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In this research, the focus is on the hardening reinsurance market, the question of
whether captives are of increasing interest to industrial companies, and the extent to
which new captives have been created in the current hard market cycle.

The primary and reinsurance market is in a state of upheaval. Increasing inflation,
the depreciation of the euro against the US dollar, the beginning of a turnaround in
interest rates and the significantly higher burden of claims — especially due to natural
disasters — all present the industry with fresh uncertainties. Alongside these central
changes, there are features specific to the insurance business — such as more
analytical and thus stricter risk forecasting, or quantitative risk analyses in
underwriting — that have also contributed to the emergence of ‘alternative risk
transfer’, or ‘ART’ for short.

With market conditions hardening and falling capacities in primary insurance and
reinsurance, the approach to risk management in industrial companies is being
rethought; risks that were not insured in the past (e.g., business interruptions and
cyber, reputational, and pandemic-related risks) are now being re-analysed. As
operational risks such as fire damage, cyber risks, environmental damage, product-
liability risks, or business interruption play a crucial role for both small and large
industrial companies, these companies’ own approach to risk management must be
continuously analysed and monitored to avoid financial losses. Shortages of capital
and rising costs add to the focus on captives (known as firms’ own insurance



companies), particularly for SMEs that have viewed this form of risk transfer as
uneconomical or inefficient in the past.

A captive (also referred to as a ‘pure captive’) acts as an enterprise’s own insurance
company and is usually a wholly owned subsidiary in the hands of what is often an
international trading, industrial or service company. There are other forms in addition
to this, such as protected cell captives (PCC), which avail themselves of a captive
that already exists in order not to have to set up an insurance unit of their own.
Consequently, protected cell captives are faster, more economical, and more efficient
to use. Group captives also offer firms an option to hedge against risks on their own.
Often, group captives consist of multiple, heterogeneous groups of companies
ostensibly establish to permit longer-term cost stability than would be possible in the
traditional primary and reinsurance market (cf. HZ Insurance, Ruedi et al., 2023).
Specifically, the advantages of a captive — such as direct access to the reinsurance
market, greater independence from the primary and reinsurance markets as well as
greater design flexibility in the sense of ‘tailor-made solutions’ — play a greater role
for industrial companies than in the soft setting of the reinsurance market. With
captives, then, industrial companies can optimise their cover structures and avoid the
consequences of market swings (e.g. price increases for certain risks, more selective
underwriting, etc.) in primary and reinsurance.

With a captive, risks can be outsourced from business operations and insured
through an insurance company founded and licensed by the group itself. With
captives in their simplest form, companies can leverage their equity and supplement
available  capacities in  the traditional reinsurance  market  (cf.
Versicherungswirtschaft, Thomas et al., 2022). With captives, then, industrial
companies can optimise their cover structures and avoid the consequences of market
swings (e.g., price increases for certain risks, more selective underwriting, etc.) in
primary and reinsurance.

While captives are in wide use by larger industrial companies with annual revenues
in excess of USD 500 m, smaller companies with an annual revenues exceeding
USD 100 m have also become increasingly involved in establishing captives. In
summary, captives represent an innovative solution for operational risk management,
particularly against the backdrop of stricter conditions and rising premiums.

As a key element of a risk-management strategy, captive solutions can realise a high
financial savings potential while improving a company’s operational performance.

Alongside the advantages that captives present, however, they also entail significant
challenges that must be given close consideration when setting up a company. To
establish a captive, the requisite equity capital must be raised in compliance with the
regulatory requirements of the local insurance supervisory authority. Even if the
capital commitment remains within the consolidated group of the parent group, larger
incidences of claims might mean that it is not possible to generate the same returns
as for possible investments in a group’s general business activities. The ongoing
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management of captives also involves higher operating costs as well as a time
commitment, as a corporate group’s self-insurance is amortised only over a period of
several years.

Traditional primary insurers and reinsurers will continue to play a significant role, as
captives are often permitted as reinsurers only. This is why they still require a
licensed primary insurer for the corresponding region in which the risk is based.
Established primary insurers can typically provide the necessary fronting services
more efficiently than a newly established captive can (cf. WTW, Farkas & Pozzo et
al., 2021). While captives can be present an interesting option for industrial firms, the
advantages and disadvantages described here must be carefully weighed.

There is no discernible global trend towards a stronger increase in new captives
during the current hard reinsurance cycle. Although there has been a significant
upturn in captives over the past 30 years (around 1,000 captives in 1980 and some
7,000 captives worldwide in 2022), the course has been quite stable since 2022 (cf.
NAIC et al., 2023). Industrial and trading companies with international operations are
dealing with the topic of an independent captive, or with protected cell captives, but
this tends to be seen more for risks that are difficult to insure (in particular for long-
tail risks such as product-liability risks, D&O risks, etc.). A further trend will likely
emerge if the conditions of a hard reinsurance market remain in place for a longer
period of time.

Generally speaking, it can be noted that the general demand for reinsurance will
remain stable. As global trends, new product requirements and increased capital
requirements continue to influence primary insurers, the resulting high demand for
additional expertise and a solid capital base through broad diversification is holding
demand for traditional reinsurance cover constant. Because they facilitate risk
management, product design and pricing while helping manage volatility in results,
traditional reinsurance companies are indispensable.

Discussion

e How do rising reinsurance prices affect direct customers? Is reinsurance more
expensive than carrying certain risks entirely in equity or even establishing a
separate captive?

Rising reinsurance prices also have an impact on primary insurers’ pricing, as the
costs are largely passed along to the direct customer on a one-to-one basis; by
implication, premiums for primary insurance cover will be higher as well. The rise
in premiums is a function of a number of factors, however (e.g., risk-adjusted
premium increases, increases due to higher claims burdens, and general capacity
in the market setting all play a role). For certain risks in particular, such as
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business-interruption losses and cyber risks, prices for primary insurance have
seen a steep rise in recent years; thus, it may make sense for certain sectors of
industry to analyse pricing in detail in to determine, for their own company,
whether certain risks should remain entirely in the firm through equity
participation. If claims situations are favourable, company-owned captives benefit
from actuarial profits that can remain in the company.

From what order of magnitude is a captive worthwhile, and might small firms join
together (under what are known as ‘protected cell captives’ or ‘group captives’)?
How can insider knowledge for a certain sector (e.g. the automotive industry)
remain secret if several companies join forces within a group captive?

Establishing a captive usually comes in for consideration beginning with a larger,
six-figure premium volume. Nevertheless, it takes a certain amount of
administrative effort to establish a captive, and additional investments are
required to create the necessary expertise. In addition to the capital commitment
for a captive through insurance-supervisory requirements and the regular
operating costs involved, the requisite investment of time also plays a significant
role. Launching a captive should be viewed as a long-term commitment to a
holistic corporate and risk-management strategy. Within a group captive, the
transparency of a company’s own risks plays a major role. These are usually
heterogeneous captives specific to the group of companies that has combined
forces, created to jointly hedge a certain type of risk that is uniform for all parties
involved, in an effort to circumvent the aforementioned insider knowledge and any
competitive edge. Group captives are not suited for own risks such as property or
cyber risks.

Which locations are preferred for captives, particularly where German industrial
firms are concerned?

For the most part, captives are located in North America, followed by Bermuda,
Europe and Asia. The captives preferred for German companies are
predominantly located in Switzerland or Luxembourg. The approach still seen
most frequently, however, is for a captive to be domiciled in the same location in
which a company-owned insurer holds its business license. There are currently
more than 70 locations for captives; these are divided into onshore or offshore
registered offices. Captives are no longer established purely for reasons of tax-
optimisation potentials in tax domiciles such as Bermuda, the Cayman Islands or
Guernsey, however. A clear trend towards ‘onshoring’ is discernible today, with
an upturn in the captives created in Europe; this is the result of stricter compliance
requirements.
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