ENROLLED ORIGINAL

AN ACT

IN THE COUNCIL OF THE DISTRICT OF COLUMBIA

To amend the Captive Insurance Company Act of 2004 to authorize the use of special purpose
financial captive insurance companies for the exclusive purpose of facilitating the
securitization of one or more risks as a means of accessing aliernative sources of capital
and achieving the benefits of securitization.

BE IT ENACTED BY THE COUNCIL OF THE DISTRICT OF COLUMBIA, That this
act may be cited as the “Special Purpose Financial Captive Authorization Amendment Act of
2006”.

Sec. 2. The Captive Insurance Company Act of 2004, effective May 17, 2005 (D.C. Law
13-262; D.C. Official Code § 31-3931.01 et seq.), is amended as follows:

(a) The existing text is designated as Title L

(b} A new Title IT is added to read as foliows:

“TITLE II. SPECIAL PURPOSE FINANCIAL CAPTIVE INSURANCE COMPANIES

“Sec. 201. Purpose.

“This title provides for the creation of special purpose financial captive insurance
companies for the exclusive purpose of facilitating the securitization of one or more risks as a
means of accessing alternative sources of capital and achieving the benefits of securitization.
Their creation is intended to achieve greater efficiencies in structuring and execcuting insurance
securitizations, to diversify and broaden insurers’ access to sources of capital, to facilitate
access for many insurers to insurance securitization and capital markets financing technology,
and to further the economic development of the District of Columbia through its captive
isurance program.

“Sec, 202. Definitions.

“In addition to the terms defined in section 2, for the purposes of this title, the term:

“(1A)Y "Control” (mcludmg the terms "controlling”, "controlled by", and "under

common control with") means the possession, direct or indirect, of the power to direct or cause
the direction of the management and policies of a person, whether through the ownership of
voting securities, by contract other than a commercial contract for goods or nonmanagement
services, or otherwise, unless the power is the result of an official position with or corporate
office held by the person.

“(B) Control shall be presumed to exist if a person, directly or indirectly.
owns, controls, holds with the power to vote, or holds proxies representing 10% or more of the
voting securifies of another person, but this presumption may be rebutted by a showing that
controt does not exist.

(€ The fact that an SPFC exclusively provides reinsurance o a ceding
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ENROLLED ORIGINAL

insurer under an SPFC contract shall not by itself constitute common control between the SPFC
and the ceding insurer.

“(2) "Counterparty" means the insurer that cedes risk to an SPFC and which,
unless otherwise approved by the Commissioner, is the parent or an affiliated company of the
SPFC.

“(3y "Fair value” means:

“(A) As to cash, the amount of it; and

“{B) Asto an asset other than cash:

“(i) The amount at which that asset could be bought or sold in a
current transaction between arms-length, willing parties.

“(if) The quoted mid-market price for the asset in active markets
must be used if available.

“(iti) If a quoted mid-market price is not available, a value
determined using the best information available considering values of similar assets and other
valuation methods, such as present valoe of future cash flows, historical value of the same or
similar assets, or comparison to values of other asset classes, the value of which have been
historically related to the subject asset.

“(4) "Insolvency" or "insolvent” means an inability to pay obligations when they
are due, unless those obligations are the subject of a bona fide dispute.

“(5) "Insurance securitization" means a package of related risk-transfer
instruments, capital market offerings, and facilitating administrative agreements by which
proceeds are obtained by an SPFC directly or indirectly through the issuance of securities, and
which proceeds are held in trust pursuant to the provisions of this title to secure the obligations
of the SPFC under one or more SPFC contracts with a counterparty, where investment risk to
the holders of these securities is contingent upon the obligations of the SPFC to the counterparty
under the SPFC contract in accordance with the terms of the transaction.

“(6) "Management"” means the board of directors, managing board, or other
individuals vested with overall responsibility for the management of the affairs of an SPFC,
mcthuding the election and appointment of officers or other of those agents to act on behaif of the
SPFC.

“(7) "Organizational document" means the articles of incorporation, articles of
organization, bylaws, operating agreement, or other foundational documents that establish an
SPFC as a legal entity.

“(8) "Permitted investments” means those investments that meet the
qualifications set forth in section 207.

“(9) "Qualified United States financial institution" means a financial institution
that is eligible to act as a fiduciary of a trust and is:

“(A) Organized or, in the case of a United States branch or agency office
of a foreign banking organization, is licensed under the laws of the United States, any state of
the United States, or the District of Columbia; and

“(B) Regulated, supervised, and examined by federal or state authorities
having regulatory authority over banks and trust companies.

“(10) "Securities” has the same meaning as the term "security” in section
101(31) of the Securities Act of 2000, effective October 24, 2000 (D.C. Law 13-203; D.C.
Official Code § 31-5601.01(31)).

“(11) "SPEC” or "Special Purpose Financial Captive” means a captive insurer
that is formed for the purpose of an insurance securitization and that only insures or reinsures
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the risks of its counterparty.

“(12) "SPFC contract” means a contract between an SPFC and the counterparty
pursuant to which the SPFC agrees to provide insurance or reinsurance protection fo the
counterparty for risks associated with the counterparty’s insurance or reinsurance business.

“(13) "SPFC securities” means securities issued by an SPFC.

“(14) "Surplus note” means an unsecured subordinated debt obligation
possessing characteristics consistent with paragraph 3 of the Statement of Statutory Accounting
Principles No. 41, as amended, National Association of Insurance Commissioners.

“Sec. 203. Application of Title L

“(a) Except as otherwise provided, sections 4, 5, 6, 10, 11, 12, 13, 14,15, 16, 17, 18, 19,
29, 21, 22 and 23 shall apply under this title to SPFCs,

“{by The Commissioner, by rule or order, may exempt an SPFC, on a case-by-case
basis, from the provisions of this title that the Commissioner determines to be inappropriate
given the nature of the risks to be insured.

“Sec. 204. Application requirements.

“(a) (1) An SPFC shall apply to the Commissioner for a certificate of authority. The
application for a certificate of authority shall include the items required by section 10.

“(2) If an SPFC will have one or more protected cells, the SPFC shall include in
its application for a certificate of authority;

“(A) A strategic business plan demonstrating the manner in which the
SPEC will:
(1) Account for the loss and expense experience of each
segregated account at a level of detail found to be sufficient by the Commissioner; and
“(ii) How it will report the experience to the Commissioner;
“{B) A statement acknowledging that all financial records of the SPFC,
including records pertaining to any protected cells, will be made available for inspection or
examination by the Commissioner;
“(C) Al contracts or sample contracts between the SPFC and any
counterparty related to each protected cell; and :
(D) Evidence that expenses are allocated to each segregated account in
an equitable manner.

“(b} An SPFC’s strategic business plan shall include:

“(1) A description of the contemplated insurance securitization, the SPEC
contract, and related transactions;

“(2) Draft documentation or, at the discretion of the Commissioner, a wriiten
summary of all material agreements that are entered into to effectuate the SPFC contract and the
insurance securitization, which shall include the name of the counterparty, the nature of the risks
being assumed. the proposed use of protected cells, if any, and the maximum amounts, purpose,
and nature and the interrelationships of the various transactions required to effectuate the
insurance securitization;

“(3) The investment policy of the SPFC and a description of its investment
strategy;

“(4) A description of the underwriting, reporting, and claims payment methods
by which losses covered by the SPFC contract are reported, accounted for, and settled; and

“(5) Pro forma balance sheets and income statements illustrating various stress
case scenarios for the performance of the SPFC under the SPFC contract.

“(c) Section 8 of the Law on Examinations Act of 1993, effective October 21, 1993
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(D.C. Law 10-49; D.C. Official Code §31-1407), shall apply to examinations, investigations,
and processing conducted pursuant to this title.

“{d) In determining whether to issue a certificate of authority, the Commissioner shall
consider, in addition to the matters specified in section 2(b), whether:

“(1} The proposed strategic business plan provides a reasonable and expected
successful operation;

“(2} The terms of the SPFC contract and related transactions comply with this
title; and

“(3) The proposed strategic business plan is not hazardous to any counterparty.

“(e) The Commissioner shall not issue a certificate of authority to an SPFC until the
Commissioner has received written notification, or other assurance satisfactory to the
Commissioner, from the commissioner of the state of domicile of each counterparty that such
commissioner has approved, or not disapproved, the transaction.

“(f) The SPFC shall provide a complete set of the documentation of the insurance
securitization to the Commissioner upon closing of the transactions, including an opinion of
legal counsel with respect to compliance with this act and any other applicable laws as of the
etfective date of the transaction.

“(h) Any material change of the SPFC’s strategic business plan shall require prior
approval of the Commissioner; provided, that:

“(1) If initially approved in the strategic business plan, securities subsequently
issued to continue the securitization activities of the SPFC either during or after expiration,
redemption, or satisfaction, of part or all of the securities issued pursuant to initial insurance
securitization transactions may not be considered a material change; and

“(2) A change and substitution in a counterparty to a swap transaction for an
existing insurance secutitization as allowed pursuant to the provisions of this title shall not be
considered a material change if the replacement swap counterparty carries a similar or higher
rating to its predecessor with 2 or more nationally recognized rating agencies.

“(i) Upon termination or cancellation of an SPFC contract and the redemption of any
related securities issued in connection with the SPFC contract, the certificate of authority
granted by the Commissioner shall expire or, in the case of retiring and surviving protected
cells, shall be modified, and the SPFC shall no longer be authorized to conduct activities unless
and until a new or modified certificate of authority is issued pursuant to a new filing pursuant to
the provisions of this section or as agreed by the Commissioner.

“Sec. 205, Capital and surplus.

“(a) In addition to any other capital required to be maintained pursuant to subsection (¢)
of this section, an SPFC authonized to do business in the District shall at all times maintain a
minimum unimpaired capital of $100,000.

“{(b) Except as otherwise provided by the Commissioner pursuant to subsection {¢) of
this section, the capital required to be maintained pursuant to this section shall be in the form of
cash or an irrevocable letter of credit.

“(c)} The Commissioner may require an SPFC, including each protected cell, to maintain
additional unimpaired capital based on the type, volume, and nature of the insurance business
that is transacted by the SPFC and may determine the amount of capital, if any, that may be in
the form of an irrevocable letter of credit.

“(d) A letter of credit used by an SPFC or segregated account as evidence of capital
required pursuant to this section shail:

“{1) Be issued by a bank chartered in the District or by a branch of a bank
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located in the District if such bank is a member of the United States Federal Reserve System, or
its deposits are insured by the Federal Deposit Insurance Corporation;

“{2) Be issued on a form approved by the Commissioner; and

“(3) Include a provision pursuant to which the letter of credit is automatically
renewed each year.

“(e) An SPFC shall not be issued a certificate of authority, and shall not hold a
certificate of authority, unless the SPFC has and maintains, in addition to any other surplus
required to be maintained pursuant to subsection (g) of this section, an unencumbered surplus of
not less than $150,000.

“(f) Except as otherwise provided by the Commissioner pursuant to subsection {c) of
this section, the surplus required to be maintained pursuant to this section shall be in the form of
cash or an irrevocable letter of credit.

“(g) The Commissioner may prescribe additional requirements relating to surplus based
on the type, volume, and nature of the insurance business that is transacted by an SPFC or
protected cell and requirements regarding which surplus, if any, may be in the form of an
irrevocable letter of credit.

“(h) A letter of credit used by an SPFC or segregated account as evidence of surplus
required pursuant to this section shall meet the same requirements as a letter of credit issued tor
paid in capital found subsection (d) of this section.

“Sec. 206. Securities of SPFCs.

“(a) An SPFC may issue securities, including surpius notes and other forms of financial
instruments, subject to and in accordance with applicable law, its approved strategic business
plan, and its organizational documents.

“(b) An SPEC, in connection with the issuance of securities, may enter into and perform
all of its obligations under any required contracts to facilitate the issuance of such securities.

“(¢) Subject to the approval of the Commissioner, an SPFC may:

“(1) Account for the proceeds of surplus notes as surplus and not as debt for
purposes of statutory accounting;

“(2) Submit for prior approval of the Commissioner periodic written requests for
payments of interest on and repayments of principal of surplus notes.

“(d) Surplus notes issued by an SPFC constitute surplus or contribution notes of the
type described in section 41(7) of the Insurers Rehabilitation and Liquidation Act of 1993,
effective October 15, 1993 (D.C. Law 10-35; D.C. Official Code § 31-1340(7)).

“(e} The Commissioner may approve formulas for an ongoing plan of interest payments
or principal repayments, or both, to provide guidance in connection with his ongoing reviews of
requests to approve the payments on and principal repayments of the surplus notes.

“(fy The obligation to repay principal or interest, or both, on the securities issued by the
SPFC shall reflect the risk associated with the obligations of the SPFC to the counterparty under
the SPFC contract.

“Sec. 207. Authorized confracts,

“(2) An SPFC shall insure only the risks of a counterparty and shall not issue a contract
for assumption of risk or indemnification of loss other than an SPFC contract; provided, that an
SPFC may cede risks assumed through an SPFC contract to third party reinsurers through the
purchase of reinsurance or retrocession protection on terms approved by the Commissioner.

“(b) An SPFC may enter into agreements with affiliated compantes and third parties and
conduct other commercial activities related or incidental to and necessary to fulfill the purposes
of an SPFC contract and insurance securitization contemplated by the strategic business plan
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approved by the Commissioner. The agreements may include management and administrative
services agreements and other allocation and cost sharing agreements.

_ “{c) An SPFC may enter into swap agreements, or other forms of asset management
agreements, including guaranteed investment contracts, or other transactions that have the
objective of leveling timing differences in funding of up-front or ongoing transaction expenses
or managing asset, credit, or interest rate risk of the investments in the trust to ensure that the
investments are sufficient to assure payment or repayment of the securities, and related interest
or principal payments, issued pursuant to an SPFC insurance securitization transaction or the
obligations of an SPFC under an SPFC contract.

“{dy An SPFC contract shall:

“(1) Obligate the SPFC to indemnify the counterparty for losses;

“{2) Require that contingent obligations of the SPFC under the SPFC contract
ihat are securitized through an SPFC insurance securitization be funded and secured with assets
held in trust for the benefit of the counterparty;

“{3) Require the SPFC to:

“(A) Enter into a trust agreement that meets the criteria set forth in this
section and specifies the recoverables or reserves, or both, to covered; and
“{B) Establish a trust account for the benefit of the counterparty;

“{4) Stipulate that assets deposited in the trust account shall be valued according
to their current fair vatue and shall consist only of permitted investments;

“{5) Require the SPFC, before depositing assets with the trustee, to execute
assignments, endorsements in blank, or to transfer legal title to the trustee of all shares,
obligations, or any other assets requiring assignments, in order that the counterparty, or the
trustee upon the direction of the counterparty, may transfer whenever necessary the assets
without consent or signature from the SPFC or another entity;

“{6) Require that all settlements of account between the counterparty and the
SPFC be made in cash or its equivalent; and

“(7) Stipulate that the SPFC and the counterparty agree that the assets in the
trust account, established pursuant to the provisions of the SPFC contract:

“{A) May be withdrawn by the counterparty at any time, notwithstanding
any other provisions in the SPFC contract; and

“(B) Shall be utilized and apptlied by the counterparty or any successor
by operation of law of the counterparty, including, subject to the provisions of section 211, but
without further limitation, any liguidator, rehabilitator, receiver, or conservator of the
counterparty, without diminution because of insolvency on the part of the counterparty or the
SPFC, only for the following purposes:

“(i) To transfer all of the assets into one or more trust accounis
for the benefit of the counterparty pursuant to and in accordance with the terms of the SPFC
contract and in compliance with the provisions of this title; and

“(il} To pay any other incurred and paid amounts that the
counterparty claims are due pursuant to and under the terms of the SPFC contract and in
compliance with this title.

“{e)(})y An SPFC contract may allow the SPFC 1o seek approval from the counterparty to
withdraw from the trust all or part of the assets, or income from them, and to transfer the assets
to the SPFC; provided, that,

“{A} At the time of the withdrawal, the SPFC shall replace the
withdrawn assets, excluding any income withdrawn, with other qualified assets having a fair
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value equal to the fair value of the assets withdrawn and that meet the requirements of this
section, and

“{B} After the withdrawals and trapsfer, the fair value of the assets in
trust securing the obligations of the SPFC under the SPFC contract shall be no less than the
amount needed to satisfy the funded requirement of the SPEC contract.

*(2y The counterparty shall be the sole judge as to the application of these
provisions, but shall not unreasonably or arbitrarily withhold its approval.,

) In fulfilling its function, an SPFC shall comply with, and, (o the extent of its
powers, ensure that contracts obligating other parties to perform certain functions incident 1o its
operations are substantively and materially consistent with, the following requirements and
guidelines:

“(1) The assets by the SPFC shall be preserved and administered by or on behalf
of the SPFC to satisfy the higbilities and obligations of the SPFC incident o the insurance
securitization and other related agreements,

“{2) Assets held by the SPFC in trust shall be valued at their fair value.

“(3) The proceeds from the sale of securities pursuant to the insurance
securitization shall be deposited with the trustee 1o the extent required to secure its obligations
under the SPFC contract as provided by this title and shall be held or invested by the trustee
pursuant 1o the provisions of this section and the asset management agreement, if any, filed with
the Depariment.

‘LAY Assets of the SPEC, other than those held in trust for the counterparty,
and tcome on rust assets received by the SPFC may be used {o pay tMerest on, or other
consideration with respect to, any securities, outstanding debt, or other obligation of the SPFC.

“(B) This paragraph shall not prevent an SPFC from entering into a swap
agreement or other asset management transaction that has the effect of hedging or guaranteeing
the fixed or floating interest rate returns paid on the assets in trust or required for the securities
issued by the SPFC generated from or other consideration or payment flows in the wansaction,

(5 in the SPFC insurance securitization, the contracts or other relating
documentation shall idemify the SPFC,

“{gy Unless otherwise approved by the Commissioner, an SPFC shall not:

“(1) Issue or otherwise administer prismary insurance policies;

(2) Enter into an SPFC contract with a person that is not Licensed or otherwise
authorized to transact the business of insurance or reinsurance in at least its state or country of
domicile;

“{3) Assumne or refain exposure to insurance or reinsurance tosses for is own
account that is not funded by proceeds from an SPFC securitization that complies with the
provisions of this ntle; provided, that the SPEC may wholly or partially reinsure or refrocede the
eisks assumed to a third party reinsurer on termas approved by the Commissioner;

“(4) Have any direct obligation to the policyholders or reinsureds of the
eounterparty; or

“(5) Lend or otherwise invest, or place in custody, trust, or under management
any of its assets with. or to borrow money or receive a loan from, other than by Issuance of the
securities pursuant to an insurance securitization, or advance from, anyone convicted of a
felony, anyone who is untrustworthy or of known bad character, or anyone convicted of a
criminal offense involving the conversion or misappropriation of fiduciary funds or insurance
accounts, thefl, decett, fraud, misrepresentation, or corruption.

“See. 208, Trust arrangements.
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“(a) Assets of the SPFC that are pledged to secure obligations of the SPFC to a
counterparty under an SPFC contract shall be held in trust that is administered by a qualified
United States financial institution. The qualified United States financial institution shall not
control, be controlled by, or be under common control with, the SPFC or the counterparty.

“(b) Assets of the SPFC held in trust to secure obligations under the SPFC contract shall
at all times be held in:

“(1) Cash and cash equivalents;

“(2) Securities listed by the Securities Valuation Office of the National
Association of Insurance Commissioners and qualifying as admitted assets under statutory
accounting convention in its state of domicile; or

“(3)  Another form of security acceptable to the Commissioner,

“{c) Assets of an SPFC held in trust to secure obligations under an SPFC contract shall
be held by the trustee at one of the trustee’s offices or branch offices in the United States and
may be held in certificated or electronic form.

“(d) The provisions for withdrawal by the counterparty of assets from the trust shall be
clean and unconditional, subject only to the following requirements:

“(1) The counterparty may withdraw assets from the trust account at any time,
without notice to the SPFC, subject only to written notice to the trustee from the counterparty
that funds in the amount requested are due and payable by the SPFC, pursuant to the terms of
the SPFC contract.

“(2) Presentment of a statement or document shall not be required to withdraw
assets, except that the counterparty may be required to acknowledge receipt of withdrawn assets.

“(3) The trust agreement shall indicate that it is not subject to any conditions or
qualifications outside of the trust agreement.

“(4) The trust agreement shall not contain references to any other agreements or
documents.

“(e) The trust agreement shall be established for the sole use and benefit of the
counterparty at least to the full extent of the obligations of the SPFC to the counterparty under
the SPFC contract. If there is more than one counterparty, a separate trust agreement shall be
entered into with each counterparty and, if there more than one SPEC contract with the same
counterparty, a separate trust account shall be maintained for each SPFC contract with the
counterparty, in each case unless otherwise approved by the Commissioner.

“(f) The trust agreement shall provide for the trustee to:

“(1) Receive assets and hold all assets in a safe place;

“(2) Determine that all assets are in a form that the counterparty or the trustee,
upon direction by the counterparty, may transfer, whenever necessary, the assets, without
consent or signature from the SPFC or another person or entity;

“(3) Furnish to the SPFC, the Commissioner, and the counterparty a statement of
all assets in the trust account reported at fair value upon its inception and at intervals no less
frequent than the end of each calendar quarter;

“(4) Notify the SPFC and the counterparty, within 10 days, of any deposits to or
withdrawals from the trust account;

“(5) Upon written demand of the counterparty, immediately take the necessary
steps to transfer absolutely and unequivocally all right, title, and interest in the assets held in the
trust account to the counterparty and deliver physical custody of the assets to the counterparty;
and

“(6) Allow no substitutions or withdrawals of assets from the trust account,
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