X Briefs

News Update on Tax Issues from SLGG

In each issue, we cover various tax issues of interest to individuals and
businesses

IRS Targets Payments to Captive
Insurance Companies

Prior to now it was thought that payments made to a “cell” within a
captive insurance company should generally qualify as insurance.
Qualifying as insurance is important if you want to deduct the
premiums paid to the cell. And it’s just as important to the captive
that these payments be treated as premiums. The IRS took up this
matter recently in Revenue Ruling 2008-8 and announced their
position as to what type of cell arrangements might qualify as
insurance.

Some captives are organized as a group of cells. A captive with
cells is sometimes called a Protected Cell Company or PCC. A cell
is not treated as a legal entity distinct from the PCC and the creator
of the PCC owns all the common stock. Usually non-voting
preferred stock is issued by each cell to its participant. The
participant is the person that wishes to use the benefits of a captive.
So basically each cell is funded by its participant's preferred capital
contribution and by the “premiums” collected for the contracts to
which the cell is a party. Each cell is required to pay out claims on
these contracts.

The income, expense, assets, liabilities, and capital of each cell are
accounted for separately from those of any other cell and of the
PCC generally. The assets of each cell are statutorily protected
from the creditors of any other cell and of the PCC.

To qualify as insurance two requirements must be met. The first is
risk shifting. Think of this as the premium payer’'s requirement. The
second is risk distribution. Think of this as the captive’s
requirement.

Risk shifting occurs if a person facing the possibility of an economic
loss transfers some or all of the financial consequences to the
insurer, such that a loss does not affect the insured because the
loss is offset by the insurance payment. Risk distribution occurs
when the party assuming the risk distributes its potential liability
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among others, at least in part.

A transaction between a parent and its wholly-owned subsidiary
does not satisfy the requirements of risk shifting and risk distribution
if only the risks of the parent are insured.

The IRS basically issued two rulings. In the first ruling, the IRS
explained that if a cell is only insuring a single company then no
insurance arrangement exists even though the PCC has a lot of
other cells and insured parties. In the second ruling, the IRS ruled
that insurance did exist when a cell insured twelve subsidiaries of
its participant or in this case the parent of the subsidiaries because
there was risk shifting and risk distribution. That is, the premiums
were pooled such that a loss by one subsidiary was not in
substantial part, paid from its own premiums.

If you are using a captive insurance company arrangement, it is
important that you know whether you are the sponsor of a cell
within the captive. Some earlier captives did not use cells; they
simply pooled their resources with either other participants or with
the subsidiaries of the sponsoring company. If you are using a cell
arrangement it is important that you are insuring more than one or
two or perhaps even three different subsidiaries or related
companies. You should consult your tax advisor to determine if your
payments qualify as insurance premiums in light of this most recent
development.

Meet Your Tax Partners Other links of interest

Mark Cook, CPA, Partner mcook@slgg.com Internal Revenue Service
Steven J. Cupingood, CPA, Partner scupingood@slgg.com California Franchise Tax Board
John A. Eckweiler, CPA, Partner jeckweiler@slgg.com California Bureau of Unclaimed
Andrew L. Gantman, CPA, Partner agantman@slgg.com Progerty
Donald G. Leve, CPA, Partner dleve@slgg.com Securities and Exchange Commission
Richard A. Linder, CPA, Partner rlinder@slgg.com -
OANDA Foreign Currency Converter
Joan E. Manning, CPA, Partner jmanning@slgg.com
Carl Sasaki, CPA, Partner csasaki@slgg.com U.S. National Archives
Thomas E. Wendler, CPA, Partner twendler@slgg.com read the full text of the U.S.
Constitution and other historical
www.slgg.com
documents
Financial Tools
Tax Resources Online

IRS Circular 230 Disclosure: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. tax advice contained in this
communication (including attachments) is not intended or written to be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code,
or (ii) promoting, marketing or recommending to another party any matters addressed herein.

Notice: Opinions, conclusions, and other information in this message are not intended to represent recommendations or advice to you or any other person. Each
person's circumstances are unique, and we strongly suggest you discuss your specific situation with your professional advisor before taking any action based on the
information herein or information to which this message refers.

To unsubscribe, please either click here or contact marketingla@slgg.com




