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Rent-a-Captive Flow of Funds

The diagram above shows the flow of funds in a typical rent-a-captive program in 
which the insurance company issues a guaranteed cost or retrospectively rated policy.
Rent-a-captives may also directly issue reimbursement policies to an insured for its
financial obligations under a large deductible policy. Under this type of arrangement,
premiums are paid to both the domestic policy-issuing carrier and the selected
rent-a-captive facility.

In response to demands from the marketplace for a

segregated cell rent-a-captive, Liberty Mutual

recently established such a facility in Bermuda —

Arlington Insurance Company Ltd. Arlington has

received its operating license from Bermuda 

regulators and is fully operational. The company is

the latest in a fleet of rent-a-captive facilities available

to current and prospective customers, which enable

them to select the most appropriate solution 

for their circumstances. Arlington’s business plan

contemplates operating as a reinsurer behind various

Liberty Mutual insurance carriers, as well as issu-

ing reimbursement policies directly to customers

under large deductible plans.

Liber ty’s  New

A R L I N G TO N I N S U R A N C E C O M PA N Y LT D.

Segregated Cell  Company



Captive insurance companies have been effective risk management tools for many years, but to

many the word “captive” is confusing. People read about them, but the whole subject of captives is

puzzling. What is a captive? Why would someone set up their own captive? What benefits are

achieved by doing so? What are “rent-a-captives”? How do they differ from captives? This article provides back-

ground on captives and why they are an effective risk financing mechanism in both soft and hardening

insurance markets.

W H AT  I S  A  C A P T I V E ?

A captive insurance company is just that, an insurance company. It is most often a wholly owned subsidiary of 

a non-insurance company, and its primary role is to insure the risk exposure of its owner and fellow subsidiaries.

An example might be an automobile manufacturer establishing a captive to insure liability it may have from

design faults associated with its cars. Rather than pay a premium to an insurance company to protect itself from

this exposure, it uses its own captive as a type of funding mechanism for potential claims in the future. The 

captive may be domiciled (located) onshore or offshore (in the U.S. or elsewhere) depending on the needs and

intent of the owner(s).

Richard W.

Much has been written of late on the establishment and 

use of a captive insurance company by a large insured or

group of insureds to better address their exposure to risk.

The current hardening market has spurred the growth of 

captive insurance companies, with new captives being formed

at an impressive rate and dormant captives being brought

back to life. According to industry analyst A.M. Best, 2002 

was a record year for the formation of new captives, with 

over 460 new captives established worldwide,

bringing the total number of active

captives to more than 4,500.
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The operation of a captive is similar to that of

a traditional insurance company. It collects

premium, pays losses, has legal, tax, accounting

and actuarial advisors, etc. It is regulated by

the state in which it is domiciled (if in the

U.S.) or by the government (if offshore). Many

captives are rated by A.M. Best and other

financial rating agencies. 

There are many different types of captive

insurance companies. Single-parent captives

are owned by a large individual company (the

carmaker from the previous page). Smaller

insureds that do not pay a substantial premium

themselves may join together and form group

captives, such as an association. An insurance

agency may establish its own agency captive

and place clients in it. Other captives allow

unrelated companies to access their facility and

are called rent-a-captives. 

W H Y  F O R M  A  C A P T I V E ?

The concept of grouping together and forming

a captive insurance company can be traced

back over 100 years. Throughout this time,

there have been key drivers behind their 

formation and benefits to be realized. 

The primary reason to form a captive is that

existing insurance products and approaches are

not responding to the needs of some segment

of the marketplace, so establishing a captive

and “doing your own thing” is one way to

meet these unsatisfied needs.

Sometimes there is a capacity shortage in the

insurance industry and insureds cannot find

adequate limits of coverage at an acceptable

price, or at all. Certain high-risk industries

may be perceived as “uninsurable” or perhaps 

a specific exposure is considered so difficult to

insure that very few, if any, carriers offer it. Some

industries are so small or have such unique

exposures that insurance carriers do not focus

on creating insurance products just for them. 

Whatever the reason, owners can realize 

many benefits from forming their own captive

insurance company. Principal among them is

access to the underwriting profit and investment

income generated from their premium. By

sending premium to its own captive as

opposed to a carrier, the owner retains the pre-

mium internally and accrues income from the

investment of the funds. To the extent that the

risk assumed is profitable, the captive retains

the underwriting profit, further benefiting the

owner. By carefully analyzing its risk exposures,

transferring unacceptable levels of risk to others

via reinsurance, incorporating effective safety

and loss prevention measures, and carefully

monitoring the claims that do occur, a 

captive can reduce the net cost of insurance for

its owner.

There is another underlying benefit to forming

a captive: Control. If you are large enough

yourself or have enough smaller insureds to

establish your own insurance company (captive)

and chart your own course, why not do so? Of

course, there are risks associated with “going

into the insurance business,” but taking those

risks may be worth the reward. Having said

that, it is critical that captive owners work with

knowledgeable professionals who are familiar

with designing, implementing and managing

captive insurance companies. This applies to

both the selection of the fronting company that

provides policy issuing, claims handling, loss

prevention and other insurance-related services,

as well as the company that manages the captive.

T H E  P R O L I F E R AT I O N  
O F  C A P T I V E S

As mentioned, a captive may be domiciled 

offshore or onshore. The largest domicile is

Bermuda, which, according to an April 14,

2003, Special Report from A.M. Best, had 79

new captive formations in 2002. With 1,313

active captives on the books last year, fully 29

percent of the active captives worldwide are

domiciled there. The second largest domicile is

the Cayman Islands, with 600 active captives

in 2002 (97 new), representing a 13.3 percent

market share. The most popular onshore

domicile is Vermont, which licensed 70 new

captives in 2002. With 438 active captives (9.7 

percent market share), it has more than four

times the number of any other state. Other

popular offshore domiciles include Guernsey,

the British Virgin Islands and Barbados, with

Hawaii and South Carolina being popular

onshore domiciles.

Although the growth in captives is a world-

wide phenomenon, it is particularly so in the

U.S. Again citing A.M. Best, 64 percent of the

new captives formed in 2002 had U.S. parents,

no doubt due to the hardening property and

casualty market. An interesting side note is

that captives today are writing lines of coverage

not traditionally placed in captives, such as

property. Malpractice insurance, although long

written by captives, is surging as well, especially

in the Cayman Islands, which is a preferred

domicile for these types of captives.

There has also been explosive growth in spon-

sored captives, which are typically established

by insurance carriers or insurance agencies and

brokers for their mid-sized accounts. These

smaller-sized insureds are aggressively seeking

viable options in the hardening market and

sponsored captives enable them to enjoy many

of the benefits of a captive. The growth in

sponsored captives gives rise to a discussion of

rent-a-captives, a successful risk financing

mechanism for these mid-sized insureds.

W H AT  I S  A  
R E N T- A - C A P T I V E ?

For more than two decades, rent-a-captives

have been a popular alternative risk financing

vehicle for businesses looking to receive the



underwriting profit and investment income

from their insurance program. By taking a 

limited amount of risk, a business can potentially

lower its net cost of insurance, and do so with-

out the capitalization requirements and

administrative burden of operating its own

captive insurance company. 

Rather than going through the process of

establishing a captive and owning it yourself, a

rent-a-captive is owned by someone else (e.g.,

an insurance carrier, broker or reinsurer) and

the insured “rents” this unaffiliated facility

instead of establishing its own captive. Many

insureds are attracted to the captive concept,

but cannot justify the cost of forming their

own insurance subsidiary. These insureds can

gain most of the advantages of a captive by

simply placing their premium in someone

else’s captive, which is available for rent.

Traditionally, rent-a-captives pool the risk of

all of the participants in some fashion. In

doing so, it is possible that the funds from one

participant could be accessed to pay the losses

of another, as in safety groups and other pool-

ing arrangements. Furthermore, should the

owner of the rent-a-captive facility encounter

financial difficulties, creditors may be able to

gain access to all of the funds in the rent-a-captive

to honor the obligations of the owner.

Considering the fact that most rent-a-captive

participants pay premiums approaching $1

million or more, there was increasing reluctance

among them to pool losses, since a great deal

of money could be at stake. Thus, the search

was on for a better way to protect the assets of

participants while maintaining the benefits of

a rent-a-captive approach. 

A relatively recent development in the area of

rent-a-captives is the proliferation of segregated

cell rent-a-captives. Although they go by a

number of different names (Bermuda calls

them segregated account companies; Cayman

calls them segregated portfolio companies; and

Guernsey calls them protected cell companies),

all have the same general intent — that is, to

legally protect the assets of one renter from

another. But what exactly is a segregated cell

company? What are its benefits? And what

type of business is an ideal candidate for such 

a vehicle? 

T H E  D E V E LO P M E N T  
O F  S E G R E G AT E D  C E L L
C O M PA N I E S

The first domicile to enact segregated cell leg-

islation was Guernsey, passing the Protected

Cell Companies Ordinance in 1997. Soon to

follow were the Cayman Islands, Bermuda and

several other offshore captive domiciles.

Onshore, many states have joined the move-

ment and enacted segregated cell legislation,

including Vermont, Rhode Island, South

Carolina and Illinois.

As its name implies, under a segregated cell

structure, each cell (or participant, program,

etc.) is legally separated from every other cell,

despite the fact that funds are held in the same

rent-a-captive facility. This type of rent-a-captive

registers with its respective governing body to

operate cells within it that are statutorily separate

from other cells. In other words, within the

rent-a-captive, the cells have the benefit of

being incorporated without actually having to

do so. Each cell has its assets legally separated

from every other cell so that it is protected

from the losses of any other cell as well as any

legal action from any other cell. 

The major advantage of a segregated cell com-

pany is that each participant’s funds are legally 

separated, rather than simply being separated

as a matter of practice for accounting purpos-

es, like in a mutual fund. The participant can

access the same rent-a-captive facility as others

and avoid sharing risk with another participant

(continued on back)



without having to create a separate captive to do so. Before the development

of cell companies, multiple participants operating within one facility,

such as group captives, had separate accounting for their assets and liabilities

but no legal separation. If one participant had losses exceeding its assets,

the others made up the difference. Or, if there was a suit brought against

one by a creditor, the assets of the others could be at risk. If you take this

to the extreme, a participant that never had a loss could lose all of its

assets as a result of losses incurred by another participant. While many

captives still operate this way today, the advent of the cell company has

piqued the interest of many potential rent-a-captive participants due to

the walls that are created between participants’ assets by the cell structure.

Other advantages include the ease with which one can form a cell 

and capitalize it. The amount of capital and collateral required may be

significantly less than starting a full-blown captive, and in some cases, no

capital contribution may be required at all. Depending on the domicile,

the cell may not even require approval from regulatory authorities. 

On-going expenses for operations may be less, since they are often a

function of the number of cells in operation. Exit provisions may be easier,

faster and less costly than with a wholly owned captive. And perhaps

most important, the return of underwriting profit and investment income

is often guaranteed through some form of 

contractual arrangement. 

W H O  A R E  I D E A L  C A P T I V E  
A N D  R E N T- A - C A P T I V E  C A N D I DAT E S ?

In general, insureds that pay a substantial premium are attracted to the

wholly owned captive concept. Although there is no firm line of demar-

cation, an insured that pays premium in the millions of dollars is a good

prospect. These very large insureds are willing and able to take a sizable

amount of risk, and from a financial viewpoint, the amount of investment

income to be generated on the premium in their captive can be meaningful.

When they factor in other issues, such as a potential deduction for the

premium they pay to their captive, reduced operating and transaction

costs, and more efficient use of corporate resources over the long term, a

wholly owned captive can be very cost effective.

The ideal rent-a-captive participant is a financially strong individual 

corporate account that typically pays at least $750,000 annually in 

casualty premium, with workers compensation generally being the 

dominant line of coverage. Participants can come from virtually all

industries, since a rent-a-captive is a financial arrangement that can be

applied to many types of risks. The ideal candidate is a risk-taker seeking

a new approach to addressing its exposure to loss, who likes to take an

active role in decisions, and who has a long-term focus and a sincere

commitment to controlling losses. They are willing to give up some 

control to realize the benefits of a captive approach. Closely held companies

in particular are attracted to the rent-a-captive concept because of the

ability to direct profits to their owners or other designated parties.

T H E  F U T U R E  O F  C A P T I V E S

Although current market conditions are spurring the growth of new 

captive formations, it is interesting to note that captives maintained their

market share during the recent prolonged soft market. Many reasons

have been offered as to why. Most experts seem to agree that the reason 

is that these risk financing mechanisms are effective in any market 

conditions. In a hard market, with rising premiums, insureds look to

their captives to capture perceived underwriting profit. In a soft market,

which is often characterized by a meaningful rate of interest, insureds

look to capture the investment income that accrues on their premium.

Perhaps the best explanation is that, since a captive is an insurance company

and insurance companies seek financial opportunities whatever the 

market conditions, so does a captive owner.

One thing is certain: Captives are here to stay.

Richard W. Wigmore is National Director of Marketing, Liberty Mutual

Captive Services, Bala Cynwyd, Pennsylvania.
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