
the hard commercial insurance market of the mid- to
late 1980s when liability coverage was either unavail-

JOANNE
WOJCIK

SENIOR EDITOR

able or unaffordable for many buyers. As buyers were
forced to raise their deductibles to lower the cost of
insurance coverage, they discovered they could squir-
rel away some of the money they were setting aside
to pay claims within those deductibles into captives,
where it would earn investment income at a time
when interest rates were exceptionally high. Today,
more than 5,000 captives exist worldwide.

Something similar is happening today as captives
provide a way to address the high cost of
employer-sponsored health benefits pro-
grams. Some midsize employers that self-
fund health benefits are joining group cap-
tives to pool a portion of those medical
risks, reducing the cost of health benefits
by allowing employers to purchase medical
stop-loss coverage at higher attachment
points.

In another creative use of captives, some
mid-market companies are tapping some of
the reserves that have built up in their cap-
tive subsidiaries to form “microcaptives,”
permitted under section 831(b) of the feder-
al tax code, to provide reinsurance to their captives
rather than purchasing such coverage from tradition-
al reinsurers. Other companies are using captives to
provide added financial protection in the event of
supply chain disruptions like those that occurred after
the recent earthquake and tsunami in Japan.

Like most innovations, captives were created to
solve a problem. And they will continue to evolve
and proliferate to address the growing need for alter-
native risk transfer.

Contact: jwojcik@businessinsurance.com
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Perspectives

SELF-INSURANCE DOES NOT MEAN unlimited liability when it comes to employee benefits, says
Craig [. Hasday, president of New York-based employee benefits consultant and broker Frenkel Benefits L.L.C. While

stop-loss coverage seldom is used by the largest self-insured employers, it can be an effective strategy for middle-market
employers that do not have the financial resources to withstand large claims. Understanding self-insurance and the

issues associated with stop-loss coverage can be a powerful tool to take back control of this important expense, he says.

Stop-loss cover provides a tool
to take control of benefit costs

By Craig I. Hasday

elf-insuring is a method to

fund employee benefits

where the employer pays

the insurer an administra-

tion fee to process claims
and use their provider network to
access discounts.

However, self-insurance does not
mean unlimited liability. To protect
against catastrophic losses, the
employer can purchase stop-loss
insurance to protect against having
to pay large claims on any one plan
member as well as total claims for
the entire group.

While stop-loss coverage is a
strategy seldom used by jumbo self-
funded employers, it is one that can
be effective for midsize employers
that do not have the financial
wherewithal to withstand large
claims.

Stop-loss insurance is a contract
between the employer and the
insurer to cover costs that exceed
those expected at the beginning of
the plan year. It is critically impor-
tant that the terms of the stop-loss
agreement be aligned with the
underlying employee benefit plans
or gaps can result.

There are two types of stop-loss
insurance coverage: individual, or
“specific” stop-loss, which is
designed to protect against the risk
that any one plan membet’s costs
will exceed the preselected per-
claimant limit; and aggregate stop-
loss, which limits a self-funded
employer’s total claims liability in a
plan year to a projected amount
plus a margin typically set at 25%
of the total expected liability.

A contract can be written on a
“prefunding” basis or a “fund-and-
refund” basis. A prefunding basis
means that once claims exceed the
threshold, the insurer begins to pay
claims. A fund-and-refund
approach to stop-loss coverage
requires the employer to first pay
the claims and then seek recovery
from the insurer.

Stop-loss insurers require infor-
mation concerning potential high-
cost claimants during the initial
application period and at renewal.
Contracts are rigidly enforced, and
insurers can require extensive
audits when a claim is presented.

In a typical stop-loss relationship
with a national insurer, the carrier
acts as the claims administrator and
reinsurer for large claims. This mit-
igates potential disputes and pro-
vides seamless reimbursement in
the event of a large claim.

Stop-loss is purchased on a per-
employee basis, regardless of how
many dependents are enrolled in
the plan, costing between $80 and
$100 per employee per month for a
midsize group. This compares with

Mr. Hasday

fully insured premiums of $425 for
single coverage and $1,000 for fam-
ily coverage.

Because the Patient Protection
and Affordable Care Act has
removed maximum lifetime limits
and is gradually lifting annual cov-
erage limits over time before they
are eliminated in 2014, individual
and aggregate stop-loss contract
limits also should be unlimited to
provide coverage alignment. This
year, employers can set annual cov-
erage limits at $750,000. Those lim-
its grow to $1.25 million in 2012
and $2 million in 2013 and are
eliminated entirely beginning in
2014.

Aggregate stop-loss

While unlimited individual stop-
loss coverage is readily available
from insurers, aggregate stop-loss is
often quoted with annual limits as
low as $1 million, which can cause
a significant coverage gap for a self-
funded employer.

Another critical issue in purchas-
ing stop-loss coverage is the period
during which claims are incurred
and the period during which they
are paid. There is a lag between the
time when services are performed
(the incurred date) and the actual
payment for these services. This lag
typically is two months, but it can
be reduced by automatic adjudica-
tion initiatives and capitated
arrangements, in which medical
providers are paid monthly
stipends for covering plan mem-
bers, regardless of the amount and
cost of services rendered.

More commonly found contracts
terms include:

m 12/12, which covers claims
incurred during the 12 policy
months and paid during that peri-
od;

m 12/15, which covers claims
incurred during the 12 policy
months and paid up to 15 months
later. This also is called “run-out”
protection; and

m Paid, which covers claims
incurred at any time and paid dur-
ing the policy year.

In the first year of a contract,
individual stop-loss coverage can be
written on an immature (12/12)
basis; however, aggregate stop-loss
usually includes run-out protection
(12/15). This will result in lower
first-year stop-loss premiums for
the employer because there is a lag
in paying claims that results in
about 10 months of claims being
paid in the first year. This lower
cost for the employer would be
made up in the second policy year,
when a full 12 months of claims
would be paid.

Significant increases and decreas-
es in employee head counts affect
the cost of aggregate stop-loss cov-
erage. Such contracts usually
include a provision that sets the
overall claims trigger to the month-
ly claims factor based upon the
head count at the beginning of the
contract. So when there is a signifi-
cant decline in the number of peo-
ple covered, the aggregate attach-
ment point can be much higher
than had been expected when the
stop-loss contract was signed.

When plan members are added
during the year, however, the stop-
loss cost usually is not adjusted

because claims for these added lives
would be considered immature.

In underwriting stop-loss insur-
ance, an insurance company will
request a disclosure of large claims
prior to the start of the first and
subsequent plan years. This disclo-
sure must be completely accurate
because inaccurate or incomplete
disclosure can result in claim
denial.

Perhaps the biggest risk faced is
not in the year of transition, but
during subsequent years in which a
large claim may be identified at the
time of underwriting the next
year’s coverage. Emerging or evolv-
ing claims can significantly affect
pricing of a stop-loss renewal.

In addition, known claims can be
“lasered,” which means that a high-
er stop-loss threshold may be set for
that individual or any claims relat-
ed to that individual could be
excluded entirely from stop-loss
coverage.

Build a cushion

Self-insurance clearly is not for
everyone.

Middle-market companies
should consider establishing
reserves based on the aggregate
stop-loss attachment point plus
estimated claims so they can begin
to build a cushion against the
inevitable bad plan year. Budgeting
at the minimum expected cost is a
recipe for disaster. Smaller compa-
nies have greater volatility and
therefore need larger cushions
against adverse experience.

Expect monthly variance in
claims payments and budget accord-
ingly. Fortunately, some insurers
have responded to this volatility for
middle-market customers by offer-
ing “level-funding” products with a
fixed monthly payment and an
annual settlement if there is a sur-
plus at the end of the policy year.

Taking the time to understand
self-insurance and the potential
issues associated with stop-loss cov-
erage can be a powerful tool in tak-
ing back control of this important
expense. Working with a qualified
adviser to help in evaluating this
decision is a great first step in deter-
mining whether this risk is one the
organization wants to and is able to
absorb. Stop-loss coverage helps
midsize firms cope with liability.

Craig 1. Hasday is president of New
York-based employee benefits consul-
tant and broker Frenkel Benefits
L.L.C., a division of Frenkel & Co. Inc.
He can be reached at 212-488-0274 or
via email at chasday@frenkel.com.
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Some energy reinsurance prices have jumped due to losses related to the
catastrophe at the Fukushima nuclear power plant in Japan.

CAPTIVES

Soft market limits attraction
of direct access to reinsurance

By SONJA RYST

Captive owners still gain financial
advantages from using the alter-
native risk vehicles to directly
access the reinsurance market, but
the benefits have diminished.
With a soft market for most
lines of coverage, policyholders

can obtain attractive rates direct-
ly from commercial insurers and
don’t need to route the risks
through a captive to obtain the
cheaper rates that historically
have been available from reinsur-
ance companies.

And for the few coverage lines
where rates are hardening, such as

The forces of nature can strike at any time.
Let’s discuss how to plug our defenses.

As the Earth’s climate is changing, so are the frequency and intensity of floods and storms. \What's the answer: retreat
from the most hazardous locations? Protect vulnerable areas with sea walls, drainage systems and better building codes?
Or take measures to transfer the financial risk and rebuild? All we know at Swiss Re is that, as our climate changes, we
must adapt apace. Which is why we're helping countries and communities develop strategies to protect themselves
against the forces of nature. Risk is the raw material we work with; what we create for our clients is opportunity.

Plug into www.swissre.com

Swiss Re
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some energy risks, reinsurance
costs have risen and capacity has
contracted, experts say.

Companies previously obtained
significant savings by using cap-
tives to tap reinsurance capacity.
Reinsurers traditionally provide
significant amounts of capacity to
insurers so, by accessing that
capacity directly, captive owners
were able to create efficiencies.

But that benefit is less pro-
nounced, as primary insurers are
offering such cheap rates for most
forms of property/casualty insur-
ance that accessing reinsurance
directly offers little in the way of
savings.

“You used to save a lot of mon-
ey accessing reinsurance (with a
captive), but you have such a soft
market now that sometimes it’s
not cheaper,” said Gary Osborne,
president of the captive manager
USA Risk Group Inc. in Montpe-
lier, Vt.

In the end, what a captive will
get in tapping the reinsurance
market depends on the specific
circumstances. “None of our
clients are the same,” said James
Murray, a director of captive and
insurance management at Aon
Global Risk Consulting in Burling-
ton, Vt., a unit of Chicago-based
Aon Corp. “We don’t have a cook-
ie-cutter approach.”

The benefits of using reinsur-
ance range from a captive’s loss
experience to the appetite of rein-
surers for taking on a risk, he said.

Not all reinsurers are interested
in captive business.

“The reinsurance market for
captives is smaller than the ones
for insurers,” said Michael O’Mal-
ley, managing director of consult-
ing in Concord, Mass., at the cap-
tive management firm Strategic
Risk Solutions Inc.

Though, according to Mr.
Osborne, “Almost every reinsurer
will entertain a captive proposal
that’s large enough. Few will say
point blank that they won't deal
with a captive.”

In some cases, captive owners
continue to find better prices from
reinsurers. For example, Mr.
Osborne said he put together a
captive for a shopping mall opera-
tor within the past six months.
The company was located in an
area that had experienced hurri-
canes previously, so coverage was
not easy for it to find. But the
shopping mall operator obtained
roughly $150 million of coverage
on its windstorm risks from rein-
surers for the same price it would
have gotten around $100 million
from insurers, Mr. Osborne said.

“It's not that it’s not worth it to
get it; it's just that the insurance
market is relatively soft at the
moment, so it’s relatively easy in
most of the general lines (of

See REINSURANCE page 22



Smarter is doubling the
likelihood your employees
will take charge of their health.

Aetna gets your employees more involved in their health and savings. With Aetna, employees
are 2x more likely to actively plan for health and consider their options, helping you manage
your bottom line without sacrificing quality care.

* Proven record of short-term and sustainable savings.

* Decrease overall medical costs by 7% and prescription costs by 14%.
* Proven savings of more than $400 per member per year.
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Structured programs avoid pitfalls of finite reinsurance

Multi-year deals include
degree of risk sharing

By MICHAEL BRADFORD

Finite reinsurance deals, tarred by scandal
and regulatory suspicion, have been
replaced by “structured” transactions that
put to rest any doubt whether there is a gen-
uine transfer of risk while providing a mul-
tiyear alternative to traditional reinsurance.

While finite reinsurance managed loss
volatility after it took off in the late 1980s,
concerns grew that it was more of a loan,
with critics alleging it was being used to
hide the true condition of insurers.

A Financial Accounting Standards Board
ruling in 1993 that there must be a reason-
able chance of a significant loss for a trans-
action to be accounted for as insurance led
the market to develop the “10/10” rule,
whereby a transaction was considered
insurance if there was at least a 10% chance
of a 10% loss.

The image of finite reinsurance was
stained in 2008 when investigations by
then-New York Attorney General Eliot
Spitzer and others into finite deals led to the
convictions of several former executives at
Stamford, Conn.-based General Reinsur-
ance Corp. and New York-based American
International Group Inc.

“Finite came under a lot of pressure in the

AP PHOTO

The image of finite reinsurance was stained in
2008 when investigations by Eliot Spitzer and
others into finite deals led to the convictions of
former executives at American International
Group Inc. and General Reinsurance Corp. A
new trial recently was ordered in the case.

Spitzer years,” said Mike Schnur, Chicago-
based partner with TigerRisk Partners L.L.C.
Last month, however, a three-judge pan-

el of the 2nd U.S. Circuit Court of Appeals
in New York overturned their convictions
in the 2008 case and ordered a new trial,
ruling in part that the jury was instructed
improperly.

Even if the defendants’ names are cleared
eventually, the damage to the reputation of
finite reinsurance is done, with wvarious
forms of structured reinsurance now taking
its place.

Even so, there is no firm definition as to
what constitutes a structured reinsurance
transaction, sources noted.

“My definition is: products where there is
a degree of risk-sharing between the par-
ties,” said Ed Hochberg, Philadelphia-based
executive vp and global product leader of
risk transfer products and analytics at Tow-
ers Watson & Co. “That is a good way of
looking at it, but there are many variations
on the theme from there.”

“What is meant by structured is struc-
tured over time,” said Donald A. Paterson,
CEO of Paterson?, a Westlake Village, Calif.,
firm that develops alternative risk transfer
programs. The transactions typically are for
longer than a year and involve some shar-
ing of risk among the parties, he said.

Depending on loss activity, return premi-
ums may be paid by reinsurers to insurers
under structured reinsurance deals or, if
losses are heavy, the insurer could be forced
to make additional payments to the reinsur-
er, Mr. Paterson said.

“I'would call it alternative reinsurance,” he
said of the deals being put together today.
“It’s reinsurance that’s not traditional.”

Whatever the name, the rationale for
today’s deals—and the clear disclosure of
risk transfer—differs from that used in
developing finite reinsurance products, Mr.
Hochberg said.

“What we used to see 10 or 15 years ago,”
he said, were deals “with an awfully signifi-
cant element of discounting loss reserves. A
lot of that has gone away. That element of
the deal is much less significant than it
was.” The aim of some finite transactions
was to “achieve an accounting result,
whether it was the movement of a result
from one year to another, or whatever the
objective was.”

Today’s deals by comparison are more
“capital-oriented,” Mr. Hochberg said.
“They are designed to truly transfer risk in a
way that 1is comfortable for all
parties...When we do a structured deal
these days, there’s not a question of,
‘Where’s the risk transfer?” The risk transfer
is very obvious.”

Finite reinsurance truly began to vanish
when a soft insurance market began hard-
ening in 2001, said Dan Malloy, executive
managing director at Aon Corp.’s Aon
Benfield reinsurance intermediary unit in
New York.

See STRUCTURED page 22

NOTICE OF REORGANISATION

NOTICE IS HEREBY GIVEN that the following applications were on 12 July
2011 presented to Her Majesty’s High Court of Justice:

(1) Claim No. 5835/2011: by Royal & Sun Alliance Insurance plc (formerly
named Royal Insurance Company Limited; and Royal Insurance plc) (as
transferee) and by the following transferors: Alliance Assurance Company
Limited (formerly named Alliance British and Foreign Life and Fire Assurance
Company); The British and Foreign Marine Insurance Company Limited
(formerly named The United British and Foreign Marine Insurance Company
Limited); Liverpool Marine and General Insurance Company Limited (formerly
named Liverpool Marine Insurance Company Limited); London Guarantee
& Reinsurance Company Limited (formerly named London Guarantee and
Accident Company Limited); National Vulcan Engineering Insurance Group
Limited (formerly named National Boiler Insurance Company Limited; and The
National Boiler and General Insurance Company Limited); Royal & Sun Alliance
Insurance (Global) Limited (formerly named The London and Lancashire Fire
Insurance Company Limited; London & Lancashire Insurance Company Limited;
The London and Lancashire Insurance Company Limited; and Royal Insurance
(Global) Limited); Royal & Sun Alliance Reinsurance Limited (formerly named
British Fire Insurance Company Limited; and Royal Reinsurance Company
Limited); Royal Insurance (U.K.) Limited; Royal International Insurance
Holdings Limited (formerly named The Liverpool and London and Globe
Insurance Company Limited; and Royal Insurance (Int.) Limited); Sun Alliance and
London Insurance plc (formerly named Sun Alliance Insurance Limited; and Sun
Alliance and London Insurance Limited); Sun Alliance Insurance International
Limited (formerly named The Planet Assurance Company Limited); Sun Alliance
Insurance UK Limited (formerly named The British Law Insurance Company
Limited); Sun Insurance Office Limited; The Century Insurance Company
Limited (formerly named The Sickness and Accident Assurance Association
Limited; and The Sickness Accident and Life Association Limited); The Globe
Insurance Company Limited; The London Assurance; Northern Maritime
Insurance Company Limited; The Sea Insurance Company Limited (formerly
named Sea Insurance Company Limited) and The Union Marine and General
Insurance Company Limited (formerly named The Union Marine Insurance
Company Limited) for: (i) an order under section || | of the Financial Services
and Markets Act 2000 (the "Act”") sanctioning a scheme for the transfer by the
transferors of some or all (as the case may be) of their insurance business to
Royal & Sun Alliance Insurance plc and (i) orders under section | 12 of the Act
making such ancillary provisions as are necessary to implement that scheme;

(2) Claim No. 5834/2011: by The Marine Insurance Company Limited (as
transferee) and by the following transferors: Alliance Assurance Company
Limited; The British and Foreign Marine Insurance Company Limited;
Liverpool Marine and General Insurance Company Limited; London
Guarantee & Reinsurance Company Limited; Royal & Sun Alliance Insurance
(Global) Limited; Royal & Sun Alliance Insurance plc; Royal & Sun Alliance
Reinsurance Limited; Royal Insurance (U.K.) Limited; Royal International

Insurance Holdings Limited; Sun Alliance and London Insurance plc; Sun

Alliance Insurance International Limited; Sun Alliance Insurance UK Limited;
Sun Insurance Office Limited; The Century Insurance Company Limited;
The Globe Insurance Company Limited; The London Assurance; Northern
Maritime Insurance Company Limited; The Sea Insurance Company Limited;
and The Union Marine and General Insurance Company Limited (see above
for the former names of these companies) for: (i) an order under section | I | of
the Financial Services and Markets Act 2000 (the “Act”) sanctioning a scheme
for the transfer by the transferors of some or all (as the case may be) of their
insurance business to The Marine Insurance Company Limited and (i) orders
under section |12 of the Act making such ancillary provisions as are necessary
to implement that scheme;

(3) Claim No. 5833/201 I: by Sun Insurance Office Limited (as transferee) and
by the following transferors: National Vulcan Engineering Insurance Group
Limited and The Sea Insurance Company Limited (see above for former names
of these companies) for: (i) an order under section | | | of the Financial Services
and Markets Act 2000 (the “Act”) sanctioning a scheme for the transfer by
the transferors of their Italian branch insurance businesses to Sun Insurance
Office Limited and (i) orders under section | 12 of the Act making such ancillary
provisions as are necessary to implement that scheme;

(4) Claim No.5837/201 I: by Royal & Sun Alliance Insurance plc (see above for
former names) (as transferee) and by PA(GI) Limited (formerly named Phoenix
Assurance Company Limited; Phoenix Assurance plc; and Phoenix Assurance
Limited) (as transferor) for: (i) an order under section |1 of the Financial
Services and Markets Act 2000 (the “Act”) sanctioning a scheme for the transfer
by PA(GI) Limited of some of its general insurance business to Royal & Sun
Alliance Insurance plc and (i) orders under section | 12 of the Act making such
ancillary provisions as are necessary to implement that scheme; and

(5) Claim No. 5836/2011: by The Marine Insurance Company Limited (as
transferee) and by PA(GI) Limited (see above for former names) (as transferor)
for: (i) an order under section ||| of the Financial Services and Markets Act
2000 (the “Act”) sanctioning a scheme for the transfer by PA(GI) Limited of
some of its general insurance business to The Marine Insurance Company
Limited and (ii) orders under section |12 of the Act making such ancillary
provisions as are necessary to implement that scheme,

each such scheme being referred to as a"Scheme” and together, the “Schemes”.

The following documents which are available for each Scheme may be obtained
by any person free of charge by contacting us by email on RSAtransfers@
Equiniti.com, or in writing at RSA Transfers, Royal & Sun Alliance Insurance plc,
One Plantation Place, 30 Fenchurch Street, London EC3M 3BD or by calling
the Schemes' helpline on 0845 600 9044 (from the UK) or 00 44 121 415
0211 (from overseas) at any time until the making of an order sanctioning the
relevant Scheme: (i) a copy of a report in accordance with section 109 of the
said Act on the terms of each Scheme by Gary Wells FIA, of Milliman Ing; (i) a
statement setting out the terms of the Schemes and a summary of the reports
(the “Explanatory Statement”"). Gary Wells, whose appointment was approved

by the Financial Services Authority, is the independent expert in respect of each
Scheme and his reports consider the impact of each Scheme upon policyholders.

You may be affected by the Schemes if you are a policyholder of any of the
companies named above. You can investigate whether this is the case by
examining your policy documentation or, where appropriate, speaking to a
relevant broker. If you have any questions about the Schemes you can call
the Schemes’ helpline on 0845 600 9044 (from the UK) or 00 44 121 415 0211
(from overseas).

You can also write to RSA Transfers, Royal & Sun Alliance Insurance plc,
One Plantation Place, 30 Fenchurch Street, London EC3M 3BD or at
RSAtransfers@Equiniti.com.

Under the proposed transfers, all the assets and liabilities comprised in the
relevant transferring business (including insurance policies and reinsurance
contracts) will transfer to the relevant transferee and the relevant transferee will
become the underwriter of the transferring policies. The proposed transfers will
secure the continuation by or against the relevant transferee company of any
legal proceedings by or against any of the relevant transferor companies that
relate to rights or obligations in respect of the relevant transferred policies, as
defined in the relevant Scheme document.

The Schemes will result in all property and contracts related to the transferring
business being transferred to the transferee companies notwithstanding any
restrictions on transfer or requirements for counterparty consent and without
triggering any pre-emption, termination or other rights which might otherwise
arise. Any entitlement to terminate, modify, acquire or claim an interest or right
or to treat an interest or right as terminated or modified as a result of anything
done pursuant to any of the Schemes will only be enforceable to the extent the
Court so orders.

Copies of the Explanatory Statement may also be viewed at the offices of
Royal & Sun Alliance Insurance plc at the address set out above and on the
following website until the making of the Court order in relation to each
Scheme: www.transfers.rsagroup.com.

Each of the applications is directed to be heard before the Companies Court
Judge at the Royal Courts of Justice, Strand, London, WC2A 2LL on 12
December 201 1. Any person who believes that he/she would be adversely
affected by the carrying out of any of the Schemes is entitled to object in
writing or may appear at the hearing in person or by counsel. Any person
who intends to appear at the hearing, and any person who objects to any of
the Schemes but does not intend to appear at the hearing, is requested to give
notice in writing of such objection or intention with reasons to RSA Transfers,
Royal & Sun Alliance Insurance plc, One Plantation Place, 30 Fenchurch Street,
London EC3M 3BD or at RSAtransfers@Equiniti.com not less than two clear
days before the Court hearing.
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RISK RETENTION GROUPS

RRGs still thriving 25 years after law's passage

Alternative vehicles
provide affordable,
stable coverage

By JERRY GEISEL

WASHINGTON—Passage of the Lia-
bility Risk Retention Act 25 years
ago unlocked the potential of risk
retention groups to provide a
highly efficient way for organiza-

tions to band together to form
group captives.

When Congress passed the
LRRA in October 1986, it was the
second time lawmakers approved
RRG legislation.

Five years earlier, lawmakers
approved the Product Liability
Risk Retention Act to establish the
special group captives that—
under a pre-emption provision in
the law—can write policies for
member-owners nationwide after

meeting the licensing require-
ments of the RRG’s domicile.

The pre-emption provision was
a major change from prior law in
which a captive had to meet the
licensing and capitalization
requirements of every state in
which it wanted to do business.

Some state mandates, such as
requiring an insurer to be in busi-
ness for a certain number of years
before it could conduct business
in the state, made it virtually

impossible for group captives to
be set up quickly and do business
in multiple states, said Jon
Harkavy, vp and general counsel
in Washington with RRG and cap-
tive manager Risk Services L.L.C.
But the law was a dud. Accord-
ing to a 1986 General Accounting
Office report, only one RRG, spon-
sored by homebuilders, was
licensed in the United States
under the 1986 law and that RRG
soon found itself locked in a legal

COURT-ORDERED LEGAL NOTICE

The following is a summary of information presented in more detail in the Notice of Proposed Class
Action Settlement, Settlement Hearing and Right to Appear (the “Notice”), which Settlement Class
Members should have received in the mail. Since this is just a summary, you should see the full Notice
for additional details.

Please read this information carefully. If you are a Settlement Class Member (as defined below), your
rights will be affected by these proceedings and you may be entitled to receive benefits under a proposed
settlement.

IF YOU ARE AN INSURANCE COMPANY AND YOU PARTICIPATED IN THE NATIONAL WORKERS COM-

PENSATION REINSURANCE POOL (THE “NWCRP”) OR THE NEW MEXICO WORKERS COMPENSATION

ASSIGNED RISK POOL (THE “NMWCARP”) AT ANY TIME DURING THE PERIOD FROM 1970 THROUGH

THE PRESENT (THE “SETTLEMENT CLASS”), YOU MAY BE ELIGIBLE TO PARTICIPATE IN A $450 MIL-

LION CLASS ACTION SETTLEMENT.

If you believe that you are eligible to participate in the class action settlement described in this
Court-Ordered Legal Notice but did not receive in the mail the detailed Notice describing the Settle-
ment, please visit www.WCPoolSettlement.com, where you can obtain the Notice, or contact the Court-
approved Administrator as set out below to request a copy of the Notice.

SUMMARY STATEMENT BY THE SETTLEMENT CLASS REPRESENTATIVES

The Settlement - A settlement consisting of $450 million in cash, plus interest as it accrues (the “Settle-
ment”), has been reached with American International Group, Inc. (“AIG”) in a class action lawsuit (the
“Class Action”) alleging, among other things, claims for fraud, breach of contract, accounting, violation
of the federal anti-racketeering statute and other theories in connection with the alleged underreporting
of workers compensation premium to the NWCRP and the NMWCARP from 1970 to the present (the
“Class Period”). If approved, the Settlement will create a Class Fund to pay the claims of insurance
companies that participated in the NWCRP and/or NMWCARP during the Class Period that qualify for
distributions under a Plan of Allocation which must be approved by the Court. The Settlement, if ap-
proved, would be a final resolution and release of the claims brought on behalf of the Settlement Class
against AIG and of every Settlement Class member’s claims by reason of any matter whatsoever arising
out of the underreporting of workers’ compensation premium in any of the 50 States or the District of
Columbia for all years from the beginning of time through January 28, 2011, against every other member
of the Settlement Class.

The Settlement has the support of the Board of Governors of the NWCRP and the Board of the NMW-

CARP, and the settlement amount has been endorsed as reasonable by the Examiner-in-Charge appointed
by the Lead States of the Multistate Targeted Market Conduct Examination conducted pursuant to the
National Association of Insurance Commissioners’ (“NAIC”) Market Regulation Handbook (the “Multi-
state Examination”). The Lead States are Delaware, Florida, Indiana, Massachusetts, Minnesota, New
York, Pennsylvania and Rhode Island. The other 42 states and the District of Columbia were Participating
States in the Multistate Examination which concerned AlG’s writing and financial reporting of workers
compensation insurance. The Examiner-in-Charge, pursuant to confidentiality agreements with AIG and
the NWCRP, also facilitated the settlement discussions that ultimately led to the Settlement.
The Class Action - The Class Action complaint, captioned Safeco Insurance Company of America, et al.
v. American International Group, Inc., et al., No. 09-CV-2026 (N.D. lIl.), alleges, among other things,
that during the Class Period, AlG underreported its workers compensation premiums in connection with
its participation in the NWCRP and NMWCARP and, as a result, underpaid its taxes and assessments,
including residual market assessments.

The Class Action claims stem from the New York Attorney General and Department of Insurance’s
(the “New York Authorities”) 2005 investigation of, and subsequent settlement with, AIG regarding
AlG’s historic reporting of workers compensation premium. As part of its settlement with the New York
Authorities in January 2006, AIG established a $301 million workers compensation fund (the “WCF”)
to compensate any other insurance companies and states that were harmed by AlG’s alleged underre-
porting and to resolve all of AIG’s liability with respect to these claims. The NWCRP, which through an
agent administers the residual market in many states on behalf of its approximately 500 Participating
Companies, asserted that the settlement was not binding on it and its members and maintained that
the amount of the WCF was insufficient to redress the harms to the Participating Companies caused
by AlG’s alleged underreporting. In May 2007, the NWCRP Board, through NCCI as its Attorney-in-Fact,
commenced an action in the United States District Court for the Northern District of lllinois against AIG
that eventually became consolidated with the Class Action.

The “AIG Parties” are the following companies: American International Group, Inc.; 21st Century Se-
curity Insurance Company; 21st Century Pacific Insurance Company; AlU Insurance Company; Ameri-
can Home Assurance Company; Granite State Insurance Company; Chartis Casualty Company; Chartis
Specialty Insurance Company; Chartis Property Casualty Company; Commerce and Industry Insurance
Company; lllinois National Insurance Co.; The Insurance Company of the State of Pennsylvania; National
Union Fire Insurance Company of Pittsburgh, Pa.; and New Hampshire Insurance Company.

The term “AlG” is used throughout this Court-Ordered Legal Notice to include some or all of these enti-
ties, depending on the context in which it is used.

The insurance companies that seek to represent the class in settling this action (“Settlement Class

Representatives”) are: ACE INA Holdings, Inc.; Auto-Owners Insurance Co.; Companion Property & Ca-
sualty Ins. Co.; FirstComp Insurance Co.; The Hartford Financial Services Group, Inc.; Technology Insur-
ance Co.; and The Travelers Indemnity Company.
R¢ for the Set - The Settlement is the result of detailed arm’s-length negotiations among
AIG, the Board of Governors of the NWCRP, and the Settlement Class Representatives, and was facilitat-
ed by the Examiner-in-Charge. By agreeing to a Settlement, both the Settlement Class Representatives
and AIG avoid the costs and risks of further litigation. By accepting the Settlement, Settlement Class
Members will be compensated for the Class Action claims, in accordance with a Plan of Allocation to be
approved by the Court, immediately after the Court’s approval becomes final. In light of the risks, costs,
and delay of litigation, the amount of the Settlement, the immediacy of recovery to the Settlement Class,
the support of the Settlement by the Board of Governors of the NWCRP and the Board of the NMWCARP,
and the endorsement of the settlement amount as reasonable by the Examiner-in-Charge, the Settlement
Class Representatives believe that the proposed Settlement is fair, reasonable, and adequate, and in the
best interest of Settlement Class Members.

Settlement Class Representatives and their counsel believe that the claims asserted against AIG have
merit. However, they recognize the risks and delay associated with the continued prosecution of the
claims against AIG in the Class Action. AIG has denied and continues to deny allegations of liability or
wrongdoing or damage to the Settlement Class or any member thereof, including in particular any basis
for punitive or other exemplary damages. Settlement Class Representatives and their counsel have
taken into account the issues that would have to be decided by a jury. Settlement Class Representatives
and their counsel have also considered the uncertain outcome and trial risk in complex lawsuits like
this one, and specifically the length of time it will take to resolve the case, and the substantial financial
burden the litigation is imposing on the NWCRP as a result of reimbursable defense costs being incurred
by Participating Companies in the NWCRP who have been sued by AIG. Settlement Class Representa-
tives believe that a recovery when the Court’s order approving the Settlement (if that occurs) becomes
final will provide an immediate benefit to Settlement Class Members, which is superior to the risk of
proceeding with the claims against AIG.

By this settlement, AIG will be releasing claims against all Settlement Class Members for alleged under-
reporting, which have been denied by all companies who have been accused of wrongdoing by AIG, and the
Settlement Class Members will be releasing all claims against AIG for underreporting, which have been
denied by AIG. In addition, all Settlement Class Members will be releasing all potential claims against
all other Settlement Class Members for alleged underreporting in what has been described as a “360
release”. The purpose of these mutual release provisions is to achieve peace among all Settling Parties.

Settlement Class Representatives and their counsel have also considered the Multistate Examination
Report and Regulatory Settlement Agreement (described in the Notice) and the Examiner-in-Charge’s en-
dorsement of the $450 million settlement amount as reasonable in particular. Considering these factors
and balancing them against the certain benefits that most of the Settlement Class will receive as a result
of the Settlement, Settlement Class Representatives and their counsel determined that the Settlement
described herein is fair, reasonable, and adequate, and that it is in the best interests of the Settlement
Class to settle the claims against AIG on the terms set forth in the Settlement Agreement and the Notice.
Opposition to the Settlement - Safeco Insurance Company of America (“Safeco”) and The Ohio Casualty
Insurance Company (“Ohio Casualty”) have also sued AlIG making similar allegations in a purported class
action. Safeco and Ohio Casualty oppose the Settlement because they believe that the amount of com-
pensation that the class would receive in settlement of its claims against AIG is far below the fair value
of those claims. In addition, Safeco and Ohio Casualty oppose the Settlement provision that requires
the class to release other parties that AlG alleges underreported their workers compensation premium.
Among the parties that AIG has accused of underreporting their premium are three of the Settlement
Class Representatives, ACE, Hartford and Travelers, as well as Liberty Mutual and Sentry Insurance.
AIG has stated that its claims against those parties, which are brought only on AlG’s behalf and do not
stand to benefit the Class, have merit and value. Under the Settlement, Safeco and Ohio Casualty con-
tend, class members would be releasing those Settlement Class Representatives from all underreporting
claims, in return for no payment or other consideration from any of them. In addition, certain members

of the NWCRP and the NMWCARP will receive no cash consideration under the Settlement, even though
their claims against AIG and all other premium underreporters will be released. For these reasons, and
others, Safeco and Ohio Casualty believe the Settlement is unfair, unreasonable and inadequate to the
Settlement Class. Safeco and Ohio Casualty urge the members of the Settlement Class to reject the
Settlement and continue the Class Action. The bases for their position are outlined in summary form in
Section 10 of the Notice, and Safeco’s and Ohio Casualty’s previously-filed objections to the Settlement
are available on the Court’s website as Docket #370. Settlement Class Representatives’ and AIG’s re-
sponses to those objections are available on the Court’s website as Docket #386 and 387, respectively.
Further information about the grounds upon which Safeco and Ohio Casualty oppose the settlement can
be accessed at www.aig-objectoptout.com.

Terms of the Settlement - In exchange for the releases set forth in the Settlement Agreement, as
amended (the “Releases”), AIG has agreed to fund a $450 million “Class Fund” to be allocated, after
deduction of Court-awarded attorneys’ fees and expenses, possible incentive compensation payments
not to exceed $175,000 in the aggregate to the Settlement Class Representatives, Notice and admin-
istrative expenses, and any applicable taxes (the “Distribution Amount”), among all eligible Settlement
Class insurance companies (the “Settlement Class Members”), provided that such Settlement Class
Members do not submit a valid and timely request for exclusion from the Settlement Class in accordance
with the procedures set out in Section VI of the Settlement Agreement.

If approved by the Court, the Distribution Amount will be allocated to the Settlement Class Members
pursuant to a Plan of Allocation prepared by the National Council on Compensation Insurance, Inc. (the
“NCCI”) in its capacity as administrator of the NWCRP and the NMWCARP. A copy of a summary of the
Proposed Plan of Allocation is attached to the Notice and available by visiting www.WCPoolSettlement.
com, and a full copy of the Plan of Allocation may also be obtained by contacting the Court-approved
Administrator or by logging into www.WCPoolSettlement.com.

If any Settlement Class Members “opt out” of the Settlement Class (as described below), the Distribu-
tion Amount will be reduced by the amount allocated to those excluded parties by the Plan of Allocation.

If you are a Settlement Class Member and you do not wish to participate in the settlement, you must
request exclusion from the Settlement Class by no later than October 3, 2011.

Under Paragraphs |.A 49-50 of the Settlement Agreement, all parents, predecessors, successors, sub-

sidiaries and affiliates are treated as a single Settlement Class Member for purposes of inclusion or
exclusion from the class.
The Legal Effects of the Settlement - If the Court approves the Settlement, AIG and the Settlement Class
Representatives will seek the entry of an Order Approving Settlement and accompanying Judgment that,
among other things, will (a) find that the Settlement is fair, reasonable, and adequate; (b) enter a final
order certifying the class for settlement purposes; (¢) dismiss with prejudice all claims and counter-
claims in the Litigations between AIG, the NCCI, the NWCRP, and/or the Settlement Class Members,
meaning that no member of the Settlement Class including you (unless you timely exclude yourself) will
be able to bring another lawsuit or proceeding against any of the Releasees (as that term is defined
in the Settlement Agreement) based upon the claims that have been raised or that could have been
raised in the Litigations; (d) incorporate the Releases as part of the Order Approving Settlement; (e)
permanently bar members of the Settlement Class from filing or participating in any lawsuit or other legal
action against any or all Releasees arising from or relating to any and all claims that have been raised
or that could have been raised in this Class Action; (f) enter a bar order that will: (i) prevent any person
or entity from commencing, prosecuting, or asserting any claim (including any claim for indemnification
or contribution or otherwise denominated, including, without limitation, claims for breach of contract
and for misrepresentation) against any Releasee where the alleged injury to the barred person or entity
is based upon that person’s or entity’s alleged liability to any or all of the Settlement Class and other
Settlement Class Members; and (ii) prevent any Releasee from commencing, prosecuting, or asserting
any claim (including any claim for indemnification or contribution or otherwise denominated, including,
without limitation, claims for breach of contract and for misrepresentation) against any person or entity
where the Releasee’s alleged injury is based upon the Releasee’s alleged liability to any or all of the
Settlement Class and other Settlement Class Members.

As noted, if the Court approves the Settlement, the Releases will be incorporated into the Court's

Order Approving Settlement. The Releases describe the claims that Settlement Class Members will
give up, as well as a description of the Releasees — i.e., the people and entities that will be released.
The full text of the Releases (as well as the text of relevant definitions) are attached as Appendix A to
the Notice. YOU ARE ENCOURAGED TO REVIEW CAREFULLY THE TERMS OF THE RELEASES AND THE
DEFINITIONS.
The Rights of Settlement Class Members - If you are within the definition of Settlement Class Member
(see Notice Section 6), you may either (1) participate in the Settlement (and receive settlement relief
if the Court approves the Settlement, and such approval becomes final); (2) request exclusion from the
Settlement; or (3) object to the Settlement.

If you want to object to any term of the Settlement Agreement, you must submit an objection to the
Court. If you object to the Settlement but your objection is overruled by the Court, you will be bound by
the Settlement. The procedures for requesting exclusion from the Settlement or for objecting to it are
described in the Notice in detail at Section 22 (requesting exclusion) and at Section 21 (objecting).

If you want to participate in the Settlement Agreement and have no objection to any of its terms,

you need not do anything at this time. If you are within the definition of Settlement Class Member, you
may be eligible to receive a settlement payment under the terms of the Settlement Agreement if the
Settlement and the Plan of Allocation are finally approved, and if the Plan of Allocation provides that a
payment will be made to you.
The Settlement Fairness Hearing - The Court will hold a hearing in this case on November 29, 2011 at
10:00 a.m. in Courtroom 1703, in the United States Courthouse located at 219 South Dearborn Street,
Chicago, lllinois 60604, to consider, among other things, whether to approve the Settlement and the
Plan of Allocation. If you file an objection, you may appear at this hearing and ask to be heard by the
Court, but you do not need to do so. If you (or an attorney hired at your expense) intends to appear at
the hearing, you (or your attorney) must file a notice of intention to appear. The Notice provides details
(at Section 21) about filing a notice of intention to appear and serving it on counsel for AIG and the
Settlement Class Representatives by no later than October 3, 2011. The Notice also provides details
about filing requests for exclusion or objections and serving them on counsel for AIG and the Settlement
Class Representatives by no later than October 3, 2011.

The Court may choose to change the date and/or time of the hearing without further notice of any

kind. If you intend to attend the hearing, you should confirm the date and time with the Court-approved
Administrator prior to going to the Courthouse.
Further Information - The Settlement Agreement sets out the details of the Settlement, including the
terms of the Releases by which Settlement Class Members (who do not exclude themselves from the
Settlement) will be bound if the Settlement is approved. Copies of the Summary of the Plan of Allocation
and the Releases are appended to the Notice. The Settlement Agreement and the Notice are available
at the Court-approved Administrator’s website, www.WCPoolSettlement.com, and can also be obtained
by calling 1-800-716-1520, Monday through Friday from 9:00 a.m. to 5:00 p.m. CST, by writing to
Safeco v AIG Settlement Administrator, c/o0 Kurtzman Carson Consultants, P.0. Box 6177, Novato, CA
94948-6177, or by sending an e-mail to Info@WCPoolSettlement.com. You may also visit the following
websites of Settlement Class Representatives: www.acegroup.com, www.auto-owners.com, Www.com-
paniongroup.com, www.firstcomp,com, www.thehartford.com, www.technologyinsurance.com, www.
travelers.com and AlG’s website, www.aig.com, as well as the websites of Safeco and Ohio Casualty,
www.ohiocasualty-ins.com, www.safeco.com.

If you wish to communicate with or obtain information directly from Settlement Class Counsel, you
may do so by contacting the attorneys listed below: Frederic R. Klein, Esq., William C. Meyers, Esq.,
Kerry D. Nelson, Esq., and Nury R. Agudo, Esq., Goldberg Kohn Ltd., 55 East Monroe Street, Suite 3300,
Chicago, Illinois 60603, Telephone: (312) 201-4000, Facsimile: (312) 332-2196, E-mail: frederic.klein@
goldbergkohn.com, william.meyers@goldbergkohn.com, kerry.nelson@goldbergkohn.com, nury.agudo@
goldbergkohn.com.

If you wish to communicate with or obtain information directly from counsel to AlG, you may do so
by contacting the attorneys listed below: Michael B. Carlinsky, Esq., Kevin S. Reed, Esq., Jennifer J.
Barrett, Esq., Quinn Emanuel Urquhart & Sullivan, LLP, 21 Madison Avenue, 22nd Floor, New York,
New York 10010, Telephone: (212) 849-7000, Facsimile: (212) 849-7100, Email: michaelcarlinsky@
quinnemanuel.com, kevinreed@quinnemanuel.com, jenniferbarrett@quinnemanuel.com.

If you wish to communicate with or obtain information directly from Counsel to Safeco and Ohio Casu-
alty, you may do so by contacting the attorneys listed below: Gary M. Elden, Esq., Gary M. Miller, Esq.,
Grippo & Elden, LLC, 111 South Wacker Drive, Chicago, lllinois 60606, Telephone: (312) 704-7700, Fac-
simile: (312) 558-1195, Email: gelden@grippoelden.com, gmiller@grippoelden.com, Michael A. Walsh,
Esq., Nutter, McClennen & Fish, LLP, Seaport West, 155 Seaport Boulevard., Boston, Massachusetts
02210, Telephone: (617) 439-2000, Facsimile: (617) 330-9775, Email: mwalsh@nutter.com.

You may also examine the Settlement Agreement, Court orders, and the other papers filed in the Class
Action at the Office of the Clerk, United States District Court for the Northern District of lllinois, Eastern
Division, Everett McKinley Dirksen United States Courthouse, 219 South Dearborn Street, Chicago, IL
60604 from 9:00 a.m. to 4:00 p.m. CST.

PLEASE DO NOT CONTACT THE COURT OR THE CLERK’S OFFICE FOR INFORMATION

battle with a state regulator on the
group’s authority to write cover-
age.

Settling such regulatory dis-
putes is the focus of the latest RRG
legislative efforts, but is one that
even backers doubt will win con-
gressional backing (see story, page
15).

The impact of the 1986 law was
dramatically different than the
1981 law. Within one year of the
passage, 38 RRGs had been estab-
lished, according to the Risk
Retention Reporter, a Pasadena,
Calif.-based monthly newsletter
that tracks the industry.

Today, more than 250 RRGs are
in operation (see chart, page 15),
generating nearly $2.5 billion in
premium volume, according to
the RRR (see chart, page 16). In all,
nearly 15% of all U.S. captives are
RRGs, according to Business Insur-
ance data.

“The law has been an incredible
success,” said Ed Precourt, senior
vp at Marsh Captive Solutions in
Burlington, Vt.

The LRRA “has provided
numerous industries with stable
and affordable coverage when the
traditional market could not or
would not,” said Michael J. Bemi,
president in Lisle, Ill.,, of The
National Catholic Risk Retention
Group Inc.,, a Vermont-based
RRG.

The reason for the 1986 law’s
success is simple vs. the 1981 law,
which was a delayed congression-
al response to soaring product lia-
bility insurance rates in the 1970s:
While the 1981 law limited RRGs'
underwriting authority to product
liability and completed opera-
tions, the 1986 law had no such
restriction.

Under the 1986 law, Congress
gave RRGs the authority to write
all commercial casualty coverage
except workers compensation.
That opened the door for RRGs to
write policies in numerous lines of
coverage—most notably medical
malpractice and professional lia-
bility, where buyers were looking
for alternatives to the traditional
market’s wide swings in rates and
available limits.

“We didn’t any longer want to
ride the market’s ups and downs.
We wanted stability,” said Janice
Abraham, president and CEO in
Chevy Chase, Md., of Vermont-
domiciled United Educators Insur-
ance, a Reciprocal Risk Retention
Group, which was licensed about
six months after passage of the
LRRA.

Industries that have set up
RRGs and the lines of coverage
written are diverse. Architects,
attorneys, builders, chemical
manufacturers, engineers, hospi-
tals and nonprofit organizations
are just a few of the industry sec-
tors whose members have set up
RRGs.

The risks covered by the groups
are equally diverse and include

See RRGs page 16



Legislation
would expand
risks covered

By JERRY GEISEL

WASHINGTON—The risk
retention group industry is
rallying around legislation
that would expand the
groups’ underwriting author-
ity and provide a new way to
settle pre-emption disputes
with state insurance regula-
tors, but even backers con-
cede that the odds of passage
are slim.

The measure, H.R. 2126,
introduced in June by Rep.
John Campbell, R-Calif.,
would allow RRGs to provide
property coverage to their
member-owners. Under cur-
rent law, RRGs can write all
lines of commercial casualty
coverage except workers
compensation.

In addition, in disputes
between the groups and
state regulators involving
whether the Liability Risk
Retention Act pre-empts a
state action, RRGs and/or
state regulators could ask
the director of the Federal
Insurance Office to resolve
the dispute.

Either party could seek a
review of the federal insur-
ance office director’s ruling
by the U.S. Circuit Court of
Appeals for the District of
Columbia.

RRG backers welcomed
the legislation, especially
the dispute mechanism,
which could settle disagree-
ments quickly with far less
cost than litigation.

“You need some kind of
oversight or dispute resolu-
tion so you don't fight the
same issues over and over
again,” said Gary Osborne,
president of captive and RRG
manager USA Risk Group
Inc. in Montpelier, Vt.

“There is a ton of indus-
try support for something
like this. RRGs are wasting
time and money—which
could be better used for risk
control and claims manage-
ment—fighting regulators”
who are taking incorrect
positions, said Michael
Bemi, president in Lisle, I11.,
of The National Catholic
Risk Retention Group Inc., a
Vermont-domiciled RRG.

But broad congressional
support for the proposal has
yet to develop.

So far, Rep. Campbell’s bill
has attracted only one co-
sponsor, Rep. Peter Welch,
D-Vt., while a Senate com-
panion bill to be proposed
by Sen. Jon Tester, D-Mont.,
has yet to be introduced.

That lack of broad sup-
port contrasts sharply with

See LEGISLATION next page
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The number of risk retention groups surged after passage of the Liability Risk Retention Act and during the last hard market.*
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A GROWING BUSINESS

Risk retention groups’ premium volume has dipped in recent years due to the soft commercial market, but is significantly higher compared with the first few years after the pas-

sage of the Liability Risk Retention Act.
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RRGs: Alternative vehicles still thriving 25 years later

CONTINUED FROM PAGE 14

virtually every casualty line—even
medical stop-loss coverage.

While diverse by industry and
coverage written, what many
RRGs have in common is an
underwriting philosophy in
which premiums are tied closely
to the risk covered and do not leap
or plummet depending on com-
petition.

“We have offered 23 years of
affordable, stable and high-quality
coverage. We have provided sta-

bility and predictability of premi-
ums, with no spiking, unlike the
traditional market,” Mr. Bemi
said.

In many cases, RRGs also pro-
vide risk management and loss
control services that their mem-
bers, especially smaller firms,
could not obtain in the tradition-
al market, said Gary Osborne,
president of USA Risk Group Inc.,
a Montpelier, Vt.-based captive
manager.

“We have two attorneys on staff
to answer employment-related

questions and we also provide
unlimited in-person and online
driver training as well as a series of
about a dozen webinars each year.
All of these services, and several
others, are completely free for
member-insureds,” said Pamela
Davis, president and CEO of the
Vermont-domiciled Alliance of
Nonprofits for Insurance, Risk
Retention Group in Santa Cruz,
Calif.

At the same time, RRG execu-
tives say the groups continually
try to update coverage to reflect

new exposures.

For example, Ms. Davis said ANI
has enhanced policies in numer-
ous ways, including adding interns
and students in training to the def-
inition of insured for sexual abuse
coverage. That is because they are
neither employees nor volunteers
since they at times are paid a
stipend, putting them into a gray
area of coverage, she said. Other
ANI enhancements include cover-
age for cyber liability and reim-
bursement of wages when an
employee is put on leave during a

professional liability investigation.

The biggest endorsement of
how RRGs operate is reflected in
their growth.

At the end of its first year in
1987, United Educators, whose
policyholders include colleges,
universities, independent schools,
public school districts, public
school insurance pools and muse-
ums, generated about $7 million
in premium volume with about
100 members. Now the RRG pro-
vides coverage to nearly 1,200 pol-
icyholders with a premium vol-
ume of about $140 million, Ms.
Abraham said.

At the same time, some RRGs
report annual policyholder reten-
tion rates that would be the envy
of any insurer. For example, ANI
has enjoyed a retention rate of just
over 96%, while National Catholic
Risk Retention Group has a 99.1%
retention rate, Mr. Bemi said.

However, not all RRGs have
met with success.

In fact, citing information it
obtained from the National Assn.
of Insurance Commissioners, the
GAO in a 2005 report said 22
RRGs failed between 1987 and
2003, with a somewhat higher
failure rate when compared with
other property/casualty insurers.
Still, a comparison between RRGs
and other insurers may not be
entirely parallel, the GAO said,
because the NAIC analysis did not
adjust for size and longevity
among other factors.

In all, the GAO said, RRGs have
“had a small but important effect”
on increasing the availability and
affordability of coverage, especial-
ly for organizations with limited
access to liability insurance.
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Legislation: Expansion
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the last time lawmakers consid-
ered amending the law. In 1986,
the Senate Commerce Committee
passed a bill, which later became
the LRRA, within two weeks of its
introduction. Final congressional
passage came seven months later
amid dramatic rate increases in
many casualty lines.

Backers said there is congres-
sional support for the Campbell
measure, but it hasn’t gained trac-
tion due to other, more pressing
issues.

“Candidly, Congress is focused
on some extremely important
issues and, due to that, issues of
lesser importance won't get that
much attention, no matter how
meritorious,” said Robert H. Myers
Jr., general counsel for the Nation-
al Risk Retention Assn. and a part-
ner with the law firm Morris,
Manning & Martin L.L.P. in
Washington.

Battles with state regulators
continue, though disputes are
fewer in number compared with
previous years, some said.

“There have been a lot of dis-
putes, but over the years there has
been more acceptance (by state
regulators) of RRGs,” said Nancy
Gray, regional managing director-
Americas with Aon Insurance

Managers in Burlington, Vt.

The most recent dispute—like
many before it—involves how
much authority state regulators
have over RRGs that are licensed in
other states. Nevada regulators last
year issued an order to bar Alliance
of Nonprofits for Insurance, Risk
Retention Group, a large Vermont-
domiciled RRG, to stop writing
first-dollar auto liability coverage
for its Nevada policyholders.

Nevada regulators said such
coverage must be written by
authorized insurers. To be autho-
rized, an insurer must be a mem-
ber of state guaranty association.
However, RRGs cannot be mem-
bers of guaranty associations
under LRRA.

ANI, which challenged the
order, said in a court filing that
the LRRA specifically pre-empts
any state laws that discriminate
against RRGs. But Nevada regula-
tors say there is a special carve-out
from the LRRA pre-emption provi-
sions for state-mandated coverage.

In July, a federal judge ruled in
favor of ANI, saying that LRRA
pre-empted the Nevada require-
ment. His order requires Nevada
to recognize that the term “autho-
rized insurer” includes RRGs, such
as ANL

Nevada insurance regulators,
though, are appealing the ruling.
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Firmer workers comp rates may lead to more captives

But costs, benefits
must be weighed
before formation

By ROBERTO CENICEROS

Anticipating firming insurance
prices, experts say more risk man-
agers are considering or adopting
alternative risk strategies that
include forming a captive insurer.

Putting a company’s workers
compensation risks into a captive
typically is among the top reasons
for moving to a captive arrange-
ment—aside from the tax advan-
tages and other benefits a compa-
ny-owned insurer may provide.
However, forming a captive may
not be the right strategy for all
employers, and the costs can out-
weigh the benefits.

Workers comp, general liability
and auto liability typically are the
top three risks covered by a cap-
tive. Workers comp is favored
because of the line’s premium vol-
ume, the long-tail nature of its
claims and the relative ease in
evaluating the exposure statistical-
ly, consultants say.

Natural fit

“Workers comp for a lot of orga-
nizations is really the big nut in
terms of premium volume,” said
Jim Swanke, director of risk con-
sulting for Towers Watson & Co.
in Minneapolis. “If you are going
to be doing anything in your cap-
tive, you are going to be focusing
on the largest-size premiums and
the premiums that have the
longer tails in terms of payouts.
Workers compensation by defini-
tion falls into that category.”

Sean B. Rider, managing direc-
tor of sales and consulting for
Willis Group Holdings P.L.C.’s
global captive practice in New
York, agreed.

“For U.S.-based firms, workers
compensation is one of first places
people go for captive utilization,”
Mr. Rider said. “Because workers
comp in particular is long-tail
business, it has a lot of transaction
activity; and with enough size and
scale, it can be very credible statis-

tically so you can have a lot of
rationality around the use of a
captive for workers compensa-
tion.”

While the workers comp insur-
ance market remains competitive,
it appears to be transitioning from
recent years’ soft pricing and is
driving discussions on stabilizing
costs, said Robert Hessel, senior
managing director for large risk
casualty in the Atlanta office of
Beecher Carlson Holdings Inc.

“The consensus is we are in a

market that is trying to change.
Comp is getting a bit more diffi-
cult and so people are perhaps
more sensitive to alternatives
today than they were a year or two
ago,” Mr. Hessel said. “Because the
market has been so soft, the ten-
dency has been to lower reten-
tions and purchase more cover-
age; but to the extent that
changes, people will adjust.”
Captives are just one option for
employers seeking to retain more
risk, said Ellyn Casazza, senior vp

in Atlanta for Marsh Inc.’s cap-
tives solutions group.

But current market conditions
are leading employers to weigh
increasing their retention and, in
doing so, some are evaluating
whether a captive may be their
best option for assuming addition-
al risk, she said.

Some employers are more con-
cerned about the firming of insur-
ance pricing for risks other than
workers comp, Mr. Rider said.
Cost increases for product and

professional liability insurance
may be a greater concern.

But even employers considering
putting their professional and
product liability risks in a captive
likely will want to put their work-
ers comp risks in the facility
because the line’s statistical relia-
bility provides a “nice stable base”
for a captive, Mr. Rider said.

The decision of whether to
launch a captive typically should

See COMP next page
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IN AN INSTANT,
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WHY HE TRUSTS

HIS AGENT

Doug wakes up wondering if that fire

at his supplier’s facility might also

send his own future up in smoke. It's

also the instant he remembers his

property coverage, underwritten by
CNA, and that if he needs to file a
claim, they'll make it as painless as

possible. Sleep tight, Doug.

To learn more about our broad
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and services, and the industries
we serve, visit www.cnha.com.
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ILWs: Disasters
boost pricing
and interest

CONTINUED FROM PAGE 3

Management Solutions Inc. U.S. hurricane
model, and supply and demand all served
to push up pricing, he said.

Mr. Nicolini said that he did not do any
ILW trades as a result of Irene. “If the loss-
es would have been bigger, I think there
would have been a lot more activity,” he
said. Assessments of the extent of losses
related to the hurricane are still under way,
he said.

“If Irene had made landfall as a Category
2, it would have had more losses and we
would have seen a peak in the ILW market”
as happened earlier this year, he said.

“There’s certainly been a lot of activity”
this year, said Guy Hengesbaugh, executive
vp with Towers Watson & Co. in Hamilton,
Bermuda.

He pointed out two types of deals: One is
“cold-spot” earthquake cover, which means
non-Japan and non-U.S. earthquake cover.
“Several of those deals were sold at the
beginning of the year,” he said. “Some have
been hit by the New Zealand quake.”

“The earthquakes in New Zealand and
Japan have triggered ILWs,” said Willis Re’s
Mr. Kingham. He pointed out that interest
in this cover increased after last year’s earth-
quake in Chile.

“The earthquakes in New Zealand and
Japan have caused some of these covers to
be impacted,” he said. “Pricing has
increased significantly in the nonpeak
earthquake—in some instances north of
100% for nonpeak earthquake ILWs.”

Mr. Hengesbaugh also cited worldwide

INSURED
LOSSES

U.S. insured catastrophe losses,
2001-2011, in billions of dollars

*Through June 15

Source: Insurance Information

Institute, Insurance Services Office
Inc.’s Property Claim Services unit

2001  $26.5
2002 59
2003 129
2004 275
2005 619
2006 9.2
2007 6.7
2008 271
2009 10.6
2010 13.6
201%  17.0

Water overflows Lock 8 on the Mohawk
River in Rotterdam, N.Y., on Aug. 29 as
Tropical Storm Irene produced heavy rain
that washed away houses, roads and more

in the region.
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aggregate structures as an example of ILWs.
Those structures cover multiple events on a
worldwide basis.

“Typically, you have an overall limit that
needs to be hit that’s made up of a basket of
catastrophes that have to occur,” he said.
During the first half of the year “we’ve had
multiple worldwide catastrophes, and ulti-
mately those trigger the aggregate ILW cov-
ers that were written at the beginning of the
year.”

Mr. Hengesbaugh said that while the
pricing has drastically increased, it's still in
the range that attracts buyers.

“The ILW market is a very reactive mar-
ket, and pricing has most definitely hard-
ened in those territories affected by
the recent losses—in some cases up to
100%,” Barry Law, head of Guy Carpenter
& Co. L.L.C.'s ILW practice in London, said
in an email.

“We also saw some peril-related increases

in other territories such as earthquake cov-
erages for the U.S. As far as structure is con-
cerned, the losses have affected the relative
attachment points of specific trades, and
there has been more demand for the loss-
affected areas—mainly because the covers
had not traded to any great extent before
the spate of losses,” Mr. Law said.

Associate Editor Sonja Ryst contributed
to this report.
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Comp: Long-tail nature
well-suited to captives
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be based on the size of a compa-
ny’s projected losses rather than
its revenue, consultants said.

“We use (projected losses with-
in a year) as a benchmark to deter-
mine if a captive is potentially
going to add significant tax
advantages to outweigh the costs
to run the captive,” Ms. Casazza
said.

That usually means a company
must expect about $3 million in
retained loss costs per underwrit-
ing year, she said.

The decision of how much risk
to retain, however, must be decid-
ed separately, before determining
whether the parent company will
pay the retention or whether it
will be financed through a cap-
tive, Ms. Casazza said.

Loss history, financial capacity
to bear risks and commercial
insurance market conditions
should help determine the
amount of risk to retain.

While $3 million in retained
losses is an average benchmark for
considering a single-parent cap-
tive, losses of as little as $250,000
may be appropriate for group or
association captives or 831(b) cap-
tives, Mr. Ridder said.

An 831(b) captive, established
under Internal Revenue Code Sec-
tion 831(b), allows insurance
companies with less than $1.2
million in annual premiums to
elect to be taxed by the federal
government only on their invest-
ment income.

One benefit of operating a cap-
tive is that upper management is
likely to support safety and risk
management department efforts
to reduce losses and enhance the
financial benefits of a captive
insurer, the consultants said.

Companies also form captives,
in part, to help them take greater
control over their risks and risk
costs, Towers Watson’s Mr.
Swanke added. “Control is right
up there as one of the (top) rea-
sons—and to be less reliant on the
commercial insurance market-
place and (insurance) cycles.”

But the real economic benefit of
a captive derives from potential
tax advantages, Marsh’s Ms.
Casazza said.

Under a typical insurance pro-
gram, income tax deductions for
claims are derived over time as
claims expenses are paid, the con-
sultants said. Because of the long-
tail nature of workers comp
claims, deductions might be taken

over years while reserves sit in the
employer’s balance sheet.

But a captive allows its owner to
accelerate tax deductions. The
entire amount of projected claims
costs can be taken immediately as
a tax deduction when funding is
put into the captive for a claim.
Meanwhile, the money placed in
the captive to cover future claims
expenses can be invested.

Yet companies weighing alter-
natives of taking on more risks
need to be careful because captives
can increase costs rather than
reduce them, Mr. Hessel said.

“You have to consider adminis-
trative costs of the captive and,
depending on how you structure
the captive, your frictional costs
can be higher than under a quali-
fied self-insurance program or a
deductible program,” he said.
“You need to give careful consid-
eration to how you structure the
program so you don’t increase
costs unnecessarily.”

Frictional costs to consider can
include state premium taxes and
assessments, which can be less
under a fully insured program.

“If you have a lot of exposure in
states that have a difficult tax or
assessment regime, it can make a
huge difference,” Mr. Hessel said.

Apart from tax considerations,
operational expenses average
about $80,000 to $100,000 per
year for captive management fees,
regulatory fees, audit services and
legal advice, Ms. Casazza said.



Weather: Derivatives
evolve to mitigate risks
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“Especially in the last two or
three years, the market has shown
a much greater diversity in its cus-
tomer base,” Mr. Windle said.

In 2004, 69% of all inquiries
about weather derivatives were
attributed to the energy sector.
Last year, that fell to 46%, while
23% of the interest came from
construction companies and 12%
from the agriculture industry.
Companies in the outdoor enter-
tainment industry—such as
amusement parks, concert venues
and open-air sports stadiums—
also have entered the market in
recent years, Mr. Windle said.

Weather derivatives also have
enjoyed significant market growth
outside the United States, particu-
larly in Europe and Asia. Some
63% of last year’s 998,000 OTC
contracts were written in Europe
compared with just 13% in 2005,
according to WRMA.

When the CME entered the

weather derivatives market in
1999, it had only two product
forms for futures and options
based on heating and cooling
degree days, said Paul Peterson,
director of commodity research
and product development for
CME. Those contracts were solely
for energy companies and avail-
able in just 10 U.S. cities, he said.

“Today, we're up to 67 different
products,” Mr. Peterson said.
“We're also up to 24 U.S. cities
and we have contracts available in
11 other countries, including sev-
eral European countries, Japan,
Canada and Australia.”

Looking forward, proponents
said there is ample opportunity
for growth in the market, primari-
ly in the green energy sector.

Contracts for wind, solar and
hydroelectric energy producers
are in development, but have yet
to be brought to market. Mr.
Peterson said the CME is only in
the beginning stages of crafting a
contract tailored to the green

$45,244

$19,429

$9,697

Business Insurance September 5, 2011 | 19

$32,008

$15,113
$9,986

AP PHOTO
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energy sector.
“It's a very complex process, but

we're going to keep chipping away
at it,” Mr. Peterson said. “They’re

all viable topics, and all very good
areas for future work.”

Cat bonds: Investor demand strong
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in new issuance while the market
digested the event and how it
played out. But, said Mr. Schultz,
“I don't think it changed any of
the issuance that was going to
come to market.”

“What'’s happened in terms of
catastrophic events around the
world hasn’t really had that much
of an impact,” he said. “The mar-
ket does expect to pay losses from
time to time.”

“Of the outstanding cat bond
limit, about $1.5 billion was
exposed to Japanese earthquake
risk,” said GC Securities’ Ms.
Anger. One issue, Muteki Ltd.,
paid its full limit of approximately
$300 million. That issue provided
earthquake coverage to Zenkyoren
Ltd., the Japanese National Mutu-
al Insurance Federation of Agricul-
tural Cooperatives, under a deal in
which Munich Reinsurance Co.
provided reinsurance to the
Japanese mutual, then securitized
the exposure through the Muteki
bonds.

Swiss Re’s Mr. Schmutz noted
that the Muteki transaction func-
tioned as designed.

“(Investors) took the loss and
moved on. We haven't really
heard of anyone panicking and
leaving the market,” he said.
“Really it serves as a very nice
proof of the product and the con-
cept.”

Roger G. Beckwith, vp and sec-
retary of Lane Financial L.L.C. in
Chicago, had a similar view of the
market’s response to the catastro-
phe in Japan. “Things recovered
in a pretty reasonable period of
time,” he said.

The third factor slowing first-
half issuance was the fact that pri-
or to the quake and tsunami in
Japan, traditional markets were

very aggressive, Mr. Schultz said.
“We actually had a couple of
bonds that were scheduled to
come to market that just went
back to the traditional market
because it was just more efficient
for the clients,” he said.

“We still are working through
the RMS issue. We think the other
ones have been resolved,” Mr.
Schultz said. “We think we will
work through the RMS issue by
the end of the year.”

Markus Schmutz,
Swiss Re Capital Markets Corp.

“We started the year with an
estimate of $5 billion to $6 billion
that was going to come to market.
We've sort of revised that to $4
billion to $5 billion,” he said.

Investor interest in insurance-
linked securities remains strong.
“We've seen investor support
continue to be robust,” Ms.
Anger said.

With market proponents regu-
larly citing the uncorrelated
nature of cat bonds to other
investment instruments, the mar-

ket might be in a position to ben-
efit from stock market volatility.

“We really have accelerated
bringing new investors into the
space and it really started after the
global financial crisis in 2008,”
said Mr. Schultz. While most asset
classes producing negative returns
after the financial crisis, insurance
linked-securities produced posi-
tive returns, he said.

“The fact that (cat bonds) have
shown very little correlation (with
other investment risks) makes
them an attractive option for
many investors,” Mr. Schmutz
said.

WIth U.S. windstorm risks the
most common exposure in the ILS
market, there is interest from
investors in increasing the diversi-
ty of ILS exposures, according to
Lane Financial’s Mr. Beckwith.

“I think we've seen with recent
deals that there’s a lot of interest
in diversifying ILS,” he said. “So
things that are non-U.S. wind or
non-U.S. are sought after. You've
had a pretty good reaction in the
market to non-U.S. wind deals.”

Recent events could drive the
shape of some cat bonds going
forward. For example, the fre-
quency and severity of U.S. wind-
storms and the number of catas-
trophic events and total losses this
year might lead some issuers to
look to the cat bond market to
cover accumulations of losses.

“(An) area that we're seeing a
lot of focus on now from a U.S.
perspective is around aggregate
structures, which isn’t surprising,
given that 2011 has been a histor-
ically severe year,” Ms. Anger said.

Tornado frequency and severi-
ty coupled with the Japanese
earthquake led to insurance and
reinsurance losses, “which aren’t
negligible,” said Mr. Schmutz.
That has led some to consider

aggregate covers to address the
“extraordinary frequency of
smaller events,” he said.

Ms. Anger noted that supply
chain disruptions resulting from
the disaster in Japan also have
prompted discussions about cor-
porations using the ILS market to
address supply chain risks. She cit-
ed this year’s €150 million ($215.9
million) Pylon II Capital Ltd.
European windstorm issue by

Paris-based Electricite de France
S.A. as a possible model.

“For them, the original catalyst
for putting it in place was the loss
of income and business interrup-
tion from European windstorms,”
as it could provide property pro-
tection, she said. “When we see
very significant events that have
had an impact on corporations,
we do see increased focus on alter-
native solutions.”
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CAPTIVES

Supply chain risks pose challenges

Funding through captives
seen as an option by some,
but benefits seem limited

By MIKE TSIKOUDAKIS

Some risk managers and organizations seeking
to address their supply chain risks, highlighted
by the disaster in Japan, have weighed covering
their suppliers through their captive insurer,
but few, if any, have taken that approach,
experts say.

Competitive pricing for business interrup-
tion coverage and a general caution about
adding external supplier risks to the company-
owned captive have limited the approach’s
appeal among buyers, they say.

Companies often require outside suppliers to
obtain a certificate of insurance with specific
limits per the negotiated contract. If the suppli-
er cannot put up the amount of insurance the
company wants, the company often buys an
excess layer covering the supplier and passes
the costs on to the outside provider, observers
say.

The recent earthquake and tsunami in Japan
and other natural disasters have highlighted
this specific exposure that companies face. One
way to handle the exposure is placing it in a
captive, which brokers say could carry tax
advantages as a third-party risk and assist a
company'’s risk management efforts.

“We do bring it up,” said Gary Osborne,
president of USA Risk Group Inc. in Montpe-
lier, Vt., when company boards inquire about
innovative ways to cover suppliers.

“We haven’t seen many people using the
captive (approach). We've actually had three or
four clients buy a policy,” said Mr. Osborne,
who works mostly with Fortune 2000 to 5000
companies with $1 billion in sales and premi-
ums of $5 million to $8 million.

When the issue is brought up to clients,
“quite a few of them have found that the cov-
erages are priced where they didn’t want it or
they aren’t willing to take the risk in the cap-
tive,” he said.

Many captive managers are finding compet-
itive pricing in the commercial insurance mar-
kets for business interruption and supply chain
risks, Mr. Osborne said. “They’re finding the
products (in the commercial market), and
they’re not particularly comfortable writing it
in the captive,” he said.

Les Boughner, executive vp and managing
director of Willis Group Holdings P.L.C.’s
North American captive practice in Burlington,
Vt.,, said companies with captives are more
focused on protecting their internal risks.

“The discussions we’ve had with our clients
are much more directed on ‘how do we use a
captive to protect us from the exposure’ than it
has been to ‘how do we build a business out of
it,’- Mr. Boughner said. “If we had an
entrepreneurial captive that was really interest-
ed in starting to sell this coverage, they’d prob-
ably find the rates are so low they weren't
interested in it.”

Nancy Gray, regional managing director-
Americas at Aon Insurance Managers Ltd. in
Burlington, said some captives cover a compa-
ny’s internal supply chain risks, but so far there

REUTERS

Car manufacturers were confronted with supply chain issues after the earthquake and tsunami in
Japan earlier this year. Some companies are considering using captives to cover the risks, but the
short-tail nature of supply chain risks limits the appeal of using captives.

has been mainly discussion of expanding to
cover outside suppliers, among other third-par-
ty risks such as customer risk and employee
benefit programs.

Amid a soft-market insurance cycle, compa-
nies during the past five years have been forced
to cut captive expenses as much as possible,
Ms. Gray said. “Utilizing the captive to become
a profit center becomes another source of rev-
enue to companies while also keeping their
costs down,” she said.

Since the early 1980s, many captive owners
have “moved away from writing third-party
exposure and focus just on writing their own
exposure,” Ms. Gray said.

But if captive owners have a good under-
standing of the exposures related to their sup-
pliers and are confident in underwriting those
risks through the captive, they can look “at
their captive as a profit center instead of just a
cost center,” she said.

If a company writes enough third-party busi-
ness, it qualifies as an insurance company for
federal income tax purposes and receives the
tax benefits of deducting loss reserves, Ms.
Gray said.

“If you're not an insurance company, you
only get the tax deduction when the losses are
actually paid. So this is an accelerated tax
deduction if you can write enough third-party
risk in your captive,” Ms. Gray said.

Companies also can team with standard
insurers to underwrite supply chain risks
through their captive, said Steven R. Bauman,
senior vp and head of captive services at
Zurich Global Corporate, North America, in
New York.

The captive would underwrite the risk using
Zurich'’s form and take a retention in their cap-
tive or quota share risk with Zurich, or they can
take the underlying deductible amount in their
captive and Zurich would take the excess layer,

Mr. Bauman said.

The customized coverage can cover suppliers
several links down the chain, Mr. Bauman said.
“We are talking to several people now on the
possibilities.”

“It gives the assurance to the client that the
coverages that are provided to those suppliers
or those contractors are to the standards that
the client dictates through their captive,” Mr.
Bauman said.

Risk management strategies often prevail as
the preferred approach in dealing with outside
suppliers, experts say.

“I'm not sure captives will be a large solution
for, in terms of numbers, captives that will be
used for the supply chain risk of the suppliers,”
Aon’s Ms. Gray said. “I think there are more
opportunities for captives looking at a compa-
ny’s own risk profile. They need to understand
the risk themselves.”

Supply chain risks are short-tail exposures,
said USA Risk Group’s Mr. Osborne.

A company affected by the March earth-
quake and tsunami in Japan likely already has
worked its way around the blockage and knows
its ultimate loss, Mr. Osborne said. “It’s not
going to take you six years to figure out what
was my actual loss from that supply chain inci-
dent. There’s not a whole lot of sitting on mon-
ey for a tax deduction.”

Instead, companies are looking at ways to
deal with supply chain problems, such as
rerouting the supply chain, diversifying their
suppliers and moving away from the tight mar-
gins that come with just-in-time strategies, Mr.
Osborne said.

“I've seen much more standard risk man-
agement techniques rather than financing it,”
Mr. Osborne said. “This is one of those (situa-
tions) where, even with my love of captives,
I'm not sure the captive brings much to the
table,” he said.

Gary Osborne, president of USA Risk Group Inc.
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Group captives help firms tackle
health benefits funding issues

By JOANNE WOJCIK

Mid-market companies are discovering that
group captives can make self-funding employee
health benefits a bit less daunting, experts say.

Captives can provide a primary layer of med-
ical stop-loss coverage that would be tapped
before traditional stop-loss insurance. Because
medical stop-loss coverage purchased at higher
attachment points generally is less expensive
than that with lower attachment points, it
could save the employer money while also pro-
viding protection from high-cost claims.

Self-funded employers that use a group cap-
tive for primary stop-loss coverage also can
avoid “lasering,” a practice in which insurers set
higher attachment points for certain plan
members with costly pre-existing
conditions.

“Small employers tend to find
that self-funding is more of a risk
because of the lasers,” said Ken-
neth R. Olson, president of Hor-
ton Benefit Solutions in Chicago.
“They can be absolutely devastat-
ing for businesses’ financial state-
ments. So we've tried to craft the

‘Most lasers
come in about
$100,000 to
3200,000. We from $25,000 to $250,000,”

get any data from their carriers,” so they don't
know how much risk they may be taking on.

But for group captives funding medical stop-
loss coverage, “it’s a brave new world. It's
becoming one of the more popular ways to self-
fund health benefits,” Mr. Fleet said.

The high cost of health care combined with
the federal health care reform law is driving
interest among mid-market companies in using
captives for health benefits self-funding, said
Rick Stasi, chief operating officer of the alterna-
tive risk division at Avizent in Dublin, Ohio.

“They say, ‘You've done a good job control-
ling our property/casualty costs, but we're get-
ting clobbered on health insurance,”” he said.

On a related front, some protected cell cap-
tives that Avizent manages have been providing
stop-loss coverage for about two
years, he said. In fact, Avizent
itself is a participant, using a cap-
tive to fund stop-loss coverage of
its self-funded benefits program
for less than 1,000 employees,
Mr. Stasi said.

“The captive takes anywhere

depending on where the partici-

captive concept to provide rein- a|m08t never pating employer wants its stop-
surance net of stop-loss.” loss attachment point to be, and
For example, if 10 companies heal' Of d |asel' New York-based Chartis Inc.

each with 50 to 500 employees
form a group captive to provide
stop-loss coverage at attachment
points up to $500,000, they most
likely never will feel the impact of
a laser, Mr. Olson said.

“Most lasers come in about
$100,000 to $200,000. We almost
never hear of a laser above $500,000,” he said.

To protect the captive from being hit with a
sizable claim that would otherwise be subject to
a laser, the captive can purchase disease-specif-
ic coverage, said Mr. Olson.

“We require all our members to buy first-dol-
lar transplant coverage,” he said. “It is relatively
inexpensive. For a group with 100 lives, you
might spend less than $10,000 a year.”

But the peace of mind it provides to all
employers participating in the captive is price-
less, Mr. Olson said.

“If you have one transplant in your group,
you're looking at several hundred thousand
dollars. If this person is put on a transplant
waiting list, there is an automatic laser. But with
the transplant cover, there is no laser,” he said.

“If you take a look at the market, many mid-
size employers chose not to self-insure because
they were concerned about large swings in cost,”
said Sam Fleet, president of Charlotte, N.C.-
based AmWINS Group Inc. “For them to go self-
insured, it takes a huge leap of faith. They don’t

above $500,000.’

Kenneth R. Olson,
Horton Benefit Solutions

picks up any claims above that
amount, Mr. Stasi said.

Like group captives that self-
insure liability risks, virtually all
of these new benefits captives
require participating employers
to engage in certain loss-control
activities, such as health risk
assessments and population health manage-
ment, experts said.

For example, the captive the Horton Group is
assembling, which will be managed by Berkley
Accident & Health L.L.C., a unit of Greenwich,
Conn.-based W.R. Berkley Corp., is requiring
that 80% of the employees of participating
employers complete a health risk assessment as
a condition of remaining in the captive.

Because many participating employers previ-
ously did not have an incentive to offer well-
ness programs because their insurers did not
give them credit against their premiums for
engaging employees, “it’s exciting for us to do
population health management for the first
time for many of these employers/ groups,” Mr.
Olson said. “We expect a culture shift.”

“The benefit of the captive is not necessarily
risk sharing, but health risk management,” said
Mr. Fleet. “The objective is to become a zero-
trend company. You can do that when you
have a group of employers together that have
the same goal and objectives.”
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Mid-market: More firms
turn to captive insurers
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40% of premiums, after three or
four years they decided to set up
an 831(b) behind the group cap-
tive to provide reinsurance,” Mr.
Stasi said.

Because many middle-market
companies are privately held, some
owners are using 831(b) captives
for “wealth transfer” and estate
planning, said Doug O'Brien, man-
aging director and national casual-
ty and alternative risk practice lead-
er at Wells Fargo Insurance Services
USA Inc. in New York.

“The surplus builds up on a tax-
beneficial perspective over the
years. Then the dividends or capi-
tal gains are given to an heir at a

more favorable tax rate,” he said.
“I probably get five calls a week
regarding interest in these types of
captives.”

In the wake of this year’s earth-
quake and tsunami in Japan, Les
Boughner, executive vp and man-
aging director of Willis Global
Captive Practice in Burlington,
Vt., says he is seeing interest
among mid-market companies to
use captives for supply chain man-
agement.

“A captive is nothing more than
a financial tool,” he said. “I don’t
know how any company of sub-
stance—and that would include
most midsize companies—can say
they have a full array of financial
tools if they don’t have a captive.”

Funding: Private company
takes alternative route

CONTINUED FROM PAGE 6

investment income, he added.

The  insurance  program
financed by Archway actually is
reinsurance. The participating
members all receive standard $1
million insurance policies from
The Hartford Financial Services
Group Inc., which then cedes the
primary $350,000 layer of each
policyholder’s coverage to the
captive.

The way the excess $650,000
layer is financed depends on rein-
surance market conditions, Mr.
Kilbane said.

“Either the carrier takes the
excess-of-loss layer or we go to the
reinsurance market if the Hartford
is not interested and see what the
reinsurance market quotes for that
layer,” he said. “Or the Hartford
and a reinsurance carrier will do a
quota share, which is what Arch-
way is doing now. The excess-of-
loss layer is shared 50-50 with ACE
Ltd. and the Hartford.”

All captive members still pay
premiums, which are calculated
based on prior loss experience as
well as a one-time $36,000 start-
up fee, which is used to buy one
share of captive ownership.
Because captive members are, in
effect, shareholders, they don't
have insurance contracts per se.
But they do have a legal commit-
ment for a minimum of one year

and become eligible for dividend
payments after three years.

Because Archway is a group cap-
tive, most of the risks it finances
are unrelated to an individual par-
ent or member company, making
premium payments tax-
deductible for each company
under Internal Revenue Service
rules.

Meanwhile, all funds held by
the captive are managed by
another Captive Resources divi-
sion: the Captive Investors Fund.

Claims administration and loss-
control services for captive mem-
bers are provided by Gallagher
Bassett Services Inc., a unit of Itas-
ca, Ill.-based broker Arthur J. Gal-
lagher & Co., which is paid out of
premiums.

Captive Resources also employs
loss-control engineers and claims
advocates to oversee the third-par-
ty administrator.

Mr. Bernstein said he believes if
more mid-market business execu-
tives were educated about cap-
tives, they would want to use
them, especially because they can
help to smooth the cost of risk
financing regardless of insurance
market conditions.

“The group has to do well, of
course,” he said. “But we’re insu-
lated from the impact of natural
disasters and investment losses on
an insurer’s financial portfolio.
We stand on our own merits.”
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Structured: New coverage
avoids finite’s pitfalls

CONTINUED FROM PAGE 12

“People were underreserved”
after the soft market years, Mr.
Malloy said, “and deals were done
to create better results. People opt-
ed to buy less expensive finite
deals, and some of those ended up
going very badly for reinsurers. As
the market hardened in 2002 and
2003, buying shifted to deals with
more risk transfer with higher
margins because the market could
support it.”

Structured reinsurance arrange-
ments are useful for workers com-
pensation, property/casualty and
some property catastrophe expo-
sures “where you aren’t transfer-
ring the 100-year risk,” Mr. Malloy
said. “It might be at the bottom of
your property catastrophe pro-
gram.”

“Typically, you want good actu-
arial or modeled data” on risks
that have a fairly comfortable
range of potential outcomes, he
said.

“The motivation of the client is
typically something other than
the transfer of risk for a price” in a
structured reinsurance arrange-
ment, said Mr. Malloy. “They
want to retain the economics of
the business in some fashion” and
the risk- and reward-sharing fea-
tures let them to do that, he said.

The multiyear aspect of struc-
tured reinsurance products also
can make them useful for risks

that are not as easily modeled, Mr.
Paterson said.

The Y2K risk—widely held fears
that computers would crash at the
turn of the last century—is an
example of an exposure with con-
sequences that could have devel-
oped over time that would have
been suitable for a multiyear risk-
sharing arrangement in a struc-
tured reinsurance program, Mr.
Paterson said.

Sources said structured reinsut-
ance is well-suited as an aggregate
stop-loss product. “You take all
the risk of a company and put it in
one basket,” Mr. Paterson said.

Not all markets will write such
whole-account coverage, though,
because it tends to cannibalize
their traditional business, Mr.
Paterson said. “There are not
many markets doing that.”

Because opinions vary on what
constitutes a structured reinsur-
ance deal, experts say it is hard to
know how much of the coverage
is written.

“One man’s structured reinsur-
ance deal might be another
man’s traditional deal with some
bells and whistles,” said Mr. Mal-
loy.

Before it fell out of favor, finite
reinsurance was around 5% to 6%
of the reinsurance market, experts
said. Structured reinsurance is
“certainly no more than that,”
said Mr. Schnur, and likely far less,
other sources said.

Reinsurance:

Soft rates

limit captives’ advantages

CONTINUED FROM PAGE 10

business) for our clients to find
the insurance they need,” said Jill
Husbands, head of office and
managing director at Marsh IAS
Management Services (Bermuda)
Ltd. in Hamilton, which is a unit
of the New York-based Marsh Inc.

She said in specialty lines of
insurance where the market has
hardened a little, some clients
need to find capacity from rein-
surers. For example, her team has
seen “a number of instances” of
captives in the energy sector want-
ing to access the reinsurance mar-
ket themselves out of the need for
additional capacity, she said.

But accessing reinsurance is not
always straightforward.

Andrew Baillie, property risk
manager for AES Corp. in Arling-
ton, Va,, is finding that options
are limited for the power compa-
ny, which faces risks that range
from tropical storm damage to gas
explosions at its plants.

The company established AES
Global Insurance Co. in Burling-
ton, Vt.,, to insure its assets on a
consolidated basis. The captive
now catries the first $30 million of
AES’ risk. To cover its risks beyond
that amount, the captive also buys

up to $1 billion dollars of addi-
tional coverage.

But prices for some energy
exposures have increased signifi-
cantly as a result of losses related
to damage to the Fukushima
nuclear plant in Japan in March
and the BP P.L.C. oil spill in 2010.

“We're finding that there’s a
limited supply of the coverage we
need because we're in a fairly diffi-
cult market,” Mr. Baillie said. He
said the captive provides a wider
choice of underwriters from
which AES can buy coverage.
“Sometimes the opportunities are
cheaper, and sometimes they're
not, but if you need (coverage)
then you’re the victim of whatev-
er the pricing will be,” he added.

Mr. Baillie said AES is exploring
other options for its April renewal.

“The most sophisticated risk
management buyers will be con-
tinually looking at the market to
see what the correct solution is for
them,” Mr. Baillie said. In some
cases, the solution might be to car-
ry more risk in the captive; and in
others, the answer might be to
move the risk into other places or
to use new structures.

“You have to continually look
at how (the market) is evolving,”
Mr. Baillie said.

News
In Brief

Cat modelers estimate
Hurricane Irene losses

Insured losses from Hurricane
Irene, which hit the U.S. East
Coast and caused damage from
the Caribbean to New England,
could be as high as $7.1 billion, AIR
Worldwide Corp. said. Meanwhile,
EQECAT Inc. put the total at $3.4
billion. Risk Management
Solutions Inc. had not announced
its estimate late last week.

Marsh to buy broker unit
of Alexander Forbes

Marsh & McLennan Cos. Inc.'s
Marsh Inc. unit has reached an
agreement to acquire the
brokerage business of
Johannesburg-based Alexander
Forbes Ltd. MMC reported
brokerage revenue of $10.6 billion
in 2010, which made it the world's
second-largest brokerage in the
Business Insurance 201 ranking.
Alexander Forbes reported
brokerage revenue of 3.65 billion
South African rand ($510.3 million)
in 2010. According to Marsh, the
business comprises Alexander
Forbes Risk Services and certain
local and correspondent
operations serviced across sub-
Saharan Africa, including
Botswana and Namibia.

Combined ratios worsen
for U.S. reinsurers

U.S. property/casualty reinsurers
combined ratio continued to
deteriorate, worsening to 116.2%
during the six months ended June
30 from 98.7% during the same
period in 2010, according to a
survey of 19 U.S. reinsurers
released by the Reinsurance Assn.
of America. The results are “due to
the extraordinary number of
catastrophes in 2011, such as the
Japanese earthquake and tsunami,
tornadoes in southern and
northeastern U.S., and floods," said
a spokeswoman for the RAA.

Gilman, McNenney file
libel suits against Spitzer

Former Marsh Inc. Managing
Director William Gilman is seeking
$60 million in damages in a libel
suit filed against former New York
Gov. Eliot Spitzer last month. In
his suit, Mr. Gilman said Mr.
Spitzer implied that he was quilty
of crimes, including ones of which
he was never accused, in a
column on Slate.com. Mr. Gilman
and fellow former Marsh
Managing Director Edward
McNenney were indicted in 2005
on 37 charges regarding alleged
bid-rigging, but each was
convicted of only a single count of
restraint of trade and
competition, and a judge tossed
those convictions last year. Mr.
McNenney has filed a separate
libel suit against Mr. Spitzer,
seeking $30 million.

Tenn. licenses first
captive under revised law

Tennessee has licensed its first
new captive insurance company
since the state revised its captive
law this year. Julie McPeak,
commissioner of the Tennessee
Department of Commerce and
Insurance, signed the license for
Park View Insurance Co., a pure
captive formed by Nashville,
Tenn.-based hospital and health
system operator HCA Inc. The
revisions updated the existing
captive law and permitted the
formation of protected cell
captives, branch captives and
special-purpose financial captives
in Tennessee.

House panels to consider
‘grandfather’ rule repeal

House Republican leaders said
several House committees will
develop legislation to repeal the
health care reform law's
grandfather plan rules. House
Majority Leader Eric Cantor, R-
Wis., said in @ memorandum sent
to House Republicans that
employers losing grandfathered
status for their health care plans
will face higher costs, “negatively
affecting wages and job growth.”
Last year, the Senate defeated a
proposal by Sen. Mike Enzi, R-
Wyo., that would have effectively
nullified the grandfather rules.

Bermuda insurer
registrations surge

Thirty-one insurance companies
registered in Bermuda during the
first half of the year, according to
the Bermuda Monetary Authority.
That compares with 36 companies
for all of 2010, the BMA said. More
special-purpose insurers were
formed during the first half of 2011
than all of 2010, BMA CEO Jeremy
Cox said in a statement
announcing the activity.

Commercial property
rates rising: Marsh

Property insurance rates have
begun to rise, according to a
benchmarking trends newsletter
posted on Marsh Inc.'s website.
But rates for other lines of
commercial coverage continued
to decline during the third
quarter, most notably for publicly
traded companies' directors and
officers liability insurance,
according to Marsh. Catastrophes
in the United States and
elsewhere led insurers to push for
increased or flat rates for
property coverage, particularly
for accounts with “significant
catastrophe exposures and/or
poor loss histories,” Marsh said.

P/C industry’s first-half
cat losses $27B: Best

The U.S. property/casualty
insurance industry suffered $27
billion in catastrophe-related losses
during the first half of 2011, A.M.
Best Co. Inc. said in an analysis.
That represented a 127% increase
over the $11.9 billion in catastrophe
losses sustained during the same
period of 2010, the rating agency
said. Losses for commercial lines

of insurance rose to $8.3 billion in
the first half, from $4.1 billion in the
same period in 2010. During the
first six months of this year, U.S.
reinsurers saw $3.6 billion in
catastrophe-related losses as
opposed to $800 million sustained
during the same period in 2010.

P/C reserves deteriorate,
still adequate: Fitch

U.S. property/casualty insurers’
loss reserves have deteriorated
moderately, but they remain
adequate for now, Fitch Ratings
Ltd. said in an analysis. The
industry continues to benefit from
reserve strength built up in prior
years, the rating agency said.
Insurers' total reserve
development was $10.2 billion in
2010, down slightly from $10.3
billion in 2009, Fitch said.

Gras Savoye reorganizes,
names new CEQ

French brokerage Gras Savoye &
Cie. has reorganized its top
management structure and
appointed a new CEO. The
brokerage has split the roles of
chairman and CEO, previously
both held by Patrick Lucas, and
appointed Patrick Werner as CEO.
Mr. Lucas, 72, will remain
chairman of the company.

Liberty Mutual's
comp appeal rejected

A federal appeals court dealt
another blow to Liberty Mutual
Group Inc.'s years-old legal battle
against American International
Group Inc. in a case involving the
alleged underreporting of workers
compensation premiums. In the
ruling, the 7th U.S. Circuit Court of
Appeals in Chicago denied Liberty
Mutual's request for permission to
appeal a federal judge's decision
to grant preliminary approval of
AlG's offer to settle litigation with
a class of plaintiffs composed of
hundreds of rival insurers. The
appeals court also denied Liberty
Mutual's request to block the
mailing of settlement notices to
potential members of a class of
insurers that would be eligible to
share the $450 million.

N.Y. agents, brokers
appeal disclosure rule

Two New York insurance agent
and broker groups appealed a
judge's decision upholding a state
regulation that requires producers
to disclose incentive
compensation they receive. The
Independent Insurance Agents &
Brokers of New York and the
Council of Insurance Brokers of
Greater New York filed the appeal
with the New York State Supreme
Court Appellate Division, Third
Department in Albany. They seek
to overturn New York State
Supreme Court Judge Richard M.
Platkin's November decision that
upheld the state insurance
department’s authority to
promulgate New York Insurance
Requlation 194. The requlation,
which took effect Jan. 1, requires
producers to disclose the incentive
commissions they receive from
insurers and other third parties.
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An insurer willing to take on all of your commercial property
risk is rare. So rare, in fact, that only FM Global does it.
How do we provide coverage no one else can? By assessing
risk in a way no one else does. We base our underwriting on
engineers’ assessments. It's an approach that reduces risk,
preventing losses before they happen.

We feel our clients are better protected when we assume all
the risk ourselves. Understanding risk and how to minimize it
allows us to do just that. So, even when our clients have losses,
they tend to be smaller and less frequent. Underwriting through
loss prevention engineering. That's insurance evolved.
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D&O insurance
solutions
from Chartis.

Today’s directors and officers face more

risk than ever, due to a growing breadth of
regulations and heightened enforcement.

Having the right coverage is critical. At Chartis,

we offer cutting-edge insurance solutions built to
meet the challenges of D&O risk today—and will
keep innovating to meet the challenges of tomorrow.

Learn more at www.chartisinsurance.com/D&O

C

CHARTIS.

Your world, insured

All products are written by insurance company subsidiaries or affiliates of Chartis Inc. Coverage may not be available in all jurisdictions
and is subject to actual policy language. For additional information, please visit our website at www.chartisinsurance.com.
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