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Introduction

Examiners of the Texas Department of Insurance have recently been challenging and refusing to admint investmentsin
subsidiaries by insurersauthorized to do businessin Texaswhen such subsidiarieshold investmentsin unimproved real
estate and apartment projects, contending that such investmentsviolate both Texaslawsprohibiting direct investments
by insurersin such projects! and the Texas| nsurance Hol ding Company System Regul atory Act (the* Hol ding Company
Act”) which, the examiners contend, prohibitsindirect actions by insurers that would otherwise violate the Code.?

Because of the prohibitions against the direct ownership in unimproved real estate and apartment projects by insurers
authorizedto dobusinessin Texas, anumber of insurersaremaking suchinvestmentsthrough devel opment subsidiaries,
limited partnerships, real estate investment trusts or other such entities. While a number of insurers authorized to do
business in Texas do not participate in any such projects in Texas, they do hold such investments in other states,
believing that they would not be prohibited. However, neither TEX. INsS. CoDE ANN. article 3.33 nor article 2.10 prescribe
any such geographical limitation, and the prohibitionsapply to any insurer authorized to do businessin Texas, no matter
where the property islocated?

The purpose of this article isto examine the Department’ s position and determine whether it isvalid.
Prohibitions on Certain Direct Real Estate | nvestments

TEeX. INs. CobEANN. article 3.33 governsinvestments by life, accident and health insurersin Texas. Subsection 4(1)(2)
allowsinvestments by life insurersin certain investment property “or participationstherein,” but specifically prohibits
investmentsin unimproved real estate or apartment projects:

“IN]othinginthisArticleshall allow ownership of, devel opment of, or equity interest in any residential property
or subdivision, single or multi-unit family dwelling property, or undeveloped real estate for the purpose of
subdivision for or development of residential, single, or multi-unit family dwellings. . . “

The same language is found in section 10(b) of Tex. INs. CoDE ANN. article 2.10, which governs property and casualty
insurers.

With respect to life insurers, the examiners may be interpreting the term * equity interest” in subsection 4(1)(2) to mean
anindirect equity interest through the ownership of “equity interests’ asdescribed in subsection 4(h) of Tex. INs. CODE
ANN. article 3.33, which alows life insurers to invest in common stocks, limited partnership interests, real estate
investment trusts, and other similar “ equity” investments.* Thisinterpretation strainsthelanguage of subsection 4(1)(2)
and, if applied literally, would lead to the absurd result that alifeinsurer would have to investigate, before making any
equity investment under subsection 4(h), whether theissuer held any real estateinvestmentsthat were prohibited under
subsection 4(1)(2). A better reading of “equity interest” in subsection 4(1)(2), which would fit the context of that
subsection, isin the traditional sense of an “equity interest” inreal estate, and interpreting the language as “an equity
interest in an entity holding an equity interest in real estate,” as the examiners would suggest.

While subsection 4(0) of TEx. INs. CoDEANN. article 3.33 (the* basket clause™) permitsalifeinsurer to hold “investments
which are not otherwise specified by thisarticle,” they must not be “ specifically prohibited by statute.” Property and
casualty insurers have a“basket clause” found in subsection (2) of Tex. INS. CoDE ANN. article 2.10-1, which contains
asimilar proscription for investments which are * not otherwise specifically prohibited by law.”

In short, there isaclear prohibition against direct investmentsin multi-family real estate or undeveloped real estate by
insurers incorporated in Texas or foreign insurers holding certificates of authority to do business in the State. The



guestion then becomes whether these insurers may lawfully hold such investments through subsidiaries. The Texas
Department of Insurance takes the position that such investments would be unlawful.

I nvestment Subsidiaries

Whilealifeinsurer may not hold such real estate investments directly, it may, however, under subsection 4(h) of Tex.
INs.CobE ANN. article 3.33, hold “ equity interests, including common stock, equity investment inaninvestment company
..., real estate investment trust, limited partnership interests, warrants or other rights to acquire equity interestsin any
business entity that is organized under the law of the United States, any of its states, Canada or any province of
Canada.” Art. 3.33, section (h). Notethat the permissiontoinvestinreal estateinvestment trustsisnot limited to only
real estate investment trusts holding interests in real estate that could be held directly by the insurer, and many such
trustsinvest in apartment projectsand residential real estate developments. Infact, section 7(e) of TeEx. INS. CODE ANN.
article 3.33, which formerly provided that “an insurer’ s participation in a partnership or joint venture shall be limited to
thosepartnershipsor joint ventures whose purposes are for investment in properties authorized under subsections (k),
() and (M) of section 4 of thisarticle. . .” wasrepealed in 1997.5 Such investmentsin any one business entity may not
exceed 15% of thelifeinsurer’s capital and surplus; and all of such investments may not, in the aggregate, exceed 25%
of its assets. Further, “aninsurer shall not be permitted to invest in a partnership, asageneral partner, except through
an investment subsidiary.” Subsection (h)(2),TEx. INS. CoDE ANN. art. 3.33.

Although neither subsection 4(h) of Tex. INs. Cobe ANN. article 3.33 nor section 5 of Tex. INs. CobE ANN. article 2.10
place any restrictions on the percentage of outstanding securities of an issuer an insurer may own, once ownership
exceeds ten percent of the outstanding voting securities of anissuer, thereisapresumption that theinsurer “controls”
the issuer, and the issuer is, therefore, deemed a “subsidiary” of the insurer. Tex. INS. CODE ANN. art. 21.49-1,
subsections 2(d) and (m). Section 6A of TEX. INS. CoDE ANN. article 21.49-1 provides guidelines for theval uation of an
insurer’ sinvestmentsin subsidiaries or affiliates. Section 6A(a) providesthat, “for financial statement purposesonly,
and not to determine the amount invested in accordance with section 6(b)(1) of thisarticle,” aninsurer should valueits
investmentsin subsidiaries on the basis of the greater of:

(@) net stockholder equity value “adjusted to include the value of only such of the assets of such subsidiary as
would constitute lawful investments for the insurer if acquired or held directly by the insurer;” (section
6A(a)(1); emphasis added) or

(b) “one of the following bases appropriate to each type of subsidiary or affiliate owned by it,” including “net
worth . . . determinedin accordancewith generally accepted accounting principles,” providedthat thefinancial
statements of the subsidiary havebeen audited (sec. 6A(b)(2)(i)); “ cost of thestock of thesubsidiary or affiliate
... adjusted toreflect subsequent operating results” (sec. 6A (b)(2)(ii)); or market valueof thesubsidiary’ sstock
“if the stock islisted on anational securities exchange” (sec. 6A (b)(2)(iii)).

If anon-insurer subsidiary isvalued at market value in accordance with subsection 6A(a)(2)(iii),

there shall be deducted from otherwise determined value a sum equal to the value claimed for any of its assets
which would not constitute admitted assets for the insurer if held directly by theinsurer, if such assets

(1) areheld by the subsidiary or affiliate but used, under alease agreement or otherwise, significantly in the
conduct of the insurer’s business; or

(2) were acquired from or purchased for the benefit or use of the insurer by the subsidiary or affiliate under
specific circumstances that, in the opinion of the Commissioner, support a reasonable finding that the
primary purpose of such acquisition or purchase was the evasion or avoidance of the Insurance Code.
(Section 6A(e); emphasis added.)

Thenecessary implication of thelanguagein subsections6A (a) and (e) highlighted aboveisthat subsidiariesor affiliates
of an insurer might make investments that would not be lawful if held directly by the insurer, and in that situation the



insurer would not be deemed to have violated the Code by doing something indirectly that it could not do directly, but
the subsidiary’ s ownership of these investments might impact the valuation of the subsidiary on theinsurer’ sfinancial
statements.

Section 8 of Article 21.49-1

The Department’s interpretation of section 8 of Tex. INS. CoDE ANN. article 21.49-1, which it reads as prohibiting an
insurer from utilizing asubsidiary or affiliate to do indirectly what the insurer otherwise could not do directly, conflicts
sharply with the language in section 6A, and renders it meaningless. If asubsidiary of aninsurer was prohibited from
makinginvestmentsthat theinsurer could not makedirectly, why would suchinvestmentshaveto bediscountedin some
situations by the insurer in valuing its investment in the subsidiary? The fact of the matter is that the language of
section 8 does not conflict with section 6A; it isonly the Department’ sreading of section 8 that creates the ambiguity.

Section 8 actually provides as follows:

No holding company or controlled person shall directly or indirectly or through another person do or cause
to be done for or on behalf of the controlled insurer any act intended to affect, influence, change, or alter in
the insurance operations of the insurer which, if done by the insurer acting alone, would violate this code.
Provided, however, this section shall not limit or prohibit such holding company or person within the
holding company system from doing any type of business that would be normal and natural to such person
if it were not within the holding company system so long as such business is conducted on behalf of such
person. (emphasis added).

The business operations of certain investment corporations, real estate investment trusts, and limited partnerships are
to hold investments in undevel oped real estate or apartment projects. They are often organized by insurers for that
purpose. A plainreading of section 6A(a)(1) requires the conclusion that these entities clearly may hold investments
that might not constitute lawful investments of the insurers if held directly by these insurers. The holding of these
investmentsis not an act “intended to affect, influence, change, or alter the insurance operations” of the insurers.

Conclusion

Consequently, one can argue that the Texas | nsurance Department examiners are wrong, and that section 8 of TEX. INS.
CoDE ANN. article 21.49-1 does not prohibit an insurer authorized to do businessin Texas from holding investmentsin
subsidiaries investing in undeveloped real estate or apartment projects, even though they could not hold such
investments directly under Tex. INS. CoDE ANN. article 3.33, subsection 4(1) or Tex. INs. Cobe ANN. article2.10, section
5.

Endnotes

1. For life, accident and health companies, such prohibitions are found in section 4(l) of Tex. INS. CODE ANN. article
3.33. A similar prohibition is found in section 10(b) of Tex. INs. CoDE ANN. article 2.10, which allows real estate
investmentsfor certain property and casualty insurers having assetsin excess of $500 million.

2. Theexaminers base their argument on section 8 of Tex. INS. CoDE ANN. article 21.49-1.

3. Tex.INs. CobE ANN. article 3.41 provides that “the assets of any ‘foreign company’ [defined as*“any life, accident
and health insurance company organized under the laws of any other state”] shall be invested in securities or
property of the same classes permitted by the laws of this State asto ‘ domestic’ companiesor by other laws of this
State in securities approved by the Board of Insurance Commissioners as being of substantially the same grade.”
Section 9 of Tex. INs. CoDE ANN. article 21.43 provides that foreign insurers holding a certificate of authority in
Texas “are deemed to have agreed to fully comply with [the provisions of the Texas Insurance Code] as a
prerequisite to the right to engage in business in this state,” and subjects property and casualty insurers to
investment laws applicable to Texas domestic insurers.



Subsection 5 of TEX. INs. CoDE ANN. article 2.10 permits a property and casualty insurer to invest its funds “over
and aboveitsminimum capital and surplus’ inthe* stocks, bonds, debentures, billsof exchange or other commercial
notes or billsand securities of any solvent dividend paying corporation at time of purchase, incorporated under the
laws of this state, or of any of State of the United States...” Subsection 5(a) allowsinvestment of fundsover and
above minimum capital and surplus and required reserves “in the stocks, bonds or debentures of any solvent
corporation. . .” Theterm “equity interest” isnot used in thisarticle.

H.B. 909, Section 6. 75th Leg., Reg. Session, Ch. 556. Property and casualty insurers were never subject to such
restrictions.



