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Background
In late 2010, the Risk Services Department within the CFO Division of the University of California’s (UC) Office of the President initiated a feasibility study for the creation of an alternative risk financing entity, such as a captive insurance company (captive). The purpose of such an alternative risk financing entity would be to reduce UC’s cost of traditional insurance, while giving it greater control over the various risks for which it is responsible.  Many large public and private entities have successfully used captives to achieve significant cost savings and to offer improved risk and insurance-related services. The Risk Services Department engaged UC’s actuarial and risk consulting firm, Bickmore Risk Services, to conduct the study.
Captive Study Findings
Of the alternative risk mechanisms evaluated, a captive insurance company, formed and controlled by UC, offers the most comprehensive solution to enhancing UC’s current program.
The study revealed that the combination of a risk retention group and a traditional “captive insurance company” would provide the University the flexibility to meet most of its risk management objectives. A captive is a closely held insurance company whose insurance business is supplied and controlled by its owner, who is also its principal beneficiary. The captive insurance company owner has direct involvement in and influence over the captive’s major operations, including underwriting, claims management, policy form and investments.
The UC Office of Risk Services seeks to purchase commercial insurance only when critical and cost effective. In order to meet this objective, the University has traditionally self-insured significant risk with the funding being maintained in a combination of trust, endowment, short term investment (STIP) and checking accounts.
The University retains lower deductibles and purchases insurance in other areas including crime, builder’s risk, and boiler and machinery, and purchases commercial insurance in other areas. UC has chosen to neither self-insure nor purchase insurance for certain other risks including earthquake and business interruption.
The captive scenario is financially superior to the current program by an estimated $7.3M after 5 years. The base scenario has the following characteristics:
1. UC establishes a risk retention group. This is a stock company, and it insures UC affiliate and third party risks.
2. UC establishes an off-shore captive which reinsures UC’s first party risks with the use of a fronting company. The captive also reinsures 95% of the exposures in the risk retention group on a quota share basis. The captive pays a 10% fronting fee on UC’s first party risks but not on the risks it assumes from the risk retention group.
Captive Benefits
Some benefits that UC would enjoy by utilizing a captive insurance company include:
· Because it is a self insurance vehicle, the captive is not subject to the wide swings of commercial insurance pricing and therefore use of a captive improves cost stability and predictability
· Non-traditional (e.g., earthquake) and difficult to place risks (construction surety bonds) may be accommodated in a captive
· Captive insurance companies are held to rigorous external accounting and auditing standards, which compel formalized risk financing policy and practice
· Because it is considered a formal “insurance company”, a captive insurance company can directly access the reinsurance markets. This increases the number of insurance companies available to compete for UC business
· A captive would be allowed to provide insurance to non-UC organizations (third parties such as affiliated physicians or joint ventures)
· Because the captive controls and issues the captive insurance policy (or “policy of indemnification”), it is able to structure terms and conditions. Instead of issuing their own policies, reinsurers would be asked to accept the terms and conditions of the captive company. This is known as “following form”. One advantage of this arrangement is that terms and conditions can be structured to enable the parent to control claims all the way up to the ultimate limit. This eliminates control of claims by insurers and provides UC final decision-making authority over if and when to settle, regardless of the amount of the claim.
Use of Captives by Other Universities
Captives are commonly used by both public and private Universities, particularly Universities that operate teaching hospitals. Most Universities create captives to accommodate their hospital and physician professional liability and subsequently expand their captives to accept other lines of coverage. Captives routinely house professional liability for several reasons:
· This line of coverage is expensive and subject to wide swings in the commercial insurance markets.
· Professional liability has a “long tail”. Because claims payouts are slow, there is a potential to earn investment income on retained funds.
· Captives provide preferred access to international reinsurance markets, which improves terms and capacity.
Some Universities that utilize a captive as part of their risk financing program are: Cornell University (est. 1978); Rutgers (est. 1979), University of Michigan (est. 1986); Duke University (est. 1989); Northwestern University (est. 1990); and Penn State University (est. 1993).
Operational and Financial Solutions Offered by a UC Captive
A captive could meet several of the University’s specific risk financing objectives including:
· Provide a vehicle to efficiently manage a self-insured portfolio of risk
· Provide a vehicle to assume certain currently insured risks, such as “Completed Operations”
· Provide a contractor bonding/default insurance program
· Improve continuity of coverage for design risks
· Enable UC to extend medical professional liability coverage to affiliated physicians beyond the current scope of defense and indemnification for teaching and supervision
· Reinsurance of student programs/vendor programs
Self-Insured Portfolio
The University currently collects premium from the different campuses for single lines of coverage. If the University collects more than it needs for a single line of coverage, the excess may be returned to the campus. If the University does not collect enough premium to cover another line, they must return to the campus and ask for additional monies. A captive might issue a single insurance policy to cover multiple exposures. The new program could be designed to capture the surplus premiums from one line of coverage and apply them to lines of coverage in deficit. The primary benefit of such an approach is that it could be used to limit dramatic price fluctuations for various lines of insurance.
Completed Operations
UC has many construction projects. The State of California has mandated a 10-year extension for construction defect once property is placed in operation. In other words, the builder is at risk for defects that occur up to 10 years from completion. This rule delays the return of collateral that UC has posted with carriers for potential claims within its retention. For this reason, the carrier currently holds a collateral deposit for completed operations risk deductibles, which will not be fully released for 10 years.
Contractor Bonding/Default Program
UC has many construction projects in process at all times. One concern is cost: are sufficient subcontractors available to produce competitive pricing? UC’s position is that this is mostly a market condition, in that otherwise acceptable subcontractors are excluded from participation simply because they have exceeded bonding capacity. The UC would like to see a wider pool of subcontractors available for UC projects.
Continuity of Coverage for Construction Defects
In the course of construction there are multiple policies in place that can result in gaps and possible delays in coverage awaiting determination regarding causation, which is difficult to determine.

A captive could provide one policy that responds, eliminating gaps and delays in coverage.
Affiliated Physician Coverage
There are several areas where UC could benefit by having the facility to insure certain unrelated parties. For example, the University currently has relationships with thousands of “affiliated physicians” throughout the State. Although they are not paid faculty members, affiliated physicians often practice in University hospitals and/or supervise University residents. Under current policies these physicians must maintain private coverage and UC can only respond when they are working on behalf of UC. Extending insurance to affiliated physicians through a captive would enable the University to:
1. Gather and utilize underwriting data for this risk
2. Collect premium
3. Require affiliated physicians to conform with University-dictated risk management protocols
The University cannot cover third-party physicians within the confines of a trust.
Reinsurance of Student Programs/Vendor Programs
Currently, multiple policies are purchased by students for a variety of insurance: event, rental, theft, etc. Vendors that do business with UC also purchase insurance in order to meet UC’s insurance requirements. Under a captive, the program remains fronted by a commercial insurer. The captive shares in premium and risk on a quota share basis (benefit and the premiums are divided proportionally among the insured). Surplus can be used to fund other programs.
Captive Implementation and Management Services
The next step, pending Regental approval, is to select and retain a Captive Implementation and Management Service company to begin the implementation process. The Captive Management company provides services such as the following:
· Act as Principal Representative in Domicile 
· Coordinate activities of Domicile legal representatives, brokers, actuaries and other service providers
· Provision of Financial Services
· Preparation of Financial Statements and Forecasts
· Year end audits
· Statutory filings 
· Treasury Service Activities
· Financial transactions
· Monitoring and processing cash and investment activities
· Assisting implementing of with collateral requirements: LOCs and trusts 
· Insurance Services
· Policy documentation
· Mid-term endorsements
· Claims handling 
· Business Development
· Periodic reviews of captive utilization and development possibilities
· Implementing new programs
Next Steps
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