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320 Westlake Avenue North

Suite 100

Seattle, WA 98109-5233


SENT VIA EMAIL AND U.S. MAIL

November 19, 2010

Mr. James T. Odiorne, CPA, JD

Deputy Insurance Commissioner

Company Supervision Division

Office of the Insurance Commissioner

P.O. Box 40255

Olympia, WA  98504-0255

Re:  Chapter 48.13 RCW – Insurer Investment Modernization

Dear Mr. Odiorne:

In your letter dated September 30, 2010 you mention that, while your plan is to submit Draft 3.0 of the proposed investment modernization bill this fall to Commissioner Kreidler for his approval and inclusion in his 2011 legislative agenda, you would still welcome comments and suggestions as we strive for a consensus bill.  We appreciate your willingness to continue deliberation of the proposed legislation.  

This letter summarizes recent conversations a number of the state’s carriers have had regarding a few matters we believe warrant an additional review.  We hope that your office will consider these important topics one further time before your submission of the final draft legislation.
Section 3.1(b) – Minimum Financial Security Benchmark

We are pleased to see that included in Draft 3.0 of the proposed legislation is the inclusion of a specific trigger of when the Commissioner may issue an order adjusting a carrier’s minimum financial security benchmark.  We concur with the recommendation to have a trigger be based off of Risk Based Capital (RBC) levels; however, we are concerned that the proposed 3.5 times the authorized control level is at odds with RBC company action level events as set forth in RCW 48.05.440 and RCW 48.43.310.  We believe that chapters of the RCW should be consistently applied and recommend the trigger that may result in the Commissioner issuing an order to adjust a carrier’s minimum financial security benchmark be fashioned from the RBC level events already prescribed in the RCW.
Section 8.1(c)(ii) – Limit on Subsidiary Investments

You explained in your September 30, 2010 letter that you are not inclined to exempt regulated subsidiaries from limits placed on subsidiary investments because of liquidity risk – the possibility of a regulated subsidiary being raided or sold.  We believe the possibility of such risk is remote for many reasons, including:

· That the sale of any regulated subsidiary is going to require the approval of the OIC prior to any change in ownership;

· That the transfer of significant cash from a subsidiary to its parent is likely to require the subsidiary’s board of directors’ approval/notification of the dividend, inter-company loan, etc.; and, 

· That the transfer of assets from a subsidiary to its parent can result in significant accounting and tax consequences – professionals such as external auditors and actuaries have a responsibility to report suspicious financial activities of regulated entities.

There are numerous checks and balances in addition to OIC oversight to ensure the proper management of investments in regulated subsidiaries.  As such, we recommend that investments in foreign and domestic insurers, health care service contractors, and health maintenance organizations be excluded from the calculation of the Section 8.1(c)(ii) limit.

Limitation of Investment Exposure to Only Issuers Domiciled in the U.S., Canada and Other NAIC SVO 1 Rated Countries

We understand the OIC’s concerns about the risks of investments of non-U.S. issuers; however, the global investment market has changed considerably since the OIC last modified foreign investment limits in 2003.  Diversification is regarded as the best way to reduce investment risks and improve returns.  Since the financial crisis in 2008/early 2009, broad-based international investment index returns have rebounded more quickly than have U.S. investment index returns; indices with emerging market exposure have regained the greatest amount of lost market value, and many have resumed increasing in market value from their 2007/2008 highs.

The strong investment performance of emerging markets is primarily the result of promising economic prospects, but also because of the great gains that have been made in the legal and operational aspects of investing in emerging markets.  Many of these countries’ securities exchanges and the like deliver transaction transparency, investment liquidity and investor protections that rival those in developed countries.  We maintain that an allocation to emerging market issuers – in addition to developed country issuers – is a prudent long-term investment option that should be included in the proposed legislation:

· More and more successful companies are domiciled in emerging markets – holding their investment risk can be a strong diversifier to holding the investment risk of their NAIC SVO 1 rated country domiciled competitors, and

· Exposure to only developed markets may reduce overall investment performance and increase the volatility of investments.

NAIC SVO 2 rated fixed income investments consists of securities investment grade rated BBB/Baa.  Medium grade fixed income securities are rated NAIC 3 and lower grade fixed income securities are NAIC SVO rated 4, 5 and 6.  Successful investment management requires that every security decision is reviewed for its opportunities and risks. The same practice can be applied to maintaining the appropriate country risk in investment holdings.  

We believe that expanding the universe of countries from which carriers can hold securities to lower NAIC SVO rated countries does not add uncontrollable risk or increased illiquidity.  Properly developed investment policies and guidelines address country risk - Model Act #283 also has been designed to limit carriers’ exposure through the limits on non-investment grade and foreign issuers’ securities that may be counted toward the financial security benchmark.  Such controls should mitigate concerns regarding foreign investment exposure and we recommend that the OIC delete its reference in Section 7(7) to “NAIC SVO 1 debt rated” countries, consistent with the Model Act.

Investments in Mutual Funds and ETFs
We are pleased to have holdings in ETFs and non-exempt and non-NAIC SVO 1 rated mutual funds included in the proposed legislation.  However, there are still two aspects to the proposed management of these types of investments that we hope the OIC will re-consider.

The first aspect to the proposed management of these investments is similar to the issue raised in the previous section of this letter – the ability to hold the securities of issuers other than those domiciled in only NAIC SVO 1 rated countries.  As has been discussed in our meetings and conference calls, mutual funds and ETFs are an extremely cost effective form of diversifying investment exposure and, therefore, risk.  Virtually all international mutual fund and ETF managers today include an allocation to emerging markets in their prospectuses; most also actually hold allocations in their funds.  Permitting only NAIC SVO 1 country rated foreign issuers prevents investment in almost all international mutual funds or ETFs.  This restriction severely limits carriers’ ability – particularly smaller carriers’ ability - to cost effectively develop diversified international exposure in their investments.

The second aspect to the proposed management of mutual funds and ETFs is the application of the limitation of a single issuer and its affiliates on fund families instead of individual funds.  Mutual fund and ETF expenses are an important differentiator between firms, particularly for indexed investment strategies - there are certain firms such as Vanguard, Fidelity and Blackrock (owner of iShares) that are among the largest global investment firms and offer the most diverse and least expensive mutual fund and ETF investment options.  Applying the single issuer limitation to a fund family requires carriers to add more firms to their investment portfolios which increase financial and administrative costs.

Mutual funds and ETFs are independent legal entities registered with the SEC; they also must comply with state and federal regulations.  Funds maintain boards of directors, including directors who are independent of the funds and their affiliates.  The boards have a fiduciary responsibility to the shareholders (i.e., the investors) and are to ensure that:

· Fund assets are held in custody separately from other assets;

· Regulatory limits regarding leverage, liquidity and transparency are being met; and,

· Fund investment risks are compliant with those outlined in prospectuses.

The design of such measures avoids the possibility of an entire family of funds’ performance and/or solvency deteriorating because of the mismanagement of one fund within the family.  We recommend that the OIC apply the limitation of a single issuer and its affiliates per Section 8.2 of the proposed legislation to each mutual fund or ETF in which a carrier invests instead of each family of funds.

Proposed New Paragraph to Section 11 – Effect of Investment Restrictions

In your June 24, 2010 letter you acknowledged that proposed investment limits, “do not bar insurers with capital in excess of the minimum asset requirement from investing their discretionary capital as they please, subject to their own written investment policy.”  Additionally, you state on the second page of the letter that nothing in the proposed bill prohibits investments beyond those identified in Sections 7 and 8, so long as such investments are not prohibited and the insurer meets the minimum asset requirement.   We wish to make certain that the OIC would view permitted invested assets in excess of the minimum asset requirement as admitted assets under the proposed legislation and recommend that a new paragraph be added to Section 11 to provide for this clarification.
The attached appendix reflects this letter’s recommendations to the relevant sections of Draft 3.0 of the proposed legislation.  We respectfully request that you consider these important matters prior to your submission of the form of investment modernization bill to Commissioner Kreidler.  Please feel free to contact us if you have any specific questions or need clarification of our positions.

Thank you again for your willingness to allow the state’s carriers to be included in the draft legislation process.

Sincerely,

Bret Myers

Assistant Treasurer

Also signed on behalf of:

KPS Health Plans

Liberty Mutual Insurance Company

Pemco Insurance Company

Premera Blue Cross

Regence BlueShield

The Association of Washington Healthcare Plans

Enclosure

Cc:
Michelle Eager, Group Health Cooperative

Jay Pillatsch, Group Health Cooperative

Scott Plack, Group Health Cooperative

Sally Yates, Group Health Cooperative

Jim Page, KPS Health Plans

Gary Strannigan, Liberty Mutual Insurance Company

Jim Bricker, Pemco Insurance Company

Juli Bowen, Premera Blue Cross

Sharilyn Campbell, Premera Blue Cross

Lisa Leikin, Premera Blue Cross

Sarah Mackey, Premera Blue Cross

Jack McRae, Premera Blue Cross

Sheela Tallman, Premera Blue Cross

Ross Baker, Regence BlueShield

Chris Bandoli, Regence BlueShield

Andreas Ellis, Regence BlueShield

Sydney Zvara, The Association of Washington Healthcare Plans

APPENDIX
Section 3.1(b) – Minimum Financial Security Benchmark

(b)The commissioner may, in accordance with the factors in Subsection 2(b) of this section, establish by order a minimum financial security benchmark to apply to a specific insurer provided it is not less than the amount determined by subsection 1(a), in the event the insurer falls below three and one-half times the authorized control level risk-based capital applicable to the insurer as set forth by RCW 48.05.450 or 48.43.320 the insurer is required to submit an RBC plan as set forth by RCW 48.05.440 or RCW 48.43.310.
Re: Section 8.1(c)(ii) – Limit on Subsidiary Investments

(ii)Investments authorized in Section 7(4) of this Act in one or more subsidiaries shall not exceed the lesser of 10% of admitted assets or 50% of surplus.  In calculating the amount of investments under this Section, investments in foreign or domestic insurers, health care service contractors and health maintenance organizations are excluded.
Re: Limitation of Investment Exposure to Only Issuers Domiciled in the U.S., Canada and Other NAIC SVO 1 Rated Countries
In Section 7:
(7)Loans, securities, or other investments of the types described in subsections 1 to 6 of this section in NAIC SVO 1 debt rated countries other than the United States and Canada;

Re: Investments in Mutual Funds and ETFs
In Section 8:

(2)Individual limitations. For purposes of determining compliance with Section 11, securities of a single issuer and its affiliates, other than U.S. government securities authorized by Section 7(4) of this Act, shall not exceed three percent (3%) of admitted assets in the case of life insurers, and five percent (5%) in the case of non-life insurers. For investments in mutual funds and exchange traded funds, such limitations shall be applicable to each individual fund investment. Investments in the voting securities of a depository institution, or any company that controls a depository institution, shall not exceed five percent (5%) of the insurer’s admitted assets.

Re: Proposed New Paragraph to Section 11 – Effect of Investment Restrictions

(5)If an insurer has satisfied the minimum asset requirement, investments not prohibited by this Act or an insurer’s investment policy are deemed admitted assets.
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