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Introduction
The 2011 Legislature passed, and Governor Gregoire signed, Engrossed House Bill (EHB) 2123 which
significantly reformed Washington's workers' compensation system. This legislation includes several
changes designed to improve outcomes for workers and reduce overall system costs for employers. One
change, the creation of the Industrial Insurance Rainy Day Fund, is intended to provide a tool to help
minimize significant premium rate changes that may otherwise be needed during future difficult
economic times.
The language of Section 601, EHB 2123 requires that transfers to the Industrial Insurance Rainy Day
Fund be considered whenever the combined assets of the workers’ compensation Accident and Medical
Aid Funds exceed ten percent of funded liabilities. The law also provides the level of reserves that,
when reached, transfers into the Rainy Day Fund are no longer required. The legislation directed that a
six-member subcommittee of the Workers' Compensation Advisory Committee (WCAC) recommend
whether to change this reserve level.
EHB 2123, Sec. 601 (3b) Result in total assets of the rainy day fund combined
with the assets of the accident and medical aid funds to exceed thirty percent
of the accident and medical aid funds’ liabilities. (4) The workers’ compensation
advisory committee shall create a finance subcommittee made up of six members,
three of whom shall represent business, and three of whom shall represent workers.
The director or director’s designee shall chair the committee.
The committee shall provide recommendations for any changes to subsection (3)(b) . . .

Conclusion
After several meetings and the review of background material and other data, the mandated
subcommittee concluded that transfers into the Rainy Day Fund should not be required once the
balance of this fund combined with the trust fund reserves reaches 130 percent of the Accident and
Medical Aid Funds’ stated liabilities. Said another way, transfers would stop once the Rainy Day Fund
combined with the department’s Accident and Medical Aid Fund contingency reserves reach thirty
percent of liabilities. The contingency reserve is the difference between the funds’ assets and liabilities.
The subcommittee’s recommendation is to keep the cap currently provided in EHB 2123. The
subcommittee's work and other recommendations are provided further in this report.

Subcommittee Membership
The WCAC appointed the following members to the Rainy Day Fund subcommittee. We thank these
individuals for the hours they committed to several meetings and to reviewing historical financial
material and information.
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Rainy Day Fund Committee
Representing Business
Linda Maw
True Blue
Rick Slunaker
Associated General Contractors
Teran Petrina
Washington Restaurant Association

Representing Labor
Diane Zahn
United Food and Commercial Workers (UFCW) 21
Larry Brown*
International Association of Machinists
Rebecca Johnson
Washington State Labor Council, AFL-CIO
Nicole Grant (Alternate)*
Certified Electrical Workers of Washington
*Although appointed to the subcommittee, Larry Brown was not able to participate in the meetings.

Subcommittee Meetings
The subcommittee met five times before reaching their conclusion described above. In addition to the
business and labor representatives, the meetings were facilitated and informed by the following L&I
staff:






Judy Schurke, Director
Beth Dupre, Assistant Director for Insurance Services
Vickie Kennedy, Chief Policy Advisor
Bill Vasek, Senior Actuary
Russell Frank, Actuary

Scott Daniels, Managing Director of Conning Research and Consulting, LLC, provided consultation in
person or by phone. Conning Research is a nationally recognized firm offering insurance industry
research, forecasts and models based on analysis of industry performance information. Conning also
consulted with the prior WCAC finance committee discussed below, and contracts with the Washington
State Investment Board to provide research specific to the workers’ compensation insurance industry.
Their peer review information and comparisons of L&I's contingency reserves and financials to other
state funds and large private sector workers' compensation insurers was provided to the subcommittee
for their discussions and consideration.

Meeting Topics and Discussion
In preparation for the first meeting, subcommittee members were asked to familiarize themselves with
the summary of work done by a prior WCAC finance subcommittee that met over approximately 18
months. The prior finance committee spent several meetings discussing issues related to financial
stability including peer comparisons, equity investment allocations, short- and long-term implications of
contingency reserve levels, and how various factors relate to chances of actuarial insolvency. They then
considered various options for reserve level policies, and developed draft recommendations for
contingency reserve levels by fund. As described in the summary of their work, these recommendations
are based on the proportion of funds invested in equities and should be revisited if equity levels are
changed significantly.
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The finance committee recommendations were made in 2007, just before the Great Recession
significantly impacted liabilities and fund reserves. The committee's recommendation summary is
attached as Appendix A.
The table on the next page reflects the draft policy levels by fund based on the finance committee’s
recommendations, and the contingency reserve balances as of June 30, 2011.
Contingency Reserve % of Liabilities at 6/30/2011
40.0%
Top of target range 40.0%
35.0%

30.0%

Top of target range 24.7%

Middle of target range 25.7%

25.0%

20.0%

Middle of target range 16.1%
Bottom of target
range 11.4%

15.0%
Bottom of target range 7.4%
10.0%

5.0%

0.0%

Accident + Pension Funds

Medical Aid Fund

Terms used in the table are defined below:
The Accident Fund pays partial wage replacement, permanent disability benefits, and pensions for totally
disabled workers and survivors of fatally injured workers, along with vocational retraining costs such as
tuition and books. Only employers contribute to this fund. The Pension Reserve Fund is a sub-account of
the Accident Fund and provides pension payments.
The Medical Aid Fund pays for health care and private vocational services for injured workers. Employers
and workers contribute equally to this fund.
The contingency reserve is the difference between the assets of the fund or funds and the estimated
lifetime liabilities of current claims.
The next table shows the bottom, middle, and top target range for the combined accident, pension
reserve, and medical aid funds. Note that the bottom and top targets (8.7 and 29.5 percent
respectively) are relatively similar to the level mandated in EHB 2123 at which transfers into the
Industrial Insurance Rainy Day Fund should occur (contingency reserve at ten percent of liabilities), and
when transfers are no longer required (combined Rainy Day Fund and contingency reserve at 30 percent
of liabilities). The blue bar provides the combined Accident and Medical Aid Fund contingency reserves
as of June 30, 2011.
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Contingency Reserve % of Liabilities at 6/30/2011
40.0%

35.0%

Top of target range 29.5%
30.0%

25.0%
Middle of target range 19.1%
20.0%

15.0%
Bottom of target range 8.7%
10.0%

5.0%

0.0%

All Funds Combined

The initial subcommittee meeting included a peer review report by Scott Daniels. This report, attached
as Appendix B, shows that the current contingency reserves for Washington's workers' compensation
trust funds are well below those of private insurers and of other state funds. For the quarter ending
June 30, 2011, Washington's contingency reserve was less than one-twentieth of other state funds.
In addition to the material reviewed in their initial discussion, subcommittee meetings included review
and discussion of the worker’s compensation asset and liability history, various scenarios showing how
the contingency reserves and Rainy Day Fund would interact over time, and details of the Conning peer
analysis.

Basis for Conclusion
The subcommittee acknowledged several points:


The legislated cap when transfers to the Rainy Day Fund are no longer required is very similar to
the high point of the draft policy level for the combined Accident and Medical Aid Fund
contingency reserves.



The timing of the Great Recession did not allow for the draft policy levels to be adequately
tested or evaluated.



The legislated cap compares reasonably to surpluses of other state funds.

Given these points, the group concluded with one dissenting vote that the cap established in EHB 2123
was appropriate based on information currently available.

Minority Report
Rick Slunaker, one of the three business representatives on the subcommittee, did not agree with the
majority opinion. Separately, he may provide a minority report articulating his opinion and basis for it.
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L&I’s Recommendation for Language Clarification
L&I consulted with the Office of the Attorney General advisor concerning the language of Section 601 of
EHB 2123 and whether additional statutory changes were necessary for the department to administer
the provisions of the new law. Although the AGO’s opinion was that statutory change was not
necessary, Appendix C provides possible language should the legislature want to pursue amendments in
2012. The draft language addresses the following issues:
 Insurance accounting standards changed in 2010 regarding securities lending transactions. L&I
incorporated this new accounting requirement in the 2011 statutory reporting to include
collateral held and obligations under securities lending agreements. This means that the trust
fund assets and liabilities that are stated in statutory financial reports are higher amounts than
in the past. The higher amount stated in liabilities is offset by higher stated assets. The law
should be amended based on this new reporting requirement to avoid higher balances in the
Rainy Day Fund than necessary.
 The Pension Reserve Fund is administered as part of the Accident Fund, but is listed separately
in the law. This fund should be added to the language to clarify that its assets and liabilities are
included in the director’s consideration of whether to transfer funds to the Rainy Day Fund.
 Other changes are offered to improve clarity.
Based on the input of the AGO, L&I is not pursuing these changes as executive request legislation in
2012.
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(Draft) Washington State Fund Contingency Reserve
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Executive Summary
Discussion
Appendix 1: Industry Risk Based Capital (RBC) Standard
Appendix 2: Industry Policyholder Surplus to Liabilities Ratio
Appendix 3: Conning’s Labor & Industries Equity Analysis
Revised Update
Appendix 4: Testing how the Proposed Contingency Reserve
Policy would have worked during the ten years from 1996 to 2005
Appendix 5: Major State Funds’ Policyholder Surplus to
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Appendix 6: Testing how Smoothing Investment Numbers would
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Appendix 7: Conning’s Investment Policy: Workers’
Compensation funds vs. Retirement funds
Appendix 8: Catastrophe Reinsurance
Appendix 9: RCW 51.16.035
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(Draft) Washington State Fund Contingency Reserve
Policy Range
Executive Summary:
Beginning in 2007, Engrossed House Bill 1917 that became law in 2005, engages the
Workers’ Compensation Advisory Committee (WCAC) to recommend Contingency
Reserve limits together with corresponding premium funding actions in order to
a) maintain actuarial solvency of the accident and medical aid funds,
b) limit premium rate fluctuations, and
c) account for economic conditions.
After discussions with members of the WCAC, the Workers’ Compensation Finance
Committee, State Investment Board staff, and others listed in the Acknowledgments, the
following Contingency Reserve policy for setting premium rates is given in order to meet
these three goals:
The premium rates shall be maintained at the actuarial indicated “break-even” rate
levels, which helps lead to actuarial solvency and rate stability and is in accordance
with generally accepted actuarial principles. However, when the following financial
conditions occur, the following premium funding decision shall be made, unless
economic conditions are deemed to make such actions an unreasonable burden on
the business and labor communities:
1) The Contingency Reserve policy ranges for each fund need to be
kept financially consistent with the stated actuarial solvency standard,
the expected chance of going outside the policy range, the stated
equity asset allocation, and the observed volatility of the liabilities of
the funds by doing periodic dynamic financial analyis of this policy.
2) When the Contingency Reserve of any fund is above the policy range’s upper
bound, reduce the funding in that fund, using either dividends to employers,
premium rate holidays, or premium rate reductions with the expectation of
decreasing the Contingency Reserve of the affected fund to the middle of the
policy range within the next rating year.
3) When the Contingency Reserve of any fund is below the policy
range’s lower bound, increase the funding by instituting a premium
load of no more than 10% above the “break-even” rate level for
actuarial indications in the affected fund, with the expectation to get
the Contingency Reserve back to the middle of the policy range within
a five-year period.
The following Contingency Reserve policy ranges are established in each
fund as a percentage of liabilities (June 30, 2006 liabilities used just for
descriptive purposes) consistent with a ten percent equity asset allocation in
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the accident fund and pension funds combined, and fifteen percent in the
medical aid fund:
Fund:
Accident + Pension
Medical Aid

Lower
6.9%
$ 415 M
11.4%
$ 336 M

Midrange
15.6%
$ 933 M
25.7%
$ 759 M

Upper
24.2%
$ 1,450 M
40.0%
$ 1,182 M

The ranges are separate ranges per fund and are not considered in aggregate.
However, the expectation is to be near the midrange of both policy ranges, which
turns out to be 18.9% of liabilities, which would have been $1,692 M.
The policy ranges were designed based on the following assumptions and chosen risk
tolerance standards:
Actuarial Solvency Standard: Chance of a Contingency Reserve deficit at the end of a
three-year period is 1%.
Rate Stability Standard: Starting at the middle of the policy range while rates are set at
the indicated break-even level, the chances of the following events at the end of a threeyear period are as follows:
Premium surcharge: 10%.
Funding reduction : 10%.
Premiums at break-even level: 80%
Equity Asset Allocation: Middle of the policy equity allocation for invested assets in the
combined Accident and Pension funds is 10% and 15% for the Medical Aid fund. The
lower and upper bounds of the policy range are 20% from the middle. When equity
percentages veer outside the range, then equities are either bought or sold to get back to
the middle of the policy range. (Note: the middle of the equity allocation policy range
assumption differs from the current policy values of 30% in the medical aid.)
Observed Liability Volatility: Variability in loss ratios (at current benefit and premium
rate levels) between accident years, as measured by the standard deviation is 15% for
both the combined Accident and Pension funds and the Medical Aid fund. Also other
observed liability characteristics.
Consistency: All of these standards and measures need to be modeled in an internally
consistent manner, taking into consideration any interactions.

The following chart describes the dynamic financial anaysis work done by Conning and
Company on the chance variability of the Contingency Reserve within a three-year period
as shown by the following percentiles chart. The percentiles give the points where the
chance that the State Fund Contingency Reserve be at least as great as the given chance
figure at the end of a three-year period when the Contingency Reserve starts in the
middle of the range. The 1st percentile is at zero, so that there is a 1% chance that the
Contingency Reserve will end up below zero in this three-year period as stated in our
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actuarial solvency standard. The lower limits are at the 10th percentile which means that
there is a 10% chance that the Contingency Reserve will be less than this lower limit in
this period. The upper limits are at the 90th percentile which means that there is a 10%
chance that the Contingency Reserve will be greater than this limit in this three-year
period. This 90th percentile upper limit is also known as the 90% level “Value at Risk” or
VaR using a three-year period.

60%

Three-Year Contingency Reserve Distribution
If we start at the MIDDLE
1% Chance of Deficit

50%

40%

UPPER
LIMIT

% 30%
of Total
Liabilities

MIDDLE

Chance
Percentiles
97.5% - 99.0%
95.0% - 97.5%
90% - 95%
75% - 90%
50% - 75%
25% - 50%
10% - 25%
5% - 10%
2.5% - 5.0%
1.0% - 2.5%

20%

LOWER
LIMIT

10%

0%

15% Equity
Medical Aid

10% Equity
Accident/Pension
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