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Captive Insurance Companies:  
Risk Transfer, Taxation, and  
Trends for 2010*

By Ken Kotch

Ken Kotch explores the potential tax benefits available from 
forming captive insurance companes.

Introduction
As fiscal year 2010 quickly approaches, most S&P 
500, many Fortune 2000, and more and more mid-
dle-market companies have discovered the benefits 
of forming a captive insurance company. 

In light of recent regulatory scrutiny applied to 
various defined benefit plans, life-insurance related 
tax-deferred strategies, and the general trending 
away from historical “off-shore” tax havens, the 
captive strategy may very well be the best business 
planning tool for business owners to reduce insur-
ance costs, save tax dollars, and protect assets.

Decades worth of case law, significant concessions 
from the IRS relating to captive administration, and 
profound safe-harbor rulings introduced within the 
last 10 years have culminated in the present state of 
the captive insurance industry—arguably, the most 

advantageous time in history for a business to form its 
own captive facility.

What Is a Captive  
Insurance Company?
A captive insurance company (“captive”) is an in-
surance company that covers the insurable risks of 
an affiliated entity. For example, a manufacturing 
company, retail chain, or real estate developer could 
form and own a captive to insure against property 
and casualty risks associated with its standard opera-
tions. Such risks may include, but are not limited to, 
the following:

Policy exclusions, such as mold and pollution
Current deductibles
Product liability/product recall
Litigation expense
Loss of key customers and suppliers
Construction defect
Administrative action

In the commercial insurance arena, the property and 
casualty market fluctuates between “hard” and “soft” 
pricing periods. A business owner may form a captive 
to underwrite commercially insured risk (presently 
insured through traditional, commercial channels), or 
underwrite the “hidden” risk exposures excluded from 
or not contemplated within the current commercial 
policy packet. 

This flexibility puts the business owner in total 
control of all aspects of the risk analysis; the busi-
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ness owner now decides how to respond to claims, 
which attorneys to hire, and whether or not to offer 
settlements relating to legal challenges. Better yet, if 
the claims relating to the captive are low, the “insur-
ance reserves” in the captive can be returned to the 
shareholders of the captive in the form of dividends 
or capital gains.

One closely guarded 
secret about commercial 
insurance is that it is typi-
cally priced at a “50% 
loss ratio.” This means 
that only 50 cents of 
every dollar in premium 
payments is anticipated 
to be attributed to claims 
coverage. The remaining 
50% is used by the insur-
ance company to cover 
overhead and profit. 

For example, a busi-
ness owner may form 
a captive and pay $2 
million in total annual 
premiums to the captive. 
If the business experiences average levels of claims 
(50% of premium receipts), the “excess” $1 million 
will be kept within the captive. As the shareholders 
desire to receive dividends of the funds accumulating 
in the captive, profits held within the captive may be 
distributed, or stock in the captive can be “cashed 
out” to the ownership group. 

Tax Treatment—Federal Analysis
Insurance companies generally are taxed under Sub-
chapter L of the Internal Revenue Code1 (the “Code”). 
Captive insurance companies are taxed pursuant to 
the same provisions. 

Among the various benefits available to insurance 
companies (captive or otherwise) is the unique 
ability for those companies to deduct present-year 
insurance reserves, according to the IRS rules, in 
advance of the time that the underlying claims 
are actually paid. The ability to accelerate tax de-
ductions creates an important timing benefit not 
available to non-insurance corporate taxpayers, 
providing insurance companies—and, more impor-
tantly, their parent companies—the ability to obtain 
immediate tax benefits in the form of present-year 
tax deductions. 

Pursuant to Code §162(a)2, the insured companies 
within a qualified captive arrangement are entitled 
to deduct the premiums paid to the affiliated captive 
for their insurance coverage. 

Treatment of the premium revenue realized by the 
captive is determined by the domicile of the cap-
tive. Captives may be established (domiciled) in the 

United States or a foreign 
jurisdiction. For example, 
a company in California 
could form a captive in a 
non-California jurisdiction 
and still enjoy all the cap-
tive benefits.

The Foreign-
Domiciled 
Captive

Establishing a U.S.-owned 
captive in a foreign juris-
diction introduces unique 
federal tax implications, 
including the so-called 

Subpart F rules relating to “controlled foreign 
corporations.”3 Generally, under Code §951 (the 
Code Section which captures the provisions re-
garding treatment of “Subpart F” income), U.S. 
shareholders who own more than 50% of voting 
control of the foreign corporation must include in 
their U.S. taxable income a deemed “dividend” of 
Subpart F income, whether or not such income is 
distributed. Therefore, all insurance income that is 
not same-country insurance income is considered 
to be Subpart F income subject to current tax year 
calculation and reporting. 

Foreign insurance companies that are controlled 
foreign corporations, however, may elect to be 
treated as domestic insurance companies for U.S. tax 
purposes [under Code §953(d)]. This election allows 
foreign insurers to avoid exposure to the aforemen-
tioned Subpart F income taxation. 

The Code §953(d) election further eliminates a for-
eign insurer’s exposure to the Code §4371 excise tax. 
Unless exempted by treaty, special election, or oth-
erwise, Code §4371 imposes an excise tax on gross 
premiums paid to foreign insurers for insuring U.S. 
risks, without reduction for underwriting expenses. 
As of the date of this article, Code §4371(1)(3) excise 
tax rates are 4% of gross premiums paid for property/
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casualty insurance; 1% of gross premiums paid for 
life, health, or accident insurance; and 1% of gross 
premiums paid for reinsurance.4 

An additional area of recent note relating to 
domiciliation within a foreign jurisdiction is the 
current U.S. administration’s heightened scrutiny of 
U.S. dollars flowing to foreign jurisdictions deemed 
“off-shore tax havens.” 
In March of 2009, Sena-
tor Carl Levin (D-Mich.) 
introduced “The Stop 
Tax Haven Abuse Act,” 
which would target a 
list of “secrecy jurisdic-
tions” and make U.S. 
citizens more responsible 
for proving that their off-
shore tax arrangements 
are legitimate. It would 
also increase reporting 
requirements for taxpay-
ers engaging in financial 
activity within these juris-
dictions, step up penalties 
for tax abuse, provide 
additional resources for enforcement, and close 
offshore trust and tax dividend “loopholes.”5

Senator Levin’s bill and similar legislation from 
Representative Lloyd Doggett (D-Texas) are backed 
by the White House, the Treasury, and the IRS. 
Historically, favorable captive jurisdictions, such as 
Bermuda, Cayman, St. Lucia, etc., are specifically 
listed in the legislation among a total of 34 target 
“offshore secrecy jurisdictions.” 

The U.S.-Domiciled  
Insurance Company
Alternatively, there are more than 30 U.S. state and 
territorial jurisdictions that allow for the domestic 
“domiciliation” of a captive insurance program.6 
Domestic captives are taxed as any other domestic 
insurance company, ignoring specific rules and limits 
associated with foreign ownership. However, sub-
jecting the insurance company to requirements of a 
U.S.-based domicile (or to simply have it treated as 
such by way of the Code §953(d) election discussed 
above), exposes the insurance company to the well-
established but often onerous requirements of the IRS 
to determine whether the insurance company should 
be treated as such for tax purposes.

Trilogy of Safe-Harbor  
Revenue Rulings
The following three revenue rulings provide the IRS 
“safe harbors” in captive insurance arrangements. 

Revenue Ruling 2002-89 (issued December 11, 
2002): This ruling discussed the IRS’ position regarding 

two distinct fact patterns 
involving the payment of 
premiums by the parent 
to its two wholly owned 
captive subsidiaries.

In the first scenario, 
the premiums paid by 
the parent to its wholly 
owned subsidiary (the 
captive) accounted for 
90% of the subsidiary’s 
income for the year. In 
the second scenario, 
the premiums paid to 
the captive accounted 
for 50% of the second 
subsidiary’s income for 
the year. In determining 

whether these scenarios represented valid insur-
ance arrangements, the IRS noted the following:

Both insurance captives were adequately capi-
talized.
Both insurance captives were properly regulated.
The companies transacted their insurance busi-
ness in a manner consistent with the standards 
applicable to an insurance arrangement between 
unrelated parties.

The IRS focused on the concepts of adequate risk 
shifting and risk distribution and concluded that the 
arrangement in the first scenario did not provide 
sufficient risk shifting or risk distribution, while the 
facts in the second scenario resulted in adequate risk 
shifting and distribution. 

In summary, where 50% (or more) of the subsidiary’s 
risk is with unrelated third parties, the IRS concluded 
that sufficient risk shifting and risk distribution ex-
isted, resulting in a bona-fide insurance arrangement. 
The IRS did not address circumstances between 10 
and 50%, mindful of the well-known Harper case in 
the 9th Circuit7, which holds that 29% of third-party 
insurance is sufficient for risk-distributing purposes 
(under the particular facts of that case).

Revenue Ruling 2002-90 (issued December 11, 
2002): The IRS concluded that the premiums paid to 

The IRS concluded that the 
premiums paid to a captive by 12 

operating subsidiaries of a common 
parent were deductible for tax 

purposes. The IRS provided that 
the transaction contained adequate 

risk shifting and risk distribution and 
that the amounts paid for insurance 
by domestic operation subsidiaries 

to an insurance subsidiary of a 
common parent are deductible as 

“insurance premiums.”
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a captive by 12 operating subsidiaries of a common 
parent were deductible for tax purposes. The IRS 
provided that the transaction contained adequate risk 
shifting and risk distribution and that the amounts paid 
for insurance by domestic operation subsidiaries to an 
insurance subsidiary of a common parent are deduct-
ible as “insurance premiums.” The IRS also established 
its position on additional criteria as follows:

The insurance subsidiary was formed for valid 
and bona-fide non-tax reasons.
There were no guarantees made by the parent or 
third parties in favor of the insurance subsidiary.
No inter-company loans existed between the 
insurance companies, its parent, or its sister 
subsidiaries.
The premiums of the operating subsidiaries were 
determined at arm’s length.
The premiums were pooled such that a loss by 
one operating subsidiary is borne, in substantial 
part, by the premiums paid by others.
None of the subsidiaries were insured for 
less than 5% or more than 15% of the total 
insured risk.

Revenue Ruling 2002-91 (issued December 11, 
2002): The IRS concluded that a group captive ar-
rangement, with each insured having no more than 
15% of the total risk, was a bona-fide insurance 
arrangement. The ruling also outlines other factors 
that the IRS will consider in determining whether 
a transaction constitutes a bona-fide insurance 
arrangement. These factors include: 

Whether the insured parties truly face hazards
Whether premiums charged by the captive are 
based on commercial rates
Whether the risks are shifted and distributed to 
the insurance company because the entities are 
commercially and economically related
Whether the policies contain provisions such 
that the covered risks may exceed the amount 
of premiums charged and paid
Whether the validity of claims is established 
before payments are made
Whether the captive’s business operation and as-
sets are kept separate from the business operation 
and assets of its shareholders

The IRS again focused on risk shifting and risk 
distribution in determining whether the transactions 
were considered deductible “insurance premiums.” 
This ruling looked favorably on a group captive whose 
business was restricted to insuring the genuinely in-
surable risk and then validating the subsequent claims 

of a reasonably small number of unrelated businesses 
in a highly concentrated industry. 

Code §831(b) Insurance Company
Under Code §831(b)8, if an insurance company receives 
premium income of $1.2 million or less per year and 
files the appropriate tax election, the entire amount of 
premium revenue is exempt from income tax. For a cap-
tive qualifying as a Code §831(b) insurance company, 
the business(es) paying the premiums would receive 
a deduction of (up to) $1.2 million per year, and the 
captive insurance company would not be taxed on the 
receipt of that (up to) $1.2 million in premium. Im-
portantly, this is not for the first $1.2 million, but only 
applies if the total premiums are $1.2 million or less in a 
given year. Code §831(b) companies pay tax on any net 
investment income at normal “C” corporation rates.

To gain status under Code §831(b), the captive’s pri-
mary business (“more than half”) must be the issuance 
of insurance contracts or the reinsurance of risks. 
Thus, each year, the premium income to the captive 
should exceed all other income to the captive.

In addition, the captive must meet the tests of risk 
shifting, risk distribution, and traditional notions of 
insurance, as outlined in the safe-harbor revenue 
rulings presented above.

Tax Treatment—State Analysis
Captives may provide their owners with state-level 
tax benefits as well. Captives are generally not sub-
ject to state income tax where they are domiciled. 
This means, for example, that the premium income, 
underwriting profits, investment income, etc., are all 
realized free of state-level tax implications where the 
captive is licensed. There may, however, be imposed a 
lower, “in lieu of” state premium tax on the premium 
amounts received by the captive. The respective state 
premium tax typically does not apply to amounts 
contributed as capital or surplus. 

Some states, like Arizona and Utah, do not impose 
any premium tax on captives. Other states, like Dela-
ware, “cap” the amount of premium tax payable, and 
all states that allow for captive domiciliation with an 
imposed premium tax provide premium tax sched-
ules for advance review. Reinsurance premiums are 
often subject to the same brackets, and most often 
at lower rates. Unless stated otherwise, it is assumed 
that all the premiums received by the captive are al-
locable to the state in which it is registered.
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Several states do impose an income tax on the 
captive. The income tax is generally imposed on an 
insurer’s state-apportioned net income, as is typically 
the case for noninsurance corporate taxpayers. Some 
of the states that impose the income tax provide a 
credit mechanism between the income tax and the 
premium taxes paid to the taxing jurisdiction. 

At the state level, captive insurance provisions are 
codified under Articles relating to both Insurance 
Law and Tax Law. States frequently require entities 
wishing to establish a captive insurance company to 
maintain a minimum net worth and meet minimum 
capitalization and reserve requirements (typically 
$250,000). Restrictions on investments by captives 
vary among the states’ respective regulatory require-
ments, ensuring that long-term economic solvency 
of the captive is not threatened. 

A number of states impose procurement taxes. 
The procurement tax is generally a tax imposed by 
a state upon an insured obtaining coverage from 
an insurer that is not licensed for business in the 
insured’s state. This tax, at times referred to as a 
“direct placement tax,” is a tax on the coverage is-
sued by a non-licensed insurer. The corresponding 
tax rate varies by jurisdiction.

The Department of Insurance for the state of 
domiciliation is responsible for the licensing and 
regulation of captives within its respective jurisdic-
tion. Although captives are not subject to the same 
level of regulation as commercial insurers, they still 
have requirements to meet under state law. These 
requirements include the filing of an annual report, 
periodic financial examination, and the maintenance 
of sufficient reserves, among others. A captive may 
have its license suspended or revoked by the state’s 
Department of Insurance for failure to meet any of 
its requirements under the law, or if it is determined 
that it is in the best interests of the public or the 
policyholders of the captive.

Conclusion
Captive insurance companies are specialized risk and 
business management tools and require highly special-
ized management expertise, sophisticated risk analysis, 
and a legal team to determine the potential tax and 
asset protection benefits that may be associated with 
the program. Structured properly, the captive insurance 
company will bring significant financial benefits to the 
Fortune 500 and mid-market participant, alike.

* Because facts and circumstances vary 
from case to case, you should conduct an 
independent analysis and consult with 
qualified tax professionals before taking 
any action in your particular situation. 
Ryan and its affiliates are not responsible 
for, and expressly disclaim, any liability 
for damages or losses arising out of use 
of or reliance on these materials or on 
any of the information contained in these 
materials.
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