
C A P T I V E   I N S U R A N C E   U P D A T E

M A R C H   2 0 0 7

INTRODUCTION
This edition of the Downs Rachlin Martin PLLC ("DRM") Captive Insurance Update covers a variety of recent
state and federal developments affecting the captive insurance and risk retention group industry.  

If you have any questions about this update or any other captive insurance developments, please contact
Kathy Davis at kdavis@drm.com, Tamara Strauss at tstrauss@drm.com, or David Angus at dangus@drm.com.  

In January 2007, Commissioner John Crowley stepped down as Commissioner of the Vermont Department of
Banking, Insurance, Securities and Health Care Administration ("BISHCA").  Governor Jim Douglas appointed
Paulette Thabault as Commissioner.  Commissioner Thabault served as Deputy commissioner of Health Care
Administration at BISHCA from 2003-2005, and has extensive experience in the health care industry.  Len
Crouse remains as Deputy Commissioner of Captive Insurance and we expect no substantive change in
regulation will arise by virtue of the new Commissioner.

DEVELOPMENTS  IN  VERMONT
22000077  ""HHoouusseekkeeeeppiinngg""  LLeeggiissllaattiivvee  IInniittiiaattiivveess.. The 2007 legislative session will consider several
"housekeeping" changes to the captive insurance statute.  The following amendments have been proposed:

language allowing an industrial insured captive to write "controlled unaffiliated business" of its members.
Current law allows this only for pure captives.

language clarifying that association captives may insure the risks of the sponsoring association in addition
to the association's members and affiliates;
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language clarifying the standards under which captives may consolidate premium written for purposes of
calculating premium tax, and how sponsored captives should calculate premium tax, including application
of the maximum annual premium tax.

SSeeccuurriittiizzaattiioonn..
In addition, BISHCA has endorsed changes to clarify that captives may "securitize" their assets, thereby raising
funds from outside capital markets through issuance of surplus notes in exchange for cash.  These funds might
be used to fund perceived statutory reserve redundancies for life insurers - the so-called "Triple X" reserves
required by NAIC Model Regulation, referred to as Regulation XXX.  In a related development, a regulation is
pending to clarify reserve requirements and the form of annual report to be filed by captives that reinsure life
insurance policies.

RISK  RETENTION  ACT  DEVELOPMENTS
Vermont is the leading domicile for risk retention groups ("RRGs"), which are authorized by the Federal Liability
Risk Retention Act of 1986 (the "RRA").

GGoovveerrnnmmeenntt  AAccccoouunnttaabbiilliittyy  OOffffiiccee''ss  RReeppoorrtt  oonn  tthhee  RRiisskk  RReetteennttiioonn  AAcctt..
In 2005, the U.S. Government Accountability Office (the "GAO") released a report entitled "Risk Retention
Groups:  Common Regulatory Standards and Greater Member Protections Are Needed."  This was the first
comprehensive federal analysis of the RRA in more than fifteen years.  

The report was a product of the GAO's research in interviews with regulators in the U.S. domiciles that charter
RRGs, in particular those that allow RRGs to be formed as captive insurers.  It was spurred, in part, by high-
profile insolvencies of a handful of RRGs. 

The report included recommendations to Congress to amend the Risk Retention Act in three specific areas, but
no action on these issues is pending in Congress:

ownership and governance. The GAO expressed concerns about "entrepreneurial" RRGs, which are not
primarily controlled by owner/insureds and which do not require insureds to contribute capital of substance
as a condition of participation in the RRG.  The report recommends that the term "owner" be defined to
require participants in an RRG to contribute capital in addition to any premiums paid for coverage from the
RRG.  It further recommends specific provisions regarding owner/insured and management company
participation in the RRG's governing body (i.e., the board of directors for corporations and the subscribers
advisory committee for a reciprocal), such that the owner/insureds have the opportunity to participate in
the governance and operation of the RRG.

uniform standards for financial reporting.  The GAO was also concerned about a perceived lack of
uniform standards for RRG financial reporting, specifically the use of GAAP and modified GAAP for
preparation of financial statements and the RRG's NAIC annual report.  The report recommends that the
National Association of Insurance commissioners promulgate more uniform standards for RRG reporting,
to be adopted by the states.  To encourage adoption of these uniform standards in RRG domicile states,
the RRA would be amended to provide that the partial preemption of state insurance laws for RRGs
operating in non-domicile states would not apply if the RRG's domicile state failed to adopt the uniform
standards.

enhanced disclosure regarding lack of guaranty fund participation.  The GAO also concluded that
existing law regarding disclosures to RRG participants - specifically, that RRGs and their participants are
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not eligible to participate in state insurance guaranty funds in the event of an RRG insolvency - is
inadequate to protect the interests of RRG participants.  The GAO recommends that the RRA be amended
to require that the disclosure regarding the lack of state guaranty fund protection be included in the RRG's
marketing materials and insurance application, as well as on the policy form.

potential imposition of traditional insurer standards on RRGs.  In a related development, the NAIC is
considering the application of all insurer accreditation standards to the licensing of risk retention groups in
domicile jurisdictions (other than those standards the NAIC deems irrelevant to RRGs), the so-called "Part
A standards."  If adopted, the standards would impose uniform requirements for laws and regulations
governing RRGs, and for regulation of the operations of RRGs.  There is concern that such uniform
regulation, which was developed for traditional insurers, would be inappropriate for RRGs and inconsistent
with the spirit and purposes of the RRA.  Both the National Risk Retention Association and the Vermont
Captive Insurance Association are working with the NAIC on this issue on behalf of RRGs.

FEDERAL  TERRORISM  RISK  INSURANCE  ACT
On December 22, 2005, President Bush signed into law the Terrorism Risk Insurance Extension Act of 2005,
P.L. 109-144 (the "Extension Act"), which extends through the end of 2007 the terrorism risk insurance program
initiated by the Terrorism Risk Insurance Act of 2002.  

The U.S. Department of Treasury issued Interim Guidance on these TRIA amendments on December 29, 2005
(the "Interim Guidance").  The provisions of the Interim Guidance are effective until such time as Treasury may
issue regulations implementing the amendments.

In general, the Extension Act preserves the existing TRIA program, including the requirement that property and
casualty insurers offer terrorism coverage to their insureds and the provision for quota share payments by the
federal government to participating insurers in the event of a terrorism loss.  But the Extension Act includes
some important changes that any insurer subject to TRIA (including captive insurers domiciled in the United
States) should understand.  One important change was to introduce a "program trigger," which, in 2006,
provided that the federal payments were not available unless the aggregate of insured losses resulting from the
act of terrorism exceeds $50 million.

In 2007, the following changes took effect:

The program trigger is increased from $50 million to $100 million.

The insurer deductible is raised from 17.5% of direct earned premium to 20% of direct earned premium.

The federal share of compensation is decreased from 90% to 85%.

The Extension Act is set to sunset on December 31, 2007.  With the Democrats in control of Congress,
speculation is that Congress will move quickly to extend the federal terrorism risk insurance program.  House
Financial Services Committee Chair Barney Frank (D-MA) and Senate Banking Committee Chair Christopher
Dodd (D-CT) have indicated that they favor establishing a long-term or permanent program.

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.  
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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 DOC 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
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
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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  GGLL  PPoolliiccyy  RReessppoonnddss  TToo  ""AAddvveerrttiissiinngg  IInnjjuurryy""  CCllaaiimmss??
On a regular basis, we find that when assessing the possibility of coverage under a GL policy for alleged
"advertising injury" arising from trademark or copyright infringement, 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, under a standard GL form,
this is the incorrect analysis.  Rather, the responsive GL policy is the policy in force at the time the first alleged
advertising injury was committed - not the date suit is filed against the insured.  In an infringement case, this
would be the policy in force on the date of the first alleged infringement.

The lesson? -  Make sure you are looking at the correct policy when asserting coverage for advertising injury. 

DRM’S  CAPTIVE  INSURANCE  GROUP
The Captive Insurance Group at Downs Rachlin Martin PLLC provides advice to captive insurers (including risk
retention groups) and other forms of policyholder-owned alternate risk transfer mechanisms.  We have been a
leading source of legal advice for Vermont-based entities since 1982, and have expanded in the last decade to
advise companies domiciled in other states and offshore.

DRM is Vermont's largest law firm, with offices in Burlington, Brattleboro, Montpelier, St. Johnsbury and
Manchester, Vermont, and Littleton, New Hampshire.  The firm has been serving individuals, businesses, and
institutions for more than half a century.

If you have any questions about these or any other captive insurance developments, please contact Kathy
Davis, Tamara Strauss or David Angus at (802) 863-2375, or visit www.drm.com.
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