
 
 

The Captive Insurance Tax Landscape in 2019 
 
 
It is critical for clients and practitioners to appreciate the Internal Revenue Service’s 
(“IRS”) historic positions and analysis regarding captive insurance companies, in order to 
fully understand the current captive insurance tax environment.  The following discussion 
focuses on the relevant authorities contained in the Internal Revenue Code and 
Regulations, the current views of the IRS as set forth in administrative rulings and 
pronouncements and decisions dealing with what transactions qualified as insurance, 
and whether the activities of a related captive insurance company are those of a 
company primarily and predominately engaged in the insurance business. 
 
Characterization as Insurance for Federal Income Tax Purposes 
 
IRC Section 162(a) allows a deduction for “all the ordinary and necessary expenses paid 
or incurred during the taxable year in carrying on any trade or business…”  Generally, 
insurance premiums qualify as ordinary and necessary if directly connected with the 
taxpayer’s trade or business.i  Amounts set aside as reserves for the payment of 
anticipated losses are not deductible business expenses.ii 
 
In determining whether a transaction qualifies as insurance, one must turn to judicial 
precedent as the Code and Regulations are silent on the matter.  According to the U.S. 
Supreme Court in Helvering v. Le Gierse,iii a valid insurance contract requires the 
presence of insurance risk and involves both risk shifting and risk distribution.  In 1991, 
the United States Tax Court expanded this definition of insuranceiv,  establishing a three-
part test for determining whether an insurance contract exists:   
 

 Whether the arrangement involves an insurance risk; 
 Whether the arrangement provides both risk-shifting and risk distribution; and  
 Whether the arrangement is insurance in its commonly accepted sense. 

 
Case law has defined an insurance contract as "a contract whereby, for an adequate 
consideration, one party undertakes to indemnify another against loss arising from 
certain specified contingencies or perils. . .  [I]t is contractual security against possible 
anticipated loss."v  The risk transferred under the contract must involve the assumption 
of another's risk of economic loss.vi   
 
The Internal Revenue Service’s Analysis of Captive Insurance 
 
Historically, the IRS concluded that premiums paid to a captive insurance company were 
not deductible as ordinary and necessary business expenses under IRC Section 162(a) 
based upon the ‘economic family’ theory which was centred on the premise that an 
insurance contract between an insured and a captive insurer lacks the requisite risk 
shifting to qualify as true insurance.   
 



 
 

Revenue Ruling 2001-31 
 
However, in 2001 the IRS announced in Revenue Ruling 2001-31 that it would no longer 
invoke its ‘economic family’ theory when addressing the premium deductibility issue of 
captive insurance transactions.  This ruling made obsolete or modified several prior 
captive rulings.vii  Nonetheless, the ruling stated that the Service would continue to 
challenge certain captive insurance transactions based on the facts and circumstances 
of each case.  In addition, the Service also stated that it would continue to pursue 
parent-subsidiary captive relationships, citing Clougherty Packing Company v. 
Commissionerviii and those arrangements where the “taxpayer guaranteed the captive’s 
performance and the captive was thinly capitalized and loosely regulated”. 
 
Revenue Ruling 2002-89 
 
In December 2002, the IRS published three Revenue Rulings which dealt with captive 
insurance companies.ix  In Revenue Ruling 2002-89, the Service ruled on the issue of 
the deductibility of premiums paid by a parent to its wholly owned captive subsidiary.  
The Service addressed the issue using two fact patterns.  In situation 1, 90% of the 
premiums received by the captive were received from the parent of the captive and 10% 
was received from unrelated third parties.  In situation 2, the premiums received from the 
parent by the captive constituted less than 50% of the total premiums received and more 
than 50% was received from unrelated third parties.   The Service ruled that the 
arrangement in situation 1 lacked the requisite shifting and risk distribution to constitute 
insurance for federal income tax purposes.  Hence, the premiums were not deductible.  
In situation 2, the Service relying on the holdings in Ocean Drillingx and AMERCOxi, 
ruled that risk shifting and distribution were present, and therefore, the premiums paid 
were deductible.  In addition to the captive receiving more than 50% its premiums from 
unrelated third parties, the ruling contained other important factors including the 
following: 
 

 The premiums were established according to customary industry rating 
formulas,  

 The parties conducted themselves consistently with the standards applicable to 
an insurance arrangement between unrelated parties,  

 The parent did not provide any guarantees of the captive’s performance,  
 All funds and business records were kept separately, the risks were 

homogeneous and 
 The captive did not loan any funds to the parent.   

 
Revenue Ruling 2002-90 
 
In Revenue Ruling 2002-90, twelve geographically dispersed subsidiaries of a common 
parent company (each subsidiary operated in a separate state) insured their professional 
liability risks with a captive insurance company (also owned by the common parent).  
The IRS ruled that the payment of premiums by the 12 separate subsidiaries to the 



 
 

captive did result in risk shifting and that the transaction did constitute insurance for 
federal income tax purposes.  The IRS relied upon the courts in Humanaxii and Kiddexiii in 
reaching its conclusions.  Revenue Ruling 2002-90 provided confirmation that the IRS 
would respect an insurance arrangement between ‘brother-sister’ entities.   
 
Revenue Ruling 2002-91 
 
In Revenue Ruling 2002-91, the IRS set forth circumstances under which a group 
captive of unrelated insured entities qualified as an insurance company.  A taxpayer, X, 
and a significant number of the businesses involved in X’s industry (Members) formed a 
so-called ‘group captive’ (GC) to provide insurance coverage for stated liability risks. The 
GC provided insurance only to X and the other Members. The business operations of 
GC were separate from the business operation of each Member. In addition, GC was 
adequately capitalized. 
  
No Member owned more than 15% of GC, and no Member had more than 15% of the 
vote on any corporate governance issue. In addition, no Member's individual risk insured 
by GC exceeded 15% of the total risk insured by GC. Thus, no one member controlled 
GC.  The IRS concluded that X could deduct premiums paid to GC as insurance. 
 
The Internal Revenue Service’s Current Tax Environment 
 
Notice 2016-66 
 
In Notice 2016-66xiv, the IRS identified certain captive insurance transactions as 
“transactions of interest” (e.g. ‘micro-captive’ insurance transactions, also known as IRC 
Section 831(b) insurance companies), which required the person involved in the 
transaction to disclose it to the IRS on Form 8886 to avoid penalties.  Additionally, the 
IRS has continued to express concern over certain ‘micro-captive’ insurance 
transactions (e.g. IRC Section 831(b) captive insurance companies) and included them 
in their annual ‘Dirty Dozen’ list.xv 
 
Notice 2016-66 provided characteristics of certain ‘micro-captive’ insurance transactions 
that concern the IRS, including uneconomic premiums (e.g. not arm’s length and 
actuarially determined), failure to comply with the terms of the insurance contract, 
implausible insurance risks, not complying with regulatory requirements, thinly 
capitalized captives, Captive invests in non-traditional insurance investments (e.g. illiquid 
or speculative assets) and captive loans or otherwise transfers money to insured (e.g. 
loan-backs, guarantees, etc.).   
 
As noted above, the IRS has historically challenged captive insurance arrangements 
and, as such, there is inherent risk in any captive insurance transaction that is 
heightened with respect to ‘micro-captive’ insurance arrangements.  The Treasury 
Department and IRS recognized in Notice 2016-66 that not all ‘micro-captive’ insurance 
transactions are abusive.  However, considering Notice 2016-66 and the IRS’ 
identification of ‘micro-captive’ insurance transactions on the annual ‘Dirty Dozen’ list, 



 
 

IRC Section 831(b) captives need to assess the application of Notice 2016-66 and their 
status as insurance companies. 
 
Recent Cases 
 
More recently, the IRS challenged captive insurance companies in both Avrahami v. 
Commissionerxvi and Reserve Mechanical Corp. v. Commissionerxvii.  After three 
decades of losing cases involving captive insurance, the IRS considers the decisions in 
Avrahami and Reserve Mechanical a win in their favor.  In Avrahami, the court 
determined that the arrangement did not constitute insurance for federal income tax 
purposes. As such, the court concluded that the amounts paid as insurance premiums 
were not deductible under IRC Section 162, and the IRC Section 953(d) and IRC 
Section 831(b) elections were invalid.  The court’s decision was based on the fact that it 
determined the captive did not distribute risk and the arrangement was not insurance in 
its commonly accepted sense.     
 
The court in Reserve Mechanical concluded that the arrangement did not constitute 
insurance for federal income tax purposes and as such, the court determined that the 
amounts paid as insurance premiums were not deductible under IRC Section 162, and 
the IRC Section 953(d) and IRC Section 501(c)(15) elections were invalid.  Again, the 
court’s decision was based on the fact that it determined the captive lacked both the 
requisite risk distribution and the common notions of insurance.     
 
In light of the recent developments with Notice 2016-66, Avrahami, and Reserve 
Mechanical, the Service continues to pursue captive insurance cases based upon the 
judicial standard of insurance, as set forth by the Supreme Court in Le Gierse and 
modified by the Tax Court in Sears, AMERCO and Harper, which calls for the 
determination of: 
 

 Whether the arrangement involves an insurance risk; 
 Whether the arrangement provides both risk-shifting and risk distribution; and  
 Whether the arrangement is recognized as insurance in its commonly accepted 

sense. 
 
What You Should Do 
 
Taxpayers will want to review their current or prospective captive insurance 
arrangements taking into consideration the Tax Court’s three-part test in determining 
what constitutes insurance for federal income tax purposes.  In addition to the three-part 
test above, taxpayers will also want to consider the totality of the facts including whether 
the premiums were established according to customary industry rating formulas, the 
parties conducted themselves consistently with the standards applicable to an insurance 
arrangement between unrelated parties, the parent did not provide any guarantees of 
the captive’s performance, all funds and business records were kept separately, the 
risks were homogeneous and the captive did not loan any funds to the parent.   



 
 

 
Contact Us 
 
Should you have questions about the IRS’ current tax landscape of captives, structuring 
opportunities for a captive or a health check of your existing captive insurance company, 
contact Laurie Bizzell by calling 770.396.2200. 
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