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Captive Insurance
A captive insurer is generally de�ned as an insurance company that is wholly owned
and controlled by its insureds; its primary purpose is to insure the risks of its owners,
and its insureds bene�t from the captive insurer’s underwriting pro�ts.
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I was introduced to captives, the more that I got into representing cannabis
businesses. It is very hard for cannabis companies to get insurance, and if they do, it’s
a fortune, and covers nothing. A captive insurer is generally de�ned as an insurance
company that is wholly owned and controlled by its insureds; its primary purpose is
to insure the risks of its owners, and its insureds bene�t from the captive insurer’s
underwriting pro�ts. 
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These points do not clearly distinguish the captive insurer from a mutual insurance
company. A mutual insurance company is technically owned and controlled by its
policyholders. But no one who is merely a mutual insurance company’s policyholder
exercises control of the company.

The policyholder may be asked to vote on matters requiring policyholder action. But
this usually means that the policyholder will be presented with a proxy and advised
by the board that runs the company as to how to exercise its vote. As soon as the
insurance ceases, so does the policyholder’s ownership status. The policyholder has
not invested any assets in the insurance company and does not actively participate in
running it. 

Captive insurance is utilized by insureds that choose to

put their own capital at risk by creating their own insurance company, 
working outside of the commercial insurance marketplace,
to achieve their risk �nancing objectives.

You basically form these captives in states like Delaware, and you fund them with
your own money. For example, let’s say you have a company that forms a captive,
and puts $1 million in it. The captive can only cover losses in the amount of $1
million. If the damage is more, the owner needs to come out of pocket.

That isn’t to say that owners can’t ban together and place more money in a captive,
because they can. The bene�ts are pooling funds to have more money accessible if
there is a disaster, however the money can all be used up on one disaster leaving
nothing for the other people that pooled their money.

However, it is NEVER a good thing when captives end up on the IRS’s Dirty Dozen
List. Notice 2016-66, speaks about “micro-captives.” IRC §831(b) states

 

(1)In general

In lieu of the tax otherwise applicable under subsection (a), there is hereby imposed for
each taxable year on the income of every insurance company to which this subsection
applies a tax computed by multiplying the taxable investment income of such company for
such taxable year by the rates provided in section 11(b).

(2)Companies to which this subsection applies
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(A)In generalThis subsection shall apply to every insurance company other than life if—

(i)

the net written premiums (or, if greater, direct written premiums) for the taxable year do
not exceed $2,200,000,

(ii)

such company meets the diversi�cation requirements of subparagraph (B), and

(iii)

such company elects the application of this subsection for such taxable year.

The election under clause (iii) shall apply to the taxable year for which made and for all
subsequent taxable years for which the requirements of clauses (i) and (ii) are met. Such an
election, once made, may be revoked only with the consent of the Secretary.

Basically, the problem occurs when you pool monies, the captive is owned by a
collection of people or entities, and while the money in a captive can be invested, it
can’t be distributed to the owners of the captive.

With something like cannabis, you want the captive to be set up by a reputable
company. I like the domicile of Delaware, but I’m open to anything. I want the
money invested in something safe, and I want to fund it each year. However, I keep
getting these emails from these cons that want to set these up for my clients. The last
thing I want is to be on the Dirty Dozen List.
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