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Captives: Just What The octor
Ordered For Medical Stop-Loss

BY GEORGE £ 0'DONNELL
AND JOHN WALBRIDGE
HE RISK CHARACTERISTICS of med:-
Tcal stop-loss make it a reasonable
exposure to place in a captive insurer
because of the relatively limited nature of
the risk and short duration of payment.
There are potentially significant cost sav-
ings and other administrative advantages
to be realized.

Although losses may occur in a par-
ticular year, over time cost should be less
to retain stop-loss in a captive than to in-
sure that 1isk in the external commercial
stop-loss markets.

When calculating administrative ex-
penses, the target ioss ratic used by an
underwriter of a commercial medical stop-
loss policy will be 65-to-75 percent—
reflecting substantial administration
expenses and underwriting gains for the
stop-loss underwriter.

A captive would have a lower cost
structure with regards to:

» Sales expenses (both internal market-
ing support and paymenis fo external

| agents).

» Qverhead expenses.

» Insurer profits and contnbutmns to
surplus.

» Underwriting services and claims adiu-
dication,

b Premium taxes—lower for a captive
than for a commercial insurer.
Meanwhile the advantages of a captive

| include:

» Administrative simplification.

» Stability of premiums.

» An end to ome-sided contractnal
provisions. :

» Blexibility in coverage design.

b Risk diversification (placing stop-loss
in a captive can improve the overall risk
distribution with the captive).

» Acceleration of tax deductions.

On this latter point, if the captive is
structured 5o 28 to be considered a bona
fide insurance company for U.S. tax pur-
poses, the premiums paid to the captive
can be tax-deductible. In the absence
of the captive, health claims may be
deducted only when paid, plus a reason-
able reserve for incurred but unreported
claims; 2 separate reserve for future large
claims would not be deductible.

Meanwhile, a large employer that may
not need (or be willing to pay the cost of)
stop-loss insurance to limit overall risk
could use stop-loss issued by a captive
to improve the budgetability of medical
costs for its operating units.

" There also are some potential disadvan-
tages of captive stop-loss. These include:
B Risk—captives do not shift risk away
from the employer. A-captive is noth-
ing more than a convenient method of
managing the risks that the employer has
chesen to retain.

m Additional expenses—including actuarial
services, captive management and daim
adjudication, which must be procured
separately if risks are retained in a captive,
® Ancillary services—such as medical man-
agement of potential large claims and

access to specialty networks for expensive

surgical procedures.

The process of placing stop-loss in a
captive is no more difficult that other
types of risk commonly insured by a cap-
tive, assuming the employer has already
established a captive to insure other cor-
porate 1isks. Settmg up a captive solely
to provide stop-loss insur-
ance would probably not
be economically viable.

Because  stop-loss
coverage is pgenerally
not subject to ERISA, it
would not be subject to
the special requirements
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Stop-Loss 101

* benefit costs.

“There is no contractual or' insurance’ rela-
~tionship between the stop |oss carrier: and ‘
“the beneﬁmanes covered by the. employer’s

-medical plan. - ER

;'.';|ndemn|f es medical claim
"‘che pohcys attachment po ts

i-,ﬁiOO;’OOD;Qf clalms p'ai'd :o‘h_ﬁb'ehai
. any cne claimant dunng the plan Yea

L “Aggregate" stop loss’ prowdes protectmn o
on the overall claim
: dunng the plan year,, : :
% How 'much is it?’ The cost of stop [oss

-0 undanwrite the risk. Once-a stop-loss.. -

designated by the U.S. Department of
Labor in order to comply with ERISA's
prohibited transaction exemptions. For
example, the captive would not need
to be licensed in the United States; the
stop-loss policy could be issned directly
by a captive domiciled in Bermuda or
some other foreign location.

The first step in the process would
be to analyze the risk. Prior-loss history,
known claims and actuarial tables would
be reviewed to project the losses that

tion, as well as the probability of various
ranges of losses, would be compared with
the cost of purchasing stop-loss from a
commmercial msurance company.

An analysis would also enable the em-
ployer to determine the appropriate level
of risk to transfer to the stop-loss policy-
-including trigger thresholds that would
apply under the stop-loss policy.

The actuarially determined amount
of reserves would need to be calculated.

The reserves reflect additional capital
that will need to be available to the
captive to cover the possibility of unex-
pected losses.

Once regulatory approval has been

obtained, the captive will issue a policy to
the employer. The policy will specify the
terms under which claims will be paid.
Ongoing, the captive would receive
premiums and process claims as it does for
any of the other risks it has assumed. [

would -be incurred. This loss projec-

OR THOSE NEW TO THIS TYPE OF
COVERAGE:
¥ What is medical stop-loss? 1ts.2
policy provision that limits the maximum -
amount | payable on a claim. .
» Why do risk managets buy it? Plan -
spensors iake the coverage to reduce
financial volatility associated with health :

> Who's covered? Medlcal step luss ‘
instires the.employer (not the empioyee) :

» How does it work‘-" Stop-loss | eneral!y

» What: ahnut “aggregate" cuvers'?

Llnderthe plan. -

coverage'is determlned foa mgmﬁcant
extent, by the amount of ,caDltaI available.

policy:Is incurred and. paid, a commercial-
carrier will often adjust future stop-loss .-
renewals to shift cost to the' employer. T

o Lhe iumber and wondi ng indi
PLM's advantages:

« Open Brokerage ~ no appumlmmt fequired
* No Premium Cummllm__enls or Conlracls”
» Standard Acofd™™ Applications
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= Commilmenl 1o the wuod mche

. Wc have been pmwdmb Prapm Ly and
Casually Insurance 5cn1ces 1o Lhie lumber, ©

_ industries since 1895.

please contact Lhe PLM imarketing
department al-800.752:1895 or ;
wisil a5 online;

vmwv palwnbermem com

Panrisylvania Lumbermens [
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- . 170 South Independencde Wall
.. Phlladlelphis, PA 19106
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For a broker kil or ta-submit asisk, B
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