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Recycling Wealth with Captive Insurance
Turbocharging Dynasty Trusts
Robert L. Moshman, Esq.

Are we witnessing
a paradigm
shift in progress?

before it had a name and became an industry unto itself.
It is not the same as self insurance, but there is definitely
a relationship.
When faced with the potential for catastrophic losses for
which complete commercial coverage is not available,
companies have been forced to make do with self
insurance, i.e., by putting some funds aside. Typically,
companies will then combine self insurance with
commercial insurance.
In effect, the self insurance fund ends up acting like
an enormous deductible and reduces the risk of small
claims so that a commercial insurer can then take on the
next layer of risk. Commercial insurers then pass along a
portion of the risk to a reinsurer. In this way, a fairly large
catastrophe can actually be covered.
However, the self insurance approach is ultimately
wasteful in that funds kept aside are not deductible
expenses and commercial insurance premiums are an
ongoing expense. The next logical step is for a business
to form or acquire its own insurance company. This is also
not a new concept.

Estate planning with captive business insurance is a topic
that would induce some people into a profound coma.
Even some financial planners may be put off by such
an esoteric risk management technique. In fact, a large
number of financial planners have never encountered
captive insurance and don’t know what it is. All that may
be about to change.
The captive insurance industry appears to be on the
cusp of transforming the way business is conducted and
how estates are planned. Captive insurance is gaining
traction in dozens of jurisdictions. More businesses than
ever before will have realistic opportunities to utilize this
technique. We may be witnessing a paradigm shift in
progress.

Captive Insurance Concept
Captive insurance has existed in isolated examples, such
as indemnity clubs in the 1870s and in Guernsey and
Luxembourg as far back as the 1920s, but that was

Vertical Integration
Large businesses are always looking for ways to preserve
all profits and control all resources. It is the concept of
“vertical integration.” A company that manufactures cars
may acquire a tire company so that it can ensure a steady
supply of tires at a specific price. A tire company may
acquire a rubber manufacturer, which in turn may acquire
a rubber plantation.
Ford Motor Company began making its own steel in the
1920s instead of buying car parts. In the 1890s, Andrew
Carnegie vertically integrated coal fields, iron ore, and
barges with his steel mills.
John D. Rockefeller used vertical integration at Standard
Oil in the 1870s to create a company that included oil
wells, pipelines, refineries, railroad tank cars, and tank
wagons. Standard Oil also used horizontal integration
to absorb all of its competitors. This prompted state
legislatures to impose restrictions on monopolies, which
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Rockefeller countered by forming the Standard Oil Trust
to control 41 separate companies.
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awarded the designation, with 600 from 40 states and
two dozen international jurisdictions in the process.

But we digress.
The trinity of American industrialists applied the vertical
integration concept that would prompt businesses to
establish their own insurance companies. There were a
few obstacles, however. For starters, it wasn’t exactly
legal in the United States.

Frederick M. Reiss
The catalyst of the captive insurance industry is Frederick
M. Reiss,1 who was an insurance engineer for a steel mill.
The mill owned mines referred to as “captives” because
they supplied only the mill. Reiss would later apply this
term to an insurance company that is set up to provide
insurance to one company.
As the story goes, Reiss attended a social event in the
early 1960s somewhere near London and met an attorney
from Bermuda named Bill Kempe. Reiss learned that his
idea of a captive insurance company might be possible in
Bermuda and set up a meeting with Kempe to take place
in Bermuda two weeks later. By the time Kempe got to
Bermuda, Reiss had already set up an arrangement with
a rival law firm.2

From Out of Nowhere
Reiss had captives up and running in Bermuda by the
mid-1960s. But they were not an overnight success. For
years, only the elite Fortune 500 level of companies were
able to take advantage of the captive insurance approach.
Colorado became the first American state to allow
captives in 1972. Bigger captive management companies
(ACE and XL) were founded in the mid-1980s, and states
such as Vermont and Hawaii were opening their doors to
captives. By the end of the 1980s, there were more than
1,000 companies using captive insurance.
In the 1990s, the captive industry expanded on a global
scale with strongholds in Singapore and Hong Kong in
Asia; Guernsey, Luxembourg, and Isle of Man in Europe;
and the Cayman Islands and British Virgin Islands in the
Caribbean. By 1998, even an “establishment” carrier,
Lloyd’s of London, acknowledged the need to service this
growing niche.
The Associate in Captive Insurance (ACI), the professional
designation for the captive industry, became active in
recent years. Approximately 200 graduates have been

Unbound Captives
Released from their Bermuda confines, captive insurance
arrangements have permeated, to some degree, all
industries. All major divisions in the U.S. Department
of Labor’s Standard Industrial Classification (SIC) table
are utilizing captive insurance. This year’s survey by the
Captive Insurance Companies Association (CICA) found
that more than two-thirds of the survey participants’
captives break down into four areas: manufacturing,
health care, financial services, and all other (non-health
care) services.3
Vermont and Hawaii took an early lead but eventually
became part of the “Captive Seven,” i.e., the seven
domestic jurisdictions known for captive insurance:
Delaware, District of Columbia, Hawaii, Missouri,
Montana, South Carolina, and Vermont. These states
have actively promoted themselves as captive insurancefriendly venues.
By 2008, Vermont had 850 licensed captive insurers
and $16.6 billion in annual premiums. In 2009,
Hawaii had 180 captives and an estimated $20 million
in state revenues being generated by captive-related
services and meetings. Delaware licensed its 100th
captive in 2011. Missouri, despite having only 12
captives, had $1 billion in annual premiums in 2009.
In 2011, Florida set its sights on joining the 30 other
domestic jurisdictions that license captive insurers; in
January 2012, the state enacted legislation designed to
position Florida as a future leader in the industry. The law
may take effect in July.
The CICA survey indicates that 80% of captives are being
used for employee benefits as opposed to traditional
property casualty insurance. Keeping health care costs in
check through captive insurance may be a key motivating
factor moving forward.
There are now more than 5,400 captive insurance
companies. More significantly, there are now more
than 30 domestic jurisdictions competing for captive
insurance business, hundreds of professionals selling the
concept and assisting in setups, successful examples of
the practice, and the achievement of the threshold where
captive insurance is now on the table as a viable option
that companies would be negligent not to consider.
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FAMILY DYNASTY TRUST

There are a number of attributes for a captive insurance
company that lends itself to estate planning. Instead
of a business owner’s primary business that may have
shareholders and employee benefits, the captive insurance
company is a separate entity with its own income and
expenses. To a large degree, it is a company that has a
controlled growth cycle with predictable revenues in the
form of premiums and predictable growth to the extent
that risk is successfully managed.

Trust funds to create
and capitalize captive
insurance company

The captive insurance company is therefore a useful asset
with employment and foreseeable appreciation that can
be placed in the hands of the next generation. To the
extent that premiums generate cash reserves that exceed
risk management requirements, dividends can be paid to
the owners of the captive insurance company.

insures client company
and distributes unused reserves to trust as dividends

Instead of interrupting its cash flow, the business gets
the insurance it needs at a discounted rate. The business
also gets tax deductions for insurance costs. The captive
insurance entity (i.e., a beneficiary of the business
owner or a subsidiary of the business) benefits from the
insurance business, and excess reserves are conserved. In
theory, everyone wins.
In practice, there are obstacles and concerns. The estate
planning byproduct of captive insurance may become
attractive enough to motivate arrangements that are
not in a business’s best interests. Even with turnkey
management approaches to setting up captives, there
are setup and administrative costs. There are IRS and
state regulations on captive insurance companies. And
there is the risk of insurance claims that must never be
overlooked.

Dynasty Trusts and Captives
Is there a perfect fit between captive insurance and
dynasty trusts? In theory, a Grantor could establish a
trust with an independent trustee, who in turn would use
trust funds to establish a captive insurance company. The
Grantor’s business would then be able to obtain insurance
from the newly established insurance company.

CAPTIVE INSURANCE
COMPANY

CLIENT/GRANTOR
Owns company, creates
and funds trust

CLIENT COMPANY
Pays premiums to captive
company

This diagram, adapted from a CBIZ MHM, LLC,
presentation chart, illustrates the relationship between
a Grantor, the family business, the family trust, and a
captive insurance company.3
There are concerns, of course, on the fire walls that
would be needed between all these entities. And the
business model for captive insurance may not fit with all
businesses and estates.
To put the new arrangement in perspective, we also
spoke with attorney Jerome M. Hesch, who has provided
legal counsel to numerous businesses considering the
implementation of captive insurance.

An Interview with Attorney Jerome M. Hesch
Q: Are captive insurance arrangements the next big thing
in estate planning?
A: Let’s not get ahead of ourselves. Captives can serve
a real business purpose by reducing one’s property and
casualty insurance costs by 20% to 30% and obtaining
insurance coverage for risks where commercial insurance
is not generally available.

Q: What if a business owner simply wants life insurance?
Is captive insurance useful in lieu of conventional life
insurance?
A: Probably not. The use of captives to purchase life
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insurance is not justified in most situations. Having
a business purpose is the starting point. There are
promoters who suggest the use of captives to indirectly
allow a business to take a deduction for the cost of
life insurance by having the business pay a deductible
casualty insurance premium to the captive and having
the captive reinsure its casualty risk by purchasing life
insurance. If the captive collects the death benefit and
uses those proceeds to pay the business on the casualty
claim, then the business must report the casualty
insurance proceeds as taxable income.

Q: How would a business determine whether to take the
captive insurance approach?
A: The first step for any business is a feasibility study
to determine if such cost savings are obtainable. Once a
“real” business purpose can be established, the owners
would then ask their tax lawyer to design a structure
to maximize income tax savings and coordinate with
their estate planning for a real business endeavor. If a
promoter leads with the estate planning and income tax
deduction, be careful!

Q: Do feasibility studies show that every business can
benefit by using captive insurance?
A: No, not at all. Because of all of the snake oil sales
types out there, the captive structure has been abused.
Marketers are promising tax benefits that are not
justified. One of the services I have been offering is to
advise companies on the captive proposals they have
been receiving. I have found that a significant portion
of these captive proposals are not viable. How about
purchasing kidnapping insurance for your salespeople
when they only travel in Nebraska and Iowa? One of the
greatest advantages of the captive structure is that a
company can purchase property and casualty insurance
at wholesale rather than retail prices. But the cost savings
must be greater than the cost of establishing a captive
insurance company.

Q: Where do you see the greatest practical use of captive
insurance currently?
A: One of the best uses of captives is workman’s
compensation insurance, in states where the premium
rates are above the national average.
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Q: As opposed to property risks, have you seen greater
use of captive insurance in other areas?
A: Absolutely. The medical profession is one of the
largest users of captives. A substantial portion of
medical malpractice today is done through captives. If
a medical group is not using a captive, then it is a cost
savings opportunity that should be considered.4
Jerome M. Hesch, JD, has a legal practice focused on taxation,
estate planning, and energy and natural resources. He has
represented numerous businesses regarding captive insurance.
Mr. Hesch is a member of the American College of Trust and
Estate Counsel, is the Director of the Notre Dame Tax and
Estate Planning Institute scheduled for September 20 and 21,
2012, in South Bend, Indiana, and practices with the firm of
Carlton Fields, PA, located in Miami, Florida.

A Brave New World
After 40 years of growth, captive insurance has now
become accepted in a majority of states and is being
successfully employed by numerous businesses. More
than $250 million of annual premiums are at stake in
this emerging industry.
The sudden increase in states now regulating and
licensing captive insurance arrangements is a historic
shift that may democratize this arrangement and make
it available to a brand-new tier of businesses.
Where were LLCs 40 years ago or even 10 years
ago? It is only when made readily available that a new
arrangement can spread. Captive insurance is about to
have its moment when it breaks into the consciousness
of businesses and professionals. This in turn may prompt
more business owners and their financial advisors to
ponder whether the captive insurance approach has a
beneficial role in asset protection and estate planning.

TECHNICAL REFERENCES
1. A tribute to Fred Reiss is posted on YouTube by the Captive
Insurance Companies Association.
2. The website of the Captive Insurance Companies Association,
CICAWORLD.com, provides a summary of a 2012 Market
Study and a 132-page publication to commemorate its
40th anniversary that supplied information used herein. The
Association was founded in 1972 and now has more than 400
members.
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3. CBIZ, MHM, LLC is a national financial advisory firm with
104 locations. Mr. Stuart Anolik is the CBIZ National Tax
Office International Tax specialty group line leader. He can be
contacted at 301/951-3636, extension 6712.
Many thanks to estate attorney Richard A. Oshins of Las Vegas
for setting up the topic and interviews for this issue of The
Estate Analyst. For additional information, a useful article is,
Use of captive insurance in estate and business planning, by
Gordon A. Schaller and Scott A. Harshman, Estate Planning—
posted on JMBM.com.

Robert L. Moshman is an attorney specializing in estate planning
and administration in New York and New Jersey and has also
served in local government as the Mayor of West Milford, New
Jersey. Along with the Estate Analyst, he has been writing
articles about estates, financial planning and investments for
25 years. He is not affiliated with Aston Asset Management
LP and his views do not necessarily reflect those of Aston.
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