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Cannabis Operators Turn to Captive I nsurance for
Risk Control

Under standing the Cannabis Industry’s Unique Risk L andscape

The legal cannabisindustry has matured rapidly over the past decade, evolving from a patchwork of small
startups into a multibillion-dollar sector spanning cultivation, manufacturing, retail, and ancillary services.
Y et despite its growth, cannabis remains one of the most underinsured industriesin America.

Operators continue to face challenges that traditional businesses rarely encounter—ranging from federal
illegality and limited banking access to exorbitant insurance premiums and restricted coverage.

Even as more states |egalize medical and adult-use cannabis, the industry still occupies agray areain federal
law, where insurers tread cautiously. Many large commercial carriers avoid underwriting cannabis businesses
altogether, and those that do often impose high premiums, limited coverage, or strict policy exclusions.

For cannabis operators, thisreality creates a pressing question: How can they protect their assets, manage
risk, and maintain financial resilience while staying compliant with complex regulations?

One solution gaining traction across the industry is captive insurance. A sophisticated financial strategy that
allows businesses to create their own insurance company to cover specific risks, build wealth, and improve
tax efficiency.

What Is Captive Insurance and How Does It Work?

A captive insurance company is essentially a private insurance entity formed by a business (the “ parent
company”) to insure its own risks. Instead of paying premiums to atraditional insurance carrier, the business
pays premiums to its captive, which holds and invests those funds to cover potential |osses.

In simple terms, a captive alows companies to retain control of their insurance dollars, design customized
coverage, and potentially realize significant tax advantages and long-term savings.

For cannabis companies, captives can provide coverage for risks that commercial insurers often refuse to
underwrite, such as:

e Product liability for THC-infused products
Crop loss or contamination

Business interruption due to regulatory changes
Supply chain disruptions

Directors and officers (D& O) liability
Cybersecurity and data breaches



e Employee benefit programs

By forming a captive, cannabis operators can fill these gaps, reduce reliance on commercial insurers, and
gain the flexibility to manage their unique risk profile more effectively.

Why Captive Insurance | s Especially Valuable for Cannabis
Businesses

Cannabis operators face extraordinary exposure compared to most industries. A single regulatory infraction,
supply chain disruption, or crop failure can trigger financial lossesin the millions. Y et standard policies often
exclude cannabis-related incidents, leaving companies vulnerable.

Captive insurance offers several critical advantages:

1. Customized Coverage for Industry-Specific Risks

Cannabis operators can design policies that fit their precise business model—something rarely possible with
commercia carriers. Thisincludes protection for product recalls, licensing issues, or even criminal defense

expenses tied to regulatory enforcement.

2. Cost Control and Premium Stability

Instead of absorbing annual premium hikes, a captive allows companies to stabilize costs over time. Since
they own the insurer, businesses can recapture underwriting profits and investment income rather than losing
that money to outside carriers.

3. Improved Cash Flow and Tax Efficiency

Captive structures often qualify for tax deductions on premiums paid, while reserves accumulate tax-deferred
inside the captive. These funds can later be distributed as dividends, allowing the parent company to build
wealth while managing risk.

4. Enhanced Risk Management Culture

Running a captive encourages a deeper understanding of operational risks. It incentivizes management teams
to implement preventive measures and internal controls, improving compliance and overall resilience.

5. Accessto Reinsurance Markets
Captives can access global reinsurance markets, enabling cannabis businesses to secure more competitive

coverage and share large risks with major reinsurers—something typically unavailable through traditional
insurersin this sector.

Captive Structures. Choosing the Right M odé€l

There are several types of captive insurance structures available to cannabis operators, each offering varying
degrees of flexibility and regulatory complexity:



Single Parent Captive

Thisisthe most common structure, formed and owned by one company to insure its specific risks. It
provides the greatest control and customization but requires significant capital investment and regulatory
compliance.

Group Captive

Several unrelated cannabis companies join forces to form a captive together, sharing risks and costs. Thisis
ideal for smaller operators or those seeking lower entry barriers while maintaining collective bargaining
power.

Cell Captive (Protected Cell Company)

This structure allows businesses to participate in a shared captive arrangement, where each “cell” operates
independently but benefits from shared infrastructure and management. It's a cost-effective option for
cannabis startups or mid-sized operators.

The right structure depends on the company’ s size, risk appetite, and long-term financial goals. Experienced
captive managers can guide cannabis executives through feasibility studies, regulatory filings, and ongoing
governance requirements.

The Tax Benefits of Captive Insurance: Building Wealth While
Reducing Liability

One of the most attractive features of captive insuranceisitstax efficiency. Premiums paid to the captive are
generally deductible as a business expense, provided the structure meets IRS standards for risk distribution
and insurance legitimacy.

Inside the captive, underwriting profits grow tax-deferred, allowing companies to accumul ate reserves. Over
time, these reserves can be invested, building a substantia pool of capital.

Eventually, if claims are lower than expected, the parent company can receive tax-advantaged dividends from
the captive—essentially transforming insurance savings into retained earnings.

For cannabis companies, which often face heavy tax burdens under IRS Code Section 280E, this approach
can provide arare and valuable mechanism for mitigating overall tax exposure while maintaining
compliance.

However, it’simportant to note that captives must be properly structured to withstand regulatory scrutiny.
The IRS closely examines these entities to ensure they serve a legitimate risk management purpose rather
than being used solely as tax shelters.

Real-World Application: Captivesin Cannabisand Beyond

Although still emerging in the cannabis space, captive insurance is a well-established practice across
industries like construction, healthcare, aviation, and energy.

Now, leading cannabis companies are beginning to explore similar structures to protect assets and gain
financial independence. For example:



e A multi-state cannabis cultivator could form a captive to insure against crop loss, transportation risks,
and product recalls.

e A vertically integrated cannabis company might use a captive to insure its retail network, manage
employee benefits, and cover D& O liability.

¢ A CBD manufacturer facing product contamination risks could create a captive to handle recalls and
protect its brand reputation.

As the cannabis sector matures, captives can evolve into long-term strategic tools offering financial stability,
liquidity, and intergenerational wealth transfer opportunities for owners and investors.

Overcoming Challenges: Regulatory Complexity and Start Up Costs

Despite their advantages, captives require thoughtful planning and expertise. Cannabis companies must
navigate state by state insurance regulations, as captive formation istypically governed at the state level.

Formation costs can range from $100,000 to $250,000 or more, depending on the jurisdiction and complexity
of the structure. Ongoing management, actuarial analysis, and compliance add to the cost but are often offset
by savings on premiums and tax efficiency.

The key is partnering with experienced captive managers, accountants, and cannabis-knowledgeable

attorneys who understand both insurance law and the nuances of cannabis regulation.

The Future of Risk Management in Cannabis

As cannabis continues its trajectory toward federal legalization, sophisticated financial strategies like captive
insurance will likely become standard practice among mature operators.

Captives give cannabis companies the autonomy to manage their own risk, retain profits, and reduce
dependence on volatile insurance markets. They also position these businesses for long-term success by
integrating risk management with wealth creation, a hallmark of financially savvy industries.

In an environment where federal law still limits access to banking and insurance, forming a captive
represents not just a defensive strategy but an empowering one. It allows cannabis operators to control their
own financial destiny protecting what they’ ve built while preparing for the opportunities ahead.
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