








EMPLOYEE  BENEFITS  REINSURED  BY  CAPTIVES
The use of captives to insure/reinsure employee benefit plans that are subject to the prohibited transaction
rules of the federal Employee Retirement Income Security Act of 1974 ("ERISA") continues to grow.  

The Department of Labor ("DOL") issued prohibited transaction exemption rulings to Archer Daniels Midland
Company ("ADM") in May 2003 and to Columbia Energy in August 2000, which allowed each to reinsure
employee benefits through their captives.  Most noteworthy in these rulings was the elimination of the previous,
longstanding requirement that the captive reinsure unrelated, third-party business.

The issuance of the ADM ruling cleared the way for other companies, with substantially similar reinsurance
programs for employee benefits, to apply for a prohibited transaction exemption under an expedited exemption
procedure ("Ex Pro").  The primary advantage of the Ex Pro review is that it cuts the approval process down
from months (or in some cases, years) to 45 days for the initial determination.

Since November 2003, DOL has granted a number of exemptions from the prohibited transaction rules using
Ex Pro, each of which had made exemption requests based on programs substantially similar to ADM and
Columbia Energy.  A noteworthy exception to this came in September 2004, when the DOL denied the use of
Ex Pro review to Whirlpool Corporation, which applied for an exemption for a program to fund retiree health
benefits through the purchase of group life insurance by a tax-exempt voluntary employee benefits association,
which in turn would reinsure 100% of these obligations through Whirlpool's Vermont branch captive.  DOL
concluded that Whirlpool's program was not "substantially similar" to the ADM and Columbia Energy programs.  

In 2006, three more captive insurers received DOL approval to fund employee benefits.  Wells Fargo & Co. has
received approval to reinsure group life and long-term disability policies through its captive insurance company
this year. 

TAX  DEVELOPMENTS
WWhhaatt  CCoonnssttiittuutteess  ""IInnssuurraannccee..""
In 2005, DRM issued an important special edition Captive Insurance Taxation Newsletter, available at the DRM
website, http://www.drm.com/newstand/publications/INS_Captive_Tax_07-05_L.pdf.  Since then, the IRS has
issued the following: 

Revenue Ruling 2007-47 (July 2, 2007)

Revenue Ruling 2007-47 provides clarification as to the requisite insurance risk to constitute insurance for
federal tax purposes.  This ruling, although not specific to captive insurance companies, illustrates that the risk
of a loss must still be uncertain at the time the parties enter into a contract; there must be some uncertainty as
to whether the insured will incur the loss.  In this case, the company's business was inherently harmful to
people and property, and as such, Government regulations required that companies in this industry take action
to remediate the harm.  The future costs associated with the remediation were not known, but it was certain
that these costs would be incurred.  The company entered into a contract with an unrelated insurance company
where the insurance company agreed to reimburse the company up to a maximum limit with respect to the
remediation liability.  The IRS held that this arrangement did not qualify as insurance for federal tax purposes,
because it lacked the requisite insurance risk. 

It is important to note that Revenue Ruling 2007-47 does not apply to reinsurance arrangements (including
retroactive reinsurance), arrangements covering unanticipated environmental exposures, arrangements
covering unanticipated cost overruns, or arrangements involving product warranties.  The IRS has requested
comments concerning the need for further guidance in these areas.  
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Private Letter Ruling 200636085 (May 30, 2006) 

Private Letter Ruling 200636085 illustrates the IRS' approach to analyzing risk shifting and risk distribution.
The IRS examined the structure of the insurance relationship and determined that adequate risk shifting and
risk distribution existed.  The IRS focused on the fact that neither the taxpayer nor its 22 insured subsidiaries
had an ownership interest in the insurance subsidiary owned by the foreign parent company; the insurance
subsidiary's obligations were not guaranteed by the parent or any of the subsidiaries; the insurance subsidiary
was adequately capitalized; no one insured represented more than 15 percent of the total insured risk; and the
premiums charged reflected the commercial rates.  The IRS found that this arrangement would qualify as
insurance for federal income tax purposes. 

UUnniittaarryy  TTaaxx
States continue to aggressively search for more revenue from taxes and fees.  We have observed several
developments, including efforts by states to include a captive insurer within its parent's return under "unitary
tax" principles.  Vermont's unitary tax regime, which first became effective in 2006, specifically excludes:  (i)
captive insurance companies that are subject to the Vermont captive premium tax; as well as (ii) captives
domiciled outside Vermont, provided that their activities are limited to the insurance activities permitted under
Vermont law.  (Our firm worked with the Vermont Department of Taxes to achieve this result.)  Unfortunately,
other states have not taken the Vermont approach.  

Maine, for example, has asserted that a captive with no contact with Maine, beyond the insurance of risks
located in Maine, was required to be included in the unitary group of its Maine affiliates.  The unitary argument
was raised after Maine unsuccessfully tried to claim the captive owed premium tax to Maine following its
consideration of the Todd Shipyards decision and its progeny.  See State Board of Insurance v. Todd Shipyards
Corporation, 370 U.S. 451 (1962) (holding that where an insurance company carries on no activities within a
state and its only contact with the state is that the insured risks are located in the state, the Due Process
clause of the 14th Amendment precludes the state from taxing or regulating the insurance transaction).
Ultimately, the state conceded that the captive insurer was not subject to the state unitary tax for the years at
issue because the definition for a taxable "corporation" excluded entities that would have been subject to the
premium tax had they been domiciled in Maine.  That definition was subsequently amended, however, and this
issue could arise again.  Similar claims for inclusion have been raised by taxing authorities in at least three
other states. 

NNoonn-pprrooffiitt  GGoovveerrnnaannccee
In addition, in February 2007, the Internal Revenue Services ("IRS") issued suggested governance guidelines
for tax-exempt organizations.  While most captives that are tax-exempt or owned by tax-exempt organizations
have already established effective governance protocols, all tax-exempt organizations should review their own
governance standards with those suggested by the IRS.  

LESSONS  LEARNED
WWhhiicchh  GGeenneerraall  LLiiaabbiilliittyy  PPoolliiccyy  RReessppoonnddss  ttoo  ""AAddvveerrttiissiinngg  IInnjjuurryy""  CCllaaiimmss??
On a regular basis, we find that when assessing the possibility of coverage under a General Liability ("GL")
policy for alleged "advertising injury" arising from trademark or copyright infringement, both our insured clients,
their brokers, and their insurers mistakenly look to the policyholder's policy that was in force at the time the
claim or lawsuit against the policyholder is first filed.  More recent GL policies have specific exclusions for
copyright and trademark infringement and, therefore, one may conclude that there is no coverage.  However,
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