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Re:  Oak Harbor Reinsurance Company
Ladies and Gentlemen:

On behalf of Oak Harbor Reinsurance Company, a North Carolina protected cell captive
insurance company (the “Company”), we request the concurrence of the Division of Corporation
Finance that the operation of the Company’ s program to provide reinsurance in the context of
group captive programs, including by having Insurance Participants (as defined below) enter into
a Protected Cell Program Agreement, as defined below, and the Protected Cell Program
Agreement itself (as hereinafter described, the “Program”), does not involve the offer and sale of
a“security” within the meaning of the Securities Act of 1933, as amended (the “ Securities Act”)
or the Securities Exchange Act of 1934, as amended (the “ Exchange Act”), and the Division’s
assurance that it would not recommend to the Commission that any enforcement action be taken
with respect to the participation of Insurance Participants in the Program without registration
thereof under the Securities Act.

l. Structure of the Program
A. The Company

The Company is a North Carolina protected cell captive insurance company, formed and
licensed under the North Carolina Captive Insurance Act, N.C. Gen. Stat. 858-10-335 et seqg., as
may be amended from time to time (the “NC Captive Act”). As a North Carolina-domiciled
insurer, the Company is subject to the insurance laws and regulations of North Carolina. The
Company is an indirect wholly-owned subsidiary of W. R. Berkley Corporation, alisted

Sidley Austin (DC) LLP is a Delaware limited liability partnership doing business as Sidley Austin LLP and practicing in affiliation with other Sidley Austin partnerships.



SIDLEY

Page 2

insurance holding company which, through its affiliated insurance companies, is among the
largest issuers of commercial linesinsurance policiesin the United States (*WRBC”).

B. Description of Business

While the Company has not yet commenced business, it was formed by WRBC to
reinsure certain lines of commercial insurance business written by one or more of the WRBC
insurance companies (each, an “Insurer”). WRBC has developed the Program to provide certain
qualifying insureds with the opportunity to reduce the ultimate cost of their insurance coverage
by participating in the loss experience associated with the policies issued by an Insurer and
reinsured by the Company (the “Policies’ and each, individually, a“Policy”).t

Aninsurer can allow its policyholders to “participate” in related |oss experience in one of
two basic ways. (i) by including a retrospective premium adjustment feature directly in the terms
of the underlying insurance policy or (ii) by allowing the policyholder to participate in such
experience through a captive reinsurer, in which the policyholder maintains some participatory
interest. As a practical matter, the model described in (i) isindividua policyholder-specific,
while the model described in (ii) can be either individual policyholder-specific or allow risk
pooling among different policyholders.

The Program follows the second model by affording qualifying policyholders the
opportunity to join with agroup of other qualifying policyholdersin a group captive reinsurance
program maintained through a protected cell (each, a*“Protected Cell”) specifically established
by the Company. For each policy year, the Insurer will cede to the subject Protected Cell, and the
Protected Cell will reinsure, a portion of the risk insured pursuant to the underlying insurance
policies. In consideration for such reinsurance, the Insurer will pay the Protected Cell a
reinsurance premium representing a portion of the premium collected on each underlying
insurance policy, less a ceding commission. Depending on the pooled |oss experience of the
Protected Cell for a given policy year and other conditions which are further described below,
the policyholders participating in the Protected Cell may be eligible to receive a distribution from
the Protected Cell, which, in turn, would reduce the insurance costs of such policyholders.

The Program is substantially similar to the group captive reinsurance program currently
offered by WRBC, utilizing segregated accounts (the functional equivalent of protected cells) of
East Ises Reinsurance, Ltd. (“East 1sles’), which was established by WRBC as a segregated
accounts company under Bermuda law in 2009.% As such, East Isles is authorized to establish,
and does establish, segregated accounts, through which it reinsures policies issued to

1 While the Company was established as areinsurer and will reinsure policies issued by an Insurer, there may be
instances where the Company, if permitted under applicable law, issues an insurance policy directly to a
participating insured, in which case the Program would be effected without the involvement of an Insurer.

2 The group captive reinsurance program facilitated through East Isles Reinsurance, Ltd. was the subject of ano-
action letter in 2009. East I1sles Reinsurance Ltd., April 1, 2009 (“East Isles’).
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participating policyholders. Under the East 1 es program, qualifying policyholders may join
with other qualifying policyholdersin group captive reinsurance programs maintained through
such segregated accounts. The definition of “segregated account” pursuant to Section 1 of the
Bermuda Segregated A ccounts Companies Act 2000 is substantially similar to the definition of
“Protected Cell” under North Carolinalaw.® Under the Program, the Company will provide
U.S.-based policyholders with an “on shore” aternative to participate in a group captive
reinsurance program. The Company’s Program will be managed in a similar manner as the East
Isles program, save for differences that are the result of the Company being a North Carolina
regulated entity as opposed to a Bermuda regulated entity.

C. Description of the Protected Cells
1 Protected Cell Program Agreement

Under the NC Captive Act, the Company can establish separate protected cells, the effect
of which isto insulate the assets and liabilities identified with and attributable to a particular
protected cell from the assets and liabilities attributable to the Company’ s other protected cells
and from its general account. Each protected cell is self-sufficient and only the assets identified
with and attributed to a particular protected cell can be applied to the liabilities identified with
and attributed to that protected cell.

A group of at |east three policyholders (each, an “Insured Participant™) will be required
for a Protected Cell to commence operations. To be eligible, each Insured Participant must
purchase its own Policy from an Insurer. To participate in the Protected Cell for a particular
policy year, each Insured Participant will be required to enter into its own separate Protected Cell
Program Agreement (each such agreement, a“ Protected Cell Program Agreement”) with the
Company, setting forth (i) the Company’ s obligation to manage and administer the Protected
Cdll, (ii) the Insured Participant’ s pro rata share of the fees for the use, management and
administration of the Protected Cell, and (iii) the specific terms and conditions upon which the
Insured Participant will share in the Protected Cell’ s financial results, including the amount of
funding that the Insured Participant will be required to provide to the Protected Cell. An Insured
Participant’ s continued participation in the Protected Cell in succeeding policy yearswill require,
for each such succeeding year, that the Insured Participant renew its Policy in such succeeding
year, meet the Company’ s financial review standards then in place, not be in breach of its prior
Protected Cell Program Agreements, and enter into a new Protected Cell Program Agreement for
such succeeding year.

An Insured Participant’ s interest in the Program will not be certificated. Rather, the
executed Protected Cell Program Agreement itself will represent and govern the participant’s
interest in the Program. A copy of the form of the Protected Cell Program Agreement is attached

3 See NC Gen. Stat. § 58-10-80(7) & (8).
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hereto as Exhibit A. While each Protected Cell Program Agreement will be substantially in the
form attached hereto, the executed Protected Cell Program Agreement may vary depending on
the line of business that is covered under the Program, the type and corporate structure of the
Insured Participant and other Insured Participant-specific factors.

2. Funding and Fees

The Protected Cell’ s funding will be derived primarily from two sources:

First, aportion of the premiums paid by Insured Participants in connection with their
Policies will be paid/ceded to the Protected Cell net of certain deductions. The
amount of net premiums that are paid/ceded to the Protected Cell for apolicy year
will be determined by an Insurer or the Company, as applicable, based on estimates of
the aggregate cost of settling the expected claims and related expenses arising under
the Policies for that policy year.

Second, Insured Participants will pay certain amounts to the Company in connection
with the execution of, and pursuant to, the Protected Cell Program Agreement for any
policy year (“Initial Funding”). The Initial Funding is a requirement of participating
in the Program through the Protected Cell and is used to fund the Protected Cell’ s
operations, including collateralizing the Protected Cell’ s obligations to such Insurer.
The Protected Cell will use or draw upon the Initial Funding at any timeif needed to
satisfy itsfinancial obligations with respect to the policy year for which it was
provided. An Insured Participant’s Initial Funding obligation for each policy year in
which it participates in the Protected Cell will be determined and set by the Company
based on the Company’s estimate of the aggregate costs the Protected Cell will incur
in settling the expected claims and related expenses arising under Policies for that
policy year as well as on the amount of the net premiums that will be paid/ceded with
respect to the Policies. Each policy year will require separate funding, the amount of
which will be determined independently of any funding provided for any prior policy
years. Asaresult, an Insured Participant’ s continued participation in the Protected
Cell will require the Insured Participant to provide the Initial Funding for each policy
year that it participates in the Protected Cell.

The Company will return to an Insured Participant any Initial Funding that the Insured
Participant previously paid to the extent that the Company determines that such funding will not
be required for the policy year for which it was provided. The Company’s obligation to return
such funding on behalf of the Protected Cell will be subordinate to its obligation to pay all
liabilities, claims, expenses, taxes and other charges, and any other financial obligations relating
to the Protected Cell for the policy year for which such funding was provided. The return of any
Initial Funding will also be subject to the Company’ s determination that, after the return of such
Initial Funding, the Company will continue to satisfy the solvency and any minimum capital and
surplus requirements that may apply to the Protected Cell. The return of any funding will be
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without interest, gain or profit and may require approval from the North Carolina Department of
Insurance (the “ Department”).*

An Insured Participant may also be required to provide additional amounts (“ Contingent
Funding,” and together with the Initial Funding, the “Funding”) from time to time in accordance
with certain terms and circumstances described in the Protected Cell Program Agreement.

An Insured Participant assumes responsibility for Funding necessary to allow the
Protected Cell to satisfy its obligations to pay |osses, expenses and other necessary amounts. The
termination of the Stop-L oss Policy or the termination of the policyholder’s status as an Insured
Participant does not relieve a participant from the obligation to fund those amounts for the
applicable policy year subsequent to any termination of such Insured Participant’s participation
in the Program. In such a case, the terminated Insured Participant would be responsible for any
unpaid funding previously due, aswell as any subsequent Contingent Funding that may be
necessary to satisfy the obligations of the reinsurance and other related obligations of the
Protected Cell for that policy year.

The Company will have the sole discretion to invest the Protected Cell’ s funds, including
funds received as ceded premiums, Initial Funding, and Contingent Funding, in any manner it
deems reasonabl e, subject to applicable law. The Company intends to invest fundsin cash and
cash equivalents, such as short-term money market accounts.

The Protected Cell’ s financial resources for each policy year will be limited to the net
premiums paid/ceded to it with respect to the Policy for that policy year; the investment income
earned thereon, if any; the Initial Funding provided by the Insured Participants participating in
the Protected Cell for that Policy year; and any additional Contingent Funding provided by such
Insured Participants, if and when required. The net premiums together with the Initial Funding
provided by the Insured Participants with respect to a policy year are intended to be sufficient to
satisfy losses to be incurred by the Protected Cell under the Policy for that year.

The Company will be paid a management fee and an administrative fee in connection
with the management and administration of the Company and the Protected Cell, each as
identified in the Protected Cell Program Agreement. The management fee for each policy year
will be calculated as a percentage of the final adjusted gross written premium paid by an Insured

4 Pursuant to Section 58-10-375 of the North Carolina Insurance Code, al dividends or other distributions from a
captive insurance company require the prior approval of the Department. However, the statute also allows the
Department to approve an ongoing plan for the payment of dividends or distributions, conditioned upon the retention
at the time of payment of capital and surplusin excess of amounts specified by or determined in accordance with
formulas approved by the Department. It is expected that, upon commencement of operations, the Company will
discuss with the Department the acceptable parameters of aformulaic approach, consistent with Schedule 4 of the
Protected Cell Program Agreement, that will allow the Company to make distributions on an ongoing basis without
specific approval for each distribution, provided that all such distributions are consistent with the formulas reviewed
and approved by the Department, as well as any additional guidance that the Department may issue.
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Participant for the Policy for that policy year. The administrative fee for each policy year will be
calculated as a percentage of the Protected Cell’ s assets with respect to that policy year,
excluding any Funding provided by the Insured Participant, subject to an annual calendar year
minimum for the Protected Cell of $25,000. To the extent expenses identified with or attributable
to the Protected Cell are paid out of the Company’s general account, the Protected Cell will
reimburse the Company for such expenses.

3. Sharing of Liabilities

To the extent that the net premiums, investment income, and Initial Funding are
insufficient to cover the Protected Cell’ s financial obligations for such policy year, the Insured
Participants participating in the Protected Cell for that policy year will be required to provide, in
accordance with their Protected Cell Program Agreements, any required Contingent Funding to
the extent that the claims, expenses and investment |osses exceed the Protected Cell’ s financial
resources.

4. Protected Cell Distributions

The Company’ s board of directors, in its absolute sole discretion, will determinein
accordance with North Carolina law whether and when the Protected Cell has sufficient financial
resources to declare and pay a distribution out of excess funds (i.e., attributable to positive loss
experience) with respect to a particular policy year. In making that determination, the Company
will assess the Protected Cell’ s financial obligations for such policy year, and will make
distributions only if it determines, among other things, that the Protected Cell will continue to
comply with applicable solvency and minimum capital and surplus requirements across al policy
years after returning any excess funds that are no longer required for the particular policy year
for which they were provided. A distribution for a particular policy year will be calculated on the
basis of the difference between the sum of (i) net premiums paid/ceded to the Protected Cell and
(i) investment income (if any), on the one hand, and the sum of (a) losses payable under the
Policy for such policy year, (b) expenses and charges for such policy year, (c) any other charges
or amounts the Company in its sole discretion deems necessary or appropriate to meet the current
or future obligations relating to the Protected Cell, and (d) any previous distributions for such
policy year, on the other hand.

The Company will not declare or pay adistribution if there are reasonable grounds for
believing that, after paying such distribution, the Protected Cell would be unable to pay its
liabilities as they come due or the realizable value of its assets would be less than the aggregate
of itsliabilities. The payment of a distribution may require prior approval by the Department.

To be eligible to receive a distribution, an Insured Participant must have participated in
the Protected Cell for the applicable policy year, must continue to be a participant at the time the
distribution is declared and paid, and must not be in breach of its Protected Cell Program
Agreement with respect to any policy year. If apolicyholder isno longer an Insured Participant
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at the time the distribution for the prior policy year is declared and paid, such former Insured
Participant would not receive a distribution for such policy year. An Insured Participant’s share
of any distribution will be determined on a“Pro Rata’ basis, as defined in Article 1 of the
Protected Cell Program Agreement, and is based on the share of the Insured Participant’s total
Funding for that policy year, including Initial Funding and any Contingent Funding, as compared
to the total Funding received by the Protected Cell from Initial Funding and any Contingent
Funding for that policy year. No Insured Participant will be entitled to receive amounts greater
than such Insured Participant’ s Funding contributions.

5. Marketing

The Company will not participate in the marketing of the Program. Rather,
representatives of the Insurer will announce the availability of the Program to independent
insurance brokers and captive insurance consultants, who represent eligible potential
policyholders. These brokers and consultants typically arrange for groups of such potential
policyholders to submit requests to the Company for participation in the Program. The Program
will be offered only to eligible employer policyholders in connection with the sale or renewal of
aPolicy. An employer can purchase a Policy without participating in the Program. If an
employer joins the Program and subsequently failsto renew its Policy, then it will be terminated
from the Program and will no longer be an Insured Participant.

6. Other Rightsand Obligations
a) Restrictionson Transfer

An Insured Participant generally will be unable to transfer, sell, hypothecate, pledge,
assign, or otherwise encumber any rights or interests it may have under its Protected Cell
Program Agreement or in the Protected Cell. In certain limited circumstances, however, such as
where an Insured Participant is merged, consolidated or sells substantially all of its assetsto
another business, the Company may in its sole discretion consent to the transfer of such rights
and interests to the successor of such Insured Participant, provided that the transfer complies
with applicable law, all required Department consents or approvals are obtained, and the
successor Insured Participant executes a Protected Cell Program Agreement and assumes all of
its predecessor’ s obligations thereunder (including the obligation to purchase a Policy from an
Insurer).

b) No Management or Voting Rights

Each Insured Participant participating in the Protected Cell will be a party to a Protected
Cell Program Agreement and will be entitled only to the rights set forth in its Protected Cell
Program Agreement. The Insured Participants will not have any voting or similar rightsin the
Company or the Protected Cell, and will not have any authority with respect to the management
or oversight of the Company or the Protected Cell, including the authority to select vendors, to
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set the terms of any agreements entered on behalf of the Protected Cell, or to use or distribute
any asset identified with or attributed or otherwise linked to the Protected Cell. All voting power
in the Company will be held indirectly by WRBC, the ultimate owner of al of the Company’s
outstanding common stock.

C) Termination

A Protected Cell may be terminated in accordance with the terms of the Protected Cell
Program Agreement by the Company or by Insured Participants representing a magjority of the
annual premiums paid/ceded to the Protected Cell for the current policy year. If a Protected Cell
is terminated, the Company, acting for and on behalf of the Protected Cell, will not reinsure any
additional Policies, but will remain liable for its obligations under any Policy previously entered
into with the Protected Cell.

An Insured Participant’ s participation in a Protected Cell may be terminated (i) by the
Company or the Insured Participant without cause upon required notice, or (ii) by the Company,
with cause (x) automatically and immediately if the Insured Participant is wound-up or dissolved
or ceases to be a policyholder in connection with the Program, or (y) by the Company with
required notice if the Insured Participant breaches its Protected Cell Program Agreement or the
Policy or under certain other circumstances described in the Protected Cell Program Agreement.
Additionally, the status of an Insured Participant with respect to the Protected Cell will be
terminated automatically and immediately if the Insured Participant ceases to be an insured
under a Policy issued by an Insurer and reinsured pursuant to the Program, because the purchase
and maintenance of a Policy is a condition to participation in the Program. If an Insured
Participant has its status terminated, the Company will cease assuming risk with respect to the
Insured Participant and will return to the Insured Participant any funding the Insured Participant
previously provided (subject to aright of offset), but only to the extent such funding has not been
used and is not and will not be needed by the Company to pay losses, expenses or any other
charges deemed necessary or appropriate by the Company in its sole discretion with respect to
the Protected Cell for the years for which such funding was provided.

. L egal Discussion

We are of the opinion that, under the foregoing circumstances, the operation of the
Program as described above, including an Insured Participant’s contractual participation in the
Program pursuant to the terms of the Protected Cell Program Agreement and the Protected Cell
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Program Agreement itself, does not involve the offering of a*“ security” within the meaning of
Section 2(a)(1)° of the Securities Act or Section 3(a)(10) of the Exchange Act.®

Neither the Protected Cell Program Agreement nor any other aspect of the Program bears
alabel sufficient by itself to qualify as a security within the definition of Section 2(a)(1) of the
Securities Act or Section 3(a)(10) of the Exchange Act.” In analyzing whether a particul ar
arrangement is a “ security,” however, the courts follow the general principle that “form should
be disregarded for substance and the emphasis should be on economic reality.”®

A. The Program IsNot an Investment Contract

If afinancial arrangement lacks the characteristics of atraditional security, a court may
nonetheless find that it is a security if it determines that the arrangement has the characteristics of
an investment contract. In Securities and Exchange Commission v. W.J. Howey Co. (“Howey”),
the Supreme Court described the test for whether an interest in an enterprise should be
characterized as an investment contract as follows: “ The test is whether the scheme involves an
investment of money in acommon enterprise with profits to come solely from the efforts of

5 The definition of “security” in Section 2(a)(1) of the Securities Act is as follows: any note, stock, treasury stock,
security future, security-based swap, bond, debenture, evidence of indebtedness, certificate of interest or
participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription,
transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional
undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security,
certificate of deposit, or group or index of securities (including any interest therein or based on the value thereof), or
any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency,
or, in general, any interest or instrument commonly known as a“ security”, or any certificate of interest or
participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or
purchase, any of the foregoing.

8 The definition of “security” in Section 3(a)(10) of the Exchange Act is as follows: any note, stock, treasury stock,
security future, security-based swap, bond, debenture, certificate of interest or participation in any profit-sharing
agreement or in any oil, gas, or other mineral royalty or lease, any collateral-trust certificate, preorganization
certificate or subscription, transferable share, investment contract, voting trust certificate, certificate of deposit for a
security, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of
securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege
entered into on a national securities exchange relating to foreign currency, or in general, any instrument commonly
known as a*“security”; or any certificate of interest or participation in, temporary or interim certificate for, receipt
for, or warrant or right to subscribe to or purchase, any of the foregoing; but shall not include currency or any note,
draft, bill of exchange, or banker’ s acceptance which has a maturity at the time of issuance of not exceeding nine
months, exclusive of days of grace, or any renewal thereof the maturity of which is likewise limited.

7 Prior no-action letters analyzing captive reinsurance programs have focused on whether such programs possess the
significant characteristics typically associated with “stock”. See, e.g., HCC Risk Solutions Company, March 4, 2013
(“HCC"); East I1dles. Because we do not believe any aspect of the Program raises any genuine questions as to
whether participation in the Program constitutes “stock,” we are not requesting any such guidance from the

Division.

8 Tcherepnin v. Knight, 389 U.S. 332, 336 (1967).
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others.”® In our opinion, the Program will not involve the offer of an investment contract because
participation in the Program does not involve an investment of money in a common enterprise;
Insured Participants will have no expectation of profits; and the arrangement does not rely solely
on the efforts of others. Instead, the Program represents an insurance arrangement pursuant to
which Insured Participants may seek to reduce their cost of insurance.

1. No | nvestment

In Howey, the Supreme Court described the definition of “investment” as: “a contract or
scheme for ‘the placing of capital or laying out of money in away intended to secure income or
profit from its employment.’”° Insured Participants participating in the Program intend to obtain
insurance coverage, rather than to secure income or profit, through their paymentsto an Insurer
and/or the Company. To participate in the Program, an Insured Participant must purchase
insurance from an Insurer, which, in turn, cedes the Insured Participant’ s risk in whole or in part
to the Company, acting for and on behalf of the Protected Cell. The Company or the Insurer, as
applicable, will determine the amount of premiums due from each Insured Participant in
connection with the Policy. Its calculation will rely on its underwriting function and will take
into account actuarial projections and other historical and projected data.

Similarly, an Insured Participant’s Initial Funding obligation for each policy year will be
based on premiums paid by the Insured Participants, whether directly paid to the Protected Cell
or ceded to the Protected Cell through an Insurer, and will be determined by the Company based
on apreliminary estimate of expected losses and related expenses of the Protected Cell. Any
required Contingent Funding will be based on the difference between initial estimated losses and
related expenses and any subsequent estimated |osses and related expenses and on the amount by
which such losses and expenses exceed the Protected Cell’ s financial resources. The amount of
premiums and Funding due from an Insured is determined by an Insurer and/or the Company
based on arisk assessment, and are required under the Protected Cell Program Agreement to be
paid in full as acondition of participating in the Program.

In alater case, International Brotherhood of Teamsters v. Daniel,'! the Supreme Court
concluded that the investment prong of the Howey test was not met in a noncontributory,
compulsory pension plan. The Court focused on whether the participants in such plan “chose to
give up aspecific consideration in return for a separable financial interest with the characteristics
of asecurity.”? Here, the Insured Participants will not receive a“ separable financial interest
with the characteristics of a security.” Instead, the Insured Participants will purchase and

9328 U.S. 293, 301 (1946).
1014, at 209.

11439 U.S. 551 (1979).
1214, at 559.
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consume a Policy issued by an Insurer, a portion of which isreinsured by the Company viathe
Protected Cell. An Insured Participant cannot maintain a relationship with the Company or the
Protected Cell without obtaining and maintaining such apolicy. As discussed above, the
Protected Cell Program Agreement provides for automatic termination should an Insured
Participant cease to be an insured under a current Policy reinsured pursuant to the Program.
Thus, participation in the Protected Cell is a component of a transaction to acquire insurance
coverage and to limit its claims exposure, and participation in the Program is contingent on and
inextricably tied to the purchase of the underlying insurance policy.

Subsequently, in Securities and Exchange Commission v. Edwards,*® the Supreme Court
held that a payphone sale-and-leaseback arrangement was an “investment contract” within the
meaning of the federal securities laws. In Edwards, investors purchased payphones and leased
them back to the promoter in exchange for a fixed monthly payment; the amount invested was
determined by the investor, based on a promise to receive afixed rate of return. By contrast, the
amount paid by an Insured Participant cannot be varied at the discretion of the Insured
Participant. Instead, the amount paid by an Insured Participant will be determined by the
Company based on insurance risk, not on the desirability of an investment or the expectation of a
fixed or variable return. Furthermore, Insured Participants in the Protected Cell will not have the
opportunity to determine the amount ceded to the Protected Cell and will receive no promise of a
return on investment, fixed or otherwise.

In short, Insured Participants are not paying premiums or Funding for the purpose of
securing income, profit, or any type of fixed or variable return, but rather for the purpose of
purchasing insurance coverage with the added benefit of potential reductionsto their cost of
coverage. Insured Participants have no discretion as to the amount of money they must provide
in order to participate in the Program. The Division of Corporation Finance has previously
agreed not to recommend enforcement action in several circumstances where premiums were set
by an insurance carrier based on its assessment of risk, asis the case here.!

2. No Expectation of Profit

In United Housing Foundation, Inc. v. Forman (“Forman”), the Supreme Court explained
that “[b]y profits, the Court has meant either capital appreciation resulting from the development
of theinitia investment . . . or a participation in earnings resulting from the use of investors
funds. ... Insuch cases, the investor is ‘attracted solely by the prospects of areturn’ on his
investment. . . . By contrast, when a purchaser is motivated by a desire to use or consume the
item purchased . . . the securities laws do not apply.”*® Subsequently, in Edwards, the Supreme
Court further explained the meaning of the “expectation of profits’ prong of the Howey test as

13540 U.S. 389, 394 (2004).
14 See, e.g., HCC; East ISles.
15421 U.S. 837, 852-53 (1975).
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follows: “when we held that ‘ profits must ‘ come solely from the efforts of others,” we were
speaking of the profits that investors seek on their investment, not the profits of the schemein
which they invest. We used ‘ profits’ in the sense of income or return, to include, for example,
dividends, other periodic payments, or the increased value of the investment.”6

Forman involved the sale of shares of the common stock of Co-Op City, a cooperative
housing corporation organized to take advantage of aNew Y ork statutory financing arrangement
pursuant to which developers got access to low interest mortgage loans and tax exemptions for
building housing for low-income residents. The Supreme Court rejected the theory advanced by
the Second Circuit below that purchasers had a Howey “expectation of profit” from certain
sources, including “rental reductions resulting from . . . the income produced by commercial
facilities established for the use of Co-op City tenants’.*’ Instead, the Supreme Court found that
income from commercial facilities established not for profit but to make certain services
available to residents is “too speculative and insubstantial to bring the entire transaction within
the [Securities Act].” 8

Here, asin Forman, the Insured Participants are motivated to participate in the Program
by adesire to use or consume the item purchased, namely, insurance coverage. The Program
enables them to obtain such insurance coverage at alower rate by spreading a portion of the risk.
To the extent that the actual aggregate |osses of the Insured Participants involved in a Protected
Cell and expenses of the Protected Cell for a particular policy year are lower than projected, the
Insured Participants may recoup a portion of their insurance costs through the Protected Cell’s
distributions, thus lowering their aggregate cost of insurance. Investment income earned by the
Protected Cell and available for the Protected Cell to use to pay for losses under the Policies and
the Protected Cell’ s own operating expenses, or for distribution in the event it is not needed to
cover such obligations, is analogous to the potential income produced by the commercial
facilities established by the cooperative housing corporation and returned as a rebate to Co-Op
City residents when the income collected from the use of these facilities exceeded the cost of
their operation. It is both incidental to the primary purpose of the Program (which isto reduce
the cost of insurance to Insured Participants) and too speculative and insubstantial relative to the
primary purpose of the net premiums and Funding (which isto cover claims attributable to the
Policies). The existence of such potential financial benefit (i.e., reduced insurance cost) does not
bring the entire Program within the federal securitieslaws. The Division of Corporation Finance
has agreed not to recommend enforcement action in similar circumstances where the insured
parties could receive areturn of premium payments through policyholder distributions.®

16 Edwards, supra note 13, at 394.
17 Forman, supra note 15, at 846.
181d. at 839.

19 See, eg., HCC; East Idles.
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In short, Insured Participants have no expectation of profits from their participation in the
Program. Any distributions from the Protected Cell would be based on the loss experience of the
Insured Participants and would represent an adjustment to an Insured Participant’s cost of
insurance, akin to a retrospective premium adjustment, rather than a return on investment.

3. Solely From the Efforts of Others

The Supreme Court has described “solely from the efforts of others” as meaning “to be
derived from the entrepreneurial or managerial efforts of others.”?° The Ninth Circuit has
described the test as “whether the efforts made by those other than the investor are the
undeniably significant ones, those essential managerial efforts which affect the failure or success
of the enterprise.”?* As discussed above, there are no anticipated “profits’ associated with the
Program, athough the Protected Cell may make distributions from time to time of excess funds
attributable to the positive loss experience of the Protected Cell. To the extent that the Protected
Cdll is able to make distributions to Insured Participants, it will not be due to the managerial or
entrepreneurial efforts of the Company. Instead, such distributions will only be possible because
the claims paid out under the Insured Participants Policies are |ess than the sum of the insurance
premiums and investment income.

Asthe Company typically investsin cash and cash equivalents and short-term money
market accounts, which have historically produced low returns, the investment income is not
expected to be significant, and the contribution of such investment income to the financial
position of the Protected Cell is consistent with traditional reinsurance company operations. The
Company anticipates that any income from investments will be minimal in comparison to a
Protected Cell’ s losses, expenses and other amounts. Consequently, the Company does not
expect investment income to have a materia effect on any distributions to Insured Participants
based on lower than anticipated |oss experience or to be the primary source of any payments
made under the reinsurance agreement.

Furthermore, the Company does not have any control over the amount of paymentsto be
made under the Policies, which will be the most significant factor in determining the amount of
distributions, if any. Consequently, the Company’s efforts on behalf of the Insured Participants
are neither “undeniably significant,” nor do they have a significant effect on the failure or
success of the enterprise. The Division of Corporation Finance has agreed not to recommend
enforcement action in similar circumstances where a participant in areinsurance pool is eligible
to receive a partial rebate based on policyholder distributions.??

20 Forman, supra note 15, at 852.
21 Securities and Exchange Commission v. Glenn W Turner Enterprises Inc., 474 F. 2d 476, 482 (Sth Cir. 1973).
2 See, e.9., HCC; East Idles.
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Because participation in the Program does not involve an investment or any expectation
of profits solely from the efforts of others, we are of the opinion that participation in the Program
would not constitute an “investment contract” as that term has been construed by the courts.

B. Conclusion

Based upon the foregoing, we respectfully request that the Commission concur in our
opinion that an Insured Participant’ s contractual participation in the Program pursuant to the
terms of the Protected Cell Program Agreement and the Protected Cell Program Agreement itself
would not constitute the offer and sale of a*security” within the meaning of the Securities Act or
the Exchange Act. We respectfully request the Staff to advise usthat it will not recommend
enforcement action to the Commission if the offer and sale of an Insured Participant’s
participation in the Program were consummated as described herein.

* * *

If you have any comments or questions relating to the request, please do not hesitate to
contact the undersigned at 202-736-8615.
Sincerely yours,

/s/ Thomas J. Kim

cC: Robert J. Cerny, W. R. Berkley Corp.
Michael P. Goldman, Sidley Austin LLP
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Exhibit A

Protected Cell Program No. - 1 Agreement

THIS AGREEMENT, effective , Is made by and between Oak Harbor
Reinsurance Company, a North Carolina protected cell captive insurance company (the
“Company”), the Company in respect of Protected Cell Program No. - (the
“Protected Cell”), and a(n) _(state) [corporation], (the
“Insured Participant”).

WITNESSETH:

WHEREAS, the Company is licensed by the North Carolina Department of Insurance
and doing business as a protected cell captive insurance company pursuant to the
North Carolina Captive Insurance Act, Chapter 58, Article 10, Part 9 of the North
Carolina General Statutes (the “NC Captive Act”), for the purpose of creating and
administering protected cells of the Company for the benefit of entities seeking
participation in such cells; and

WHEREAS, under the NC Captive Act, protected cells of North Carolina captive
insurance companies, including the Protected Cell, are separate and distinct accounts
established by the company in which specific pools of assets, rights, liabilities and
obligations of the company that are identified with and attributed to the particular
accounts are segregated from the remainder of the company’s assets, rights, liabilities,
and obligations in accordance with the terms of one or more participation contracts, in
order to fund the liabilities and obligations of the protected cell; and

WHEREAS, the Insured Participant is desirous of participating in an insurance program
(the “Program”) that requires the use of the Protected Cell; and

WHEREAS, in connection with the Program, each participant in the Program will
purchase stop-loss coverage (each, a “Stop-Loss Policy” and, collectively, the “Stop-
Loss Policies”) from an admitted United States-domiciled insurance carrier (the
“Insurer”) to cover its financial risk from catastrophic claims that may arise from its
stand-alone, self-funded employee welfare benefit health plan; and

WHEREAS, in connection with the Program, the Company, acting for and on behalf of
the Protected Cell, and the Insurer will enter into a Reinsurance Agreement, defined
below, pursuant to which the Insurer will cede to the Protected Cell a portion of the
premiums it receives and the risks it assumes under the applicable Stop-Loss Policies;
and

WHEREAS, in connection with the Program, each participant (including the Insured
Participant) will enter into a separate protected cell program agreement with the
Company with respect to the Protected Cell, thereby becoming a participant in the
Protected Cell (each a “Participant,” and collectively, the “Participants”); and



WHEREAS, in connection with the Program, the Insured Participant is desirous of
entering into this protected cell program agreement (the “Agreement”), setting forth,
among other things, the terms upon which the Insured Participant will share on a mutual
basis in the Protected Cell’s financial results, and the Company is desirous of making
the benefits and liabilities of the Protected Cell available to the Insured Participant upon
the terms of this Agreement.

NOW, THEREFORE, in consideration of the mutual terms, covenants and conditions
contained herein, the parties hereto agree as follows:

1. Selected Definitions

Capitalized terms used in this Agreement but not defined herein shall have the
meanings given to them in the NC Captive Act.

“Insurer” means Berkley Life and Health Insurance Company.

“Policy Year” means the period from the effective date to the termination date of the
Reinsurance Agreement between the Company, for and on behalf of the Protected
Cell, and the Insurer, which ordinarily shall be a twelve calendar month period.

“Reinsurance Agreement” means the reinsurance agreement between the
Company, for and on behalf of the Protected Cell, and the Insurer that defines the
manner in which each will cede or assume some or all of the risk(s) and premium(s)
under the Stop-Loss Policies issued to each Participant by the Insurer.

“Gross Subject Premiums” for each Policy Year will be the final adjusted gross
written premium for the Participant’s Stop-Loss Policy.

“Investment Income” is income from the invested assets identified with and
attributed to the Protected Cell with respect to the Policy Year, net of all fees,
expenses and investment losses identified with and attributed to the Protected
Cell.

“Losses” means all liabilities and estimated liabilities assumed under the
Reinsurance Agreement, whether incurred or deemed by the Company in its sole
discretion as likely to be incurred, subject to the Company’s limit of liability under
the Reinsurance Agreement for all reinsured Stop-Loss Policies.

“Expenses” means all expenses and charges, excluding “Losses,” identified with and
attributed to the Protected Cell, including, but not limited to, any amount not collected
under any letter of credit provided by any Participant of the Protected Cell to the
extent such deficiency is not paid in cash by such Participant or any taxes
attributable to the Protected Cell.

“Pro Rata” share means the ratio of a Participant’s Initial Funding and Contingent

17



Funding for that Policy Year to the aggregate Initial Funding and Contingent
Funding for all of the Participants for that Policy Year.

2. Protected Cell

2.1  Establishment of the Protected Cell. The Company will establish and
operate the Protected Cell, in accordance with the NC Captive Act (including the
segregation requirements contained therein) and as more fully described herein,
and the Company, acting for and on behalf of the Protected Cell, will enter into
the Reinsurance Agreement with the Insurer to reinsure the Stop-Loss Policies
associated with the Protected Cell.

2.2  NC Captive Act. The parties understand and acknowledge that the
Company is licensed under the NC Captive Act and that the NC Captive Act
affects the rights and obligations of the parties to this Agreement. For the
avoidance of doubt, the parties further understand and agree that:

2.2.1 This Agreement is a “participant contract” under the NC Captive
Act;

2.2.2 The Insured Participant is a “participant” under the NC Captive Act;

2.2.3 The Protected Cell is a “protected cell” under the NC Captive Act;
and

2.2.4 All premiums ceded and liabilities assumed under the Reinsurance
Agreement are identified with and attributed to the Protected Cell.

2.3 Segregation of Resources.

2.3.1 Protected Cell Resources. The resources of the Protected Cell (the
“Protected Cell Resources”) include, without limitation, all property,
assets, contract rights, general intangibles, undistributed profits, collectible
reinsurance, insurance and reinsurance premiums, and interest or other
income identified with and attributed to the Protected Cell by the
Company, in its books and records, as being resources available to pay
any Losses, Expenses or any other claims, liabilities, expenses or other
charges identified with and 