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The United States Tax Court recently issued a ruling 

on “micro-captive” insurance companies regulated 

under Internal Revenue Code (“IRC”) Section 

831(b) setting forth several guideposts for businesses 

insured by such entities.   

 

Under federal tax law, a business may elect to create  

a “captive” insurance company.  This arrangement 

permits a business to enter into a small insurance 

collective with other associated businesses and 

allows the insured business to reduce insurance costs 

while protecting itself against certain risks.  More 

specifically, under the captive insurance model, a 

business may claim deductions for insurance or 

reinsurance premiums it pays to the captive 

insurance company.  In many instances, the captive 

insurance company may qualify as a small insurance 

company under IRC Section 831(b).  Once qualified 

under Section 831(b), the captive insurance company 

may elect to exclude certain amounts of annual net 

premiums from income, allowing the captive to be 

taxed on its investment income only.  

 

Issues may arise with the captive insurance company 

model however due to the fact that the insured and 

the insurer are related, which can often blur the line 

between insurance and self-insurance.  This often 

will affect smaller “micro-captive” insurance 

companies that may be too small to involve insurance 

risk, shift and distribute risk, and meet commonly 

accepted notions of insurance.  

 

In its decision, Avrahami v. Commissioner, 149 T.C. 

No. 7 (Aug. 21, 2017), the Court analyzed a 

purported micro-captive insurance company set up 

by the Avrahamis who owned several jewelry 

businesses.  The Avrahamis sought to protect their 

stores from general liability as well as terrorism 

related events and therefore solicited an accountant 

and an actuary to form a small micro-captive 

insurance company called Feedback.  As a micro-

captive, Feedback attempted to satisfy its risk 

distribution through a risk pool operated by Pan 

American Insurance (“Pan American”), which 

offered terrorism insurance from other captive 

insurance companies.  While the decision highlights 

a multitude of questionable decisions made by the 

Avrahamis, including the fact that the insurance pool 

did not pay a single claim until an IRS commenced 

an audit of the operation; the captive arrangement 

resulted in grossly excessive and unsubstantiated 

premiums; and the captive pool loaned back most of 

the funds to the Avrahamis through a shell Limited 

Liability Company (“LLC”) for unrelated real estate 

investments that were either unsecure or 

insufficiently secured, the decision is helpful in 

providing guidance on why Feedback did not qualify 

as an insurance company.  
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Because the term “insurance” remains undefined in 

the IRC, the case turned on whether the transactions 

by Feedback constituted “insurance” under caselaw.  

To determine this, the Court analyzed whether the 

Feedback arrangement involved risk shifting, risk 

distribution, insurance risk, and otherwise met the 

commonly accepted notions of insurance. 

 

Risk Distribution 

 

Under Supreme Court precedent, risk distribution 

occurs when the insurer pools a large enough 

collection of unrelated risk.  The Court noted that “it 

is certainly possible for a captive to distribute risk by 

insuring only its brother-sister businesses.”  While 

the Court stopped short of answering how many 

affiliated entities would be sufficient to appropriately 

distribute risk, it found that because Feedback only 

had three or four affiliated entities in its risk pool, 

such number fell  well below the minimum 

requirement.  The Court did clarify that distributing 

risk in a micro-captive is not just about the number 

of affiliated brother-sister entities it insures, but 

rather the number of independent risk exposures it 

accumulates.  For instance, where a captive insurer 

issues policies covering thousands of vehicles, real 

estate holdings and equipment assets spread over 

several geographical locations or where a captive 

insurer provides policies for worker’s compensation, 

vehicle, and general liability policies for thousands 

of employees and stores in all fifty states, such risk 

distribution was determined to be spread 

appropriately.  In comparison, Feedback issued 

policies covering three stores and thirty-seven 

employees limited to the geographical limits of 

Phoenix, Arizona. Such distribution was not enough.   

 

Moreover, the Court found that while Feedback 

attempted to distribute risk by participating in the 

Pan American terrorism insurance program, Pan 

American had unreasonable insurance premiums that 

were applied universally regardless of geographical 

location and despite such high premiums, Pan 

American had a severe shortage of cash-flow and 

would be unable to pay claims.  The Court ultimately 

decided that Pan American was not a bona fide 

insurance company and therefore, Feedback was 

unable to distribute its risk through its arrangement 

with Pan American.  

Qualifying as “Commonly Accepted Notions of 

Insurance” 

 

While the Court admitted that the failure to distribute 

risk alone “was enough to sink Feedback,” the Court 

went on to determine whether the Feedback 

arrangement “look[ed] like insurance in the 

commonly accepted sense.”  To determine whether 

Feedback looked like an insurance company the 

Court analyzed several factors including whether: (1) 

the company was organized, operated, and regulated 

as an insurance company; (2) the insurer was 

adequately capitalized; (3) the policies were valid 

and binding; (4) premiums were reasonable and were 

the result of an arms-length transaction; (5) claims 

were paid; (6) the policies covered typical insurance 

risks; and (7) there was a legitimate business reason 

for acquiring insurance from the captive.   

 

In the end, the Court found that Feedback was not a 

“commonly accepted notion of insurance” because 

Feedback dealt with claims on an ad hoc basis, 

invested in illiquid, long-term personal loans to the 

Avrahamis, and failed to obtain regulatory approval 

before transferring such loans to the Avrahamis.  

Further, most of the claims were approved, despite 

the fact that the claims were often late, and covered 

normal business expenses such as wear and tear of 

business assets.  Importantly, the Court recognized 

that as long as a captive insurance company meets 

the minimum regulatory requirements of 

capitalization under its place of incorporation, the 

Court will not question the capitalization of the 

insurance company.  

 

In the end, because the Avrahamis failed to properly 

create a micro-captive insurance company, the 

Avrahamis were held liable for taxes on unreported 

interest and dividends and faced penalties as a result. 

 

Please contact Katie Birchenough at 

kbirchenough@couchwhite.com with any questions 

about this or similar matters. 
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