RisSK WELL REWARDED

CAPTIVE INSURANCE AND ALTERNATIVE RISK SOLUTIONS FCR THE MIDDLE MARKET

2012 Micro Captive Update




What is a “Captive”?

1. Must be an “Insurance Company”

2. Insureds are related or affiliated

Basic Captive Diagram

Insurance Premiums

Insurance Coverage



TOYOTA
CBS®
;. The
B @ALf%nsM
Company
EXXON
E——
Mobil

JOHN DEERE verizon



! Y

MAJOR LEAGUE BASEBALL

PIZZA

Harvard
University



The growth in middle market captives

Middle Market 106,000 Companies
Less than 5%

Fortune 500
Over 80%
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Why Form a Captive?

Risk Management
Tax Savings

Cash Flow




Reduce insurance cost
Capture underwriting profit
Pricing stability

Purchase based on need

Improve
Cash Flow

Retain premium dollars
Tax benefits
Investment income
Additional profit center

Insurance Cost
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Greater control over claims
Increase coverage

Increase capacity
Underwriting flexibility
Access reinsurance market
Incentives for loss control

Minimize

Control
Risk

Wealth
Accumulation

Estate planning
Asset growth
Asset protection



Who is a Candidate?

Business with Substantial Risk
May be insured or self-insured

Key Industries:
Real Estate Developers / Builders
Manufacturers
Professional Services Firms
Franchisees
Restaurant / Hotel Chains
Physicians / Groups




Who is an Ideal Candidate?

Good candidates generally meet one
or more of the following criteria™:

v' S20M+ gross revenue
v Pre-tax profits of at least S1M

v" Substantial self-insured / uninsured
business risk

v' 50+ employees

*Smaller businesses with at least S3M revenue can
work for some captive programs.




Top Risk Concerns Facing Companies Today

Economic slowdown

Regulatory / legislative changes

Increased competition
Damage to reputation / brand

Failure to innovate / meet
customer needs

1 Aon Corporation, Global Risk Management Survey 2011
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Failure to attract or retain top
talent

Business interruption

Commodity price risk

Technology failure / system failure

Cash flow / liquidity risk

2 Respondents reported number of occurrences in each of these risk areas within the past year, with occurrence rates ranging between 8% to 67%

3 Number of respondents reported feeling adequately prepared for these risks: 69%
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Micro
Captive

Hidden Risks

Uninsured Risk

Deductibles

Exclusions

Operating Risks

A/R Concentration
Construction Defect
Credit Default

Disability

Administrative Actions
D&O/E&O

Legal Defense Reimburse

Mold and Pollution

Product Warranty



831(b) Captive

No tax on underwriting profit if premium under $1.2M

Investment Income taxed as regular “C-Corp”

Basic Captive Diagram

Insurance Premiums

Insurance Coverage
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Case #1: Manufacturer

S50M gross revenue

Significant self insured risk
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Case #2: Developer

Builder (5170M gross revenue)
Residential/commercial construction

Unable to purchase construction defect or mold insurance

Quota Share

$ 1,200,000 Premiums
Insurance »

Agreement
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Case #3: Trucking Company

$2,400,000 Premiums Quota Share Insurance
Agreement
S1.2m Premiums S1.2m Premiums

Self Insured Risk (SIR)

Litigation Defense

Deductible Coverage @ @
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Case #4: Physician

Owns other businesses
Self Insured Risk (SIR)

Employment Practices
Litigation Defense Reimbursement
Loss of License
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Case #5: Group Captive

Premiums

>

Insurance
Policies




Case #6: Cell Captives




Case #7: Saving Insurance Cost
with IRC § 831(b) Captive

Large insurance program stays in place

{ Shareho’

Pays premiums related to retention layer
Underwrites risks
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Ownership Options

Parent Shareholders Key Estate Plan
Company Employees Trust

Captive




Estate Planning With a Captive

(Including Life Insurance)
[ Mom / Da’

- e

S500K Life Insurance
Premiums Annually

Life insurance purchased pre-tax

Death benefit outside estate
Captive provides cash flow for annual life Life Insuranc’

premiums
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Where is the Captive Formed?

Offshore

Examples:
Anguilla, Bermuda, BVI, Cayman Islands

Lower capital requirements
Expedited formations

Investments stay in U.S.

Foreign Captives File U.S. tax return
(if 953(d) election made)



Where is the Captive Formed?

Onshore

Examples: Delaware, Utah, Nevada, Vermont, Montana
More states adding captive insurance law

Delaware competitive with offshore “benefits”

Note: Whether foreign or U.S., the tax benefits are the same



<5 Anguilla

Leading Captive Domiciles

1 Bermuda 845

3 Vermont 576

7 Barbados 242

9 Utah 188

11 South Carolina 160

13 Kentucky 127

15 Nevada 124

17 District of Columbia 102

Source: Business Insurance
March, 2011



U.S. Domestic Captive Domiciles

. Captive statutes

. No specific captive statutes



Then why doesn’t every business have a captive?



Key Question

Does the captive qualify

m IRS as an insurance

Dopartment of the Trasury company under US
Federal Tax law?




Tax Law and Captives




A valid captive requires

“Risk Distribution”

Risk distribution is a spreading of risk that allows the
insurer to reduce the possibility that a single costly claim

will exceed the amount available to the insurer for the
payment of such a claim.



Multiple Subsidiaries

Business

Sub Sub Sub
(sub | [ sub | [ sub |
( Sub ‘ r Sub ‘ k Sub ‘
( Sub ‘ f Sub ‘ Sub ‘

Unrelated Risk

Captive

Unrelated risk
G——
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How to meet risk distribution

Group Captive (Rev Rul 2002-91)
Multiple Subsidiaries (Rev Rul 2002-90)
Warranty Captive (Rev Rul 2002-89)
ArtexExchange (Rev Rul 2002-89)

Artex Pool (Rev Rul 2002-89)
Employee Benefit Captive (Rev Rul 2002-89)
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Safe Harbor Revenue Ruling 2002-91

Premiums

>

<€

Insurance
Policies




Safe Harbor Revenue Ruling 2002-90

12 Brother / Sister subsidiaries

No single Brother / Sister subsidiary can constitute
greater than 15% or no less than 5% of the risk
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A Artex Exchange

—




T

$1,000,000
$999,999

{

$250,001
$250,000

1

$100,001
$100,000

!

$0

Excess
Insurance

Business



Quota
Share % Shared
X Premium Premiu




Warranty Captive

Customer‘

|
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[2\Gii=23 Example: HVAC Contractor

= Cost of new A/C Unit: S5,000
= Contractor sells 2,000 units per year

= Allocate S500 (of the $5,000) to a 3-year
Service Contract

= Premium to Captive: S500 x 2,000 = S1M

= \What is the net benefit?



A
ARTEX

Pro Forma

Assumptions:

$1,000,000 annual premium

30% claims (3% per year for 10 yrs)
10-year period

Captive costs included

40% tax rate

6% investment growth per year
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Vi Pro Forma - $1 million premi

Year 1 Year 2 Year 3 Year 4 Year 5 Year 10

Premium 1,000,000 1,000,000 1,000,000 1,000,000 1,000,000 1,000,000
Expenses (80,000) (80,000) (80,000) (80,000) (80,000) (80,000)
Growth 54,400 108,204 164,496 222,366 281,908 608,431
Claims (30,000) (60,000) (90,000) (120,000) _ (150,000)  (300,000)
943,400 968,204 994,496 1,022,366 1,051,908 1,228,431

Net Value of Funds 943,400 1,911,604 2,906,100 3,928,466 4,980,374 10,748,941

Net Value of Funds

without ins. co. 640,200 1,276,452 1,931,799 2,607,387 3,304,430 7,159,334

Net Benefit 303,200 635,152 974,301 1,321,079 1,675,944 3,589,606




Safe Harbor Revenue Ruling 2002-89

More than 50% of risk exposure from unrelated parties

- ~

51% of Risk




Artex Pool

Low S / high frequency claims (paid by captive)

49% of risk / premium

Low frequency / high S claims (paid by risk pool)

51% of risk / premium

Premium

»
Ll

———

Agenc

49% 51%

Tranche of risk
retained by captive

for pooled risk

_____ \
.
N
|||II|| ‘
III..II _____________ :

| Reinsurance contract
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Employee Benefits Captive

43



Types of Employee Benefit Captives

Fortune 500 Middle Market

 DOL Approval  No DOL Approval

 ERISA Exemption (PTE) + ERISA Exemption

- Canuse EE$ — NOEES$

« Risk Distribution: yes * Canonlyuse ER $

« Group Health, life,  Risk Distribution: no
disability, other * Group Health

« Under 30 captives e Size: 50-1,000 EEs

covered

* Big growth area



Wiantage

Driving down the cost of
employer health care
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Selt-Insured Structure with Medical Stop Loss

Stop Loss Policy

$350.000 Carrier Retained Excess

>
(for excanple)

Sentinel Captive

L.oss Fund
$100,000

>
(for excanple)

Selt-Insured Employer Retention
(Per Individual Per Year)

Employee Cost Sharing

(i.e., deductibles, coinsurance, etc.)

—

J\

Risk Transfer

Carrier retains the portion
_ above the floating layer

Risk Sharing

Carrier reinsures premium and
T losses for the 15t $250,000
above each Employer’s SIR
(floating layer) to the Captive

— Risk Retention
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A+ Superior

~ BERKLLY

Accident and Health.

Rated A+ (Superior) by A.M. Best

NYSE: WRB

Subsidiary of W.R. Berkley Co., est 1967

All 50 states



Micro Captive Example Option

$340,000 R Sentinel

$400,000 Berkley Stop

Employer

Captive

Loss Policy

$340,000 Q/S

Reinsurance
(unrelated risk)

$790,000

Direct Premium
Deductibles
Excess & Surplus
Enterprise Risks

\4

Micro

Captive

$1,130,000
total



Stop Loss Insurance

Captive Layer

Selt Funding Layer
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Contact:

Jim Tehero

Jim_Tehero@artexrisk.com

480-553-6240

1635 N. Greenfield Rd., Suite 127
Mesa, AZ 85205

www.captiveadvisors.com



