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For decades, large corporations around the world have enjoyed the many benefits of operating their own captive 
insurance company. Most were established to provide coverage where insurance was unavailable or 
unreasonably priced. These insurance subsidiaries or affiliates were often domiciled offshore, especially in 
Bermuda or the Cayman Islands. The risk management benefits of these captives were primary, but their efficient 
tax and operating advantages were also important. 

In recent years, smaller, closely held businesses have also learned that the captive insurance entities can provide 
them significant benefits. These include the attractive risk management elements long appreciated by the larger 
companies, as well as some attractive opportunities. A properly structured and managed captive insurance 
company is all about control and, properly structured for the right reasons, could provide the following benefits: 

• Add coverage in the captive for standard exclusions typically found in commercial policies (i.e., 
wage/hour and key employee benefits like LTD reimbursement); 

• Take higher deductibles (less dependent on commercial market and drive insurance cost down); 

• Ability to manage claims yourself, not rely on the insurance company’s incentives to settle claims; 

• Keep the underwriting profits yourself; 

• Marketing vehicle to manage your customer’s risk (provide warrantees, weather insurance); 

• Dividend potential (or invest in expansion of your business, shareholders); 

• Efficient tax treatment of underwriting profits, when it makes sense; 

• Ability to invest captive assets (retain investment income); 

• Direct access to the lower-cost reinsurance market; 

• A vehicle to manage retentions and risk appetite across the company. 

There are many types of captives for a multitude of purposes. These include “pure captives,” where the insurance 
company insures only the risks of one group of related entities; “association captives,” where the captive insurance 
company covers the risks of the members of an association; and “agency captives,” where the captive is owned 
and operated by one or more insurance agents to insure the risks of their clients.  
 

IDEAL CANDIDATES FOR CAPTIVES  

The use of a captive should be considered for entities that meet the following criteria: 

• Profitable business entities seeking control over their insurance program by understanding their risk 
profile and taking advantage of excellent loss history. 

• Businesses that have sufficient risk profiles to support the need for a captive insurance company.  

• Businesses that have $500,000 or more in sustainable operating profits.  

• Businesses with a desire to control their risk financing destiny over the long term and improve on 
coverage, reduced premiums, enhanced loss control, and much greater claims outcomes. 

INSURANCE REQUIREMENTS 

There are some captive promoters that historically “sold” captives exclusively for the tax benefits alone.  The IRS 
will not tolerate this structure and mandates that the captive must be established for legitimate insurance 
purposes.  We are risk management and insurance-focused, not tax, so while being tax efficient is important, it’s 
not the focus of a captive and never should be. 

For the premium payment to the captive to be deductible as an insurance expense, the captive must be able to 
prove that it is a valid insurance company (payments for self-insurance generally are not deductible). Insurance 
was defined for tax purposes in Helvering v. LeGierse, 312 U.S. 531 (1941), which stated that insurance must 
include elements of risk shifting and risk distribution. 

To meet the risk-shifting requirement, the operating company must show that it has transferred specific risks to 
the insurance company in exchange for a reasonable premium. In Kidde, 40 Fed. Cl. 42 (1997), the Court of 
Federal Claims described the risk-distribution concept as follows: 

Risk distribution occurs when certain risks are combined in a pool with other, independently insured risks. By 
increasing the total number of independent, randomly occurring risks that a corporation faces (i.e., by placing risks 
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in a larger pool), the corporation benefits from the mathematical concept of the law of large numbers in that the 
ratio of actual to expected losses tends to approach one.  Thus, the captive must be accepting risks from multiple 
separate entities to satisfy this requirement. 

While this has been a historical requirement, the courts have shifted their views somewhat to reflect more of “risk 
units”.  As each company has unique risks, a thorough review of each company’s risk profile should be performed. 

FORMATION OF A CAPTIVE 

The formation of a captive insurance company is a detailed process including feasibility studies, financial 
projections, determining domicile, and, finally, preparing and submitting the application for an insurance license. 
The need for a qualified captive manager on the planning team is very important, particularly in the formative 
stages.  

The requirement for adequate initial capitalization of the captive is dependent in part on the level of risk projected 
to be assumed by the captive and the requirements of the respective domicile chosen. In some cases, this initial 
capitalization can be accomplished using irrevocable letters of credit. 

One critical function to be performed during the formative stages is the identification of the risks to be insured by 
the captive. We call this process, “CORE™ Review” (Coordinated Overview of Risk and Exposure).  We identify 
your current gaps and operational exposures, then blend them with outside actuary and risk manager 
recommendations. The operating company is presently paying premiums to one or more commercial insurance 
companies to protect it from specific risks, some of which could be catastrophic if they were to occur without such 
insurance. The goal of smaller captives would be to maintain the transfer of the catastrophic risks to the 
commercial carriers, but to assume the underwriting associated with more “manageable” risks.  

The policies that are written need to be for “real” insurance risks, not ones that will never occur. Should the captive 
see a need to protect itself in the case of a higher-risk policy, it may be able to buy reinsurance at premiums that 
are less than the premiums that it has charged the parent company.  

Care should be taken in the process of selecting “risks” for the captive to insure because true insurance requires 
a certain amount of fortuity. As was pointed out in Rev. Rul. 2007-47, any “risk” that is assured of occurring, even 
if the amount of the risk is not clearly determinable, is not true, insurable risk. In that case, payments into the 
captive would take on the aspects of deposits into a standard checking account to help fund an existing liability.  

One of the key risk management benefits that the captive will provide is the flexibility to opt for higher deductible 
levels on the existing property and casualty (or health) insurance policies. This obviously helps drive deep 
discounts in your commercial premium.  While your insurance agent might not like it, this is a significant benefit.  
In keeping with the above desire to minimize, but not eliminate, claims experience, the selection of the risks that 
the captive is willing to assume should be prudent. 

 

OPERATION OF THE CAPTIVE 

The use of an experienced and capable captive management company is an essential element of the normal 
operations of such an entity.  

The need for annual actuarial reviews, annual financial statement audits, continuing governance compliance 
oversight, claims management, and other regulatory compliance needs puts the day-to-day management of a 
captive insurance company beyond the skills of most general business people. Likewise, the oversight of the 
management company in the investment activities of the captive is essential from a planning perspective to assure 
that the captive’s liquidity needs are met. 
 

TAX ASPECTS – Why it matters and why you MUST do it for the right reasons 

We like to coordinate all tax related details with your trusted advisor and our independent tax consultants.  It can 
get complicated and we believe it must be done right or not done at all. 

In 1986, Congress inserted a provision into Sec. 831 that opened certain opportunities for small insurance 
companies. Under Sec. 831(b), if a property and casualty insurance company with gross premium income of $2.3 
million (for 2018, it increases every year) or less (known as a micro-captive) makes an election under that section, 
it avoids tax on its premium income and owes tax only on its investment income. Once made, this election is 
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irrevocable without the IRS’s consent, but the election is automatically terminated if the company’s gross premium 
income exceeds the prescribed limit.  

In general terms, an insurance company must be taxed as a C corporation and must file its return on a calendar-
year basis, unless it is being included in a consolidated tax return. If an insurance company is established as an 
LLC or a partnership, it must elect to be taxed as a corporation under the check-the-box regulations of Sec. 7701. 
Since the C corporation tax rules apply, the captive can issue more than one class of stock and can pay out 
“qualifying” dividends, which are eligible for preferential taxation. Unfortunately, upon liquidation, the corporation 
and its shareholders could be subject to double taxation because the entity is a C corporation. 

The state taxation of the captive depends on the state in which the captive is domiciled, which need not be the 
state in which the operating company is located. At inception, part of the entity formation process is determining 
the captive’s proper domicile, including both domestic and offshore venues. Selecting a domicile depends on a 
number of factors, including taxation. In addition, many states have adopted a form of “self-procurement tax,” 
which taxes the payment of premiums to an insurance company that is not licensed to do business in that particular 
state. Under these rules, the operating company could be assessed a tax of approximately 2% to 5% of the 
premiums paid to the captive.  Note that this does not apply if you domicile your captive in the same state your 
main operating company is based in. 

 

SPONSORED SERIES LLC CAPTIVE IN DELAWARE  

Recent legislation in almost 40 states has created a form of entity that is viewed as an attractive structure for 
captive insurance operations. The use of “series LLCs” or “Series Captive Insurance Companies (SCIC’s) allows 
for the formation of a “sponsor,” which would fund for the statutory required capital amount.  This leaves the SCIC 
to focus its required capital starting at $100,000, not the usual minimum of $250,000.  

A number of “SCIS’s” would then be created that would function as autonomous units within the entity’s contractual 
structure. Each SCIC would have one or more owners (usually always the owners of the insured business), and 
each SCIC’s assets and liabilities would be insulated from the assets and liabilities of the other SCICs or sponsor.  
Each SCIC is a separately recognized entity for federal tax purposes, has its own financials, audit, actuarial 
studies, etc. 

Elevate owns its own sponsored series LLC captive platform in Delaware.  Elevate created this captive for its 
clients and prospective clients so they would save on administrative expense and statutory capital expense. 
 

WHY HAVEN’T I HEARD ABOUT CAPTIVES FROM MY INSURANCE AGENT 

Some insurance agents or brokers do not have the expertise to assess or manage captives, which is why so many 
prefer to work with Elevate.  Other agents receive a commission (fee) percentage from your insurer, which means 
if your premium goes down, so does their fee.  No wonder no one said anything, or “it is not for you”. 
 

POTENTIAL RISK AREAS 

The IRS is looking closely at captives electing 831b tax treatment, and we believe they should.  Proper adherence 
to the principles of risk shifting and risk distribution is essential, as is a properly administered investment program. 
Excessive loan-backs to the operating company as well as attempts to provide life insurance arrangements should 
be avoided. Likewise, proper levels of capitalization need to be maintained, which precludes excessive 
distributions to the shareholders.  Insurance risks should be considered carefully. 

The IRS now requires a Form 8886 be filed for each owner, insured, and captive electing 831b.   

 

SUMMARY 

You no longer must rely on the fickle commercial insurance market with one-sided policies and arbitrary premiums.  
By creating and owning your own captive, you can finally take the ultimate control in your own risk-financing 
destiny and enjoy the benefits that the vast majority of the Fortune 500 companies have been taking advantage 
of for decades. 


