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Captive Insurance Companies – an Overview 
 
The Captive Insurance Company (CIC) concept has enormous potential as a financial 
strategy for successful, closely held businesses and their owners. Although a CIC is not 
formed initially for tax purposes, there are significant tax reasons for establishing a CIC. 
It has been described as the ultimate financial solution for risk management, asset 
protection, retirement planning and estate planning. 
 
A CIC is a company formed initially for the purpose of insuring or re-insuring the risks of 
the parent company. As such, it will conform to all the rules and regulations of the legal 
jurisdiction in which it is registered. Many of the risks identified by the parent company 
are already insured against; many are not. Some are perceived as so unlikely to result in a 
claim that a conscious decision has been made to ignore insurance. Others may have  
never been brought to the attention of the business owner and so, by definition, the 
business is self-insured. This is where the advantages begin to appear. 
 
Until recently, CICs only made sense for big corporations. Typically, the motivation to 
establish a captive was to embrace risk management, the opportunity to stabilize rates and 
to derive a profit from the process. Commercial insurance companies always have a profit 
motive, and the premiums they charge reflect that objective. A CIC is no different. What 
is different is that at the end of the day, the reserves and surplus, along with any profit, 
belong to the owners of the CIC and not an unrelated insurance company or group. 
 
In 2001 there was a significant tax court decision that resulted in the IRS abandoning its 
long held position that premiums paid to captives were not deductible under the 
“economic family” theory. Since then, there have been a number of Revenue Rulings, 
Private Letter Rulings and Bulletins that define the “safe harbor” road map whenever a 
closely held business decides to establish a CIC. The rules are now well defined for 
creating and maintaining a CIC to assure compliance.  

 
CICs can be established offshore at a cost of  $60K - $100K or onshore in various states 
from $13K - $25K using a structure called a Segregated Business Unit or SBU. Annual 
fees will be roughly $20K - $25K per year, until such time as the owners determine a new 
direction, perhaps at retirement, or sale of the enterprise. To justify this cost, the business 
must have a strong financial status. It should have a minimum gross annual revenue of 
$1,000,000, a strong balance sheet, and 3 or more years of business history. The CIC can 
be owned by the business owner, his spouse, his relatives, a Trust, an FLP, or any of the 
companies he owns. 
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A critical element in the successful implementation of this idea is finding a captive 
management company. To be effective, the skills necessary to run a successful CIC will 
come from a specialty management company focused on CIC management. The cost of 
the functions provided are reflected in the annual fees referenced earlier. These functions 
include: 
 

• Underwriting and policy issuance 
• Claims management 
• Regulatory compliance 
• Actuarial services 
• Accounting functions when not available locally 
• Legal services when not available locally 

 
Examples of currently insured risks are: 
 

• Auto 
• General liability 
• Medical malpractice 
• Property 
• Workmen’s compensation 

 
Examples of non-insured risk or self-insured risk are: 
 

• Accounts receivable 
concentration 

• Earthquake / hurricane 
• Computer operations & data 

• Business interruption • Employment practices 
• Construction defect • Exclusions 
• Credit default • Litigation expense 
• D & O / E & O • Mold and pollution 
• Deductibles • Operating risks 
• Disability • Product warranty 

 
Unlike commercial insurance companies that issue standard coverage to small, closely 
held businesses, a CIC will choose to qualify under Internal Revenue Code (IRC) 
§831(b). As such, it will be taxed exclusively on investment gains. IRC §831(b) provides 
that a CIC can accept up to $1,200,000 of annual premium exempt from taxation. This 
creates a significant, potential advantage for the owners of the CIC.  
 
It is generally understood that sound business objectives must form the basis for 
establishing a captive. However, there are four significant incidental tax benefits: 
 

• Premiums paid to the captive are tax deductible (within limits) 
• These premiums, within limits, are not taxable income to the captive 
• A CIC creates the ability to transfer before tax dollars such that some of 

them can reappear later as retirement income, some of which can be tax 
free under current law 

• If a captive is owned by an heir, each premium dollar transfers from the  
estate to the heir without gift or estate tax consequences 

 



Florida	  Wealth	  Advisors,	  LLC,	  is	  a	  Florida	  Registered	  Investment	  Advisor	  company,	  located	  in	  Gainesville,	  FL	  

In order to comply with the aforementioned Internal Revenue Service rules and 
regulations, the CIC must be established and maintained with the following in mind: 
 

• The CIC is a legitimate insurance company with proper capitalization 
• The premiums charged by the CIC to the parent company must be market 

comparable and actuarially legitimate 
• There must be appropriate risk shifting and distribution 
• All insurance contracts must be legally binding 
• All transactions are arm’s length transactions 
• There is no circular lending to the premium payee or payer 
• It is a bona fide business with regular board meetings 
• Proper books and records are maintained  
• Claims administration is properly regulated and managed 
• There is always a “business purpose”, which can include asset protection, 

formalization of risk management, incentives for key employees, savings 
on medical malpractice premiums, and tax considerations. 

 
The resulting funds, categorized as Reserves and Surplus, are held by the CIC and 
invested. It’s helpful to remember that state insurance regulators will be interested in 
conformity to their standards of what is appropriate for an insurance company. These 
include: 
 

• Cash or cash equivalents (i.e. money market, cash & checking) 
• CIC owned life insurance cash surrender values 
• Stocks, bonds, mutual funds, managed portfolios, etc. 
• Secured loans 
 

Florida Wealth Advisors, LLC has a team in place to discuss and explore the 
opportunities present in this concept as it relates to any successful, closely held business. 
The process we follow for evaluating whether a CIC is appropriate for any individual 
small business, and the subsequent implementation, typically takes the following steps: 
 

• A discussion between the client and advisor on basic information to pre-
qualify the client 

• A conference call to include the client and his advisors (CPA, Attorney, 
etc.) to educate the client parties on Captive Structures 

• Securing the necessary financial information, including copies of existing 
insurance policies, etc. from the client 

• Preparation of a preliminary feasibility study to reflect the clients’ specific 
circumstances and potential for tax and other benefits. 

• Choose from among several captive management companies to process all 
details and ongoing administration, if outsourcing is appropriate. 

• Signing of an engagement letter coupled with a retainer 
• Develop the business plan and forecast 
• Formalize the CIC as a bona fide enterprise 
• Obtain necessary insurance license in the jurisdiction of choice 
• Underwrite the policies 
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We encourage you, the reader, to fully understand the next two paragraphs. If you are 
interested in exploring how a CIC might benefit you and your company, they are critical.  
 
The first is that money spent by your business on insurance premiums is lost to the 
business unless there is a claim. If the business is like many others, there is probably an 
internal effort already in place to minimize the possibility of claims. And if over the years 
claims are few, there is little chance that any commercial insurance company will give 
you a share of the underwriting profits years later when you decide to retire or sell the 
business. It just doesn’t happen. 
 
The second is that while premium savings are important, there is no intent to expose the 
parent company to additional risk. What risks exist are already there and some of them 
are already insured. Without a CIC however, there is no ability to recapture any of the 
premiums paid, along with the investment earnings attributable to the reserves and 
surplus held by the insurance company.  
 
As a result, the business owner should look to pay more for their insurance premiums, 
always assuming there is sufficient cash flow, since those funds will flow before tax to 
the CIC, where they will be invested to grow and provide benefits to the business owner 
and others over time. 
 

Tony Kendzior, CLU, ChFC 
Managing Member 

Florida Wealth Advisors, LLC 


