Vol. 25 No. 1

January 2008

Risk Financing®

PERSPECTIVES

~N

Published exclusively for subscribers to RISK FINANCING®

EFFECTS OF PROPOSED IRS REGULATION
ON TAX BENEFITS OF CAPTIVES

By P. Bruce Wright, Esq. and M. Kristan Rizzolo, Esq.

On September 28, 2007, new Proposed Regula-
tions were published under § 1.1502-13(e) (the
“Proposed Reg.”) which, if made final, would
have a rather dramatic effect on reserve deduc-
tions taken with respect to premium payments
made to captive insurance companies.

Background

In 1977, the Internal Revenue Service (IRS) pro-
mulgated Rev. Rul. 77-316, 1977-2 C.B. 53, in

which the IRS advanced the so-called “economic
family theory” (“the EFT"). In general, based on
the EFT, the IRS took the position that in the
case of an affiliate insured with an insurer un-
der common ownership, no deduction would be
allowed for premium paid by the affiliate to the
insurer because there had been no transfer of
risk outside the affiliated group. As a further
consequence, because the premium would not
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Editor's Note: This month's Perspectives offers a discussion on recently proposed IRS regulations that could
have a significant impact on owners of captive insurance companies. Under current regulations, the IRS allows
an exemption from the rules for matching transactions between a captive insurance company and its common-
ly owned group members. Premiums paid into the captive can be taken as a deductible expense by the group
members. From the captive’s standpoint, premium is recognized as income, and loss reserves are deductible
for tax purposes. The proposed regulations essentially remove the exemption for intercompany insurance trans-
actions. A captive would not be able to deduct reserves for losses until the losses are actually paid.

The authors, P. Bruce Wright and M. Kristan Rizzolo of Dewey & LeBoeuf LLP, present the technical as-
pects of this departure from the 1995 regulations for consolidated returns.
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be considered as such, the insurer would not be
considered to receive an insurance premium
payment, and as such would not be treated as
an insurance company for federal income tax
purposes. Under this approach, losses would on-
ly be allowed under Section 165 of the Internal
Revenue Code when they were incurred.

Thus, the net current benefit realized in the cor-
porate group, the deduction for a reserve by the
reinsurer, was not allowed. It should be noted
that the reserve (which is discounted in calculat-
ing taxable income, see IRC § 846) is the net
benefit because within the group the payor
would otherwise take a deduction for premium
under IRC § 162 and the insurer would include
that amount in income under IRC § 831. Thus,
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within the corporate group, the tax benefit ob-
tained is the amount of the discounted reserve.

Although the IRS had some early success in
denying premium deductions under these cas-
es, see, e.g., Clougherty Packing Co. v. Commis-
sioner, 811 F.2d 1297 (9th Cir. 1987), affg 84
T.C. 948 (1985), the court never seemed to ac-
cept the EFT. Further, as cases in this area
were litigated, courts adopted several theories
based upon which taxpayers were permitted to
take deductions.

The Unrelated Business Cases

Several cases were decided that indicated that
if the captive accepted sufficient risk unrelated
to the corporate group, the premium paid with
regard to related risk would retain its character
as insurance premium, see e.g., Harper Group &
Includible Subsidiaries v. Commissioner, 979
F.2d 1341 (9th Cir. 1992), affg 96 T.C. 45
(1991); Ocean Dirilling & Exploration Co. v. Unit-
ed States, 988 F.2d 1135 (Fed. Cir. 1993),
affg 24 CI. Ct. 731 (1991).

The Brother-Sister Cases

Further, courts concluded that premium paid by
an affiliate of, as opposed to the parent of, a
captive would retain its character and be treat-
ed as an insurance premium. See, e.g., Humana
Inc. v. Commissioner, 881 F.2d 247 (6th Cir.
1989), affg in part and revg in part 88 T.C.
(1987); Kidde Indus., Inc. v. United States, 40
Fed. CI. 42 (1997).

In 2002, the IRS published what essentially
were safe harbor guidelines recognizing the un-
related business cases and the brother-sister
cases. The revenue rulings set the factual pa-
rameters within which the IRS apparently would
follow these cases.
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The Proposed Reg., in essence, reverses the re-
sults of those cases with respect to related risks
written by a captive which is part of a consoli-
dated group. The captive would be denied re-
serve deductions for reserves attributable to
risks of other members of the consolidated
group. Instead, the normal timing rules for de-
ductions under IRC § 165, taking into account
the economic performance rules of IRC
§ 461(h), would apply. This is a significant de-
parture from the consolidated return regulations
adopted in 1995, which respected direct insur-
ance transactions between captives and mem-
bers of their consolidated groups. That said,
several points should be analyzed.

1. For federal tax purposes, a captive will
be considered part of a consolidated
group if (a) it is domestic, e, U.S. com-
pany, and (b) 80 percent of the vote and
value of its outstanding shares are owned
by the group. Thus, the Proposed Reg.
will apply to a captive only if it is formed
in domestic domiciles or is treated as a
U.S. taxpayer because it has made an
election under IRC § 953(d) to be treat-
ed as such. It will not apply to non-elect-
ing foreign captives or to captives with
respect to which U.S. members of the
consolidated group do not meet the vote
and value requirements. Further, if the
captive were owned by a partnership or
other entity which would not be included
in the consolidated group, the Proposed
Reg. would not apply.

2. The Proposed Reg. applies what may be
considered to be a “mechanical rule” to
eliminate the reserve deduction attribut-
able to affiliated risks; it does not rechar-
acterize the income received by the cap-
tive as other than an insurance premium.
Thus, in testing whether the captive is an
insurer under IRC § 831(b), payments
otherwise treated as premium, e.g., pre-

mium derived from brother-sister compa-
nies as opposed to a parent, would retain
their character. In addition, the captive
would be able to establish and deduct re-
serves for risks unrelated to the consoli-
dated group. Presumably, in determining
whether risk is or is not from the consoli-
dated group, one would look to the un-
derlying risk. Thus, if a member of the
consolidated group placed a policy with
an unrelated licensed insurer and the risk
was reinsured with the captive, the risk
would be treated as group risk, and the
Proposed Reg. would only allow a deduc-
tion when allowed under IRC § 165 tak-
ing into account the economic perfor-
mance rules of IRC § 461(h), which in
general require payment. Preamble to
Consolidated Returns; Intercompany Obli-
gations, F.R. Col. 72, No. 188 (September
28, 2007). However, if risk from outside
the consolidated group were written by
an affiliated insurer and ceded to the cap-
tive, it presumably would be treated as
derived from outside the group and a re-
serve would be able to be established.

The Proposed Reg. also has a de minimis
rule (which would not be applicable to
most captives) which provides that if less
than 5 percent of the risk assumed by the
captive is from outside the consolidated
group, the Proposed Reg. will not apply.

The consolidated return regulations incor-
porate an anti-abuse provision which al-
lows the IRS to make adjustments to car-
ry out the purposes of the provisions if a
transaction is “engaged in or structured
with a principal intention to avoid the
purposes of the intercompany transac-
tion” rules. The Preamble to the Pro-
posed Reg. specifically states that the
IRS may use the anti-abuse provision to
prevent avoidance of the Proposed Reg.
rules through use of a fronting company.
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In a recent Chief Counsel Advice, CCA
200729035 (April 11, 2007) (CCA), the IRS ap-
plied the anti-abuse rule to conclude that a non-
consolidated entity, a cooperative, should be
treated as a consolidated entity for purposes of
applying the intercompany transaction rules. The
cooperative would be prevented (under the
CCA) from taking advantage of special tax ac-
counting rules available to cooperatives with re-
spect to members of the consolidated group in
which it would be included. The IRS determined
that structuring the cooperative as a nonconsoli-
dated entity had no business purpose, but in-
stead was done solely to prevent the application
of the intercompany transaction rules. This,
however, seems to be the only authority in
which the IRS has treated a nonconsolidated
entity as consolidated where the nonconsolida-
tion was nontransitory. Thus, in the event the
Proposed Reg. becomes final, restructuring may
have to be accomplished with some care.

Conclusion

The IRS solicited comments on the proposed
regulations through December 27, 2007. At the
moment, it is unclear if and when new regula-
tions will be finalized. The Vermont Captive In-
surance Association and the Captive Insurance
Companies Association formed a coalition to co-
ordinate an industry response, including com-
ments filed with the IRS and testimony at an
IRS hearing, with a goal of convincing the IRS
and the Department of Treasury that the Pro-
posed regulations should be withdrawn.

If the captive industry is unsuccessful in its ef-
forts and the Proposed regulations become final,
individual taxpayers will need to consider how
best to minimize the effects. In this regard,
companies will want to consider different options
for deconsolidating their captives in light of their
particular facts and in light of the anti-abuse rule
in the consolidated return regulations.

P. Bruce Wright, Esq. and M. Kristan Rizzolo, Esq. are tax attorneys with Dewey & LeBoeuf LLP.
Mr. Wright is a partner in the New York office and can be contacted at pwright@deweyleboeuf.com.
Ms. Rizzolo is located in the Washington D.C. office and can be contacted at krizzolo@dl.com.
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