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1
I ntroduction

On October 1, 1992, Harold Werner, owner of the Potter Clothing
Company of Newport, Rhode Island, received the first workers' com-
pensation insurance policy issued by the Beacon Mutual Insurance
Company. Beacon Mutual had been established as a publicly owned
workers' compensation carrier by the Rhode Island state legislature
two years earlier—using $5 million in seed money borrowed from the
state pension fund—as a means of coping with a workers' compensa-
tion insurance system that seemed to be out of control in the late 1980s
and early 1990s.!

Indeed, it was exceedingly difficult to find anyone who was happy
with Rhode Island’s program in that period. Insurers were rapidly
abandoning the Rhode Island market, claiming that premium rates,
which were regulated by the state Department of Business Regulation,
were inadequate. In 1988, the incurred losses were in excess of reve-
nues by $56.2 million, and Peter Burton, a director of the National
Council on Compensation Insurance (NCCI), declared that “[t]he
Rhode Island workers' compensation program is probably the most
out-of-balance system in the United States.”

Private carriers were not the only discontented participants in the
Rhode Island workers' compensation program. Rhode Island employ-
ers, 90 percent of whom had been forced into the state’s assigned-risk
pool, were dissatisfied with the high costs of workers' compensation
insurance. Skyrocketing compensation costs had been held responsible
for some highly publicized departures of business from the state,
including a 90-year-old truck body manufacturer that expected to save
$500,000 in compensation costs by moving to Pennsylvania. Thisdis-
satisfaction led to a protest march on the statehouse reminiscent of civil
rights demonstrations from a bygone era. The march was organized by
the Rhode Island Chamber of Commerce and featured businessmen
and businesswomen carrying banners and wearing buttons that read,
“Everybody out of the [assigned-risk] pool.”

When the state legislature responded to the crisisinitially by trim-
ming benefits to workers with permanent partial disabilities, organized
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labor responded with its own brand of hyperbole. “We are adamantly
opposed to any reductions in benefits. We do not see the benefits being
received as the problem in this system,” stated George Nee, secretary-
treasurer of the state AFL-CIO. Rather, Nee saw the insurance industry
as “the root of problem,” claiming that insurers were “making money
off the backs of employers and employeesin this state.”

In 1989, the insurance industry sought a 139 percent increase in
ratesfor the state’'s assigned-risk pool. At thetime of theincrease, over
90 percent of Rhode Island employers were in the pool. The Depart-
ment of Business Regulation approved an increase of 32 percent. Not
surprisingly, insurers were back within six months, asking for a 129
percent increase. The department delayed action on this request while
state policymakers scrambled. Two legidlative initiatives were enacted:
creation of Beacon Mutual as a means for beleaguered employers to
escape the dreaded assigned-risk pool, and a reduction of benefits paid
to injured workers with a permanent partial disability.

In September 1991, nearly two years after the initial request, the
Department of Business Regulation recommended that insurers receive
a 55 percent rate increase. However, that next February, the increase
was overturned by Rhode Island’s Democratic governor, Bruce Sund-
lun, who accused insurers of collusion in the rate-setting process and
expressed skepticism about industry claims that rates were inadequate.
At the same time that he froze rates, the governor proposed legislation
intended to reduce program costs and obviate the need for a rate
increase. Perhaps even more significantly, Sundlun also administra-
tively streamlined the appeal s process of the Workers' Compensation
Court.

Among other things, the governor’s proposed legislation called for
a further reduction of benefits for permanently and partially disabled
workers, establishment of a fraud prevention unit, and restrictions on
medical expenditures. Labor received a guarantee that employers must
rehire injured workers whose benefits had expired, as well as provide
greater dependency benefits for totally disabled workers and the fami-
lies of fatally injured workers. Finally, the legislation offered incen-
tivesto insurersto remain in or return to the state’s insurance market in
the form of a“Fresh Start” provision, which required employers to
assume 90 percent of the losses sustained by insurers in 1992 and 75
percent of the losses sustained in 1993.
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While carefully crafted to offer something to everyone—except,
perhaps, claimant attorneys, who were all but driven out of the system
by the changes to the Workers' Compensation Court—these reforms
seemed to have been surprisingly successful. Within two years, injury
rates and severity dropped dramatically, which resulted in the NCCI
requesting a 7 percent rate decrease in 1996. By that time, several
large insurers, including Liberty Mutual and ITT Hartford, had
returned to the state after leaving it during the fiscal crisis of 1989—
1990. In 1998, Rhode Island experienced its third straight rate reduc-
tion.

Yet not all Rhode Islanders were rejoicing. Although it had sup-
ported the overall goals of the process and ultimately the final package,
organized labor had reluctantly acquiesced to some of the reforms of
1990 and 1992. By 1998, labor began to argue that it was time to
return some of the cost savings to injured workers. A spokesman was
guoted as saying that the labor movement would like to “begin a new
dialogue’ on workers' compensation and that “[u]p until now, the dia-
logue has been very much one-sided. It's been very much about cut-
ting costs.”

While it remains to be seen whether labor’s dissatisfaction will
eventually lead to future reforms that restore benefits and thus increase
costs once again, the Rhode Island experience illustrates the tensions
that exist among the interests of different stakeholders in the workers
compensation program. It also shows how these various interests,
which are trandated into program objectives by policymakers, are rec-
onciled in the legidative process. Finally, Rhode Island serves amicro-
cosm illustrating the confluence of forces that have buffeted
compensation programs nationwide in recent decades.

As we shall describe in this volume, the workers' compensation
program has undergone significant changesin recent decades. Benefits
paid to workers and the costs of the program to employers were signif-
icantly higher in the early 1990s than at any other time during the last
40 years, although both have declined during the 1990s. These
changes in benefit payments and costs were accompanied by funda-
mental aterations in the insurance arrangements used to finance work-
ers’ compensation programs. Most of the 45 jurisdictions (including
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the District of Columbia) that allow private carriers to sell workers
compensation insurance deregul ated the workers' compensation insur-
ance market in the last 20 years. Furthermore, several states estab-
lished public insurance funds to compete with private insurers, while a
few states passed laws expanding the role of private insurers by elimi-
nating state funds or making them compete with private carriers.

These changes in public policy may have a direct bearing on
important aspects of the workers' compensation system, including the
adequacy of workers' compensation benefits, the affordability of work-
ers’ compensation insurance, the efficiency of the workers' compensa-
tion benefits delivery system, and the prevention of workplace injuries
and diseases. Clearly, workers, employers, insurance carriers, state
officias, and other parties to workers' compensation want to know the
impact of such statutory revisions.

Remarkably, researchers have paid little attention to the effects of
deregulation and other changes in workers' compensation insurance
pricing arrangements. In this volume, we address this deficiency
through various empirical analyses that use state-specific cost, benefit,
and injury data from 48 states for 1975 to 1995. We examine these
devel opments over recent decades in terms of four objectives. First,
are the benefits provided by the state workers' compensation programs
adegquate? Second, are the costs of the program to employers afford-
able? Third, do the insurance arrangements used to provide the bene-
fits help achieve delivery system efficiency? Fourth, do the insurance
arrangements encourage prevention of work-place injuries and dis-
eases? While these are not the only objectives for aworkers’ compen-
sation program, they are fairly comprehensive and also are particularly
relevant for the developments examined in this study.?

We will discuss these objectives in greater detail after providing
some background information on the workers' compensation system.
We will also describe several federa and state policies that have been
proposed to achieve these objectives and that will be examined in this
study.
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AN OVERVIEW OF WORKERS COMPENSATION

Workers' compensation statutes in every state require employersto
provide cash benefits, medical care, and rehabilitation services to
workers who experience work-related injuries and diseases. In this
section, we provide a brief overview of the history of workers' com-
pensation in this country. We also highlight salient features of work-
ers compensation programs.

Historical Origins

Prior to the passage of workers’ compensation laws, injured
employees' only recourse was to sue their employer for negligence
when disabled by work-related injuries or diseases. However, workers
seldom won these lawsuits because of the legal doctrines that were
prevalent in the 19th and early 20th centuries. On those infrequent
occasions when employees did win these lawsuits, employers some-
times had to pay substantial cash awards. The result was unsatisfactory
for everyone: employers confronted potentially large and uncertain
financial risks, while, at the same time, many workers faced destitution
as aresult of occupational injuries.

State governments established workers' compensation programs to
overcome these deficiencies of the common law. The programs were
based on two principles that continue to the present day. First, benefits
are provided to injured workers without regard to fault. To qualify for
benefits under this no-fault approach, the worker only has to show that
the injury is work-related, not that the employer was negligent. Sec-
ond, the program provides limited liability for employers. Employers
arerequired to pay for the benefits prescribed by the workers' compen-
sation statute, but they are insulated from negligence suits. Further-
more, workers' compensation systems were also intended to make
employers’ costs of providing benefits predictable, manageable, and
insurable and to curtail the delays and expenses of lawsuits.

Workers' compensation laws were established early in the 20th
century by state governments rather than by the federal government,
because at that time the Supreme Court’s interpretation of the U.S.
Constitution precluded broad federal legislation for private-sector
workers. Most states established workers' compensation programs in
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the decade after Wisconsin's workers’ compensation program went
into effect in 1911. This pattern of state control has persisted, with
minor exceptions, to the present day. Employees throughout the
United States are, for the most part, covered by a state workers' com-
pensation program; federal government involvement is limited to afew
programs pertaining to federal employees and longshore workers.®

Coverage

Today, most workers—about 97 percent of all workers covered by
the state unemployment insurance programs (Mont, Burton, and Reno
2000, pp. 14-15)—are covered by workers' compensation programs.*
However, even when employed in industries or occupations covered by
workers' compensation statutes, workers in most states must also meet
four legal tests in order to receive benefits: 1) there must be a personal
injury, which in somejurisdictionsis interpreted to exclude mental dis-
orders; 2) that results from an accident, which historically was inter-
preted by many states to exclude injuries that develop over a long
period of time, as opposed to injuries resulting from a single traumatic
incident; 3) that must arise out of employment, which means that the
source of the injury must be related to the job (if you have a personal
quarrel with a neighbor who stalks you to the job and shoots you there,
thisis unlikely to meet the “arising out of employment” test); and 4)
that must occur during the course of employment, which normally
requires that the injury occur on the employer’s premises and during
working hours. Most work-related injuries can meet these four tests,
athough there are numerous exceptions.®

Benefits

Injured workers who meet the four-part legal test will receive
workers' compensation benefits prescribed by state law. State work-
ers compensation programs provide three types of benefits to injured
workers. First, medical benefits, including medical rehabilitation, are
provided for all injured workers, and in most states there are no statu-
tory limits (such as deductibles or co-payments) on appropriate medi-
cal care. Second, some states provide vocational rehabilitation
services that must be provided to an injured worker seeking reemploy-
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ment. Third, cash benefits must be paid to disabled workers who sat-
isfy certain criteria, or to their survivors if the worker was fatally
injured.

The statutorily prescribed cash benefits for disabled workers vary
by the extent of disability (that is, whether the worker is totally or par-
tially disabled) and by the duration of the disability (whether the conse-
guences of the injury are temporary or permanent). The most common
type is temporary total disability (TTD) benefits, which are paid to
someone who is completely unable to work but whose injury is of a
temporary nature. The weekly TTD benefit is two-thirds of the pre-
injury wage in most states, subject to maximum and minimum amounts
that vary considerably among states.

Permanent partial disability (PPD) benefits account for the greatest
share of benefits payments in states’ workers' compensation programs
(based on the cost of awards). PPD benefits are paid to injured workers
who have permanent consequences of their work-related injury or dis-
ease. There are two general approaches to PPD benefits: scheduled
benefits (paid for injuries listed in the workers' compensation statute,
such as loss of an arm) and nonscheduled benefits (paid for permanent
injuries that are not on the schedule, such as a back injury). The
method of determining weekly benefits for a PPD case is less uniform
and more complicated than that for TTD cases.

Permanent total disability (PTD) benefits are paid to an injured
worker who is completely unable to work for an indefinite period; PTD
cases are not very common. Finally, death benefits are paid to the sur-
vivor(s) of aworker killed on the job; these types of workers' compen-
sation cases are also not very common.®

Financing of Benefits

Workers' compensation laws assign the responsibility for provid-
ing the benefits to employers, who in turn can provide the benefits by
one of three mechanisms (depending on the state in which they are
located): 1) by purchasing insurance from a private insurance carrier;
2) by purchasing insurance from a state workers' compensation fund;
or 3) by qualifying to be a self-insured employer and paying the
employees directly.
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Some states, such as New York, have a three-way system in which
all three insurance options are available to employers; the state work-
ers’ compensation insurance fund in jurisdictions that permit private
carriers are referred to as “ competitive” state funds. A few states, such
as Ohio, restrict insurance coverage options to self-insurance or the
state workers' compensation fund. Jurisdictions that do not permit pri-
vate carriers to provide coverage are referred to as “exclusive” or
“monopolistic” state funds.” Still other states, such as New Jersey and
Wisconsin, restrict the employers' choices to private insurance carriers
or self-insurance. In Chapter 2, we discuss in greater detail these
workers' compensation insurance coverage options for employers.
Specifically, we trace the changes in the relative importance of the
three types of insurance (as measured by the relative distribution of
benefit payments) and also discuss in detail the deregulation of the
insurance provision by private carriers.

OBJECTIVESOF THE WORKERS
COMPENSATION PROGRAMS

In this section, we describe four objectives of workers' compensa-
tion programs that guided our research design and some public policies
that may help meet these objectives. One of the themes of this study is
that achieving these objectivesis complex and, in some cases, counter-
productive: achieving one objective often interferes with reaching one
or more of the remaining goals. Because the various parties to work-
ers’ compensation—including, but not limited to injured workers,
employers, state officials, insurers, and the medical community—place
different emphasis on the relative worth of each objective, conflicts
among these parties often arise with respect to what isthe “best” public
policy for astate’s workers' compensation program.

Adequacy

The National Commission on State Workmen’s Compensation
Laws (National Commission 1972, pp. 36—37) included adequacy of
cash benefits as one of its five objectives for a modern workers' com-
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pensation program.® The general objective, that “workers' compensa-
tion should provide substantial protection against interruption of
income,” was translated by the National Commission into 27 specific
recommendations.® One use of the specific recommendations was to
provide abasis for ng the adequacy of state workers' compensa-
tion benefits as of 1972. For example, recommendation R3.8 stated
that the maximum weekly benefits for temporary total disability bene-
fits should be at |east 66.67 percent of the state’s average weekly wage
by 1973 and at least 100 percent of the state’s average weekly wage by
1975.

At the time of the National Commission’s report in 1972, only 10
of the 50 states had weekly maximums for temporary total disability
that were greater than 66.67 percent of the state’'s average weekly
wage. The National Commission characterized as “ substandard” the
TTD maximums in 32 states that were less than 60 percent of the
state’s average weekly wage. The National Commission thus con-
cluded “amagjority of States have maximum weekly benefits which are
inadequate” and added this observation (National Commission 1972,
p. 61):

Our judgment that the maximum weekly benefit levels are gener-
ally inadequate is reinforced by comparing the maximum weekly
benefit in each State as of January 1, 1972, with the 1971 poverty
level for a non-farm family of four persons, which is $79.56 a
week. It isdistressing that as of January 1, 1972, the maximum
weekly benefit for temporary total benefits in more than half the
states did not reach this poverty level.

The National Commission standards also allow an ongoing assess-
ment of state workers' compensation programs. The National Com-
mission made 84 recommendations, designating 19 of them as
“essential,” and recommended that, if necessary, Congress should guar-
antee compliance with these 19 essential recommendations by federal
legidation. Although Congress has never enacted such legidlation, the
U.S. Department of Labor has monitored the progress of the states in
complying with the 19 essential recommendations on a continuing
basis.
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Nine of these 19 provide quantifiable measures of the adequacy of
cash benefits that we rely on in this study. The recommendations can
be summarized under three types of benefits:

» Temporary Total Disability Benefits: A worker's weekly benefit
should be at least 66.67 percent of the worker’s preinjury wage,
subject to a maximum of 100 percent of the state’'s average
weekly wage. There should be no limit on the duration or dollar
amount of these benefits while the worker is disabled.

» Permanent Total Disability Benefits: A worker’s weekly benefit
should be at least 66.67 percent of the worker's preinjury wage,
subject to a maximum of 100 percent of the state's average
weekly wage. There should be no limit on the duration or dollar
amount of these benefits while the worker isdisabled. These ben-
efits should not be paid to workers who retain substantial earning
capacity.

» Death Benefits: A survivor's weekly benefit should be at least
66.67 percent of the worker’s preinjury wage, subject to a maxi-
mum of 100 percent of the state’s average weekly wage. There
should be no limit on the duration or dollar amount of these bene-
fits during the statutory period of dependency, which, for exam-
ple, isfor thelife of the widow or widower or until remarriage.

There isone major category of cash benefits for which the National
Commission was unable to reach a consensus and make recommenda-
tions, namely, permanent partial disability benefits. Fortunately, an
alternative source that provides an operational measure of adequacy for
evaluating permanent partial disability benefits existsin the Workmen's
Compensation and Rehabilitation Law, generally known as the “Model
Act,” published by the Council of State Governments.

The Modd Act was originally published in the 1960s and then was
revised in 1974 to make the proposed statutory language consistent
with the recommendations of the National Commission. The Model
Act (revised)™ will be used in Chapter 4 as the standard of adequacy
against which state workers' compensation laws will be evaluated in
this study for the period since 1975.* We will also examine whether
the policy prescription of the National Commission—the enactment of
federal standards to ensure compliance with the 19 essential recom-
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mendations—is still warranted on the basis of the progress that states
have made to improve the adequacy of the cash benefits in their work-
ers’ compensation programs.

Affordability

Fulfillment of the adequacy objective may sometimes jeopardize
another objective of modern workers' compensation programs,
namely, affordability. Affordability is concerned with designing a
workers' compensation program that employers, workers, and the pub-
lic can afford without serious adverse consequences, such as 1oss of
jobs. Although affordability was not specified as one of the objectives
of amodern workers' compensation program by the National Commis-
sion, the importance of affordability was implicitly recognized in the
Commission’s report (pp. 124-125):

The economic system of the United States encourages the forces
of efficiency and mobility. These forces tend to drive employers
to locate where the environment offers the best prospect for profit
.. . Any State which seeks to regulate the by-product of industrial-
ization, such as work accidents, invariably must tax or charge
employers to cover the expenses of such regulation. The combi-
nation of mobility and regulation poses a dilemmafor policymak-
ers in State governments. Each State is forced to consider
carefully how it regulates its domestic enterprises because rela
tively restrictive or costly regulation may precipitate the departure
of the employers to be regulated or deter the entry of new enter-
prises.

When it prepared its report, the National Commission did not feel
that the interstate differences in workers' compensation costs were suf-
ficient to induce any rational employer to move to another state in order
to reduce costs. The National Commission reached this conclusion
because, at the time (1972), interstate differences in workers' compen-
sation costs rarely exceeded 1 percent of payroll, and such differences
were relatively insignificant compared to interstate variation in other
costs such as wage levels. Despite this reassurance about the implausi-
bility that employers would make relocation decisions based on work-
ers’ compensation costs, the National Commission (1972, p. 125) went
on to provide awarning:
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While the facts dictate that no State should hesitate to improve its
workers compensation program for fear of losing employers,
unfortunately this appears to be an area where emotion too often
triumphs over fact . . . whenever a State legislature contemplates
an improvement in workers' compensation which will increase
insurance costs, the legislators will hear claims from some
employers that the increase in costs will force a business exodus.
It will be virtually impossible for the legislators to know how gen-
uinearetheseclaims. . .

When the sum of these inhibiting factorsis considered, it seems
likely that many States have been dissuaded from reform of their
workers' compensation statutes because of the specter of the van-
ishing employer, even if that apparition is a product of fancy not
fact. A few States have achieved genuine reform, but most suffer
with inadequate laws because of the drag of laws of competing
states.

In this study, we will examine whether the average cost of workers
compensation insurance in the United States has increased and, in par-
ticular, whether the differences among states in the costs of workers
compensation insurance have widened since the National Commis-
sion’sreport in 1972. Such developments would mean that the specter
of the vanishing employer is more credible now than it was when the
National Commission characterized the threat as “a product of fancy
not fact.”

There is anecdotal evidence that by the early 1990s, workers' com-
pensation costs had become a serious threat to employer viability. A
1992 cover story in Nation’s Business was entitled “Workers' Comp
Costs: Out of Control.” Thompson (1992, p. 22) documented the finan-
cial ruin that aimost befell a California company run by Robert
Boucher, who stated (perhaps with some hyperbole), “This cancer
[workers' compensation] is killing thousands and thousands of honest
companies” Thompson also reported that the estimated costs of work-
ers’ compensation were $62 billion in 1991, nearly triple the amount
spent in 1980, and postulated that “[a]t the present growth rate, costs
will nearly triple again by the year 2000.” In retrospect, the concerns
about costs appear exaggerated: we now know that total costs of the
workers' compensation programs were $55.2 billionin 1991 and $52.1
billion in 1998.12 However, the article was indicative of the general
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attitude among employers towards workers' compensation costs in the
early 1990s, which, in turn, resulted in statutory benefit reductions and
other consequences that will be examined in Chapter 2.

If, as we now know to be the case, average workers' compensation
costs have increased since the 1970s, and especially if—as we will
attempt to demonstrate in this study—interstate cost differences have
widened, there is a strong argument for invoking the policy prescrip-
tion that the National Commission made in light of fears regarding
interstate cost differences. The National Commission (1972, p. 27)
called for federal standards for workers' compensation programs, using
thisrationae:

We believe that the threat of or, if necessary, the enactment of
Federal mandates will remove from each state the main barrier to
effective workers' compensation reform: the fear that compensa-
tion costs may drive employers to move away to markets where
protection for disabled workersis inadequate but less expensive.

This rationale is unassailable—or so it would seem. If there are
differences among states in workers' compensation costs as well asin
the adequacy of the cash benefits in their workers' compensation stat-
utes, then forcing laggard states to improve their benefits should result
in lessinterstate variation in costs. However, earlier research by Krue-
ger and Burton (1990) raised serious doubts about the assertion that
federa standards would reduce the disparity among states in workers
compensation costs. We will revisit thisissue in our empirical analysis
in Chapter 4.

Delivery System Efficiency

A third objective of a modern workers' compensation program that
was articulated by the National Commission (1972, p. 99) was an
effective delivery system. Thiswas necessary to ensure that the “ other
program objectives are met efficiently and comprehensively” (National
Commission 1972, p. 39). Responsibility for an effective delivery sys-
tem lay with a variety of private and public organizations (including
insurance carriers, workers' compensation agencies, and courts) and
with various individuals who are also involved (including employees,
attorneys, physicians, employees, and employers). We translate the
effective delivery system objective into an objective of delivery system
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efficiency, by which we mean that workers' compensation benefits of a
particular quality should be provided at the least possible administra-
tive cost.

One of our principal goalsin this volumeisto evaluate the effect of
different insurance arrangements on the employers' costs of workers
compensation insurance. We will thus examine whether, after control-
ling for factors such asinjury rates and benefits levels, particular insur-
ance arrangements are associated with lower workers' compensation
insurance rates. If, for example, we find that, after controlling for ben-
efits and other factors, provision of insurance by exclusive state work-
ers’ compensation funds is associated with lower workers’ com-
pensation insurance rates, then we could conclude that the presence of
such a state fund helps achieve delivery system efficiency. Likewise, if
strict regulation of rates charged by private carriers results in lower
rates than would be achieved with deregulation, then the regulation of
rates hel ps achieve delivery system efficiency.

Determining the net impact of various insurance arrangements on
the costs of workers' compensation insurance is a complicated
endeavor. There are a variety of factors affecting insurance rates, such
as the levels of cash and medical benefits, that must be measured and
taken into consideration. Furthermore, there are subtle interrelations
between the insurance cycle and the effects of deregulation of private
carriers that must also be addressed before any conclusions about
delivery system efficiency can be made. Moreover, there are a wide
variety of forms of workers' compensation insurance market deregula-
tion that have been adopted by states in recent decades. These permu-
tations must also be taken into consideration when evaluating the
delivery system efficiency of state workers' compensation programs.
All of these are examined in Chapters5to 7.

Prevention

The National Commission (1972, p. 87) also postulated that the
encouragement of safety is one of the basic objectives of a modern
workers' compensation program. The National Commission noted that
the workers' compensation program operates in at least two ways to
reduce the frequency and severity of work-related injuries and dis-
eases. First, state agencies and private and public carriers provide
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employers with preventive services, including safety engineering. Sec-
ond, the program provides a monetary incentive to employers to
improve their safety records.

The monetary (financial) incentive occurs because workers' com-
pensation insurance is experience-rated, which means that the premium
charged depends on the level of benefit payments. There are two steps
in the experience-rating process, beginning with industry-level (or
occupational-level) experience rating.'* Every employer who pur-
chases insurance is assigned to a particular insurance classification, for
which the initial insurance rate can be determined by looking in an
insurance manual. In addition, medium or large employers are eligible
for firm-level experience rating, which means they pay more or less
than the initial rates depending on their own experience relative to
other firmsin the same insurance classification.

The traditional rationale for experience rating is that it provides an
incentive for employers to improve their safety records in order to
reduce their insurance premiums. Empirical evidence regarding the
success of experience rating as a prevention tool is mixed: some studies
suggest that experience rating promotes safety, but others do not.*4

Our study is concerned with another dimension of the relationship
between workers' compensation and safety: namely, the effect of dif-
ferent insurance arrangements on improving workplace safety. One
issue is whether competitive and exclusive state funds are more or less
likely to promote safety and health than are private insurance carriers.
Some have argued, for example, that private carriers are likely to
emphasize profits over safety, and therefore that state funds are more
likely to be concerned with worker safety and health. Another work-
place safety issue is whether the type of regulation of private carriers
affects safety incentives. One argument is that administered pricing or
other forms of price regulation will distort the financial incentives to
improve workplace safety and, therefore, that deregulation is likely to
improve workplace safety.

We examine these various possible relationships among workplace
safety and insurance arrangements in workers' compensation in Chap-
ter 8. There are obvious policy implications of any finding that the pre-
vention objective is furthered by a state’s choices about whether to rely
on a state fund or private carriers for workers' compensation coverage,
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and, if private carriers are allowed, whether the insurance rates charged
by those carriers should be regulated.

Relationships among Obj ectives

We have discussed four objectives for a workers' compensation
program that provide the conceptual framework for our study: ade-
guacy of benefits, affordability, delivery system efficiency, and injury
prevention. In this volume, we will examine various public policies
that states or the federal government could adopt to achieve these
objectives. Ideally, policies that help achieve one objective will also
facilitate reaching another objective. Thus, if regulation of private car-
riers both lowers workers' compensation insurance rates and improves
workplace safety, a state that uses this approach will foster both the
delivery system efficiency and prevention objectives.

Candor compels us to admit, at this point, that some policies that
help achieve one objective may actually impede the realization of
another objective. Thus, for example, higher levels of benefits may
help improve benefit adequacy but may also undermine affordability
and contribute to job losses. One contribution we make in this study is
to help quantify the tradeoffs between adequacy and affordability that
would result from afederal statute requiring adequate benefits. Thisis
one of our tasksin Chapter 4.

Another contribution we make is our analysis of the possible
tradeoffs in using different public policies regarding insurance arrange-
ments. We will quantify, for example, the possible savings to employ-
ers from deregulation of private insurance carriers. We will then be
able to compare these possible savings with the added costs of achiev-
ing adequate cash benefits resulting from federal standards. These are
some of our tasks in Chapter 9.

The conclusions we reach at this book’s end are, of course, the
result of the requisite groundwork that we have prepared for the reader
as well as for ourselves. The remainder of this volume begins in the
next chapter with an overview of salient developments in workers’
compensation developments since 1960. We then (in Chapter 3) cri-
tique various ways of measuring employers' costs of workers' compen-
sation and explain the relative advantages of our cost methodology. In
Chapter 4, we present our basic model for determining costs and inter
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alia use it to examine the possible effects of federal workers' compen-
sation standards on adequacy of benefits and affordability. Chapter 5
compares the costs of workers’ compensation insurance provided by
state versus private carriers. In the succeeding two chapters, we review
economic theory and our empirical findings about the effects of insur-
ance regulation on workers' compensation costs and market structure.
The impact on workplace safety of different workers' compensation
arrangementsis investigated in Chapter 8. Chapter 9 contains our con-
clusions about the public policy implications of our empirical research,
including policy prescriptions.

1

Notes

Information about the recent history of Rhode Island workers compensation
reform came from various issues of the Providence Journal. Citations are avail-
able from Terry Thomason on request. We are indebted to Matthew Bodah for his
assistance in compiling this history.

For an alternative version of the objectives of workers' compensation programs,
see the National Commission (1972). “Equity” is often used as an additional
objective or criterion for the workers compensation program. The National
Commission (p. 137) defined an “equitable” workers' compensation program as
one that delivered “benefits and services fairly asjudged by the program’s consis-
tency in providing equal benefits or services to workersinidentical circumstances
and its rationality in providing benefits and services in proportion to the impair-
ment or disability for those with different degrees of loss” For an example of the
use of the equity criterion to evaluate permanent partial disability benefits in the
workers' compensation program, see Berkowitz and Burton (1987).

The decentralized nature of workers' compensation in the United States has
advantages and disadvantages for researchers. One advantage is that variation
among states provides a natural laboratory for evaluating the impact of different
public policies. There are considerable variations among the states in many
aspects of their workers' compensation programs, with various combinations of
the features we are examining. For example, some states that rely solely on pri-
vate carriers and self-insuring employers to provide workers' compensation cov-
erage have low statutory benefits, while other states with identical insurance
arrangements have generous statutory benefits. This interstate variability in com-
binations of attributes makesit easier to determine the net effect on costs of differ-
ent insurance pricing arrangements. However, the decentralized nature of
workers' compensation in the United States and the lack of a federal presence is
also disadvantageous, because it resultsin a paucity of comparable data. Most of
our research effort for this book was devoted to constructing a comparable data set
for the 48 jurisdictions in our study.
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Chapter 1

Thereis less than 100 percent coverage because of exemptions that are permitted
by state workers' compensation statutes. These exemptions include 1) employers
with few employees (e.g., three or less); 2) exempted industries, such as state and
local governments and agriculture; 3) occupational exemptions, such as house-
hold workers; and 4) a Texas law that allows employersin the state to elect not to
provide coverage. Certain employees—those who are “casual” workers or work-
ers not engaged in the normal trade or business of the employer—may not be pro-
tected by a state workers compensation law, even when their employer is
otherwise within the scope of the mandatory coverage specified by the statute. In
addition, independent contractors normally are not covered by workers' compen-
sation.

The coverage of work-related diseases by workers' compensation has been more
problematic, as discussed by Spieler and Burton (1998).

Additional information on workers compensation cash benefits is included in
Appendix D.

As of 1999, Ohio, Nevada, Washington state, and West Virginia had exclusive
state funds and permitted self-insurance; North Dakota and Wyoming had exclu-
sive state funds and did not permit self-insurance.

The term workmen’s compensation was generally used to describe the program as
late as 1972, when the National Commission submitted its report. Shortly there-
after, most jurisdictions and commentators adopted workers' compensation as the
preferred term. We have retained workmen's compensation when referring to the
name of the National Commission, but have used workers' compensation in all
references to the contents of the National Commission’s report.

The National Commission made 84 recommendationsin total covering all aspects
of workers' compensation programs and designated 19 of them as “ essential .”
The Model Act (revised) is reprinted as Appendix A of Larson and Larson (1999).
The procedure used to make the Model Act (revised) an adequacy standard is dis-
cussed in Thomason and Burton (20008).

The principle of full disclosure requires an admission: the source of the $62.0 bil-
lion estimate for the costs of the workers' compensation program in 1992 cited in
Thompson (1992, p. 23) was Burton (1992).

Some writers define what we term “industry-level (or occupational-level) experi-
ence rating” as class rating and would confine the term experience rating to what
we refer to as “firm-level experience rating.” Regardless of differences in termi-
nology, economic theory posits that both levels of what we call “experience rat-
ing” promote workplace safety and health.

After reviewing all of the available (and conflicting) empirical evidence, Burton
and Chelius (1997, p. 266) endorsed a view that experience rating “has had at
least somerolein improving safety for large firms.”
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Developmentsin Workers
Compensation since 1960

As the Chapter 1 tale of workers' compensation woes in Rhode
Island illustrated, achieving workers’ compensation program objec-
tives can sometimes result in sharp conflicts among the various stake-
holders. This chapter provides a more general historical perspective of
developments in workers' compensation as well as a context for our
modeling and empirical analysisin later chapters.

Our historical overview of workers' compensation developments
begins with the 1960s, which was a relatively tranquil period in work-
ers’ compensation, at least for employers and carriers. However, criti-
cisms of the coverage and benefits of the workers' compensation
program were building in the 1960s and early 1970s, culminating in
the indictment of the state programs as “in general . . . inadequate and
inequitable” by the National Commission on State Workmen’'s Com-
pensation Laws in 1972. One result was a flurry of activity by the
states to update their laws, which resulted in higher benefits (improved
adequacy) but also led to higher costs. Workers' compensation costs
also increased after the mid 1980s because of the rapid escalation of
payments for medical benefits. By the early 1990s, an ailmost inevita-
ble backlash against higher costs of the program occurred, which
resulted in “reforms” that have affected workers' compensation
throughout the 1990s.

To be sure, the overview in the preceding paragraph is simplistic,
because it ignores such important factors as the role of high interest
rates in temporarily suppressing the employers' costs of the program in
the early 1980s and the role of private carriersin spearheading the cost-
cutting reforms of the early 1990s. That brief history also ignores the
changes in workers' compensation insurance arrangements, which
were arguably both a cause and a consegquence of the changes in work-
ers’ compensation costs in recent decades. We attempt to tell the more
complex, more accurate—and, we trust, more compelling—story in
this chapter.

19
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BENEFITSAND COSTS

The costs to employers and the benefits paid to workers as a per-
centage of payroll, which are two measures of interest to all aficiona-
dos of workers’ compensation, fluctuated significantly from 1960 to
1998 (Figure 2.1).* Employers' costs as a percentage of payroll
ranged from alow of 0.93 percent in 1960 to a high of 2.17 percent in
1993, followed by a decline to 1.35 percent in 1998. Over the same
period, benefits as a percentage of payroll started at 0.59 percent in
1960, climbed to 1.66 percent in 1992, and then dropped to 1.08 per-
cent in 1998.

There were significant variations in the rates of increase or
decrease of workers' compensation costs between 1960 and 1996. We
have divided the post-1960 experience into subperiods, defined by
whether total costs of the program were increasing relatively slowly
(defined by those years in which costs increased on average by less
than 10 percent a year) or relatively rapidly (defined by those yearsin
which costs increased on average by 10 percent or more ayear). Anal-
ysis of these subperiods allows us to identify the dynamics of the last
40 years that have affected the benefits, costs, and insurance arrange-
ments in the program.

The Era of Tranquillity: 1960-1971

The erafrom 1960 through 1971 was relatively tranquil for work-
ers’ compensation, at least for employers and insurance carriers.
Employers’ costs increased from $2.1 billion in 1960 to $5.2 billion in
1971, an 8.8 percent annual rate of increase (Figure 2.2).2 The costs
grew more rapidly than wages, and thus workers' compensation costs
increased from 0.93 percent of payroll in 1960 to 1.11 percent in 1971
(see Figure 2.1). Benefits paid to workers increased from $1.3 billion
in 1960 to $3.2 billion in 1971, which represented an annual rate of
increase of 8.5 percent (Figure 2.3). Benefits as a percentage of payroll
increased from 0.59 percent in 1960 to 0.67 percent in 1971 (see Figure
2.1).

Despite the increase in benefits paid relative to payroll during this
period, workers' compensation programs were increasingly criticized
for failing to provide adequate benefits and coverage. The statutory
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Figure 2.1 Costsand Benefits of Workers Compensation, 1960-98
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Note: The apparent drop between 1988 and 1989 is due to a change in methodology
described in TableA.1, note a.

Figure2.2 Annual increasein Workers Compensation Costs, 1960-98
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Figure2.3 Annual Percentage Increasein Workers Compensation
Benefits, 1960-98
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benefits had not been improved since the beginning of World War 11 to
keep up with increases in the average wage level, and in most jurisdic-
tions the maximum weekly benefits were lower relative to wagesin the
1960s than they had been in 1940.2 Indeed, as of 1972, the maximum
weekly benefit for temporary total disability in more than half the
states was less than $79.56, the national poverty level for a nonfarm
family of four (National Commission 1972, p. 61). Moreover, the
extent of coverage of workers by workers' compensation did not match
the extent of coverage by other social insurance programs, such as the
Socia Security (OASDHI) and unemployment insurance programs.
Other related developments in this era provided the impetus for
subsequent changes in state workers’ compensation programs. The
number of disabling work injuries increased in the 1960s, resulting in
more deaths, permanent disabilities, and temporary total disabilities
(Williams and Barth 1973, p. 3). A 1968 explosion in a West Virginia
coa mine served as the catalyst for the enactment of the federal Coal
Mine Health and Safety Act of 1969, which inter alia provided benefits
to disabled coal miners and their survivors (Barth 1987, p. 12-13).
Many viewed this law both as an indicator of increased federal concern
regarding the inadequacy of state compensation for occupational dis-
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eases and as a harbinger of increased federal involvement in the work-
ers’ compensation arena.

The Era of Reform: 1972-1979

Concern about deteriorating workplace safety and the increasing
criticisms of the workers' compensation program prompted Congress
to create the National Commission on State Workmen's Compensation
Laws as part of the Occupational Safety and Health Act of 1970. The
National Commission conducted a series of hearings, sponsored exten-
sive research, and intensively deliberated over a 15-month period. The
result was a 1972 report that was critical of the state workers' compen-
sation programs and concluded that state laws “in general are inade-
quate and inequitable” (National Commission, 1972, p. 119). The
Commission made its recommendations for state workers' compensa-
tion programs and urged Congress to enact federal minimum standards
incorporating its “essential” recommendations if the states did not
improve their laws by 1975.

Congress did not enact federal standards. One reason was that
state laws were significantly improved in the 1970s in response to the
threat of federal intrusion into the traditional domain of the states. One
way of measuring improvements in states’ workers' compensation
laws is the extent to which they complied with the Council of State
Government’'s Model Act, which incorporated the recommendations of
the National Commission. The cash benefits provided by the state stat-
utes increased on average between 1972 and 1979, from 39.6 percent
to 50.4 percent of the benefits prescribed by the Model Act (Figure
2.4).4 Another example of the rapid improvements in state laws after
the submission of the National Commission report is that one of the
Commission’s recommendations—the maximum weekly benefit for
temporary total disability benefits be at least 100 percent of the state's
average weekly wage—was complied with by one state in 1972; by
1979, 28 states had complied.

The changesin statutory benefits translated into higher benefit pay-
ments to workers.> Benefits as a percentage of payroll rose from 0.67
percent to 1.01 percent between 1971 and 1979 (see Figure 2.1); the
costs to employers increased from 1.11 percent of payroll in 1971 to
1.95 percent in 1979.
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Figure 2.4 Statutory Cash Benefits Relativeto Model Act
Benefits, 1974-96
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SOURCE: TableA.1, column 3.

Although costs and benefits grew rapidly during this period, pri-
vate carriers were generally able to increase premiums fast enough to
cover the higher benefit payments. Three measures of underwriting
experience—the pure loss ratio, the combined ratio, and the overall
operating ratio—are shown in Table 2.1 and are explained in Appendix
B. Lower levels of each of these measures are preferable for the insur-
ance industry and represent higher profits (or lower losses). The over-
all operating ratio is the most comprehensive measure of profitability
because it includes both underwriting experience and investment
income. An overall operating ratio in excess of 100 indicates that the
insurance industry is experiencing a net 10ss on operations.

Underwriting experience in the workers' compensation line from
1973 to 1997 is depicted in Figure 2.5. The data indicate that under-
writing experience deteriorated from 1973 to 1976 but then improved
from 1976 to 1979. Theinsurance industry by the end of the 1970s had
accommodated to the higher benefit payments of the decade by
increasing workers' compensation premiums at a sufficient rate to
achieve satisfactory underwriting results.
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Table2.1 Workers Compensation Underwriting Experience, 1999?

Linel Purelossratio (incurred losses)? 65.9
2 Loss adjustment expenses® + 158
3 Lossesand adjustment expenses incurred (lines 1 + 2)° 817
4 Underwriting expenses incurred® + 28.0
5 Dividendsto policyholders® + 5.6
6 Combined ratio after dividends (lines3 + 4 + 5) 115.3
7 Net investment gain loss and other income” - 205
8 Overall operating ratio (lines6 —7) 94.8

SOURCE: From Best's Aggregates and Averages, Property/Casualty, 2000 edition and
prior editions,© A.M. Best Company, used with permission.

aTerms are explained in Appendix B.

b Expressed as a percentage of net premiums earned.

¢ Expressed as a percentage of net premiums written.

Figure 2.5 Workers Compensation | nsurance Underwriting Experience,
1973-99
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The Squeeze of Benefitsand Costs: 1980-1984

The growth in workers’ compensation benefit payments deceler-
ated in the early 1980s, dropping to 11.8 percent a year from the 15.8
percent annual rate of increase in the 1972-1979 period (see Figure
2.3). The slowdown in part reflected the slower pace of state reform as
the threat of federal standards for state workers’ compensation pro-
grams vanished in wake of the 1980 election of President Reagan.
Between 1980 and 1984, the expected cash benefits provided by state
statutes on average only increased from 50.3 to 50.5 percent of the ben-
efits prescribed by the Model Act (see Figure 2.4). Actual benefits paid
as a percentage of payroll nonetheless increased from 1.01 to 1.21 per-
cent of payroll between 1979 and 1984 (see Figure 2.1).

Workers' compensation costs grew at a modest annual rate of 4.3
percent from 1980 to 1984 (see Figure 2.2), not even matching total
payroll growth. Asaresult, costs as a percentage of payroll plummeted
from 1.95 percent in 1979 to 1.66 percent in 1984 (see Figure 2.1).

The squeeze between costs and benefits can be explained by mac-
roeconomic developments. Rapid inflation of the late 1970s and early
1980s led to high interest rates and bond yields (Figure 2.6), which
resulted in favorable investment opportunities for workers' compensa-

Figure2.6 Nominal and Real Interest Rates, 1960-99
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tion carriers and substantial improvements in net investment income.
Investment income increased from 9.2 percent of premiumsin 1979 to
16.7 percent in 1984, which is reflected in the increasing spread in Fig-
ure 2.5 between the combined ratio (which measures underwriting
experience) and the overall operating ratio (which measures overall
profitability, including investment income). The higher investment
income allowed carriersto compete for business by reducing insurance
rates, despite increasing benefit payments. For most of the period, this
strategy worked: from 1979 to 1983, the overall operating ratio in
workers' compensation insurance ranged from 96.3 to 88.9, indicating
industry profitability. However, the loss ratio deteriorated rapidly after
1982, and by 1984 the overall operating ratio exceeded 100 (see Figure
2.5).

Seeds of Neo-Reform: 1985-1991

The falling workers' compensation costs that characterized the
early 1980s did not persist through the balance of the decade. There
was arapid escalation in the employers’ costs of workers' compensa-
tion, increasing from $25.1 billion in 1984 to $55.2 billion in 1991, an
average of 11.9 percent a year (see Figure 2.2), which far outpaced
payroll growth. Asaresult, workers compensation costs as a percent-
age of payroll increased rapidly, rising from 1.66 percent in 1984 to
2.16 percent in 1991 (see Figure 2.1).

Workers' compensation benefits also increased during this period,
from $18.0 billion in 1984 to $40.8 billion in 1991, an average annual
increase of 12.4 percent (see Figure 2.3). Payroll grew at a slower rate
than benefits, so benefits increased from 1.21 percent of payroll in
1984 to 1.64 percent in 1991 (see Figure 2.1). Medical benefits
increased by 14.9 percent per year between 1985 and 1991, more rap-
idly than both the annual increase of 10.8 percent in cash benefits®
(Figure 2.7) and the high rate inflation for general health care costs.
The sources of the rapid escalation in medical costs in the workers
compensation program included the rapid spread of managed care
through the health care system used for non-occupational medical con-
ditions and the resulting cost shifting to the workers’ compensation
health care system.”
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Figure 2.7 Annual Percentage Increase by Type of Workers
Compensation Benefit, 1960-98
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Throughout the late 1980s and early 1990s, many employers
became concerned, if not alarmed, about the increasing costs of the
workers' compensation program.® In addition to cost increases result-
ing from higher statutory cash benefits and escalating medical benefits,
employers were also concerned about what they perceived to be wide-
spread fraud and rampant litigation, especially involving conditions
such as workplace stress, which employers felt were outside the proper
domain of the program.

The workers' compensation insurance industry was particularly
agitated by the developments concerning the relationships between
benefits and costs. Several factors contributed to the industry’s prob-
lems. Benefit payments reaccel erated during this period, but in many
states, carriers were unable to gain approval from regulatorsfor the sig-
nificant premium increases the industry believed were actuarially justi-
fied. Asaresult, loss ratios, which were always below 71 from 1979 to
1983, were always above 80 from 1984 to 1991 (see Figure 2.5). Fur-
thermore, even though net investment income remained relatively high
from 1984 to 1991 (always exceeding 12 percent of premiums), under-
writing losses were so substantial that the overall operating ratio was
103.8 or higher in every year between 1984 and 1991. In other words,
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the workers' compensation insurance industry lost money in every year
during this period, even after taking into consideration returns on
investments.

The major legacy of the period from 1985 to 1991 was the planting
of the seeds for reform that bloomed in the 1990s. Employers were
concerned about the increases in the costs of workers’ compensation,
which (as a percentage of payroll) had more than doubled from the
1960s by 1991 (see Figure 2.1), with much of that increase having
occurred since 1984. At the same time, private carriers experienced
serious financial difficulties as the workers' compensation line was
unprofitable every year between 1984 and 1991.

The Neo-Reform Era; 1992—-1998

Escalating costs from 1985 to 1991 galvanized political opposition
by employers and insurers to workers’ compensation programs that
had been liberalized in the wake of the National Commission’s report.
Opposition to growth in workers' compensation costs led to significant
changes in many state programs. Over half of the state legislatures
passed major amendments to workers' compensation laws between
1989 and 1996, generally reducing benefits and attempting to contain
health care costs.® There were five significant developments in work-
ers compensation related to these efforts, as identified by Spieler and
Burton (1998).

First, the statutory level of cash benefits was reduced in a number
of jurisdictions, particularly with regard to benefits paid for permanent
disabilities. Second, eligibility for workers' compensation benefits
was narrowed due to changes in compensability rules. From the per-
spective of employers and carriers, much of the narrowing of igibility
was justified in order to eliminate fraud and marginally work-related
conditions from the program.

Third, the health care delivery system in workers compensation
was transformed, most notably by the introduction of managed care.
The fourth development was the rise of disability management by
employers and carriers, largely due to unilateral actions by these par-
ties in response to the higher costs of the workers' compensation pro-
gram, but also in part as a result of inducements provided by state
legislation. Finally, in a development that ultimately could result in
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higher employers' costs outside the workers' compensation program,
the exclusive remedy doctrine was challenged by several court deci-
sions, due in part to judicial reactions to the increasing limitations on
the availability of workers' compensation benefits.

In addition to these five devel opments, another factor that may help
explain the decline in cash and medical benefits during the 1990s is the
apparent drop in the work-related injury rate in the decade'® (Figure
2.8). Thisdeclinein the injury rate may be due to more effective
enforcement of the Occupational Safety and Health Act (OSHA), or to
the increased effect of the experience rating of workers' compensation
premiums as the costs of workplace injuries increased, or to greater
accident prevention efforts by employers for reasons other than experi-
ence rating, or to a shift in the national economy towards employment
in safer industries and occupations.**

Favorable conditions in the labor market are another likely reason
for the reductions in workers' compensation benefits paid during the
1990s. The sustained economic expansion during the 1990s produced
national unemployment rates that dropped every year between 1993
and 1997, a five-year achievement that had not occurred since the
1960s (Figure 2.9). The duration of workers' compensation benefits
paid to injured workers typically declines when unemployment rates
are low, because employers are more willing to accommodate disabled
workers when workers are generally unavailable and because injured
employees are more likely to be recalled to work or find alternative
jobsin tight labor markets.*?

As aresult of these various factors, workers' compensation bene-
fitsincreased modestly or even declined in the 1990s, depending on the
measure used. Benefits paid to workersincreased from $40.8 billionin
1991 to $40.7 billion in 1998, which represented a very small (less than
0.1 percent) annual rate of increase (see Figure 2.3). Benefits as a per-
centage of payroll peaked at 1.66 percent of payroll in 1992 and then
declined to alow of 1.08 percent of payroll in 1998 (see Figure 2.1).
The multiyear decline in benefits paid relative to payroll is unprece-
dented in duration and magnitude since at least 1948, when the annual
data were first published for successive years (Burton and Schmidle
1995, p. 111-28).

Cash benefits paid to injured workers increased from $24.1 billion
in 1991 to $24.9 billion in 1996, which represented a modest 0.5 per-
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Figure 2.8 Work-Related Injury and IlIness Rates, 1972-98
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Figure 2.9 Unemployment Rates, 1960-99

12

|
10 -
8 -

6

(%)

4]

2 -

O T T T T T T T T T
1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000

T T T T T T T T T T 1

Year

SOURCE: Council of Economic Advisers (2000), Table B-42, “Unemployment Rate
for All Civilian Workers,” p. 330.



32 Chapter 2

cent annual growth rate (see Figure 2.7). Part of the slowdown in cash
benefits was due to the relative stability in statutory benefits during this
period, with the average state’s benefits increasing from 49.9 percent of
the Model Act in 1991 to 50.1 percent in 1996 (see Figure 2.4). Medi-
cal benefits actually declined from $16.7 billion in 1991 to $15.8 bil-
lion in 1998, which isadrop of 0.8 percent per year.

As aresult of the reduced payments of benefits to workers, the
employers' costs of workers' compensation as a percentage of payroll
(see Figure 2.1) peaked in 1993 and then declined significantly. Also,
as benefits and costs declined in the 1990s, the profitability of private
carriers quickly improved (see Figure 2.5). Theloss ratio (incurred
losses as a percentage of premium) plummeted from a peak of 87.8 in
1991 to 55.2 in 1995, and then increased only dlightly (to 55.6 percent)
in 1997. Furthermore, the overall operating ratio (which includes net
investment income) fell from a peak of 108.7 in 1991 to a low of 80.2
in 1995, and then increased dlightly (up to 80.3 percent) in 1997. The
four years from 1994 to 1997, when the operating ratio was below 90
in every year, represent the most profitable period in at least 20 years
for workers' compensation insurance. The rapid increases in the loss
ratio and the overall operating ratio in 1998 and 1999 (see Figure 2.5)
indicate that profitability of workers’ compensation insurance is still
cyclical and suggest that some of the stresses the system experienced in
the early 1990s may soon reemerge.

INSURANCE ARRANGEMENTS

In this section, we review salient developments since 1960 in the
insurance arrangements in workers' compensation.® We first examine
the relative importance of benefit payments from state funds, private
carriers, and self-insuring employers; developments involving state
funds are discussed in more detail. We then examine the private insur-
ance market, which evolved from a highly regulated industry in the
1960s and 1970s into arelatively deregulated industry in the 1980s and
1990s.** Finally, we review the residual market (also called the
assigned-risk market) for workers' compensation insurance.
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Shares of Benefits by Type of Insurance Arrangement

The share of benefits paid by private carriers, state and federal
funds, and self-insuring employers over the period 1960-1998 is
shown in Figure 2.10. Private carriers accounted for the predominant
share of benefit payments throughout this period; for example, from
1960 to 1990, private carriers paid for about 60 percent of al benefits.
During the 1990s, however, the private carriers’ share dropped to about
50 percent, reflecting in part their reluctance to provide coverage dur-
ing the unprofitable early years of the 1990s.

Another significant development in the workers' compensation
insurance market during recent decadesis the increasing share of bene-
fits paid by self-insuring employers. The share increased from 1990 to
1998 (from 19.7 percent to 25.0 percent of all benefit payments), con-
tinuing along-term trend (Figure 2.10). The recent increasing impor-
tance of self-insurance can be explained by three developments. First,
many carriers decided to leave an unprofitable line of business in the
early 1990s (which is a development that may be reversed with
increased profitability). Second, many employers paid increasing

Figure 2.10 Workers Compensation Benefits by Type of Insurer,
196098
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attention to disability management (including prevention) in response
to the higher costs of workers' compensation, which led some employ-
ersto self-insure in order to assume greater control over their workers
compensation programs. Finally, some employers decided to self-
insure in order to avoid assessments on policies sold in the voluntary
market that were used to subsidize losses in the residual market.

The emergence of several new state funds in recent years (dis-
cussed below) helps explain why the share of benefits paid by state and
federal workers' compensation funds increased from 19.9 percent in
1990 to 22.8 percent in 1998, reversing the downward trend in the
share of benefits provided by government funds that occurred between
1960 and 1990 (Figure 2.10).

State Workers' Compensation Funds

From its origin (in most states) between 1910 and 1920, workers
compensation has relied on a mixture of state funds, private carriers,
and self-insurance, and from the beginning there were arguments con-
cerning the merits of the various arrangements. State funds were
lauded because of lower overhead (notably the absence of a broker's
fee) and because proponents thought that profits were inappropriate in
a mandatory social insurance program. Private carriers were praised
because they promoted efficiency and were considered more compati-
ble with our capitalist society. The arguments that prevailed varied
from state to state: some jurisdictions created exclusive state funds,
some authorized only private carriers to provide insurance, and some
permitted private carriers to compete with state funds.

As shown in Figure 2.11, as of 1960 there were seven exclusive
state funds, the youngest of which was the North Dakota fund (estab-
lished in 1919). There were also 11 competitive state funds (those in
competition with private carriers), the youngest of which was the Okla-
homa fund (established in 1933). The numbers and types of state funds
were relatively constant for half a century. Oregon converted its exclu-
sive state fund into a competitive state fund that began operation in
1966; this represented the only change in state funds between the early
1930s and the early 1980s.

One of the significant developments in the workers’ compensation
insurance market in the last two decades was the emergence of several
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Figure2.11 Number of State Workers' Compensation Funds, 1960-98
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new competitive state funds. The pioneer of the modern movement
towards state funds was Minnesota, which established a competitive
state fund in 1984. Then, in the 1990s, five new competitive state
funds began operation by January 1, 1995, the last date we use in this
study for interstate comparisons of the costs of workers' compensation
insurance; three more states established state funds by 1998. However,
in a contrarian move, the long-existing Michigan competitive state
fund was privatized in 1994.15

The state legislators’ motives for establishing the new state funds
were 1) to reduce costs of workers' compensation in the state and/or 2)
to provide an alternative source of insurance for employers who could
not purchase policies in the voluntary market or who did not like the
surcharges or other conditions imposed on policies purchased in the
residual (assigned-risk) market, which we discuss below. One of our
research objectives is to determine the effects, if any, of state funds
(new or old) on the costs of workers’ compensation insurance and on
workplace safety.
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Regulation of the Workers Compensation I nsurance Mar ket

Historical origins of regulation in the property/casualty
insuranceline

State regulation of insurance pricing in the United States was ini-
tially applied to fire and marine insurance and thus predated the estab-
lishment of workers’ compensation programs. In the early 19th
century, insurers were free to charge whatever rate they felt was appro-
priate or profitable. However, because coverage for a particular com-
pany tended to be geographically concentrated due to transportation
and communication limitations, fire insurers were vulnerable to insol-
vency resulting from catastrophic fires. As noted by Kimball and
Boyce (1958, p. 547):

Historically, fire insurance losses seemed to follow cyclical pat-
terns. When the loss ratio was low and profits high, the prospect
of large profits attracted newcomers to the insurance business.
Companies were easy to start; neither experience nor elaborate
physical plant were essentia . . . Premium volume might be enor-
mousin relation to capital, and a new company might easily enjoy
the illusion of large profits if its accounting practices did not pro-
vide for adequate reinsurance reserves . . . Hence overconfident
underwriting with rates driven down to uneconomic levels by
excessive competition might go undetected until a catastrophic
fire wiped weak companies out of existence with great loss to pol-
icyholders.

Insurance companies first attempted to resolve these problems
through self-regulation, i.e., the establishment of rating boards or pro-
fessional associations. These rating boards attempted to control rates
by providing insurers with better data and underwriting guidance as
well as common pricing agreements. However, continuing waves of
insolvency among fire insurers demonstrated that these boards, in and
of themselves, were ineffective and led to the call for increased state
regulation of the insurance industry.

As a consequence, state insurance departments were established in
the 1850s. Theinitial focus of state regulation was on such matters as
the licensing of insurers and agents, minimum financial and deposit
requirements, reviews of insurance contracts, and reporting require-
ments, rather than on insurance rates. Licensing and bond deposit
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requirements mandated by the state of Virginia were challenged in
court by New York insurers, but the Supreme Court upheld the regula-
tionsin Paul v. Virginia, 75 U.S. 168 (1869). The Court concluded that
the issuance of an insurance policy was not a transaction of interstate
commerce, which arguably would have made insurance subject to fed-
eral regulation and thus preempted state regulation.

In part out of a concern with alleged unfair discrimination in insur-
ance rates, states subsequently enacted rate regulatory laws, beginning
with Kansas in 1909. New York’s statute, for example, prohibited
unfair discrimination in rates and allowed fire insurance rates to be set
in concert; the rating bureau had to file rates with the state’s insurance
commissioner, whose approval was required before the rates could be
used. Rating bureaus were viewed as way to develop more accurate
rates (based on insurers’ collective experience rather than on an indi-
vidual insurer’s experience). Regulators believed that competition
resulted in below-cost pricing since losses were difficult to predict and
tended to be underestimated.

Although the Paul decision upheld the general right of states to
regulate the insurance industry in the absence of federal regulation, the
issues of whether the U.S. Congress could also regulate the insurance
industry and, if so, what were the consequences of such federal regula-
tion for state authority, were not clearly resolved until the Supreme
Court’s decision in United States v. South-Eastern Underwriters Asso-
ciation (SEUA), 322 U.S. 533 (1944). The Court held that the business
of insurance was interstate commerce and, as such, price-fixing agree-
ments for insurance rates (including those involving state rating
bureaus) were subject to prosecution under the federal Sherman Anti-
trust Act. In addition, under the preemption doctrine of constitutional
law, the presence of afederal statute meant that states were precluded
from also regulating rates.

As aresult of the SEUA decision, Congress in 1945 approved the
McCarran-Ferguson Act, which declared in part that the federal anti-
trust laws would be applicable to the insurance industry only to the
degree that the industry was not regulated by state law. Model (or “all-
industry” bills), drafted collectively by state insurance commissioners,
were subsequently adopted by most states, and administered pricing
systems were established for most lines of property/casualty insurance.
However, after the initial enactment of the al-industry bills, the tradi-
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tional administered pricing system for most lines of property/casualty
insurance was modified over time in many states in order to allow
greater competition among insurers. By the 1970s, a substantial
minority of states had deregulated their property/casualty insurance
lines other than workers' compensation.

Workers compensation regulation

In contrast to the deregulation movement that generally occurred in
property/casualty insurance in the 1970s, rate setting in workers' com-
pensation insurance continued to be highly regulated until the 1980s.
The deregulation of workers' compensation insurance was resisted on
several grounds: the distinctive characteristic of workers' compensa-
tion as amandated social insurance program (and the resultant concern
with both rate levels for employers and the solvency of carriers); the
existence of competitive measures other than price competition for
workers' compensation insurance (primarily through dividends); and
the need for a comprehensive database (with uniform rate classes and
information on the experience of alarge number of insurers). These
arguments helped delay even partial deregulation of workers' compen-
sation in most states until the 1980s and 1990s, and they still operate to
preserve “pure” administered pricing in a few states and vestiges of
regulation in most states.

The administered-pricing approach to rate setting for workers’
compensation involved several components. A rating organization was
selected in each state.’® The rating organization prescribed standard-
ized reporting forms and established an elaborate system of industrial
and occupational insurance classifications. The rating bureau collected
detailed information on benefits paid and premiums collected by all
private carriers providing workers' compensation insurance in the
state.'” These data were then used to establish pure premiums
(expected losses) for each insurance classification. The pure premiums
were then increased by a loading factor, consisting of an allowance for
loss adjustment and other expenses and for profits, to produce manual
rates for each insurance classification.®* Manual rates were stated as
dollars per $100 of payroll (thus bakeries, Class 2003 in atypical state,
might have a manual rate of $2.40 per $100 of payroll).

The rating bureau then filed the manual rates with the state insur-
ance commissioner. The rates could not be used without prior approval
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of the commissioner, who could reject and/or modify the proposed
rates if they were “excessive, inadequate, or unfairly discriminatory.”
Each carrier was obliged to belong to the rating bureau, to provide data
to the bureau, and to adhere to the manual rates approved by the insur-
ance commissioner.

Even in administered-pricing states, the premiums paid by many
employers were not simply the product of total payroll times the appli-
cable manual rate, because there were several modifying factors, such
as premium discounts for larger employers and experience-rating mod-
ifications for amedium or large firm based on the firm’s previous expe-
rience.’®* The modifying factors were precisely defined in rules
established by the rating bureau and approved by the insurance com-
missioner, and they had to be closely followed by each workers' com-
pensation carrier. One additional feature of the workers' compensation
insurance market was that most carriers—including mutual and stock
companies—paid dividends to policyholders based on their underwrit-
ing experience.

In sum, under the administered-pricing approach to workers' com-
pensation rate setting, al carriers were required to start with the same
manual rates, and the various modifications to those rates involved
either 1) formulae or constants to which all carriers had to adhere and
which modified the manual rates at the beginning of the policy period,
or 2) dividends that were paid only after the policy period ended. In
short, there was virtually no chance for carriers to compete in terms of
price at the beginning of the policy period with any of these modifica-
tions.®

Deregulation of the Workers' Compensation I nsurance M ar ket

Thetypes of deregulation

Administered pricing is no longer the dominant approach to work-
ers’ compensation insurance pricing in the United States. A fundamen-
tal result of the deregulation of the workers’ compensation insurance
market that has taken place in the last two decades is that private carri-
ers can how compete for business by varying the insurance rates at the
beginning of the policy period. Most jurisdictions now allow devia-
tions and schedule rating, and a number of jurisdictions have moved to
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more comprehensive forms of deregulation that generally fall under the
rubric “open competition” or “competitive rating.”

If astate allows deviations, individual carriers may deviate from
the published manual rates and charge lower (or occasionally higher)
rates than those promulgated by the rating organization. The devia-
tions are generally stated as a percentage discount from the manual
rates. The magnitude of the deviations will vary among carriers; how-
ever, the deviations offered by a particular carrier are uniform for all
policyholdersin the state. In addition, deviations from bureau rates are
generally subject to the approval of the state insurance commissioner.

Schedule rating plans have also been introduced in most jurisdic-
tions. Under these plans, insurers can change (usually decrease) the
workers' compensation insurance rate an individual employer would
otherwise pay. These changes are made through a system of debits or
credits that are based on a subjective evaluation of factors such as the
employer’s loss control (safety) program. The plans are created by the
rating organization and are subject to the approval of the insurance
commissioner. As aresult, these plans are uniform for all insurers
operating in a particular state. However, the application of the plansis
based on judgmental factors, and this allows insurersto vary rates paid
by policyholders, even among employers in the same classification
code.

While deviations and schedul e rating constitute widely adopted
forms of partial deregulation, even more comprehensive reforms have
been adopted in a number of states during the last 20 years. These
reforms involve various combinations of three different changes to the
regulatory environment. First, some states have dropped the require-
ment that insurers become members of the rating organization or
adhere to bureau rates.

Second, other jurisdictions no longer require insurersto obtain reg-
ulatory approval prior to using rates. In place of the prior approval
requirement, states have adopted “file-and-use” or “use-and-file” sys-
tems. In file-and-use states, insurers must file their rates with the regu-
latory agency prior to or concurrent with their effective date; no
specific approval is required before the rates are used, but the agency
retains the right to disapprove the rates at a later date. In use-and-file
states, the insurer must still file rates; however, the carrier may use
those rates before they are filed with the regulatory agency. Use-and-
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file systems are obviously the less restrictive of these two alternatives
to prior approval.

Third, some states prohibit the rating organization from filing fully
devel oped rates; instead, these organizations file loss costs or pure pre-
miums. Each carrier in these states has to decide what loading factor
should be used in conjunction with the pure premiums to produce the
equivalent of manual rates.?

These three approaches to deregulating workers' compensation
insurance rate setting have been adopted by the states in various combi-
nations. Arkansas, for example, in 1981 dropped the requirement that
insurers adhere to bureau rates. However, Arkansas continued to
require that carriers obtain regulatory approval prior to the implemen-
tation of new rates and that the rating bureau file fully developed rates.
The South Carolina rating bureau began to file pure premiums rather
than fully developed ratesin 1990, but insurerswere required to rely on
bureau estimates of pure premiums in developing their own manual
rates and to obtain prior approval before implementing these manual
rates. Kentucky, beginning in 1982, dropped prior approval and adher-
ence requirements, and the bureau was prohibited from filing fully
developed rates. Despite the differences among the three states in their
approach to deregulation, each is described by the National Council on
Compensation Insurance in the Annual Statistical Bulletin (NCCI
2000) as having adopted “ competitive rating” legislation. While the
NCCI categorization is sufficient for certain purposes, in this study we
use a far more complex classification scheme for deregulation, which
also allows us to capture the effects of changes in the various
approaches to deregulation.

Theinitial phase of deregulation

Deregulation of the workers’ compensation insurance market
began in the early 1980s. One type of deregulation—i.e., “ competitive
rating,” also referred to as “ open competition” —was introduced in nine
states between 1981 and 1984, according to the NCCI (Figure 2.12).22

Several factors help explain the onset of deregulation. First, the
overall political climate became more hostile to the notion that “big
government” could do a better job than competitive forces in determin-
ing prices and allocations of resources, and one consequence was a
general move towards deregulation involving industries such as airlines
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Figure2.12 Number of States Enacting Open-Competition Statutes,
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and trucking, aswell asthe insurance industry. A second factor, partic-
ularly relevant for workers' compensation, was the increasing cost of
the program during the 1970s, which concerned employers and state
legislators. They hoped that deregulation would reduce the costs of
workers' compensation insurance by, for example, promoting effi-
ciency. A third factor was a perception among some legislators,
unions, and employers that profits in the workers' compensation insur-
ance line were excessive. Again, the hope was that deregulation would
help reduce costs by squeezing out excess profits. Not surprisingly,
most workers' compensation insurers resisted deregulation during this
period.®

Deregulation in the 1990s

After theinitial movesto deregulation in the early 1980s, the intro-
duction of open competition slowed in the balance of the 1980s. The
reduced pace can perhaps be explained by the general unprofitability of
workers' compensation insurance in this period: legislators saw little
chance to reduce workers’ compensation costs by deregulating an
industry in financial distress. However, one consequence of the
unprofitability of workers' compensation insurance was the beginning
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of a change in attitude towards deregulation by many in the insurance
industry. Deregulation was now seen as a way to escape from the
“onerous’ decisions of insurance regulators and to establish rates that
would allow carrier profitability. Thus, some of the seven states that
adopted open competition between 1985 and 1990 did so with at least
the tacit support of the insurance industry.

Deregulation reemerged with vigor during the 1990s: open compe-
tition statutes became effective in 16 states between 1991 and January
1, 1995, and in an additional 5 states after that date (Figure 2.12).
Deregulation in some of these states—especially those that adopted
open competition in the early 1990s when the industry was still experi-
encing losses—reflected support from the insurance industry, but
deregulation in other states (most notably California, where rate filings
had generally been approved by the insurance commissioner) was gen-
eraly resisted by the industry.

While deregulation has been proceeding in recent decades, signifi-
cant developments that could also affect the employers’ workers com-
pensation premiums were occurring in the assigned-risk (residual)
markets for workers' compensation insurance.

Assigned-Risk Markets

Workers' compensation is a mandatory program for employers
(with the limited exceptions noted in Chapter 1). A minority of
employers (typically large and financially sound) self-insure their
workers' compensation obligations with approval of the state. Those
employers who do not qualify to self-insure must purchase workers
compensation insurance.

The six exclusive state workers' compensation funds must accept
all applicants for insurance, as must most competitive state funds. Pri-
vate insurers and some competitive state funds, on the other hand, can
reject applicants who are considered undesirable. Because the employ-
ers whose applications are rejected must have workers' compensation
insurance in order to comply with their state’s statutory requirements,
states that do not have a state fund obligated to accept all employers
have established assigned-risk plans.®

There are two categories of assigned-risk programs (Williams
1969, pp. 48-49). Under the first approach, applicants who have been
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unable to secure insurance in the voluntary market are assigned to indi-
vidual carriersin proportion to the carriers’ market shares in the state.
Under the second approach, an assigned-risk pool underwrites the
insurance. Employersinsured by the pool are assigned to one of alim-
ited number of carriers that administer claims on behalf of the pool.
All carriersinsure the policies written by the pool in proportion to their
voluntary market shares.

The traditional reasons why employers were unable to obtain
workers’ compensation policies in the voluntary market were that the
applicant was engaged in some activity that was unusually hazardous
relative to the experience of other firmsin the appropriate insurance
classification, or had a poor loss record, or was so small that the pre-
mium did not adequately compensate the insurer for its expenses (Wil-
liams 1969, p. 48). In the 1960s, most assigned-risk programs
provided for astandard 8 percent surcharge, and the premium was ade-
quate to cover losses and loss adjustment expenses.?® The assigned-
risk market accounted for no more than 3.2 percent of all premiums
nationally between 1960 and 1965 (Williams 1969, p. 52).

The assigned-risk share of all premiums accounted for only 4.6
percent of all premiums nationally in 1975, the first year of our study
of the determinants of workers' compensation insurance rates (Figure
2.13). However, as the cost of workers’” compensation insurance
increased after 1975, the assigned-risk market share almost tripled by
1978-1979, when these premiums accounted for 12.7 percent of all
premiums nationally. The share then dropped back to 5.5 percent in
1984, reflecting the generally profitable conditions in the workers’
compensation insurance market and the declining cost of workers’
compensation insurance.

The fiscal stress that the workers' compensation insurance market
was under during the years from the mid 1980s to the early 1990sis
clearly evident in the explosion of the assigned-risk market share from
5.5 percent of all premiums nationally in 1984 to a peak of 28.5 percent
in 1992. In addition to the traditional reasons for applicants being
forced to purchase in the assigned-risk market (basically the unattrac-
tiveness of individual risks), the dominant factor contributing to
assigned-risk market growth in the 1985-1992 period was the general
inadequacy of workers' compensation insurance rates because of the
reluctance of insurance regulators in many states to approve rate filings
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Figure 2.13 Assigned-Risk Market Share, 1975-98
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with substantial rate increases for the voluntary market. Carriersin
such jurisdictions became unwilling to write policies in the voluntary
market because they could not make an adequate (or in many cases,
any) profit.

Several states were particularly noteworthy for the share of work-
ers’ compensation insurance provided through the residual market:
79.9 percent of total premiumsin 1991 in Louisiana, 88.6 percent of
total premiumsin 1992 in Rhode Island, and 90.6 percent of 1989 total
premiumsin Maine. A vicious cycle ensued in some of these states:

» rateswere held down in the voluntary market by regulators;

 carriers were unwilling to write policies in the voluntary market
at the approved rates, which forced some employers into the
assigned-risk market; in addition, regulators sometimes re-
sponded to political pressures and held insurance rates in the
assigned-risk market well below the levels that were warranted,
inducing some employers who were able to purchase policies in
the voluntary market to obtain policies in the assigned-risk resid-
ual market because the rates were so low;

* the assigned-risk markets ran substantial deficits because of inad-
equate rates;
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 the carriers in the voluntary market were assessed substantial
sums to cover the assigned-risk market deficits; and

» when the carriers tried to pass on these assessments to policy-
holders till in the voluntary market, many employers shifted to
the assigned-risk market in order to obtain coverage at the sup-
pressed rates, which only increased the size of the aggregate
losses in the assigned-risk market and increased assessments in
the voluntary market.

The rapid decline in the national share of total premium accounted
for by the assigned-risk market that occurred after 1994 (Figure 2.13)
isdueto three mgjor factors. First, the overall profitability of the work-
ers compensation insurance line quickly improved after 1992 (see Fig-
ure 2.5). Second, several states established competitive state funds or
other special public or quasi-public funds to provide policies to
employers who could not find policies in the voluntary market. For
example, the Louisiana competitive state fund became operative in
1992; the Maine competitive state fund began payments in 1993; the
Kentucky state fund specifically created for assigned-risk policies
started operations in 1995; and the Rhode |sland competitive state fund
became operative in 1996.

Third, a series of changes were made in assigned-risk policies dur-
ing the last 15 years that made these policies more expensive and
reduced the subsidy from the voluntary market. For example, many
states introduced separate manual rates for the assigned-risk market
that were substantially higher than the rates for the voluntary market.
In addition, many states either eliminated premium discounts or intro-
duced special experience-rating plans that tied premiums more closely
to each firm’s own benefit payments in the assigned-risk markets. We
provide more details on these changes in Appendix C.

CONCLUSIONS

Workers' compensation benefit payments increased substantially
from the 1970s until the early 1990s, when benefits began to decline.
Costs to employers of the program had a more complex history and
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went through two cycles, increasing from the 1970s until about 1980,
then declining for a few years, followed by significant increases until
the early 1990s, when costs started to drop rapidly. These benefit and
cost developments provide the backdrop for significant changes in the
insurance arrangements in workers' compensation, with a number of
new state funds emerging in the 1990s and with partial deregulation of
private carriers spreading throughout the country beginning in the early
1980s. One of our major tasks in subsequent chapters is to more pre-
cisely measure these costs and the various factors that affect costs, such
asthelevel of cash and medical benefits and the nature of the insurance
arrangements, in order to allow us to test a model of the determinants
of the interstate differences in the employers’ costs of workers' com-
pensation insurance.

Notes

1. The data pertain to al states and all types of insurance arrangements, including
self-insuring employers.

2. Within the 1960s, there was a subperiod (1965-1969) when costs increased 11.3
percent ayear. In order to simplify our analysis, we are including this subperiod
with the rest of the years from 1960-1971.

3. 1n 1940, the maximum weekly benefit for temporary total disability benefits was at
least 66.7 percent of the state's average weekly wage in 38 jurisdictions. In 1966,
only three jurisdictions met this standard (National Commission 1972, p. 61).

4. The Model Act, which is officially known as the Workmen's Compensation and
Rehabilitation Law (Revised), was published by the Council of State Govern-
ments in 1972. The Model Act and the methodology we used to measure state
workers' compensation statutory provisions relative to the Model Act are dis-
cussed in Thomason and Burton (2000a).

5. The change in statutory benefit levels resulted in higher benefit payments in part
because of the utilization effect: workers were encouraged to file for benefits and
to extend their periods of disability. The utilization effect is further discussed in
Chapter 9.

6. Between 1985 and 1991, the cash benefits provided by the average state statute
declined slightly from 50.5 to 49.9 percent of the benefits prescribed by the Model
Act (see Figure 2.4).

7. Conflicting evidence on the cost-shifting hypothesis and other explanations for
the rapid increase in health care costs in the workers' compensation program dur-
ing the 1985-1991 period are examined in Burton (1997) and Spieler and Burton
(1998).

8. Typica employer reactions to the spiraling costs of workers' compensation were
provided in Chapter 1.
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This examination of developments in the 1990s is based in part on Tinsley (1990,
1991), Berreth (1992, 1994, 1996, 1997), and Brown (1993, 1995).

Some of the decline in reported injury rates may be due to the indirect conse-
quences of tightened eligibility rulesfor workers' compensation, which means the
apparent decline may exaggerate the actual decline.

A more comprehensive examination of the possible explanations of declining
injury and fatality rates is provided in Durbin and Butler (1998). They indicate,
for example, that the threshold level of premium to qualify for experience rating
has increased (which would tend to reduce the impact of experience rating on
safety), and that there has been an increasing use of deductiblesin workers' com-
pensation policies (which would tend to increase safety incentives for employers).
Another factor that may have reduced the costs of workers' compensation insur-
ance in the 1990s was the residual market reforms discussed in the next section.
The definitive treatment of insurance arrangements in workers compensation
through the 1960s is Williams (1969).

The workers' compensation insurance market has become relatively deregulated
in the 1990s compared with its status prior to 1980. We examine the significant
movement towards deregulation in this section of Chapter 2 and also in Chapters
5 and 6. Despite this deregulation, the workers' compensation insurance market
remains the most heavily regulated commercial insurance line in terms of prices,
policy forms, data reporting requirements, and market conduct. Regulators still
retain the authority and responsibility to ensure that rates are not excessive, inade-
quate, or unfairly discriminatory.

Other changes in state funds shown in Appendix A, Table A.8, were not effective
by 1998.

Most states relied on the National Council of Compensation Insurance (NCCI) as
the rating organization. Several states instead established “independent” rating
bureaus, including California, Delaware, Massachusetts, Minnesota, New York,
New Jersey, and Pennsylvania.

In some of the states with competitive state workers' compensation funds, the
state fund also provided data to the rating bureau.

The loading factor was a uniform percentage for al classifications.

These and other modifying factors are examined in considerable detail in Chapter
3 and Appendix C.

A few states did permit deviations or schedule rating prior to the 1980s, but their
use was limited even in these states. These competitive devices are explained in
the next section of the text.

This three-way characterization of reform is a simplification because there are
substantial variations in the configurations of regulation and deregulation. For
example, some states permit the rating bureau to file both pure premiums and
fully developed rates, and they have one set of rules that apply to the pure pre-
mium filing and a different set of rules for the manual rates. Missouri alows
downward deviations from bureau rates but not upward deviations. Oklahoma
allows insurers to use rates without prior approval as long as the rate increase is
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less than 15 percent, but the Insurance Commission must approve higher rate
increases.

As indicated in the preceding paragraph in the text, the NCCI's “competitive rat-
ing” categorization encompasses a variety of forms of deregulation. In Chapter 7,
we provide our own historical record of deregulation using a more refined set of
categories of deregulation.

The states that adopted open competition in the 1980s were rather eclectic (geo-
graphically, economically, and politically), and empirical efforts at modeling the
determinants of the adoption of open competition have been rather unavailing;
see, for example, Schmidle (1994).

January 1, 1995, is significant because that is the last comparison date for the
insurance rates we analyze in this study.

At one time, the competitive state fund in Idaho was not obligated to accept all
applicants, but in practice it almost always did so (Williams 1969, p. 48).
According to Williams (1969, p. 49), “Losses and loss adjustment expenses have
amounted to about 82 percent of the premiums earned during the 11 policy years
[from 1955 to 1965]. Since 1961, the trend in the loss and loss adjustment ratio
has been downward, and in 1965 was .774.”
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3
Measuring Employers Costs

Several significant recent developments in workers' compensation
programs were described in Chapter 2. Benefits paid to injured work-
ersrelative to payroll increased from the 1970s until the early 1990s
and then declined for several years. The employers' costs of workers
compensation had a somewhat more complex history: costs increased
in the 1970s, then declined in the early 1980s, only to resume an
upward trend in the mid 1980s that peaked in the early 1990s, followed
by a period of decline. Workers' compensation insurance arrange-
ments also changed over recent decades: several states established new
competitive state insurance funds, and most states with private carriers
deregulated their workers' compensation insurance markets.

Our task in this study is to attempt to disentangle these devel op-
ments in the workers' compensation program. For example, to what
extent were the increases in workers' compensation costs due to
increased cash benefits as prescribed by state statutes, as opposed to
other factors such as changing injury rates and higher payments for
medical benefits? One question of particular interest to usis the extent
to which the changes in the insurance arrangements affected workers
compensation costs. In order to successfully isolate the effects of the
various devel opments in benefits and insurance arrangements on work-
ers compensation costs, we must first develop an appropriate measure
of these costs.

In this chapter, we discuss several approaches that have been used
to measure the employers' costs of workers' compensation. We ini-
tially summarize and critique cost measures that are frequently used by
practitioners for interstate comparisons or that have been used by aca-
demics in empirical studies: these include benefits paid per worker,
loss ratios, losses per employee or injury, and average losses per $100
of payroll. We then describe our two measures of employers' costs,
namely, premiums paid per $100 of payroll and weekly premiums per
worker, as well as our rationale for these measures.

51
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ALTERNATIVE MEASURESOF EMPLOYERS COSTS

Benefits Paid per Worker

Data on workers' compensation benefits paid per worker and on
benefits as a percentage of payroll are reported in a widely cited data
series published by The National Foundation for Unemployment Com-
pensation and Workers' Compensation, an affiliate of UWC, Inc.t The
National Foundation uses 1) data on total workers' compensation bene-
fits paid in each state, which are published by the Social Security
Administration (SSA) and the National Academy of Social Insurance
(NASI); 2) SSA data on the percentage of the workforce covered by the
workers' compensation program in each state; and 3) data from state
unemployment insurance programs, to produce the estimates of work-
ers’ compensation benefit payments per worker and as a percentage of
payroll. The most recent version of the report provides data for every
state for the period 1986-1995 (National Foundation 1997).

For the 50 states plus the District of Columbia, average benefits
paid per covered employee in 1995 ranged from $145 in North Caro-
lina (35.1 percent of the national average, which was $413) to $734 in
Hawaii (177.7 percent of the national average). Benefits as a percent-
age of payroll in 1995 ranged from 0.60 percent (in North Carolina) to
3.87 percent (in West Virginia); the national average was 1.51 percent.

The National Foundation data, and the SSA/NASI data on which
the National Foundation figures are largely based, are of considerable
value because they represent the only comprehensive data on workers
compensation benefits that apply to all states and to all types of insur-
ance arrangements. There are, however, several limitations that restrict
their usefulness. For example, the data are based on current benefits
payments (i.e., benefits paid to al claims active during the current cal-
endar year, regardless of the year of injury) rather than on incurred
losses (the estimates of benefits that must eventually be paid for inju-
ries occurring during that calendar year). Since workers' compensa-
tion benefits are often paid over a period of several years, current
benefit payments do not provide an accurate measure of losses for inju-
ries occurring in particular years.
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In addition, the National Foundation data are necessarily imprecise
in other respects. The SSA data on the extent of each state’s workforce
covered by the workers' compensation program are only available for a
few, nonconsecutive years. As aresult, the National Foundation has
decided to use changes in the number of workers covered by a state’'s
unemployment insurance program to estimate changes in a state’s
workers' compensation coverage.? The resulting estimates of the pro-
portion of the workforce covered by the workers' compensation pro-
gram are then used to estimate the proportion of payroll in each state
covered by the workers' compensation program. The National Foun-
dation also assumes that the average wage of workers covered by a
state’s workers' compensation program is the same as that of workers
covered by the state’s unemployment insurance program. These
assumptions are unlikely to hold true for all states and al years, intro-
ducing further error into the National Foundation estimates.

Another problem with the National Foundation’s benefits data is
that they do not control for differencesin states' industrial composi-
tion. A state with a relatively heavy concentration of industries with
inherently dangerous occupations will have higher workers' compensa-
tion benefit payments than a state with safer industries, even if the stat-
utory benefit levels and administrative costs are identical in both
jurisdictions and even if the benefits per worker in comparable indus-
tries are the same. For example, suppose State A has 80 percent of its
workforce in coal mining and 20 percent in the financial sector, while
State B has 20 percent of its workforce in coal mining and 80 percent
in finance. Also assume that in both states, workers' compensation
benefits per $100 of payroll are $12.00 for coal mining and $1.00 for
finance. This means that the overall average of benefits per $100 of
payroll is $9.80 per $100 of payroll in State A and $3.20 in State B,
solely because of differences in the industrial composition of the two
states.

A final limitation of the National Foundation data as a basis for
interstate cost comparisons is that they only measure benefits paid to
workers, not the costs of the program to employers, which includes
administrative expenses among other things. Because of these limita-
tions, the Foundation’s data do not provide an appropriate measure of
interstate differencesin employers’ costs of workers' compensation.
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L oss Ratios

The loss ratio is the employers cost measure most frequently uti-
lized in empirical analyses of the impact of insurance regulation.
Unfortunately, that term has several alternative definitions. A general
guide to workers' compensation underwriting experienceis provided in
Table 3.1. (An extended discussion of insurance terminology and
sources of dataisincluded in Appendix B.)

Table 3.1 is general because it starts with “premium” (although
there are actually three different measures of premium defined in
Appendix B) and because the table does not specify the method of
reporting data (Appendix B provides four methods). Also, Table 3.1
does not specify whether the losses are paid or incurred.?

The alternatives in the measure of premiums, in the method of
reporting data, and between paid and incurred benefits can be signifi-
cant, and some will be discussed below. However, knowledge of all
these alternatives is not critical to gaining a basic understanding of the

Table 3.1 Workers Compensation Underwriting Experience:
A General Guide

Premium
— Losses
L oss adjustment expenses

A WD e
|

— Underwriting expenses (commissions and brokerage expenses; stateand local
insurance taxes; department taxes, licenses, and fees; guarantee association
assessments; general expenses; and other underwriting expenses)

— Dividends
= Underwriting results
Net investment gain/loss and other income

®» N o oo
=+
T

= Overall operating results prior to state and federal income taxes

Ratios Used to Evaluate Underwriting Expenses
Loss (or pureloss) ratio =line 2+ line 1
Loss plus loss adjustment expenses ratio = (line 2 + line 3) + line 1
Combined ratio =line 6 + line 1
Overall operating ratio=1line8 + line 1
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ratios used to analyze underwriting results in workers' compensation
insurance, which is a requisite for our critique of loss ratios as a mea-
sure of employers costs.

Four ratios are used to evaluate underwriting experience listed in
Table 3.1.

* The purelossratio isline 2, losses, divided by line 1, premium.
The National Council on Compensation Insurance (NCCI) and
A .M. Best refers to this measure asthe loss ratio.

» Theloss plus loss adjustment expenses ratio is the sum of line 2,
losses, and line 3, loss adjustment expenses, divided by line 1,
premium. Neither the NCCI nor Best uses this measure. How-
ever, some research studies describe this concept as the “loss
ratio,” which is obvioudly inconsistent with the NCCl and Best
definitions.

» The combined ratio after dividends, the term used by Best, isline
6, underwriting results, divided by line 1, premium. The NCCI
refersto this as* underwriting results.”

* The overall operating ratio is line 8, overall operating results,
divided by line 1, premium; thisterm is used by Best.

The workers' compensation underwriting experience published by
A.M. Best shown in Table 2.1 (p. 25) calculates the loss ratio by divid-
ing incurred losses by earned premiums on a calendar-year basis. Cal-
endar-year incurred losses include incurred benefits for accidents that
occurred in the calendar year plus changes in reserves for accidents
from prior years. However, due to the long-tailed nature of workers'
compensation claims, we believe the most appropriate loss ratio for
analyzing public policy is the ratio of incurred losses to earned premi-
ums on an accident-year basis, because this ratio accounts for paid ben-
efits plus future losses on claims resulting solely from accidentsin a
particular year.

Because losses usually are the largest cost component of net premi-
ums (see Table 2.1), the loss ratio is sometimes used as a crude proxy
for the inverse of insurer profits; that is, the higher the loss ratio, the
smaller the portion of premium that is left for other expenses and prof-
its. Furthermore, the inverse of the loss ratio is sometimes used as a
measure of workers' compensation costs in a state. If losses per $100
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of payroll are the same in two states, then a relatively higher inverse
loss ratio in one state means that premiums per $100 of payroll (which
are costs to employers) are aso higher in that state.

Using the inverse of the loss ratio on a calendar-year basis as a
measure of workers’ compensation costs is suspect on two grounds,
according to Carroll and Kaestner (1995). First, as we noted above,
incurred losses on a calendar-year basis include changes in reserves on
prior-year injuries, and insurer reserving practices are subject to ran-
dom and systematic error. Second, because cash benefits for more-
severe work-related injuries are paid out over many years (that is,
workers' compensation claims have along “tail” before they close), the
premium component of the lossratio largely reflects reserves for future
payments, while the loss component is largely based on payments
made for past claims. If, as can be expected, the premium and loss
components vary markedly from one another over time because oneis
prospective and the other is retrospective, inverse loss ratios derived
from calendar year data are measured with error.

In addition to the criticisms of Carroll and Kaestner, thereis
another flaw in using the inverse of the loss ratio as a proxy for the
employers’ costs of workers' compensation insurance; this deficiency
exists irrespective of whether the loss ratio is based on calendar-year,
policy-year, or accident-year data. Theinverselossratio expresses pre-
miums relative to loss payments, and thus essentially only measures
the “loading” that policyholders pay; it does not measure the benefit
portion of the premium. Thus, a state could have very high losses per
$100 of payroll in conjunction with a high loss ratio. The low inverse
loss ratio under these circumstances would indicate that the insurance
carriers profitability in that jurisdiction was low, even though workers
compensation insurance costs paid by employers were high.

L osses per Employee/Injury

Because of the limitations of the inverse loss ratio as a measure of
the employers’ costs of workers' compensation insurance, Carroll and
Kaestner (1995) constructed two alternative cost measures. 1) premi-
ums earned (minus policyholder dividends) relative to the total number
of work-related injuries, and 2) premiums earned (minus policyholder
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dividends) relative to total private, nonagricultural employment.
Unfortunately, these measures are also deficient for several reasons.

First, the numerators and denominators of each measure are incon-
sistent: the premium data in the numerators pertain solely to policies
underwritten by private insurance carriers and state insurance funds,
but the denominators also include data pertaining to self-insured firms.
Because the proportion of self-insured employment varies both over
time and among states, these two cost variables are measured with
error. Intheir first cost measure (premiums per employee), Carroll and
Kaestner attempt to correct for this problem by using SSA data on the
proportion of total workers' compensation benefits paid by self-insured
employers in order to adjust the employment data in the denominator.
However, this attempted solution isitself flawed, because the SSA esti-
mates of self-insured benefit payments are suspect. Also, because self-
insured employers are typically larger than employers that purchase
insurance, and because larger firms generally have better safety records
than smaller firms, injured employees of self-insured firms will, on
average, receive fewer benefits than do injured workers in firms cov-
ered by private carriers or state funds.

Another problem with the Carroll and Kaestner cost measures is
their failure to adequately address the fact that per-employee costs of
workers' compensation insurance will differ among jurisdictions solely
because of variations in states’ industrial composition.* We discuss, in
the next section of this chapter, an alternative approach to estimating
costs that provides a more refined method for adjusting for the inter-
state variations in industrial mixes.

Average L osses per $100 of Payroll

In their empirical analysis, Danzon and Harrington (1998) used
average losses per $100 of payroll and its growth over time as workers
compensation cost measures. These data are based on NCCI estimates
of incurred losses (cash, medical, and total benefits). That is, they are
projections of the ultimate cost of claims with accident dates in a pol-
icy year, using data from the “first report” of loss experience that, in
turn, are extrapolated using historical trends to the “ultimate report”
basis. Assuch, the datathat form the basis of Danzon and Harrington's
cost measures are subject to error. Projections of the eventual (ulti-
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mate) cost of aclaim will change as more up-to-date |oss data become
available. In addition, these data do not include all of the costs of
workers' compensation insurance to employers, such as underwriting
expenses and carrier profits. Further, as was the case with the cost
measures used by Carroll and Kaestner, interstate cost variations may
actually be due to differences in industry mix among states and over
time; for this reason, interstate cost comparisons may be biased.

We have reviewed four alternative ways of measuring employers
costs: benefits paid per worker, losses per employee (or injury), aver-
age losses per $100 of payroll, and loss ratios. There are three princi-
pa problems with these measures. First, the first three measures do not
reflect al of the costs of employers’ workers' compensation insurance;
in particular, they do not include the profit and expense loadings
charged by insurers. Second, while the loss ratios reflect the loadings
charged by insurers (because they are part of premiums), they do not
provide an unambiguous measure of employer costs. A high lossratio
could, for example, be due to arelatively small markup by the carrier
coupled with very high losses; this combination will result in a low
inverse loss ratio but also high costs to employers. Third, these mea-
sures ignore or inadequately control for interstate variations in indus-
trial composition, which affect statewide averages of workers’
compensation insurance costs for employers. The importance of these
variations in industrial composition is discussed in the next section,
which provides yet another way—and in our view, a superior way—of
measuring the employers' costs of workers' compensation.

COST METHODOLOGY

In the remainder of this chapter, we provide a brief overview of the
methodology we used to measure the employers' costs of workers’
compensation; a detailed discussion of this methodology is presented
in Appendix C. We aso indicate why, in our view, this cost measure is
better than those critiqued in the preceding section.

The cost methodology used in this volume stems from refinements
to the methodology developed by Burton (1965), which was designed
to evaluate how plant location decisions are influenced by interstate
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differences in the employers' costs of workers' compensation insur-
ance. Interstate differencesin the average costs of workers' compensa-
tion insurance for all employers in each state might appear, on first
impression, to be relevant for assessing a state’'s competitive environ-
ment. However, such information on average costs should be irrelevant
to rational employers. Employerswho are considering relocating facil-
ities to other states should be concerned solely with the insurance rates
pertaining to them, rather than with the average costs for all employers
in astate.

This point can be illustrated by the following example. Assume
that there are only two insurance classifications in states A and B—
class 1 and class 2—and that a particular employer would be placed in
class 1 in both states. The insurance rates per $100 of payroll for each
classification are identical in both states (e.g., class 1 is $0.10 and class
2is$1.00). Also assume that all employersin statesA and B pay their
employees $300 per week.6 Obviously, there is no economic incentive
for the employer to move from state A to state B because its insurance
costs will be unaffected by the move. However, the average premium
as a percentage of payroll for all employers will vary considerably
between the two states if the workforce composition differs sharply. If,
for example, in state A, 90 percent of the payroll of all employersisin
class 2 and 10 percent in class 1, whilein State B, 90 percent isin class
1 and 10 percent in class 2, the average premium as a percentage of
payroll will be much different in the two states. Specifically, in this
example, the average premium in state A will be $0.91 per $100 of
payroll (that is, premiums will be 0.91 percent of payroll), and the
average premium in state B will be $0.19 per $100 of payroll (that is,
premiums will be 0.19 percent of payroll). Nonetheless, thereis no
incentive in this example for our employer—or any employer—to relo-
cate to state B so long as the employer’s workers' compensation insur-
ance classification is not affected by the interstate move.

The purpose of this example is not to argue that a state’s competi-
tive environment with respect to workers' compensation insurance
costs cannot be assessed. Indeed, the example can be adapted to pro-
vide a valid approach to determine interstate variations in employers
workers' compensation costs for purposes of assessing a state’'s com-
petitive environment. The approach involves using the same distribu-
tion of payroll among the various classification codes in both statesin
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order to demonstrate the extent of an employer’s incentive to relocate
from state A to state B.

For example, the distribution of payroll among workers' compen-
sation insurance classesin state A can be used in conjunction with state
B’sinsurance rates to generate a new average premium as a percentage
of payrall for state A’s employers; this new premium would be applica-
ble if these employers moved to state B. Obviously, because in this
example insurance rates for comparable classifications are identical
between states, employers initially located in state A would pay 0.91
percent of their payroll as workers' compensation premium irrespec-
tive of whether they remained in state A or moved to state B. Thus,
there would be no incentive to change plant locations in order to lower
workers' compensation costs.

This two-state example illustrates why using a constant distribu-
tion of payroll among the same set of insurance classifications for all
states is the most valid approach to comparing employers' costs of
workers’ compensation insurance among jurisdictions. However, this
approach has to be refined. The first step is to increase the number of
classifications used to calculate ajurisdiction’s average costs of work-
ers compensation insurance.

Classification Codes

Aswe indicated in Chapter 2, most employers purchase workers
compensation insurance from private companies or from state insur-
ance funds.” The initial step in our methodology for computing the
employers’ costs of workers' compensation insurance is the assign-
ment of an employer to one or more industrial or occupational catego-
ries.® In about 40 states where private insurance is available, these
categories are prescribed by the classifications published by the
National Council on Compensation Insurance. Classification codes
currently in use range from 0005 (Nursery Employees) to 9985
(Atomic Energy: Radiation Exposure NOC [not otherwise classi-
fied]). Between these two extremities in classification numbers are
several thousand other classifications, at least 500 of which arein com-
mon use.

Seventy-one employer classes were used for the employers’ costs
computations in this study, as shown in Appendix Table C.1. We chose
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these classification codes because of their prevalence throughout many
states, their relative importance in terms of the percentage of total pay-
roll they include (they account for over 73 percent of the national pay-
roll covered by workers’ compensation insurance), and their
representative character in the five industry groups used for workers
compensation insurance classifications: manufacturing; contracting;
office and clerical; goods and services; and miscellaneous.® The
national distribution of payroll among these 71 classes was used to cal-
culate the average cost of workers' compensation insurance in each
state, which ensures that our measures of interstate cost differences
pertain to a comparable set of employers and are not due to interstate
variationsin industry mix.

Manual Rates or Pure Premiums

After the carrier assigns the employer to the appropriate insurance
classification, the carrier determines an appropriate initial insurance
rate.’® Depending on the regulatory environment of the state, the initial
rate may be a manual rate or may be a pure premium. Also, again
depending on the regulatory environment, the carrier may be required
to use the rates promulgated by the rating bureau or may have discre-
tion in determining theinitial insurance rate.**

In some states, the rating bureau develops and promulgates loss
cost or pure premium rates for each category, which cover payments
for cash benefits, medical care, and (in most jurisdictions) loss-adjust-
ment expenses. In these states, theindividual carrier will add aloading
factor, which includes an allowance for other carrier expenses (such as
underwriting expenses and commissions) plus an alowance for profits.
In other states, the rating bureau prepares fully developed manual rates,
which are equal to the sum of the loading factor and the pure premium.
Manual rates or pure premiums are specified as a certain number of
dollars per $100 of weekly earnings for each employee.

Adjusted Manual Rates

Manual rates or pure premiums do not provide the proper basis for
making interstate comparisons that accurately reflect employers’ actual
costs of workers' compensation insurance. The weekly workers' com-
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pensation premium for most employersis not simply the product of
their manual rates (or pure premiums) and their weekly payrolls.
Rather, their insurance costs are affected by amyriad of modifying fac-
tors, including premium discounts for quantity purchases, carrier devi-
ations from the manual rates promulgated by the advisory organization,
dividends received from insurance companies, experience-rating modi-
fications due to the employer’s own compensabl e experience compared
with that of comparable firms, and other factors. When these modify-
ing factors are taken into consideration, the result is a more accurate
measure of the employers’ actual costs of workers' compensation
insurance. The end result of applying a series of modifying factors to
manual rates or pure premiumsis what we term adjusted manual rates.
Adjusted manual rates are measured as a certain number of dollars per
$100 of weekly earnings, which represents the percentage of payroll
expended by an employer on workers' compensation insurance.*

In this study, we use five different models to calculate adjusted
manual rates. Though only one model is used to compute the ratesin a
jurisdiction in a particular year, the model used for each jurisdiction
may vary over time, depending upon the changes (if any) that occur in
the state’s regulatory environment for workers' compensation insur-
ance pricing. The models are mutually exclusive: as of our comparison
dates—namely, January 1 for each year between 1975 and 1995—only
one of the five modelsis applicable for a particular state for each date.

The choice of which model to use to compute employers' costs for
a particular state and a particular comparison date depends upon the
nature of the workers' compensation insurance market at the time.
More specifically, it depends upon whether, as of a particular state and
date, 1) the state rating bureau publishes manual rates or pure premi-
ums, and 2) the rates in the assigned-risk market differ from those in
the voluntary market.

A brief summary of the five models is presented here; a more
detailed discussion of each of these models (including the specific
steps used in computing adjusted manual rates and an example of the
calculations for each model) is presented in Appendix C.

Model |: Voluntary market only with manual rates. This model
was used when 1) the rates for the voluntary market contained
expense loadings (and thus were manual rates), and 2) there were
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no separate rates or calculations for the assigned-risk market. The
manual rates for the voluntary market may be either mandatory or
advisory.:3

Model I1: Voluntary market only with pure premiums. This
model was used when 1) the rates for the voluntary market were
pure premiums (also known as loss costs), and 2) there were no
Separate rates or calculations for the assigned-risk market.

Model I11: Voluntary market with manual rates and assigned-
risk market with identical manual rates. This model was used
when 1) the rates for the voluntary market included expense load-
ings (and thus were manual rates), and 2) there were manual rates
for the assigned-risk market that were identical to voluntary market
rates. Manual rates for the voluntary market may be mandatory or
advisory.

Model 1V: Voluntary market with manual rates and assigned-
risk market with different manual rates. This model was used
when 1) the rates for the voluntary market included expense load-
ings (and thus were manual rates), and 2) there were manual rates
for the assigned-risk market that differed from voluntary market
rates. Manual rates for the voluntary market may be mandatory or
advisory.

Modd V: Voluntary market with pure premiums and assigned-
risk market with manual rates. This model was used when 1)
therates for the voluntary market were pure premiums (also known
as loss costs), and 2) there were separate manual rates for the
assigned-risk market.

Weekly Insurance Premiums

In addition to adjusted manual rates, we also estimated another
measure of employers’ workers' compensation costs in each state.
Weekly insurance premiums (net weekly costs) were calculated by mul-
tiplying a state’'s adjusted manual rate by the corresponding average
weekly wage for that state. The weekly wage was computed for the
period 1965-1975 by multiplying a) a state-specific and year-specific
earnings index number that adjusts for interstate variation in wages due
to industrial composition by b) a national wage figure (the annual aver-
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age weekly wage in employment covered by unemployment insur-
ance).*

We computed weekly insurance premiums, an additional employ-
ers’ cost measure, because interstate variations in employee earnings
may also influence the relative costs of workers' compensation. Thus,
weekly insurance premiums overcome a limitation of adjusted manual
rates as a measure of interstate differences in workers’ compensation
costs.

This point can be illustrated by the use of a hypothetical example.
Assume that the adjusted manual rates for an employer’s classification
in statesA and B areidentical, e.g., $1.00 per $100 of payroll. Further
assume that state A is a northern, industrial, and heavily unionized
jurisdiction in which the average weekly earnings of the employer’s
workforce is $500, and that state B lacks these attributes and has a cor-
responding earnings figure of $250. Asaresult, even if adjusted man-
ual rates were equal in states A and B, the weekly insurance premiums
(net costs) would be different. The firm’'s workers’ compensation bill
is a product of the relevant adjusted manual rate and the employer’s
payroll. Inthisexample, the employer’sinsurance cost would be $5.00
per employee per week in state A and $2.50 in state B.

Interstate variations in employee earnings levels can thus influence
the relative costs of workers' compensation. Unfortunately, using an
unadjusted statewide average wage to compute weekly insurance pre-
miums would introduce a bias to our cost estimates due to interstate
variation in the industrial composition of employment. Since there are
substantial differences among industries with respect to wage rates, an
unadjusted statewide average wage will reflect differences among
states in industry mix. States with a high proportion of employment in
high-wage sectors will have higher net weekly costs than otherwise,
even if underlying insurance costs per $100 of payroll for a particular
type of employer are identical among states. We therefore calculated a
weekly wage variable for each state and year in our sample that con-
trols for interstate differences in the industrial composition of employ-
ment.
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COST DATA

Adjusted Manual Rates

Appendix Table C.17 provides the adjusted manual rates averaged
over 71 insurance classifications for each of 48 jurisdictions (47 states
plus the District of Columbia) in our study?®® for each year with avail-
able data during the period 1975-1995. We use a subset of these data
(adjusted manual rates for 1995) to rank the states (Figure 3.1).
Among the 47 jurisdictions with datain 1995, Montana had the highest
adjusted manual rate ($4.94 per $100 of payroll) and Indiana had the
lowest ($1.40). Figure 3.1 depicts the substantial variation in adjusted
manual rates among states. (As we previously indicated, these results
do not stem from differences in the industrial composition of states
economies, but rather reflect a threefold difference in costs for compa-
rable employers in these states.)

More comprehensive—and perhaps, more comprehensible—data
(based on the weighted observations in Appendix Table C.18) are pre-
sented in Figure 3.2. Here, the average adjusted manual rates for all
states with data for each year, as well as the rates that are one standard
deviation above or below the national average, are reported for the
period 1975-1995.¢ The national average for adjusted manual rates
was $0.95 per $100 of payroll in 1975; it then rose to $1.65 in 1980,
declined during the early 1980s (for reasons explained in Chapter 2),
and reached a trough of $1.47 in 1984. After 1984, the average rate
increased sharply, peaking at $3.48 per $100 of payroll in 1993. Rates
then declined sharply during the last two years in our study period
(1994 and 1995); the national average was $2.97 per $100 of payroll in
1995. The datain Figure 3.2 also indicate that interstate variations in
adjusted manual rates increased considerably between 1985 and 1990;
thereafter, the variation generally declined.

Weekly I nsurance Premiums

Weekly insurance premiums (which are calculated by multiplying
a state's adjusted manual rate by the corresponding average weekly
wage for that state) constitute another measure of employers’ costs
used in our study. These costs of workers' compensation insurance
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Figure3.1 Adjusted Manual Ratesin 1995, by State
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Figure 3.2 National Average Adjusted Manual Rates (£ 1 S.D.), 1975-95
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premiums per employee for each of the 48 jurisdictions in our study,
for each year over the period 1975-1995 where data are available, are
reported in Appendix Table C.21. A ranking by state of net costs (as of
1995) is provided in Figure 3.3. These findings roughly mirror those of
adjusted manual ratesfor 1995: among these 47 jurisdictions with 1995
data, Montana had the highest net weekly costs ($28.59) and Indiana
had the lowest ($7.76), once again showing the substantial variation in
the cost of workers' compensation insurance among states. However,
the findings with respect to net costs in 1995 differ in some instances
from those for adjusted manual rates (compare Figures 3.1 and 3.3).
Ohio, for example, ranked 14th on the basis of adjusted manual rates,
but was the 8th most expensive state using net weekly costs, reflecting
the state’s relatively high wages.

Figure 3.4 reports the average net weekly costs per employee for
all states with data available for each year during the 1975-1995
period, as well asthe net costs that are one standard deviation above or
below the national average.'” (The data are from the weighted obser-
vations of Appendix Table C.22.) Not surprisingly, the general trend of
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Figure 3.3 Net Weekly Costsin 1995, by State
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Figure 3.4 National Average Net Weekly Costs (+ 1 S.D.), 1975-95
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net costs over the period 1975-1995 is similar to the pattern for
adjusted manual rates. The national average for net costs was $5.03
per employee per week in 1975. It rose to $8.41 in 1980 and then
declined throughout the early 1980s until 1984 (when it was $7.50).
Net costs then increased sharply, peaking at $18.40 in 1993, but then
fell during the next two years of our study period, reaching $15.69 in
1995.

The datain Figure 3.4 also show that interstate variability in net
weekly costs fluctuated between 1975 and 1995, as it increased in the
late seventies and declined in the early eighties. From 1985 though
1990, interstate variations in net weekly costs increased substantially,
but they then declined significantly during the 1990s.

CONCLUSIONS

In this chapter, we critiqued various workers' compensation cost
measures that have been used by practitioners and academics to make
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interstate comparisons, and we presented what we regard as a more
valid approach to computing employers’ costs. We also presented
state-specific findings and national averages for two cost measures
(adjusted manual rates and net weekly costs) for the period 1975-1995.
These costs varied significantly over time and also, in any particular
year, varied sharply among states.

The essential purposes of the rest of this study are to develop a
model to explain the determinants of the intertemporal and interstate
variations in these employers’ costs and to subject this model to an
empirical analysis. We examine, inter alia, the impact of deregulation
of insurance pricing and the relative generosity of state statutory provi-
sions regarding workers' compensation benefits on the employers’
costs of workers' compensation insurance.

Notes

1. UBA, Inc,, established the National Foundation in 1984. UBA, Inc. has recently
changed its name to UWC, Inc.—Strategic Services for Unemployment and
Workers' Compensation.

2. “The Social Security Administration has provided a state-by-state estimate of
workers covered by workers' compensation for 1997, 1981, 1984, and 1988.
Changes in unemployment compensation coverage are used to develop estimates
for other years” (National Foundation 1997, footnote 5, no page number).

3. Asfurther explained in Appendix B, paid losses are the benefits that have already
been paid for a particular set of injuries as of the evaluation date. Incurred losses
are the benefits that have been paid for a particular set of injuries as of the evalua-
tion date plus the estimated value of the future benefits for those injuries as of that
evaluation date.

4. Carroll and Kaestner (1995) attempt to control for these effects by using state-
and industry-mix dummy variables in their statistical analysis. However, these
dummy variables measure industry mix at a fairly aggregated level, without rec-
ognizing the differences in workers' compensation costs that can occur within
industrial categories.

5. Danzon and Harrington's cost growth measure is not subject to these problems to
the extent that industry mix remains constant over time within a particular state.
Danzon and Harrington also do empirical analyses using loss data for individual
rating classification codes; unlike their state-level loss ratio data, these cost mea-
sures are not subject to the industry composition problem.

6. This example assumes that the employer’s entire payroll is used to calculate pre-
miums. Thetopic of payroll limitationsis discussed in Appendix C.

7. Our discussion of cost methodology does not pertain to the third source of insur-
ance coverage (self-insurance), for which we do not have any cost data.
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Some of the discussion in this section draws upon Burton and Schmidle (1991,
1992) and Schmidle (1994). See also Kallop (1976); Williams (1986); NCCI
(1981); Appel and Borba (1988, pp. 5-9); Webb et al. (1984, pp. 106-112); and
Huebner, Black, and Cline (1982, pp. 575-592).

The NCCI’s Classification Codes and Satistical Codes for Workers Compensa-
tion and Employers Liability Insurance manual for selected years was the source
of the 71 employer categories. Insurance categories in states using other classifi-
cation systems were “converted” by selecting the classification in that state that
was most nearly analogous to the corresponding code among the 71 NCCI
employer classes.

A particular employer may be assigned to two or more insurance classifications,
depending on the industrial or occupational mix of the employer’s workforce.
When the state regulations allow carriers discretion in determining the initial rates
that are used to help determine the premiums actually paid by employers, all car-
riers are required to report their experience using a set of specified rates for the
insurance classifications used by the carrier. These specified rates are known as
the “ Designated Statistical Reporting (DSR) Level.” For example, the policy year
1996 experience in Michigan was reported using the January 1, 1996, pure premi-
umsasthe DSR Level.

The methodology to compute these “adjusted” manua rates was developed
amost 35 years ago by Burton and has been subsequently refined and modified.
Substantial refinements and modifications in this methodology were used for this
study in order to capture, in acomprehensive manner, al pertinent recent devel op-
ments affecting workers' compensation insurance pricing. See Burton (1965,
1979); Elson and Burton (1981); Burton, Hunt, and Krueger (1985); and Burton
and Schmidle (1992).

The distinctions between mandatory and advisory rates were discussed in

Chapter 2.

A description of the state-specific wage index is provided in Appendix D.

The words state(s) or jurisdiction(s) should be taken as synonyms referring to this
study set. Data limitations precluded us from computing employers costs in
three of the six jurisdictions having exclusive state funds (Nevada, North Dakota,
and Wyoming).

Due to data availability problems, the number of states used to compute these
averages is not constant across the entire period from 1975 to 1995. However, as
indicated in the discussion of Appendix Table C.18, the results over time are not
particularly sensitive to the changing number of observations over time.

Aswas the case with adjusted manual rates, the number of states used to compute
these data varies over the period from 1975 to 1995. As was also the case with
adjusted manual rates (and once again, as indicated by the discussion of Appendix
Table C.22), the results are not particularly sensitive to the changing number of
observations over time.
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4
Benefit Adequacy
ver sus Affordability

In the previous chapter, we presented data showing the substantial
variations in workers' compensation costs both over time and across
states. We now begin a quest to explain these variations. Are they due
to differences with respect to the level of benefits provided to injured
workers, which may be expected to be a significant driver of compen-
sation costs, or are they due to differences in administrative efficiency
or other factors? The answer has obvious implications for public pol-
icy issues concerning the efficacy of different insurance arrangements
addressed in subsequent chapters. While the affordability criterion
suggests that low-cost programs are in some sense superior to high-
cost ones, it isimportant to determine whether low program costs were
attained by sacrificing benefit adequacy. Among other things, this sug-
gests that to properly assess the relative efficiency of different insur-
ance arrangements, it is important to control for other variables that
affect employer costs.

In this chapter, we explore the relationship between workers' com-
pensation costs and factors such as benefit generosity and the underly-
ing risk of workplace injury or disease. We initially describe an
accounting model of insurance prices that is the foundation for our
empirical investigation of employers’ costs. We then provide a detailed
account of the variables and data set used in the cost models, including
identification of the data sources and methodology used to construct
variables for the analyses. In the third section, we report the results of
regression analyses in which the dependent variables are adjusted man-
ual rates and net weekly costs. We then present the results of simula-
tions in which we estimate the cost increase that would result if all
states were to adopt workers' compensation statutes that meet aterna-
tive definitions of benefit adequacy.

73
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AN ACCOUNTING MODEL OF EMPLOYER COSTS

A simple accounting model of workers' compensation insurance
costs indicates that insurer profits are equal to the premiums collected
from policyholders plus earnings on reserves minus losses paid, divi-
dends to policyholders, and administrative expenses, which include
marketing, underwriting, and claims adjustment costs. If we initially
ignore administrative expenses, we can represent expected per-claim
insurer profits as follows:

Eq.41 E[IT] =(1-p)C+p(C-B),

where IT is insurer profits, p is the probability of injury per covered
worker, C is insurer premiums, and B is the average benefit payment
per claim. If insuranceis actuarialy fair, then C = pB.

Administrative expenses and profits may be incorporated into the
model by allowing for aloading factor that is proportional to premi-
ums, so that C = ¢C + pB where ¢ is the loading factor. Thisimplies
that C = pB/(1 — ¢). Taking the natural logarithm of this cost function,
we find that

Eg.42 InC=-dn(1-0¢)+Inp+InB.

Thisresult suggests that aregression specification that estimates the
employers' cost of workers compensation insurance should 1) include
measures of the probability of injury and the average benefits paid to
compensation claimants and 2) assume a log-log form. Also, note that
the relationship between the expense loading (a component of ¢) and
insurance premiums (or loss costs) may be nonlinear. Thisis evident
from the existence of fixed expense components built into insurer rate
filings, such as expense or loss constants or premium discounts.

This result also suggests that interstate differences with respect to
the effect of insurance arrangements—including the regulatory
regime—will be included in the intercept of the regression model (or
—In(1 - ¢) of Eq. 4.2), as will temporal variation in rates attributable
to the insurance cycle. In other words, holding pure premiums or loss
costs constant, the effects of insurance arrangements will manifest
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themselves through a change in the loading factor and will appear as
alower or higher intercept in an estimated regression equation. We
discuss the details of the regression specifications used to estimate
costs in the following section.

COST REGRESSION MODEL

As indicated, this simple accounting model suggests that employer
costs are afunction of the average benefit paid to compensation claim-
ants and the claim rate. Consequently, our empirical specification
includes both variables. Unfortunately, these measures are imperfect in
that they do not control for interstate differences in administration.
There are also other variables included as explanatory factors in our
regression model that control for administrative and other differences.
Thefull set of regressorsincludes estimates of the number of permanent
partial disability claims as a proportion of total indemnity claims, the
unionization rate, and the extent of workers' compensation coverage.
Many of our analyses also include time and state dummies to capture
the influence of unobserved, time- and state-specific effects. In partic-
ular, we use year dummiesin order to control for insurance cycle effects
that could influence costs. Intherest of this section, we discussin detail
each of the variablesin our regression model, as well as our hypothesis
concerning the relationships of these variables to employer costs.

Benefits

Aswe indicated in Chapter 1, workers who suffer disability or
death as the result of a work-related injury or disease are eligible to
receive two types of benefits: medical treatment and, if their disabilities
are severe enough, cash benefits. Our regression analyses utilize three
variables to capture the effect of the relative benefit generosity of each
state’s workers' compensation law: expected cash benefits, a variable
estimating the relative cost of medical and rehabilitation expenses, and
acombined (or total) benefit measure. 1n most of our model specifica
tions, cash and medical benefit variables are entered as separate regres-
sors. However, Eq. 4.2 in the previous section suggests that the
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coefficient of the logarithm of this combined benefit measure will pro-
vide a useful estimate of the cost-benefit elasticity.

Elasticity estimates are interesting in their own right. While our
simple accounting model predicts a one-to-one relationship between
benefits and costs—that is, a cost-benefit elasticity of 1—economic
theory hypothesizes that because benefits affect employer and worker
behavior, the value of this elasticity may be more or lessthan 1. To
examine this issue, we estimate a subset of cost regressions using the
total benefit variable.

Cash benefits

National trend data on average per claim cash benefits in constant
1995 dollars for our study period (1975-1995) are shown in Figure 4.1.
These data depict our estimates of the expected cash benefits that the
average compensation claimant will receive during this period,? plus or
minus one standard deviation. Asisevident from thisfigure, the gener-
osity of workers' compensation benefits did not fluctuate much over
the period 1975-1995; however, interstate variability in the generosity
of statutory benefits (as measured by the standard deviation) declined
over this period.?

Figure4.1 Real Per-Claim Expected Cash Benefits, 1975-95
(1995 %; mean £ 1SD.)
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The expected cash benefit from workers' compensation in each of
the 48 jurisdictionsin our study is shown for 1995 in Figure 4.2. There
was substantial variation among the states in benefit levels. the average
cash benefit payment was almost $23,000 in the District of Columbia,
but little more than $4,300 in Louisiana.

Thedatain Figures 4.1 and 4.2 are based on an index of cash bene-
fit generosity of each state's workers' compensation statute that we
constructed for each jurisdiction and each year in our sample. For a

Figure 4.2 Expected Cash Benefits by State, 1995
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comprehensive discussion of the methodology, see Appendix D. A
brief summary of this methodology follows.

The method recognizes that benefit levels are set by each state’'s
workers' compensation statute and depend on factors specific to each
claim, including the type and severity of the claimant’s injury as well
as the claimant’s pre-injury wage, age, and, family status.* More spe-
cifically, a weekly benefit, which typically varies according to the
claimant’s wage, is paid to claimants over atime period that varies
depending on the severity of the claimant’s injury. We generated the
benefit index by estimating the weekly benefit and the duration of pay-
ments separately for each of four categories of injury—temporary total
disability, permanent total disability, permanent partial disability, and
fatalities—for claimants with various characteristics, e.g., wage, age,
and family status. The index for each of these disability categoriesis
equal to the product of the duration and weekly benefits. To obtain an
index of total cash benefit generosity, we combined benefit measures
for each of these four injury categories using the relative national fre-
guency of injury type as weights.

Weekly benefits. To compute the weekly benefit for the average
compensation claimant for a particular state and year, we constructed a
wage distribution specific to that state and year. The distribution was
based on a national wage distribution centered on an “adjusted” aver-
age weekly wage for each state and year.> Weekly benefits were then
computed for each claimant in the distribution, based on statutory ben-
efit parameters.®

Aver age benefit duration. The average benefit duration for each
injury type was calculated using the relevant national distributions for
each claim type: a disability duration distribution for temporary total
claims, adistribution of permanent partial disability claims by nature
of injury and severity,” an age distribution for permanent total claims,
and a distribution of dependent survivors, by age and family status, for
fatalities. Since states limit the duration of benefits in different ways,
the actual duration of benefit payments was calculated by applying
these statutory limitsto the appropriate distribution. In the case of per-
manent disability or fatality benefits, which are paid out over alengthy
period, benefits were cal culated on a present-val ue basis that accounted
for the probability of death or, in the case of survivor benefits, remar-

riage.
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M edical benefits

Although most workers' compensation claimants have relatively
minor injuries and thus do not qualify for cash benefits, nearly all
claimants receive some sort of medical care. Unlike cash benefits,
thereis no easy way to construct an index of expected medical costs; as
aresult, we were forced to rely on measures of actual benefits paid.
The average cost of medical benefits for all claimsin each jurisdiction
was used as the basic measure of medical benefits.

National trend data on per claim medical benefits paymentsin con-
stant 1995 dollars for our study period (1975-1995) are shown in Fig-
ure 4.3.8 Asis evident, there was considerable variation over timein
the average real cost of medical benefits. This pattern is also markedly
different from that in Figure 4.1, which showed that cash benefits did
not change much over the 1975-1995 period. Specifically, the datain
Figure 4.3 show that the average real cost of medical benefits more
than tripled over this period, from $698 in 1975 to $2,528 in 1995.
Average medical benefits grew consistently between 1975 and 1994
and then fell by about 10 percent in 1995.

Figure 4.3 Real Per-Claim Medical Benefits, 197595 (mean £ 1 S.D.)
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Furthermore, interstate variability in medical benefits also
increased substantially between 1975 and 1995. There was more than
afourfold increase in the dollar amount of one standard deviation
between 1975 and 1994, from $214 to $882, although the standard
deviation then declined to $673 in 1995.

The considerable variability in medical expenses among states is
illustrated by the 1995 medical benefits cost data (Figure 4.4).° The
average workers' compensation medical expenses ranged from a high

Figure4.4 Average Medical Benefitsfor 1995 (for those jurisdictions
having data for 1995)
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of $3,673 in the District of Columbiato alow of $1,598 in Idaho, a
spread of more than $2,000.

During our study period, most state workers' compensation pro-
grams paid 100 percent of the claimant’s medical expenses. Conse-
quently, the variation in medical benefit costs was primarily
attributable to differencesin the cost of health care services, the utiliza-
tion of medical services, or both. The dramatic rise in medical benefit
payments evident in Figure 4.3 corresponds with amore general risein
health care costs in the United States during this period. However, the
increasing variability suggests that interstate differences in charges for
health care or in the utilization of services were widening among states
during the study period.1°

Total benefits

The coefficient on a measure of total benefits may provide impor-
tant information about the relationship between benefits and costs (see
Eqg. 4.2, p. 62). A coefficient of 1 for the “total benefit” variable
implies that a 10 percent increase in benefits paid per claim resultsin a
10 percent increase in employer compensation costs. either the behav-
ior of the parties to the workers' compensation claim (the worker,
employer, and insurer) is unaffected by changes in benefit levels or the
parties’ responses to an increase in benefits offset one another.

However, the coefficient will be greater than 1 if higher benefit lev-
els lead to increased benefit utilization by workers, induce riskier
behavior on the part of workers, increase the frequency of claims
reporting or claims duration, or any combination of the above. On the
other hand, we would expect the coefficient on the total benefit variable
to belessthan 1 if higher benefit levels cause experience-rated employ-
ers to improve workplace health and safety or to manage claims more
intensively.

Krueger and Burton (1990) used adata set and methodol ogy similar
to our own and found acost-benefit elasticity of 1 for most of their model
specifications. However, their study differed from oursin two important
ways. First, their data set contained substantially fewer observations—
109, compared with over 900 in the current study—using data from 29
statesfor four nonconsecutive years (1972, 1975, 1978, and 1983). Sec-
ond, their model specificationsincluded separate cash and medical ben-
efit variables as regressors rather than a total benefit measure. They
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interpreted the coefficient on the cash benefit variable as being equiva-
lent to the cost-benefit elasticity. However, since the logarithm of asum
is not equal to the sum of two logarithms, their specification may not
provide an appropriate estimate of this elasticity.'

In the later section on regression results, we estimate cost—benefit
elasticities using a data set that includes more states and a substantially
longer period than did the Krueger and Burton study. Even more
importantly, our estimates are based on a measure of total expected
benefits, including both medical and cash benefits, paid to the average
compensation claim in each state. To compute this measure, we
inflated the expected cash benefit variable (described previoudly) by a
factor equal to the state-specific and year-specific ratio of the total
(cash plus medical) benefits paid to cash benefits paid.’? Datafor this
inflation factor were taken from the NCCI “first-to-ultimate” report
exhibits described in note 10.13

This expected total benefit measure (in 1995 dollars) for the period
1975-1995 is shown in Figure 4.5. There has been considerable
growth in total benefits over this period: the national average increased
by nearly 60 percent, from $12,450 in 1975 to $19,612 in 1995. The
expected total benefit costs for individual states in 1995 are presented

Figure 4.5 Per-Claim Expected Total Benefits, 1975-95 (mean + 1 S.D.)
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in Figure 4.6. The relative position of states with respect to this total
benefit measure is remarkably similar to their position vis-a-vis
expected cash benefits. The District of Columbia continues to be the
most generous jurisdiction in the nation, paying an average total benefit
in excess of $41,500, while Louisianais the most penurious, averaging
less than $9,100 per claimant in total compensation benefit payments.

Figure 4.6 Expected Total Benefits, 1995 (for those jurisdictions having
data for 1995)
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Injury Rate

We also use an injury rate measure as an explanatory variable in
our employer costs model. We expect that higher injury rates will, in
general, lead to higher benefit payments and to higher insurance costs.
Injury rates vary systematically among industries, and so states in
which the dominant industry is coal mining will have an higher injury
rate for all workers than a state where most workers are in the service
sector. Interstate variations in costs solely due to differences in indus-
trial mix among states are accounted for through our construction of
the cost variable. Aswe noted in Chapter 2, the cost variable is based
on a homogeneous set of manual rate classification codes, so we statis-
tically control for interstate differences in insurance costs that are due
to variations in industrial composition.

However, while our construction of the dependent variable controls
for interindustry differences in the probability of injury, there are other
potential sources of variation in injury rates. Specifically, there are
variations in the injury rate within rate classes, both over time and
among jurisdictions. To control for these variations, we included a spe-
cial measure of the statewide injury rate in our regression analyses.

The special statewide injury rates were calculated using unpub-
lished data obtained from the U.S. Department of Labor. Since the cost
variables are based on a homogeneous set of rate groups, our injury
rate measure also had to be independent of interstate differencesin
industrial composition. Consequently, we computed weighted average
injury rates for each state and year in our sample by combining injury
rate data for the major industrial divisions with national employment
by industry division as the weights.”* That is, injury rates for each
major industry division were first collected for each state and year in
our sample. These state- and year-specific, mgjor division rates were
then aggregated into a state/year average by using a national distribu-
tion of employment by industry division. Missing data were imputed
in a manner identical to that which we described for missing medical
benefits data (see note 10).

The trend in annual occupational injuries per 100 workers in the
United States (1975-1995) is shown in Figure 4.7.*> Overall, these
data suggest that there has been a long-term decline in the injury rate.
The average annual injury rate dropped from about 8.7 injuries per 100
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Figure4.7 Injury Rate, 197595 (mean + 1 SD.)
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workersin the 1970sto lessthan 8 injuries per 100 workers by 1995. A
cyclical relationship for work injury rates has been reported by a num-
ber of studies, including Chelius (1977), Smith (1992), Thomason and
Hyatt (1997), and Durbin and Butler (1998). We also find some evi-
dence of this, asthe data exhibit arelatively strong cyclical pattern that
is consistent with the business cycle, at least during the early part of
this period.

The injury rate declined sharply during the recessionary period of
the early 1980s, only to rise steadily for the remainder of that decade,
when there was relatively strong economic growth. A slight declinein
the injury rate occurred in 1991, contemporaneous with another reces-
sion. However, since 1992, the injury rate has declined steadily despite
arelatively robust economy.

Interstate variations in the annual injury rate per 100 workers for
1995 are shown in Figure 4.8 for the last year in our study. Injury rates
range from a high of some 11 injuries per 100 workersin Montanato a
low of dlightly more than 5 injuries per 100 workersin New York.'
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Figure4.8 Injury Rate, 1995 (for states with no missing data for 1995)
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Permanent Partial Disability Claimsasa Proportion
of Total Claims

A permanent partial disability (PPD) claims measure is another
explanatory variable in our employer costs model. The expected cash
benefit index described previously measures benefit generosity as
determined by a state’s workers' compensation statutory parameters.
However, actual benefit payments are also affected by the nature of
program administration. States with identical statutory parameters
may pay benefits that are substantially different due to interstate varia-
tions in administrative rules. Thisis particularly true for permanent
partial disability awards, where there are substantial variationsin the
methods and criteria used to determine compensation (Berkowitz and
Burton 1987).

For example, in some states, compensation for PPD claimsis based
on the extent of the claimant’s impairment, while in others, benefits
depend on the extent of the claimant’s lost wage-earning capacity.
Adjudicators are called upon to make decisions that often involve a
substantial element of subjective judgment. The distinction between a
claimant who is suffering a 50 percent loss of use of an arm and a
claimant who is “merely” suffering a 40 percent loss lacks the kind of
clear distinction that is easily incorporated into statutory language or
administrative regulations. Since benefits paid to PPD claims account
for over 70 percent of total indemnity benefit costs nationwide, inter-
state differences in PPD claims administration could significantly
affect the level of claim benefits.”

To account for interstate variation in claims administration, we
include in our empirical specification a variable measuring the propor-
tion of total workers' compensation indemnity claims that involve per-
manent partial disability benefits. These data were taken from the
NCCI’s Countrywide Workers Compensation Exhibits for various
years. These exhibits do not include datafor all NCCI jurisdictions for
some years and do not include data for exclusive-state-fund jurisdic-
tionsin any year. We assigned values for missing data from the NCCI
states and for Washington state using a procedure identical to the one
we used for medical benefits payments. We assigned the other two
exclusive-state-fund jurisdictionsin our study (West Virginiaand Ohio)
the national average for the PPD proportion variable.
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National data on PPD cases as a proportion of total indemnity
claims for the period 1975-1995 are shown in Figure 4.9.28 This pro-
portion was relatively stable at about 23 percent of total claims from
1975 to 1984, rose to a little more than 35 percent in 1992, and then
declined slightly to about 32.5 percent by 1995, the last year of our
study. Thereisconsiderable interstate variation in the PPD proportion,
as illustrated by the 1995 datain Figure 4.10. The PPD proportion
ranged from about 10 percent in Maine to nearly 50 percent of total
clamsin Montana.

Previous studies of compensation costs have found that the PPD
proportion is strongly and positively related to compensation costs
(Krueger and Burton 1990; Schmidle 1994). We similarly expect a
positive relationship between the PPD proportion and employer costs.

Union Density

Union membership also appears to affect the compensation claim
process. Hirsch, Macpherson, and Dumond (1997) found that union-
ized workers are more likely to receive workers compensation benefits

Figure 4.9 PPD Cases as Share of Total Indemnity Claims
(mean+1SD.)
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Figure4.10 PPD Claimsasa Share of Total Claims by State, 1995
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than are comparable nonunion workers. There are at least two possible
explanations for this. First, unionized employees may have moreinfor-
mation about their rights to workers' compensation benefits. Second,
because of due process guarantees contained in collective bargaining
agreements, union members may have less reason to fear employer
reprisals as aresult of filing workers' compensation claims.



90 Chapter 4

In either event, we expect that the extent of union membership in a
state is positively related to employer costs; i.e., it will be associated
with a greater probability of filing aworkers compensation claim and,
possibly, higher benefits per claim. Of course, while unions may in-
crease the probability of a workers' compensation claim being filed,
unions are also likely to improve the conditions affecting workplace
safety. Weil (1991) found that labor unions aid the implementation of
Occupational Safety and Health Act regulations in the workplace,
while Thomason and Pozzebon (1999) found that unions have a direct
impact on firm safety practices. Nonetheless, to date the evidence indi-
cates that the impact of unions on increasing the likelihood of a work-
ers’ compensation claim is greater than their effect on reducing the
probability of injury.

To measure the impact of unions, we use the proportion of workers
who are union members in a state—that is, union density—as an
explanatory variable. Three sources, al of which derive estimates from
the Current Population Survey (CPS), were used for our union density
measure. Data for the period between 1975 and 1982 (inclusive) were
taken from Kokkelenberg and Sockell (1985), and estimates from Hir-
sch and Macpherson (1996) were used for 1994 and 1995. We esti-
mated union density data for the remaining years (1983-1993) using
CPS data files. Missing values for particular states and years were
imputed using the same procedure we employed for the medical benefit
variable.

Average union density throughout the United States in the 1975—
1995 period is presented in Figure 4.11. These data show the well-
known decline in unionization that occurred during this period. In
1975, ailmost one-quarter of the workforce were union members. By
1995, the proportion had dropped to close to 15 percent. The distribu-
tion of union density by state for 1995 is shown in Figure 4.12. Union
density ranged from alow of 3.3 percent in South Carolinato a high of
27.7 percent in New York.

Covered Employment

Workers' compensation programs do not cover all workers. His-
torically, state workers' compensation statutes have exempted from
coverage such occupational groups as farmworkers and household
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Figure4.11 Union Density, 1975-95 (mean + 1 SD.)
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workers. In addition, these statutes often excluded small firms with
fewer than a specified number of workers. In afew states, workers
compensation insurance is not compulsory, so individual employers
may opt out of the compensation program.*®

The extent of workers’ compensation coverage may affect
employer costs, although the nature of its influence is uncertain and
depends on the occupational groups that are included or excluded as
coverage expands or shrinks. If statutory coverage provisions tend to
exempt high-risk employment, then the extent of workers' compensa-
tion coverage will be negatively related to employers’ workers' com-
pensation insurance costs; the opposite result is expected if low-risk
groups are exempt. Thus, in order to predict, a priori, the relationship
between coverage and costs, it is necessary to examine changes in
employment composition that accompany changes in covered employ-
ment.

Unfortunately, there are no state-level data on workers' compensa
tion coverage by occupational or industrial class. However, many of
the principal statutory changesin coverage that occurred between 1975
and 1995 are reflected in the recommendations of the National Com-
mission of State Workmen’'s Compensation Laws (National Commis-
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Figure4.12 Union Density by State, 1995
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sion 1972). These recommendations addressed major gapsin workers
compensation coverage that existed in the early 1970s, and the U.S.
Department of Labor has tracked compliance with 19 of the recom-
mendations that the National Commission designated as “essentia” in

subsequent years.
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The National Commission made six essential recommendations
relating to coverage of workers or employers. Three recommendations
involved specific employment classes not covered by many compensa-
tion statutes (farmworkers, household and casua workers, and govern-
ment employees). In addition, the National Commission recom-
mended that workers’ compensation be compulsory for private
employment, that no waivers be permitted, and that there be no exemp-
tion for any class of employee, such as professional athletes or the
employees of charitable organizations. Since many states exempted
from coverage those employers with few employees, the National
Commission also recommended that employers not be exempted
because of their size.

We have no a priori expectations about the relationship among the
general recommendations and employer costs. Unless there are sub-
stantial cross-subsidies between occupational classes, the employment-
specific recommendations should not have any impact on our measures
of employer compensation costs, since exempted groups are not among
the 71 occupational classification codes used to compute our employer
cost measures.? The mandatory inclusion of small employers may
increase workers' compensation costs. Small employers generally
have higher injury rates relative to large employers due to economies of
scale in the development of workplace safety programs and due to dif-
ferences in the extent to which small and large firms are experience-
rated.

U.S. Department of Labor data on the number of statesin compli-
ance with the various National Commission recommendations related
to covered employment for the 48 jurisdictions in our sample during
the 1975-1995 period are shown in Figure 4.13. For the most part,
these data indicate that state compliance with these recommendations
did not change substantially.

We have empirically tested whether there is any correlation
between covered employment and the National Commission’s recom-
mendations. These results are presented in Table 4.1, which reports
Pearson correlation coefficients for covered employment and for
dummy variables representing the National Commission recommenda-
tions.?* Datain parentheses show the p-value for each correlation. The
results reported in the “Covered employment” row indicate that, as
expected, all National Commission recommendations are positively
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Figure 4.13 Compliance with Cover age Recommendations
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related to covered employment. In particular, the recommendation
concerning small employers had a relatively strong relationship with
coverage, as indicated by a statistically significant correlation coeffi-
cient of 0.2003. Thisfinding provides further support for a hypothe-
sized positive relationship between coverage and costs, since small
employers may be expected to have higher costs than larger firms.
However, this is only one recommendation, and it is possible that
changes in other rules affecting coverage, such as the prohibition of
waivers, have the opposite effect, increasing average compensation
costs. Thus, it is difficult to make a priori predictions concerning the
relationship between covered employment and costs.

Nonetheless, it is possible that the extent of covered employment
could affect workers' compensation costs for the average employer.
Consequently, we include estimates of the statewide proportion of
employment covered by workers' compensation as a control variablein
our model specifications. This variable was computed by dividing esti-
mates of the average number of workers covered by workers' compen-
sation programs (as reported in various issues of the Social Security



Table 4.1 Pearson Correlation Matrix—National Commission Recommendations and Covered Employment

Compulsory No waivers Small Farm Government  No class Covered
Variable coverage  permitted  employers  workers Domestics employees  exempt.  employment
Compulsory coverage 1.0000
No waivers permitted  —0.0701 1.0000
(0.02)2
Small employers 0.0182 0.2293 1.0000
(0.53) (0.00)
Farm workers -0.0336 0.0491 0.3309 1.0000
(0.25) (0.09) (0.00)
Domestics 0.0370 0.1280 0.0918 0.2427 1.0000
(0.21) (0.00) (0.00) (0.00)
Government 0.1359 0.0434 0.1544 0.2314 0.1194 1.0000
(0.00) (0.19) (0.00) (0.00) (0.00)
No class exemption —0.0003 0.0736 -0.1033 0.0088 0.2112 0.2189 1.0000
(0.99) (0.01) (0.00) (0.76) (0.00) (0.00)
Covered employment 0.1323 0.1139 0.2003 0.1202 0.1089 0.3831 0.2647 1.0000
(0.02) (0.05) (0.00) (0.04) (0.06) (0.00) (0.00)

ap-valuesin parentheses.
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Bulletin [Price 1979, 1983; Nelson 1988, 1992a]) by total employment
in the state.?

Unfortunately, the accuracy of these datais suspect. Schmulowitz
(1997) concluded that Social Security Administration data on workers
compensation coverage substantially underestimate the extent of cov-
erage. Hisconclusion isbased on areview of recently collected estab-
lishment survey data from the Bureau of Labor Statistics, which
revealed that 98.6 percent of private-sector employees and 99.8 percent
of state and local government employees are covered by workers' com-
pensation programs. These BL S figures are approximately 10 percent
higher than the previous Social Security estimates that we rely upon.

Furthermore, the Social Security Administration only estimated
workers' compensation coverage for afew years (1973, 1976, 1977,
1980, 1981, 1984, and 1988), so we had to impute workers’ compensa-
tion coverage values for other years. This was done by means of
regression eguations that predicted coverage as afunction of state com-
pliance with the National Commission recommendations.?

Figure 4.14 depicts the proportion of employment covered by
workers' compensation insurance nationwide for the 1975-1995

Figure 4.14 Share of the Wor kforce Covered by Workers
Compensation Insurance, 1975-95 (mean £ 1 S.D.)
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period. The figure shows that coverage remained relatively stable dur-
ing the period; it rose slightly at the beginning of the period followed
by a similarly slight decline, so that coverage in 1995 was approxi-
mately equal to that in 1975. Thereislittle interstate variation in the
proportion of workers covered by state workers' compensation pro-
grams, even among the states in which coverage is not mandatory (Fig-
ure 4.15). In 1988, this proportion varied from alow of 80 percent of

Figure4.15 Covered Employment by State, 1988
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total employment in South Carolinato a high of 97 percent in New
Hampshire.

Summary of the Cost Regression M odel

The means and standard deviations of the two dependent variables,
aswell asthe regressors, are reported in Table 4.2. This table also pro-
vides a summary of the hypothesized relationship between the regres-
sors and our dependent cost measures.

REGRESSION RESULTS

The results of our regressions estimating the employers’ cost of
workers' compensation insurance for our entire study period are pre-
sented in Table 4.3. These equations include the natural log of the
“total benefit” measure (the In[Benefits] row in Table 4.3) as aregres-

Table 4.2 Means, Standard Deviations, and Hypotheses—Cost
Regression Models

Hypothesized
Standard relationship
Variable Mean deviation to costs
Cost measures
Adjusted manual rates ($) 2.25 112
Net weekly costs ($) 11.87 6.16
Control variables
Expected cash benefits ($) 10,354.23 9,502.29 +
Average medical benefits ($) 1,587.09 857.78 +
Expected total benefits (%) 16,140.31 6,780.70 +
Injury rate (per 100 workers) 8.26 1.32 +
Proportion of PPD claims (%) 27.72 10.23 +
Union density (%) 18.09 7.86 +
Covered employment (%) 89.65 3.88 +




Table 4.3 Regression Equations Predicting Employer Costs, Weighted L east Squares Estimates®

Variable Spec. 1 2 3 4 5 6 7
Adjusted manual rates
In(Benefits) 0.3981*** 0.4007*** 1.3383*** 0.0754* 0.5588*** 0.4794%** 0.0499
(8.87) (9.00) (24.25) (1.64) (13.88) (9.19) (1.15)
In(Injury) —b 0.3878*** 0.3915*** 0.6124*** 0.4958*** 0.3620*** 0.6830***
(3.82) (3.14) (6.60) (4.78) (3.91) (7.61)
PPD percentage — — — — 0.0222*** 0.0282*** 0.0132***
(14.96) (17.79) (8.44)
Union density — — — — -0.0106%** —0.0517%** 0.0049
(5.17) (14.92) (1.22)
Covered — — — — 0.0130*** 0.0218** 0.0200***
employment 2.77) (2.56) (3.13)
State dummies No No Yes Yes No Yes Yes
Y ear dummies No No No Yes No No Yes
Adjusted R? 0.0765 0.0904 0.6815 0.8972 0.3030 0.8268 0.9079
(continued)
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Table 4.3 (continued)

Variable Spec. 1 2 3 4 5 6 7
Net weekly costs
In(Benefits) 0.4305*** 0.4334*** 1.3558*** 0.1006** 0.5919*** 0.5026*** 0.0731*
(9.14) (9.27) (24.48) (2.14) (14.02) (9.60) (1.65)
In(Injury) — 0.4259*** 0.4400%** 0.5424*** 0.5446%** 0.3993*** 0.6234***
(4.00) (352 (5.70) (5.00) (4.29) (6.82)
PPD percentage — — — — 0.0244*** 0.0289*** 0.0134%**
(15.66) (18.112) (8.44)
Union density — — — — -0.0032 —0.0501*** 0.0079*
(1.47) (14.42) (1.94)
Covered — — — — 0.0185*** 0.0278*** 0.0249***
employment (3.75) (3.26) (3.82)
State dummies No No Yes Yes No Yes Yes
Y ear dummies No No No Yes No No Yes
Adjusted R? 0.0808 0.0960 0.7104 0.9022 0.3074 0.8422 0.9136

aVauesin parentheses are absolute value t-ratios. *** = significant at the 1% level; ** = significant at the 5% level; * = significant at the

10% level.

b A dash (—) = coefficient not estimated.
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sor. Several sets of estimates are reported, each of which includes a
different set of independent variables (such as In[Injury] and state and
year dummies). Given are the results of equations predicting adjusted
manual rates, and those predicting net weekly costs.>* Because Cook-
Weisherg tests indicated that ordinary least squares (OLS) estimates
suffered from heteroscedastic error variance, the regression equations
reported in this table were estimated using weighted least squares;
average nonfarm employment, by state and year, served as weights.?
All regressions were based on the full data set of 953 observations,
including observations from exclusive-state-fund jurisdictions.

The results presented in Table 4.3 provide substantial support for
the accounting model of employer costs described on pp. 62-63. The
statutory benefits index is positively and significantly related to
employer compensation costsin all specifications except that using the
full set of control variables, including year dummies (specification 7).%
The coefficient for theinjury rate variable (In[Injury]) is positiveand is
statistically significant in all models. The percentage of benefits paid
for permanent partial disability (PPD) claimsis also directly related to
compensation costs, indicating that there is a positive relationship
between “liberal” claims administration—particularly as it relates to
PPD claims—and employer costs. The results indicate that these vari-
ablesin combination are relatively good predictors of employer costs.

Further confirmation for these results is provided by the fact that
our findings are similar to those found by most previous studies. Krue-
ger and Burton (1990) and Schmidle (1994) also found that expected
cash benefit levels, the injury rate, and the proportion of PPD claims
were positively related to both adjusted manual rates and net weekly
costs. Positive and statistically significant relationships between
adjusted manual rates and the proportion of PPD cases were also
reported by Appel, McMurray, and Mulvaney (1992). Likewise, Dan-
zon and Harrington (1998) found that expected growth in statutory
benefit levels was positively related to cost growth. On the other hand,
Carroll and Kaestner (1995) reported mixed results for several benefit
proxies: as expected, the benefit maximum was positively related and
the waiting period was negatively related to the price of compensation
per injury and per employee. However, they also found a negative and
statistically significant relationship between these price measures and
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two other regressors: the ratio of the benefit maximum to the state aver-
age weekly wage and a measure of scheduled benefit generasity.

Our empirical results for the union density variable are mixed.
Union density is negatively related to costs and rates in four out of six
equations, and this relationship is statistically significant at the 5 per-
cent level in three of these four models. Only in the model that
includes the full set of regressors—specification 7—does the union
variable have the expected positive sign, although it is only statistically
significant in the net weekly cost equation. These results suggest that,
with the exception of the full model, the union density variableis pick-
ing up the effects of other, unobserved variables that affect employer
costs. Union density has a relatively consistent downward trend for all
states during our study period. This variable may be picking up unob-
served trends in the injury distribution or some other time-related,
unmeasured factor that drives up costs in equations that do not include
year dummies. These mixed results for the union variable are similar
to those of Krueger and Burton (1990) and Schmidle (1994), who
found a negative relationship between union density and costs in equa-
tions that included state dummies and a positive relationship between
these two variables in equations that did not.

Lastly, our results in Table 4.3 indicate that a higher proportion of
covered employment during our study period is associated with higher
compensation costs. We did not have strong prior expectations for this
variable, since its impact on compensation costs depends on whether
coverage is, on balance, extended to relatively high- or relatively low-
risk occupations. Examining one set of changes in covered employ-
ment during this period—i.e., compliance with the recommendations
of the National Commission on State Workmen’s Compensation
Laws—we hypothesized that increased coverage of small employers,
who generally have inferior safety records relative to larger firms, may
increase costs. Our conclusion was tempered by the realization that
there were several other, concurrent changes in workers' compensation
coverage that could have unpredictable effects on costs. Nevertheless,
our results provide some tenuous support for this hypothesis. In previ-
ous research, both Krueger and Burton (1990) and Schmidle (1994)
obtained mixed results for covered employment; while these studies
found that the relationship was positive in most equations, it was sig-



Benefit Adequacy versus Affordability 103

nificantly different from zero at conventional levelsin only afew
regressions.

F-tests reveal that the state dummies, considered collectively, are
significant, suggesting that these variables, which are used in specifica-
tions 6 and 7 in Table 4.3, account for unobserved, state-specific varia-
tion in employer costs. Similarly, F-tests reveal statistically significant
year effects, suggesting that costs are subject to unobserved, time-
dependent effects.

Cost—Beng€fit Elasticity

Aswe indicated on p. 64, the coefficient associated with the natural
log of the benefit variable provides a measure of cost—benefit elagticity.
As such, we expect that this coefficient will be positively signed and
will have avalue closeto 1. However, the data in Table 4.3 indicate
that the size of these estimates vary considerably depending on model
specification, although in each model the coefficient is positively
signed and (in al but one) it is significantly different from zero. These
results differ from those obtained by Krueger and Burton (1990), who
used a similar methodology with a much smaller data set.?” Save for
specifications 4 and 7 in Table 4.3, Krueger and Burton estimated equa-
tionsidentical to ours and reported cost—benefit el asticity estimates that
ranged from 0.954 to 1.083 in their adjusted manual rate regressions
and from 0.812 to 1.218 in their net weekly cost regressions.

Our resultsin Table 4.3 present coefficients for the benefits vari-
ablethat, in general, are significantly less than 1.0, which suggests that
our benefit coefficient estimates may be subject to two forms of bias.
Comparing the results from specifications 1 and 2 with those for speci-
fication 3 implies that the first two equations suffer from omitted-vari-
able bias. Specifically, the results suggest that models using
specifications 1 and 2 fail to capture variations among states in benefit
administration that affect employer costs, and that this omitted “ benefit
administration” variable is negatively correlated with our total benefit
measure, resulting in a reduction in coefficient values from their true
levels. Comparing results from specification 3 with those from specifi-
cations 4 through 7 further suggests that the benefit variable is subject
to measurement error, which results in an attenuation in the coefficient
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estimates, as other control variables and the year dummies absorb some
variation in “true”’ benefits.

To examine potential effects of measurement error, we reestimated
the equations reported in Table 4.3 after instrumenting the benefit vari-
able. Similar to the approach used by Krueger and Burton, our instru-
ments included the statutory maximum benefit for TTD claims, the
minimum benefit for TTD, the waiting period, and the retroactive
period.? The results of these regression analyses are reported in Table
4.4.

The instrumental variable regression equations reported in Table
4.4 are closer to our a priori expectations. They confirm our hypothe-
sisthat error in the benefit variable led to an attenuation of the benefit
coefficients (as reported in Table 4.3). Additionally, the Table 4.4
results are much closer to the estimates reported by Krueger and Bur-
ton. This can be seen most clearly in Table 4.5, which compares our
results with those of Krueger and Burton for the four regression models
that are common to both studies. (The top row of Table 4.5 lists the
particular specification per the numbered regression equations from
Tables 4.3 and 4.4.) However, asisevident in Table 4.5, some discrep-
ancies remain, even after we control for measurement error. Overal,
the results indicate that our regressions are more susceptible to this
measurement error problem than were those of Krueger and Burton.
There are two possible explanations for this.

First, the expected cash benefit measures in both studies were
based on an injury distribution taken from a single point in time. How-
ever, some workers' compensation experts believe that the underlying
injury distribution has changed—that, for example, the average dura-
tion of temporary total disabilities (TTDs) hasincreased (Butler 1994).
In addition, datain Figure 4.9 show that the number of PPD claims has
increased as a proportion of total indemnity claims over the 1975-1995
period. Neither our study nor Krueger and Burton's fully accounted
for possible temporal shiftsin the injury distribution.?? However, the
Krueger and Burton data came from a much shorter period (1972—
1983) than the data used in our analyses (1975-1995), during which
time the injury distribution—at least as measured by PPD claims as a
proportion of total claims (see Figure 4.9)—appear to have changed
very little. For these reasons, it is likely that our benefit measure is
subject to greater error.



Table 4.4 Employer Costs Regression using Combined Benefit Measures, Instrumental Variable Estimates?

Variable Spec. 1 2 3 4 5 6 7
Adjusted manual rates
In(Benefits) 1.1779%** 1.1880*** 2.4824%** 0.2634 1.0161*** 1.9240*** 0.4315**
(12.43) (12.59) (25.21) (1.32) (14.09) (10.70) (2.27)
In(Injury) — 0.4157*** 0.4034*** 0.5507*** 0.4862*** 0.3515*** 0.5541***
(3.55) (2.66) (4.86) (4.40) (2.79) (4.93)
PPD percentage — — — — 0.0251*** 0.0166*** 0.0125***
(15.47) (6.56) (7.52)
Covered — — — — —0.0133*** -0.0072 0.0045
employment (6.00) (1.04) (2.09)
Union density — — — — 0.0185*** 0.0089 0.0193***
(3.66) (0.77) (2.89)
State dummies No No Yes Yes No Yes Yes
Y ear dummies No No No Yes No No Yes
(continued)
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Table 4.4 (continued)

Variable Spec. 1 2 3 4 5 6 7
Net weekly costs
In(Benefits) 1.2726*** 1.2827*** 2.4855*** 0.2324 1.1079*** 1.9203*** 0.4068**
(12.70) (12.86) (25.29) (1.19) (14.51) (10.74) (2.12)
In(Injury) — 0.4560*** 0.4518*** 0.4992%** 0.5338*** 0.3891*** 0.5107***
(3.69) (2.99) (4.30) (4.56) (3.10) (4.50)
PPD percentage — — — — 0.0277*** 0.0175%** 0.0128***
(16.10) (6.96) (7.66)
Covered — — — — —0.0062*** —0.0065 0.0076*
employment (2.63) (0.94) (1.81)
Union density — — — — 0.0247*** 0.0152 0.0242%**
(4.61) (1.31) (3.60)
State dummies No No Yes Yes No Yes Yes
Y ear dummies No No No Yes No No Yes

aValuesin parentheses are absolute value t-ratios. *** = significant at the 1% level; ** = significant at the 5% level; * = significant at the

10% level.

DA dash (—) = coefficient not estimated.
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Table 4.5 Comparisons of Estimatesin Tables 4.3 and 4.4 with Krueger
and Burton Estimates

Estimate Spec. 12 2 5 6
Adjusted manual rates
Ordinary least squares

Table4.3 0.398 0.401 0.559 0.479
Krueger & Burton 1.083 1.023 1.000 0.954
Instrumental variables
Table4.4 1.178 1.119 1.061 1.924
Krueger & Burton 1.303 —b 1.445 1.087
Net weekly costs
Ordinary least squares
Table4.3 0.431 0.433 0.592 0.503
Krueger & Burton 1.218 1.105 1.050 0.831
Instrumental variables
Table4.4 1.273 1.283 1.108 1.920
Krueger & Burton 1.345 — 1.375 0.905

aThe specification numbers in the column headings match those used in Tables 4.3 and
4.4,
b A dash (—) = did not estimate.

Second, in recent years, severa states have sought to reduce com-
pensation costs not by reducing the statutory generosity of cash bene-
fits, but through statutory changes in eligibility requirements or in the
method of assessing permanent partial disability.®® These changes are
not reflected in our statutory benefit index. Since we include data from
this period while Krueger and Burton do not, our benefit variable is
likely to be subject to greater measurement error.

After we correct for potential measurement error, substantial dif-
ferences still remain among the estimates produced by the different
model specifications reported in Table 4.4. For example, the cost—ben-
efit elasticity is about 1.92 in model 6 but shrinks to between 0.41 and
0.43 when year dummies are added in model 7. The difference
between these estimates is likely due to a combination of omitted vari-
able bias and measurement error. Model 7 is our preferred specifica-
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tion, suggesting that the cost—benefit elasticity islessthan 1. An F-test
rejects the null hypothesis—that the benefit coefficient is equal to 1—
at the 0.05 significance level for the model 7 adjusted manual rate
equation, but fails to reject this hypothesis for the comparable net
weekly cost regression.

This result suggests that a 10 percent increase in benefits results in
a 4 percent increase in costs, a surprising finding that is inconsistent
with alarge number of previous empirical studies that concluded that
higher benefits are associated with disproportionately higher claim
rates and benefit payments. For these reasons, we are hesitant to accept
our cost—benefit elasticity at face value, and we are inclined to believe
that the variables used to instrument benefits in the instrumental vari-
able regressions are imperfect. Specificaly, these instruments are lim-
ited to parameters affecting benefit generosity for TTD claims only,
and they would therefore fail to account for measurement error in the
other components of the benefit index, such as PPD benefits, or for
changesin theinjury distribution.

Separ ate Medical and Cash Benefit Regressors

Table 4.6 reports the result of regression analyses estimating
employer costs as a function of separate medical and cash benefit vari-
ables. Similar to the regressions reported in Table 4.4, the cash benefit
measure was instrumented using the TTD minimum and maximum
weekly benefits as well as the waiting and retrospective periods for
benefit eligibility.

From Table 4.6, it is apparent that the coefficient estimates for the
cash benefit variable are highly sensitive to specification. The cash
benefit coefficient in the adjusted manual rate varies from a low of
0.0844 in specification 4 to a high of 0.5983 in specification 6; in the
net weekly cost regressions, the cash benefit coefficient ranges from
0.0546 to 0.4922. The coefficient for the medical benefit measure also
varies substantially across specifications, although not quite as dramat-
ically as cash benefits. Once again, the year dummies seem to substan-
tially reduce the magnitude of both benefit coefficients.



Table 4.6 Employer Costs Regression using Separ ate Benefit M easures, I nstrumental Variable Estimates?

Variable Spec. 1 2 3 4 5 6 7
Adjusted manual rates
In(Cash benefits) 0.1955*** 0.2051*** 0.4842*** 0.0844 0.1016** 0.5983*** 0.2746*
(4.99) (5.26) (2.58) (0.48) (2.19) (3.23) (1.69)
In(Medical benefits)  0.8678*** 0.8638*** 0.7808*** 0.4880*** 0.9126*** 0.6974*** 0.3607***
(55.40) (55.57) (38.27) (10.82) (46.93) (22.33) (7.38)
In(Injury) — 0.2044*** 0.5674*** 0.6939*** 0.4120*** 0.5135*** 0.6508***
(4.0 (6.55) (6.79) (7.24) (5.84) (6.38)
PPD percentage — — — — 0.0026*** 0.0053*** 0.0077***
(2.59) (3.16) (4.39)
Union density — — — — 0.0132***  —0.0048 0.0024
(8.02) (1.33) (0.61)
Covered — — — — -0.0163***  —0.0051 0.0092
employment (5.27) (0.70) (1.43)
State dummies No No Yes Yes No Yes Yes
Y ear dummies No No No Yes No No Yes
(continued)
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Table 4.6 (continued)

Variable Spec. 1 2 3 4 5 6 7
Net weekly costs
In(Cash benefits) 0.2994* ** 0.3141*** 0.3465* 0.0546 0.1575*** 0.4922*** 0.2537
(6.79) (7.16) (1.93) (0.31) (3.30) (2.78) (1.56)
In(Medical benefits)  0.8894*** 0.8845*** 0.8022*** 0.5492%** 0.9527*** 0.7300* ** 0.4117%**
(50.40) (50.52) (41.08) (12.03) (47.53) (24.47) (8.37)
In(Injury) — 0.2546%**  0.6498***  0.6516***  04516***  0.5834***  0.6116***
(4.43) (7.84) (6.30) (7.70) (6.94) (5.97)
PPD percentage — — — — 0.0042*** 0.0054* ** 0.0075***
(4.12) (3.35) (4.24)
Union density — — — — 0.0208***  —0.0019 0.0052
(12.20) (0.56) (1.31)
Covered — — — — —0.0107*** —0.0002 0.0126*
employment (3.39) (0.03) (1.94)
State dummies No No Yes Yes No Yes Yes
Y ear dummies No No No Yes No No Yes

aVauesin parentheses are absolute value t-ratios. *** = significant at the 1% level; ** = significant at the 5% level; * = significant at the
10% level.
b A dash (—) = coefficient not estimated.
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BENEFIT ADEQUACY VERSUS AFFORDABILITY

The empirical results discussed in the previous section document a
positive relationship between workers compensation benefits and the
cost of the program to employers. In all of the regressions reported
there, higher cash or medical benefits are associated with higher costs
of workers' compensation insurance. These results illustrate a poten-
tial tradeoff between the benefit adequacy and affordability objectives
discussed in Chapter 1. The purpose of this section is to provide a
more refined analysis of the conflict between these objectives, which
must first be operationally defined. We begin by identifying two stan-
dards against which we may evaluate benefit adequacy: the National
Commission on State Workmen's Compensation laws and the Model
Act promulgated by the Council of State Governments.

The National Commission on State Workmen's
Compensation Laws

The Report of the National Commission on State Workmen's Com-
pensation Laws (1972) was discussed in Chapter 1. One of the funda-
mental features of the report was support for federal standards for
workers' compensation programs if states did not voluntarily improve
their laws by 1975. Animplicit assumption underlying the recommen-
dation for federa standards was that states with low levels of statutory
benefits also had low compensation costs. The assumption was chal-
lenged shortly after the National Commission issued its report by skep-
tics who argued that some high-cost states had statutes that provided
relatively low benefits. In the 1970s, Michigan was often cited as an
example of such a state, in which low statutory benefits in conjunction
with liberal rules for determining compensability and awarding perma-
nent disability benefits resulted in high insurance costs. The skeptics
argued that imposing benefit standards on states like Michigan would
only further widen the differences in workers' compensation costs
among the states.

Federal standards for the state workers' compensation programs
have never been enacted, and so we have no direct evidence about the
effect of such standards on program costs. However, as a “ second-
best” approximation, Krueger and Burton (1990) simulated the effects
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on the costs of workers' compensation insurance of federal standards.!
Specifically, they first estimated regressions predicting actual statewide
average employer costs as a function of expected cash benefits under
existing state statutory provision.®? (Similar to our analyses, Krueger
and Burton estimated several different model specifications, which
yielded somewhat different results.) They then derived estimates of
expected benefits for each state, assuming that the state had adopted
these essential recommendations of the National Commission.3® Next,
these “expected benefits under the federal standards’ estimates were
used in combination with the coefficient on the expected cash benefit
variable from the regression equation to forecast employer costs, which
were then compared with actual costs to determine the impact of fed-
eral standards.

The mean, standard deviation, and coefficient of variation for the
simulated and actual costs are presented in Table 4.7 (which was Table
5 in Krueger and Burton 1990). The simulated costs were estimated
under two extreme assumptions, which were represented by models 1
and 6 of the Krueger and Burton studly.

The 1972 entry for adjusted manual rates can be used to illustrate
the findings of the simulation. The average (mean) actual costs of
workers’ compensation insurance for the 29 states in the study was
0.699 percent of payroll in 1972. The actua dispersion of costs among
these 29 states, as measured by the standard deviation, was 0.270 per-
cent of payroll. The coefficient of variation, which is an alternative
measure of dispersion calculated by dividing the standard deviation by
the mean, was 0.386 for the actual adjusted manual ratesin 1972.

The model 1 and model 6 results for 1972 provide aternative esti-
mates of the effects of enforcing national standards that overrode inad-
equate state statutory provisions: compared with the actual costs, the
average (mean) costs nationally increased to 0.971 percent or 0.932
percent of payroll, and the standard deviation increased to 0.343 or
0.329 percent of payroll. However, the coefficient of variation declined
to 0.353 for both models.

Based on theresultsin Table 4.7, Krueger and Burton (1990, p. 239)
concluded:

Finally, our simulations indicate that the federal minimum stan-
dards proposed by the National Commission on State Workmen's
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Table4.7 Simulation for National Standards and Actual Workers
Compensation Costs, Summary Statistics by Year?

Standard Coefficient of
Y ear Mean deviation variation
Adjusted manual rates
1972, Actud 0.699 0.270 0.386
Model 1 0.971 0.343 0.353
Model 6 0.932 0.329 0.353
1975, Actud 0.935 0.436 0.466
Model 1 1.078 0.456 0.423
Model 6 1.059 0.451 0.426
1978, Actua 1.232 0.560 0.455
Model 1 1.322 0.579 0.438
Model 6 1.310 0.574 0.438
1983, Actuad 1.194 0.621 0.520
Model 1 1.345 0.607 0.451
Model 6 1.325 0.608 0.459
All, Actual 1.015 0.530 0.522
Model 1 1.179 0.525 0.445
Model 6 1157 0.524 0.453
Net costs”
1972, Actud 2.287 1.001 0.438
Model 1 3.296 1.282 0.389
Model 6 2.926 1.157 0.395
1975, Actud 2.929 1534 0.524
Model 1 3.429 1.606 0.468
Model 6 3.254 1.563 0.480
1978, Actua 3.679 1.919 0.522
Model 1 3.989 2.013 0.505
Model 6 3.875 1.966 0.507

(continued)
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Table 4.7 (continued)

Standard Coefficient of

Y ear Mean deviation variation

1983, Actua 3.429 1.865 0.544
Model 1 3.914 1.818 0.464
Model 6 3.746 1.831 0.489

All, Actual 3.081 1.688 0.548
Model 1 3.655 1.705 0.466
Model 6 3.450 1.681 0.487

SOURCE: Thistableisareprint of Table 5 from Krueger and Burton (1990).

aSample size is 29 states each year. Estimates for model 1 assume the cost-benefit
elasticities estimated in the first column of Tables 3 and 4 in Krueger and Burton
(1990), and estimates for model 6 assume the elasticity estimated in column 6 of
Tables 3 and 4 from the same article.

b1n 1983 dollars.

Compensation Laws would increase the average cost of workers
compensation insurance, and decrease the coefficient of variation
among the statesin all time periods. The impact of the minimum
standard on the standard deviation of costsis mixed; for 1983 and
for the four years combined the standard deviation for either cost
measure would be decreased by the standards, but in the three
other years studied the standard deviations would increase. As a
result, the success or failure of the National Commission’s pre-
scription to narrow the dispersion in workers' compensation costs
among the states by requiring minimum federal standards appears
dependent on the time period of interest and on the measure of
dispersion used.

This passage provides inter alia three measures of affordability
that we will also use: 1) the national average of workers' compensation
insurance costs; 2) the dispersion of insurance costs among states as
measured by the standard deviation; and 3) the dispersion of insurance
costs among states as measured by the coefficient of determination,
which isthe standard deviation divided by the average.

These measures represent alternative views about which measure
of input costsisrelevant for an employer. If al of afirm’'s competitors
pay the same rate for an input (such as wages or any element of remu-
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neration for workers), then the average cost of that input does not affect
the firm’'s competitive position and the firm is relatively unconcerned
about the average level of the costs.® Thisis consistent with the tradi-
tional trade union goal of “taking wages out of competition”; by forc-
ing all the employers in the relevant product market to pay the same
wage, the union is able to raise wages without substantially affecting
employment for union members. Of course, as U.S. employers
increasingly compete in a global economy, identical workers' compen-
sation costs within the United States may be little comfort if overseas
employers have lower workers' compensation costs.

The standard deviation measures the dispersion among states in
workers' compensation costs measured in dollars per $100 of payroll:
statistically, two-thirds of the states fall in the range of the mean plus or
minus one standard deviation. If the standard deviation increases due
to the enactment of federal standards, then the spread between low- and
high-cost states increases. In 1972, imposition of federal standards
would have increased the spread (measured by the standard deviation)
from an actual dispersion of $0.270 per $100 of payroll to a maximum
dispersion (in model 1) of $0.343 per $100 of payroll. If employers
within the United States react to the absolute differences among states
in the costs of workers' compensation insurance, imposition of federal
standards in 1972 would have increased competitive pressures among
states.

The coefficient of variation measures the dispersion of workers'
compensation costs among states rel ative to the average cost of the pro-
gram. In 1972, imposition of federal standards would have increased
the spread in employer costs among states (as measured by the stan-
dard deviation, as described in the preceding paragraph) but would
have increased average costs at a faster rate, so that the ratio of the
standard deviation to the mean (i.e., the coefficient of variation) would
have declined. Do employers care less about a standard deviation of
$0.30 per $100 of payroll when the mean cost of workers' compensa-
tion insurance for the United States is $2.00 per $100 of payroll (a
coefficient of variation of 0.15) than when the standard deviation is
$0.30 per $100 of payroll and the mean cost is $1.00 per $100 of pay-
roll (a coefficient of variation of 0.30)? If employers care less about
the absolute value of the spread among states as the average costsin all
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states increase, then the standard of deviation is the better measure of
dispersion.

We do not think that thereis a clear advantage to using any of these
three measures of affordability. However, since the United States is
still largely a domestic economy, we are |less concerned about the aver-
age level of workers' compensation costs than about the dispersion
among states in these costs. Among the competing definitions of dis-
persion, we prefer the standard deviation as the most relevant for
assessing competitive conditions, because employer location decisions
are likely to be based on absolute (as opposed to relative) costs. If a
firm can save $2.00 per $100 of payroll by moving from Indiana to
Cdlifornia, that savings isimportant whether the average costs of work-
ers’ compensation nationally is $1.00 per $100 of payroll or $3.00 per
$100 of payroll.

Our conclusions with respect to the relationship between benefit
adequacy and affordahility are subject to two important qualifications.
First, thus far we have focused on employer costs and have assumed
that employers’ actual costs are equivalent to the premium charged by
the insurance carrier. In fact, while the employer may initialy pay the
insurance premium and bear the costs of workers' compensation in the
short run, in the long run these costs are shared three ways: by the
employer, the worker, and the consumer (Spieler and Burton 1998).
That is, part of the costs of workers' compensation is ultimately borne
by the consumer in the form of higher prices for goods and services
and by the worker in the form of lower wages. Most of the empirical
evidence suggests that workers bear the largest share of the costs of
workers’ compensation (Chelius and Burton 1994) and that workers
pay for higher benefit levels with reduced wage rates. To the extent
that thisis true, there is no trade-off between benefit adequacy and
affordability; adequate benefits are no less affordable (at least for
employers) than inadequate benefits.

Second, while our discussion of interstate cost differences has been
in terms of statewide averages, it isimportant to recognize that there
are vast differences in rates among different employer classes within a
particular jurisdiction. A particular percentage cost difference between
states will have greater impact on employersin relatively more hazard-
ous classes than on employers in safer classes. For example, assume
that the average cost of workers' compensation paid by employersin
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state A is $2 per $100 of payroll while the average rate for employers
in neighboring state B is $2.20, a 10 percent differential. Yet, employ-
ersin some high-risk industries in state B may be paying as much as $2
per $100 of payroll more than their counterpartsin state A. Critics
may argue that the plant location decisions of these high-risk employ-
ers are affected by such differencesin compensation costs.

Does this example eviscerate our analysis? The National Commis-
sion (1972, pp. 124-125) suggested a response to this criticism:

There are, to be sure, a small minority of employers for whom
workers compensation costs are significant because of their
adverse loss experience, but it seemsfolly for a State to contrive a
cheap workers compensation program in order to keep these
employers from moving elsewhere. In any event, the incentive to
relocate is dampened because the Federal corporate profits tax
would substantially reduce the benefit an employer would gain by
moving to a State with low workers' compensation costs.

In addition, it is worth also noting that many employers have costs
that are less than the state’s average, and for these employers the inter-
state differences are of even less importance in determining location
decisions than for an employer with average workers' compensation
Ccosts.

Using the essential recommendations of the National Commission
on State Workmen’'s Compensation Laws as an operational definition
of benefit adequacy, the simulation results for 1983 in Table 4.7 indi-
cate that federal standards mandating this level of adequacy would
have these consequences for the three measures of affordability: 1) the
national average of adjusted manual rates would increase by 11.0-12.6
percent, and the national average of net weekly costs of workers' com-
pensation would increase by 9.2-14.1 percent; 2) the dispersion of
costs among states as measured by the standard deviation would
decrease by 0.9-1.1 percent for adjusted manual rates and by 1.8-2.5
percent for the net weekly costs; and 3) the dispersion of costs among
states as measured by the coefficient of variation would decrease by
13.2-14.7 percent for adjusted manual rates and by 10.5-14.7 percent
for the net costs of insurance.

We focus on 1983 because that is the latest year included in the
Krueger and Burton study. However, the results for all years shown in
Table 4.7 are similar: 1) average workers’ compensation costs
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increased (by 11.8-18.6 percent, depending on the measure used); 2) in
most years, dispersion as measured by the standard deviation declined;
and 3) in every year, dispersion as measured by the coefficient of varia-
tion declined. Sincetheall-yearsresultsinclude 1972 and 1975, before
the point at which the states had responded to the National Commis-
sion’s recommendations by raising benefit level s3> we believe the 1983
results concerning the impact of federal standards on the average costs
of workers' compensation insurance are more indicative of the conse-
guences if the 19 essential recommendations had been imposed on the
states during our study period.

TheModel Act

In this section, we further examine the relationship between ade-
guate workers' compensation benefits and affordable employer costs
by exploring the cost impact resulting from the adoption of the Model
Act promulgated by the Council of State Governments. The Model Act
was revised in 1974 to incorporate the National Commission’s 84 rec-
ommendations, some of which were more generous than the benefits
provided by the National Commission’s 19 essential recommenda-
tions.’¢ One important difference between the Model Act and the
National Commission’s recommendations was that the National Com-
mission made no recommendations concerning the adequacy of perma-
nent partial disability (PPD) benefits, while the Model Act contains
detailed statutory provisions pertaining to both the durations and the
weekly benefit amounts for PPD benefits.

Table 4.8 presents data on the average expected cash benefits paid
to injured workers in the United States due to actual statutory provi-
sions as well as the average cash benefits that would be paid to those
workersif all states adopted the Model Act. Actual average cash bene-

Table 4.8 Actual and Simulated Cash Benefits, M eans and
Standard Deviations

Actua Model Act
Mean ($) 9,502.29 20,856.08
Standard deviation ($) 4,771.61 1,949.91

% difference from actual 119.48
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fits are based on the actuarial assessments of the actual statutes in
effect in each state as of January 1 of each year, as described in the cost
regression model description (pp. 75-98) and Appendix D. Simulated
Model Act benefits were cal culated using the same actuarial procedure,
except that rather than using the actual statutory parameters—for
example, the weekly benefit maximum and minimum, the waiting
period, and the PPD schedule—in effect in a particular state during a
particular year, we substituted the recommended statutory parameters
contained in the Model Act. In some instances, simulated benefits
under the Model Act were actually lower than the actual benefits speci-
fied by the state workers' compensation statute.

Adoption of the Model Act by all states would have resulted in a
substantial increase in statutory workers’ compensation benefits, as
shown by Table 4.9. In 1975, our estimate of the average benefits paid
to workers’ compensation claimants under actual state laws was
$8,794, while the Model Act statutory language would have provided
$21,039 in benefits, an amount that is almost 140 percent higher than
actual expected benefits. Since adopting the Model Act means that
states pay similar benefits—the benefits would vary among jurisdic-
tions primarily because of interstate differences in average wages—the
variance in simulated benefits ($2,205) is quite a bit less in 1975 than
the variance in actual benefits ($5,614).%

The datain Table 4.9 indicate that differences in average benefits
between actual and simulated cash benefits vary over time. Thus,
while the ratio of mean actual benefits to mean Model Act benefits was
about 0.42 in 1975, the ratio climbed substantially over the next 10
years, reaching 0.48 in 1985. Since that time, the ratio has dropped
back to about 0.45. Similarly, there is some intertemporal variation in
the difference in the standard deviation between actual and simulated
benefits. In 1975, the standard deviation for Model Act benefits was
nearly 60 percent less than the standard deviation for actual benefits.

Adjusted manual rates and net weekly costs resulting from the
adoption of the Model Act were simulated by multiplying the cash ben-
efit coefficient from the instrumental variable regressions (depicted in
Table 4.6) by the change in benefit levels due to the adoption of the
Model Act for each state and year in our data set. This product was
then added to the actual adjusted manual rate for that state and year to
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Table 4.9 Actual and Simulated Cash Benefits by Year, 1975-95:
Means and Standard Deviations

Actual Model Act Actua mean
asa% of
Mean Std. dev. Mean Std. dev. Model Act
Year (©) ®) ®) ®) mean
1975 8,794 5,614 21,039 2,205 41.80
1976 9,506 5,736 21,261 2,340 44.71
1977 9,593 5,860 21,318 2,383 45.00
1978 9,741 5,901 21,116 2,278 46.13
1979 9,682 5,832 20,650 2,141 46.89
1980 9,302 5,599 20,027 1,909 46.45
1981 8,942 5,343 19,734 1,873 45.31
1982 9,195 5,497 19,882 1,903 46.25
1983 9,354 5,239 20,296 1,942 46.09
1984 9,429 5,364 20,274 1,914 46.51
1985 9,680 5,596 20,346 1,899 47.58
1986 9,692 4,500 21,200 1,889 45.72
1987 9,765 4,474 21,406 1,784 45.62
1988 9,711 4,345 21,506 1,833 45.15
1989 9,577 4,250 20,973 1,745 45.67
1990 9,448 4,198 20,840 1,757 45.33
1991 9,582 4,256 20,854 1,694 45.95
1992 9,540 4,041 21,333 1,732 44.72
1993 9,454 3,954 21,035 1,741 44.94
1994 9,510 3,810 20,877 1,730 45.55
1995 9,580 3,790 21,103 1,929 45.40
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arrive at the simulated adjusted manual rate. The actual calculations
may be represented as follows:

Eq.43 R = exp{In(Rai) + B[IN(Bsy) —In(Bai]},

where Rg; is the simulated adjusted manual rate (or net weekly cost)
for the ith state and tth year, R,;; is the actual rate (or net weekly cost),
Bai: isthe actual expected benefit, Bg; isthe Model Act benefit, and B is
the coefficient on the cash benefits variable from the instrumental vari-
able equation.®®

The results of this exercise are reported in Table 4.10, which pre-
sents the average actual and expected adjusted manual rates and net
weekly costs, as well as the associated standard deviation and coeffi-
cient of variation for each regression equation reported in Table 4.6.
The row labeled “Diff. from actual (%)” in Table 4.10 shows the differ-
ence in means, in percentage terms, between the actual and predicted
costs using the various models. As expected, thereis considerable vari-
ation in the impact of the change in benefits on costs, depending on the
specification. For reasons explained in the previous section, model 6is
our preferred specification. Predictions based on this model indicate
that the Model Act would have increased adjusted manual rates by
nearly 75 percent and weekly costs by nearly 60 percent.

Tables 4.11 and 4.12 present the means, standard deviations, and
coefficients of variation for a) actual and predicted adjusted manual
rates and b) actual and predicted net weekly costs, respectively, using
the regression coefficient for our preferred specification, model 6. The
right-most columns of these tables show the differentials for the means
between predicted and actual costs.

Adoption of the Model Act would have increased adjusted manual
rates by 57 to 75 percent and net costs of workers' compensation by 45
to 57 percent depending on the years used for the comparisons.
Replacing actual statutes with the Model Act would also have
increased the standard deviations for adjusted manual rates for every
year and the coefficient of variation for most years (Table 4.11). Simi-
larly, replacing actual statutes with the Model Act would have
increased the standard deviations for net weekly costs for every year
and the coefficient of variation for most years (Table 4.12).



Table4.10 Actual and Predicted Employer Costs

Actud Spec. 1 2 3 4 5 6 7

Adjusted manual rates

Mean ($) 2.249 2.676 2.700 3.501 2422 2.460 3.907 2.877

Diff. from actual (%) 19.02 20.06 55.69 7.72 9.39 73.75 27.94

Std. dev ($) 1.114 1.389 1.405 2.031 1.220 1.244 2.387 1.533

Coeff. var. 0.495 0.519 0.520 0.580 0.504 0.506 0.611 0.533
Net weekly costs

Mean ($) 11.89 15.57 15.79 16.27 12.47 13.68 18.68 14.93

Diff. from actual (%) 31.02 32.81 36.89 4.94 15.06 57.13 25.60

Std. dev ($) 6.14 8.75 8.92 9.31 6.51 7.33 11.38 8.25

Coeff. var. 0.517 0.562 0.565 0.572 0.522 0.536 0.609 0.553

[44)
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Table4.11 Actual and Predicted Adjusted Manual Rates, 1975-95

Actual Predicted
Mean Std.dev. Coeff. Mean Std.dev. Coeff.
Year (%) %) var. %) (%) var. % change?

1975  0.949 0.387 0.408 1.648 0.789 0.479 73.69
1976  1.130 0.441 0.390 1.889 0.900 0.477 67.16
1977  1.294 0.528 0.408 2.153 1.024 0.476 66.36
1978  1.466 0.608 0.415 2.396 1.122 0.468 63.44
1979  1.582 0.628 0.397 2.525 1.038 0.411 59.60
1980 1.645 0.640 0.389 2.627 1.012 0.385 59.65
1981  1.613 0.584 0.362 2.586 0.908 0.351 60.30
1982 1511 0.511 0.338 2.398 0.785 0.327 58.76
1983  1.490 0.510 0.342 2.358 0.795 0.337 58.26
1984  1.504 0.521 0.347 2.383 0.831 0.349 58.48
1985  1.599 0.529 0.331 2.498 0.819 0.328 56.27
1986  2.014 0.685 0.340 3.342 1574 0471 65.96
1987  2.189 0.756 0.346 3.655 1.810 0.495 66.99
1988 2420 0.901 0.372 4.075 2.110 0.518 68.37
1989  2.653 0.997 0.376 4.424 2.235 0.505 66.75
1990 2951 1181 0.400 4914 2.445 0.497 66.54
1991  3.096 1.054 0.340 5.098 2.266 0.445 64.66
1992 3.267 1.091 0.334 5.542 2.779 0.502 69.63
1993  3.478 1.166 0.335 5.865 2.953 0.503 68.65
1994  3.188 0.791 0.248 5.220 1.901 0.364 63.75
1995 2973 0.747 0.251 4.843 1.680 0.347 62.91

aPercentage change between actual and predicted means. The “% change” values
shown may not be exact due to rounding error.
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Table4.12 Actual and Predicted Net Weekly Costs, 1975-95

Actual Predicted
Mean Std.dev. Coeff. Mean Std.dev. Coeff.
Year (%) (%) var. (6] (%) var. % change?

1975 5.029 2.079 0.413 7.883 3.513 0.446 56.76
1976 6.073 2484 0.409 9.226 4118 0.446 51.92
1977 6.986 3.006 0.430 10.578  4.796 0.453 51.42
1978 7.875 3.618 0.459 11.758 5.505 0.468 49.31
1979 8.306 3.782 0.455 12.180 5.160 0.424 46.64
1980 8.409 3.898 0.464 12.335 5177 0.420 46.69
1981 8.109 3.562 0.439 11936  4.752 0.398 47.19
1982 7.631 3.076 0.403 11153  4.090 0.367 46.15
1983 7.634 2.789 0.365 11.152 3.906 0.350 46.08
1984 7.701 2.799 0.363 11.256 3.990 0.354 46.16
1985 8.222 2.880 0.350 11.872 3.916 0.330 44.39
1986 10.866  4.156 0.382 16.507 8.081 0.490 51.91
1987 11.901 4.590 0.386 18.134 9.153 0.505 52.38
1988 13.184 5.265 0.399 20.184  10.456 0.518 53.10
1989  14.058 5.527 0.393 21.362  10.694 0.501 51.95
1990  15.500 6.230 0.402 23512 11.331 0.482 51.69
1991 16.339 5.956 0.365 24517  10.682 0.436 50.05
1992  17.602 6.259 0.356 27.028 12.846 0.475 53.54
1993 18.401 6.328 0.344 28.113 12991 0.462 52.78
1994 16.741 4.502 0.269 25.054 8.770 0.350 49.66
1995 15.691 3.980 0.254 23.347 7.210 0.309 48.79

aPercentage change between actual and predicted means. The “% change” values
shown may not be exact due to rounding error.
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The finding that substituting the Model Act provisions for cash
benefits for the actual benefits provided by state workers' compensa-
tion statutes would lead to a general widening of interstate differences
in the employers’ costs of workers' compensation insurance seems
anomalous. It is perplexing because—as shown in Table 4.9—replac-
ing actual workers' compensation provisions with the Model Act
reduces interstate variation in statutory cash benefits (as measured by
the standard deviation).

Table 4.13 illustrates how this can happen, i.e., how reducing the
disparity in the statutory level of benefits among states can lead to
greater variation in employer costs. In this table, states are rank-
ordered by level of actual adjusted manual ratesin 1995 (as shown in
the first data column), ranging from 4.937 percent of payroll in Mon-
tana to 1.397 percent of payroll in Indiana. Estimates of the benefits
that would be paid by states if they adopted the Model Act provisions
are shown in the second data column and range from $30,177 in Alaska
to $16,821 in Arkansas. Asindicated, since the statutory provisions are
identical—with the exception of the weekly benefit minimums and
maximums, which are tied to the state average weekly wage under the
Model Act—cost differences are due to interstate variation in wages.

Estimates of actual benefits provided by the states in 1995 accord-
ing to existing statutory law range from $22,941 in the District of
Columbiato $4,310in Louisiana. The differences between the benefits
required by the Model Act and the actual benefit required by the state's
workers’ compensation statute in 1995 are also shown. For example,
in Montana, the Model Act would have resulted in average benefits of
$22,983, while the actual 1995 statute in Montana only provided
$5,522 of benefits, a difference of $17,461. The range in the differ-
ences was from $19,233 in Alaska to $2,517 in Pennsylvania.

The predicted adjusted manual rates (Table 4.13, right-most col-
umn) were calculated by use of Eg. 4.3, which

a) begins with the actual ratesin Table 4.13;

b) adds the product of (the differences between the Model Act and
actual benefits from the “ Difference” column of Table 4.13 x the
benefits coefficient for adjusted manual rates from model 6 of
Table 4.6); resulting in

¢) the predicted adjusted manual rates.
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Table 4.13 1995 Actual and Predicted Adjusted Manual Rates, and
Model and Actual Benefits, by State ($)

Actual Model Act Actual Predicted
State? rates benefits benefits  Difference® rates
Montana 4.937 22,983 5,522 17,461 10.819
Hawaii 4.867 20,932 13,912 7,020 6.093
Florida 4.366 18,301 5,323 12,978 8.612
Louisiana 4.059 20,162 4,310 15,853 9.486
New York 3.883 22,277 13,923 8,354 5.029
New Hampshire 3.757 20,086 11,919 8,167 5.006
New Mexico 3.713 17,835 11,925 5,910 4.634
Kentucky 3.650 20,323 8,708 11,615 5.819
Alabama 3.585 19,129 6,728 12,401 6.371
Oklahoma 3.456 19,359 6,532 12,827 6.283
Rhode Island 3.448 18,945 9,536 9,408 5.030
Maine 3.373 19,589 12,492 7,097 4.320
Georgia 3.370 18,518 8,266 10,251 5.252
Ohio 3.358 22,946 9,988 12,958 5.307
District of 3.341 26,275 22,941 3,334 3.600
Columbia
Pennsylvania 3.340 21,642 19,125 2,517 3.575
Massachusetts 3.207 20,839 12,234 8,605 4.299
Vermont 3.171 19,098 13,205 5,892 3.884
Connecticut 3.167 21,185 9,762 11,423 4.850
Cdlifornia 3.150 22,880 5,573 17,307 6.851
Tennessee 3.071 19,254 7,434 11,820 5.183
Arkansas 2.993 16,821 6,512 10,309 5.045
Illinois 2.803 22,824 10,547 12,277 4.286
Colorado 2.788 20,786 7,374 13,412 4931
Minnesota 2.782 21,600 10,580 11,019 4.120

Mississippi 2.750 17,049 8,742 8,307 3.971
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Actua Model Act Actua Predicted
State? rates benefits benefits  Difference” rates

Michigan 2.689 23,806 9,694 14,112 4.408
Kansas 2.673 19,497 11,828 7,670 3.519
Arizona 2.630 20,408 13,401 7,007 3.315
West Virginia 2.540 19,185 8,085 11,100 4.086
Missouri 2.463 21,170 8,137 13,033 4.168
South Carolina 2.445 17,773 7,854 9,919 3.832
South Dakota 2425 17,155 7,446 9,709 3.838
Alaska 2.400 30,177 10,944 19,233 4.193
Idaho 2.394 19,928 9,121 10,807 3.680
Nebraska 2.338 19,616 9,918 9,697 3.403
North Carolina 2.316 17,997 5,907 12,090 4.276
Delaware 2.288 20,680 12,024 8,656 3.083
Oregon 2.275 20,857 7,505 13,353 3.992
Utah 2.186 19,279 7,339 11,940 3.719
Wisconsin 2.044 21,934 9,754 12,180 3.193
Washington 1.981 22,432 12,195 10,237 2.771
lowa 1.946 21,508 18,230 3,278 2.131
Virginia 1.907 19,295 12,554 6,741 2415
Maryland 1.891 21,394 8,573 12,821 3.128
New Jersey 1777 22,286 7,999 14,286 3.123
Indiana 1.397 22,022 6,367 15,655 2.766

Mean 2973 21,103 9,580 11,522 4.869

Standard 0.747 1,929 3,790 3,794 1.698

deviation

a States ordered from highest actual rate to lowest.
b Difference = “Model Act benefits’ value minus “Actual benefits’ value.
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Consider the calculations for Montana as a clue to the solution to
our anomaly of widening interstate cost differences as the result of the
imposition of federal standards. Montana had adjusted manual ratesin
1995 that were 4.937 percent of payroll, well above the national aver-
age of 2.973 for adjusted manual rates. At the same time, Montana had
aworkers' compensation statute that provided limited workers com-
pensation cash benefits; indeed, the difference between the actua statu-
tory benefits and the benefits prescribed by the Model Act in Montana
in 1995 was $17,461, which was second only to Alaska in the gap
between the Model Act and the actual statutory provisions. Multiply-
ing our estimates for the relationship between statutory benefits and
insurance costs (shown in model 6 in Table 4.6) times the difference in
the log value of the Montana adequate benefits and the log value of the
Montana actual benefits results in a predicted adjusted manual rate of
10.891 percent of payroll devoted to workers' compensation premiums
by Montana employersif only the state had the Model Act provisions.

This result for Montana is interesting and instructive. The actual
adjusted manual rate in 1995 of 4.937 percent of payroll was 67 per-
cent above the national average of adjusted manual rates of 2.973 per-
cent of payroll. 1f Montana had substituted the Model Act for its actual
workers' compensation statute, we estimate that adjusted manual rates
would have been 10.819 percent of payroll, or 222 percent above the
national average of 4.869 percent of payroll if al states had adopted the
Model Act. In short, the Model Act would have widened the difference
in workers' compensation costs between Montana and the national
average.

The combination of high actual workers' compensation rates and
substandard workers’ compensation statutory provisions, which
explains the Montana results, is not unique to that state. Indeed, 6 of
the 10 most expensive states for workers' compensation insurance
shown in Table 4.13—Montana, Florida, Louisiana, Kentucky, Ala-
bama, and Oklahoma—had adequacy gapsin their workers' compensa-
tion statutes that exceeded the national average of $11,522 for the
difference between the Model Act and actual benefits. For each of
these states, we estimate that substituting the Model Act for the state's
actual workers' compensation statute would have increased the gap
between their costs and the national average, while at the same time it
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would have reduced the gap between national average benefits and
benefits paid by the state.®

What accounts for these results? The likely explanation is that
other factors are driving up costs in these low-benefit states. For exam-
ple, medical costs may be substantially higher, or the administration of
the program—e.g., the determination of which claimants are eligible
for PPD benefits—may be more liberal in these high-cost, low-benefit
states.

In this regard, we note that Durbin and Kish (1998), using individ-
ual workers' compensation claim data, found that weekly PPD benefit
levels were negatively related to the adjudicator’s assessment of the
extent of the claimant’s disability. They interpreted this result as evi-
dence that adjudicators “redistribute” income to “poorer” workers, i.e.,
workers whose compensation benefits are relatively low.*° [t is possi-
ble that in some states with low statutory benefit levels, the claims
administration process has been liberalized to “compensate” for less
generous benefits, and vice versa (i.e., high-benefit states have stricter
administration).

Our results suggest that superimposing the Model Act on states
without regard to these other factors will not only lead to a substantial
increase in the average costs of workers' compensation insurance (in
the range of 60—75 percent of actual costs), but will also widen the gap
among states in the costs of workers' compensation insurance. How-
ever, it isimportant to note that our simulation holds constant the other
factors in our equation, including those unobserved variables such as
the liberality of the claims administration process. If Durbin and Kish
are correct, high-cost, low-benefit states like Montana may more
strictly administer the workers' compensation claims process following
the imposition of federal standardsin an effort to control costs. Never-
theless, the results provide evidence supporting the hypothesis that the
imposition of federal standards incorporating the Model Act would
adversely affect affordability by increasing differences in employer
costs among states.
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CONCLUSIONS

In this chapter, we have explored the relationship between
employer costs and several variables thought to influence costs. We
were particularly interested in the relationship between cash benefit
generosity and two conflicting objectives of workers' compensation
programs: benefit adequacy and affordability. Among other things, our
investigation involved estimating regression eguations to measure the
effect of benefits and other variables on our cost measure. We
described the data set, variables, and statistical methods used to esti-
mate these relationships. The regression equation described in this
chapter is the basic model employed to determine the impact of insur-
ance arrangements on employer costs discussed in Chapters 5 and 8.

To examine the relationship between the adequacy and affordabil-
ity objectives, it was first necessary to choose standards by which we
could evaluate system performance toward these objectives. Two oper-
ationa standards were used to evaluate cash benefit adequacy: the rec-
ommendations of the National Commission on State Workmen’s
Compensation Laws and the Model Act promulgated by the Council of
State Governments as revised in 1974. Both standards represent a con-
sensus among policymakers and experts in the field of workers' com-
pensation.

Three measures of affordability were used in this chapter: the aver-
age cost of workers' compensation insurance nationally, and two mea-
sures of dispersion among states in workers' compensation costs, the
standard deviation and the coefficient of variation. Because workers
compensation costs are tied to payroll, as these costs rise, so does the
price of labor. Thus, the primary danger of high workers' compensa-
tion benefits is the loss of employment. Employment loss can occur
for two reasons. First, economic theory tells us that as the price of an
input to the production process rises, employers use less of that input,
substituting other factors of production such as machinery and other
capital equipment for labor. Second, to the extent there is variation in
costs among different jurisdictions, then employers will move from
high-cost jurisdictions to low-cost ones.

Two of our affordability measures—the standard deviation and
coefficient of variation—are meant to address the latter problem, i.e.,
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the effect of workers' compensation costs on employer decisions about
plant location. Both provide a sense of the degree to which thereis sig-
nificant interstate variation in costs among states. Increased cost dis-
persion signifies a growing gap between high- and low-cost states, as
well as greater problems with respect to firm relocation decisions
adversely affecting employment. Both measures assume that reloca-
tion to foreign soil, where workers' compensation costs may be lower,
is not asignificant problem. This would appear to be a valid assump-
tion given that the United States continues to be largely a domestic
economy.

The national average of workers' compensation costs provides a
measure of the first problem, the potential impact of a general risein
workers' compensation costs on employment due to the substitution of
capital and other inputs for labor. Unfortunately, it is difficult to iden-
tify a standard of affordability based on any of our measures that is
similar to the adequacy standards based on the National Commission
recommendations or the Model Act. Thereisno level of national aver-
age costs or coefficient of variation that marks the dividing point
between “affordable” and “not affordable.” However, we are able to
observe the effect of changesin program parameters on our operational
measures of adequacy so that we can judge whether the change has
made the program more or less affordable.

Specifically, we used the results of regressions predicting the costs
of workers' compensation insurance as a function of cash benefits and
other variables to simulate the effect of benefit adequacy on affordabil -
ity. The adequacy standard used in these simulationsis that defined by
the Model Act. These simulation estimates are compared with similar
ones derived by Krueger and Burton (1990), who used the National
Commission recommendations as an adequacy benchmark.

We find that adoption of the Model Act substantially increased
both the average national cost of workers compensation as well as cost
dispersion among states. In contrast, the Krueger and Burton results
indicated that federal standards incorporating the essential recommen-
dations of the National Commission would have had a modest impact
on average costs and, based on the 1983 and overall results, would have
narrowed the cost dispersion. The difference between our results with
respect to dispersion and those of Krueger and Burton is probably due
to the fact that the Model Act is more comprehensive than the essential
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recommendations and thus had a greater effect on costs overall. Spe-
cifically, unlike the essential recommendations of the National Com-
mission, the Model Act included specific recommendations for PPD
benefits, which account for a substantial proportion of total cash bene-
fits paid to injured workers. Among other things, this means that the
Model Act had a greater impact on the cost of low-benefit, high-cost
states than the essential recommendations.

Two potential policy implications flow from our analysis. First, we
may conclude that less federal intervention (rather than more) is desir-
able in terms of reducing dispersion in costs among states, assuming
that states retain basic control over workers compensation. Alterna-
tively, if adequacy isthe primary objective (but if policymakersare al'so
concerned with affordability and the potential adverse effects of plant
relocation), then afederal program—as opposed to federal standards—
isthe logical policy prescription. Of course, the savings from proper
policies for the insurance arrangements in workers' compensation may
produce savings that will make adequate benefits in conjunction with
affordabl e insurance rates feasible in the context of the present system
of state-run workers' compensation programs. We return to this issue
in Chapter 9.

A final word of caution: our conclusions and policy prescriptions
assume that the measured costs of workers' compensation are identical
to the employer’s actual costs. However, there is substantial evidence
that employees pay for the cost of increased workers' compensation
benefits through areduction in their wage rates. To the extent that this
is true, then the supposed conflict between adequacy and affordability
isachimera, and policymakers need not be concerned with raising ben-
efitsto adequate levels.

Notes

1. There may also be uncontrolled differences in eligibility criteria or program
administration, so that identical injuries are compensable in one jurisdiction but
not in another. These differences may be controlled using state dummies, presum-
ing that this variation is time-invariant.

2. All of the national averages reported in this chapter are weighted averages; each
state’s nonfarm employment is used as the weight.

3. Specificaly, the datain Figure 4.1 show that, in real terms, average expected cash
benefits remained relatively static over the 1975-1995 period: they increased
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dightly from 1975 to 1976, declined somewhat between 1978 and 1981, and then
increased to pre-1978 levelsin therest of the study period. Interstate variability in
benefit generosity first increased slightly, rising from $5,300 to $5,800 between
1975 and 1978, remained relatively static between 1979 and 1985, and then
declined, first sharply and then steadily, from about $5,500 in 1985 to approxi-
mately $3,700 in 1995.

Type of injury refersto whether the injury resulted in afatality or disability and, if
the latter, whether the disability is temporary or permanent and total or partial.
Family status refers to whether the claimant is married or single and whether the
claimant has dependent minor children.

The wage distribution we used did not vary acrosstime, although the state average
weekly wage did.

In some instances, weekly benefits were adjusted to account for Social Security
offsets or for the fact that benefits are computed on the basis of spendable (i.e.,
after-tax) rather than gross earnings. For further details, see Appendix D.

The nature of injury refers to the body part injured; whether the injury involved
amputation or loss of use; and the extent of the loss of functional impairment.
Unfortunately, our measure of medical benefits does not account for changes in
the injury distribution, since it is a measure of benefits paid for al claims. In
other regressions (not reported here), we attempted to control for injury distribu-
tion by using, as a measure of medical benefits, the average medical costs of tem-
porary total disabilities. We obtained essentially identical results. (We did not
have data on average TTD medical costs for exclusive-state-fund jurisdictions,
which led us to use average total medical costs.)

The datain Figure 4.3 include imputations where data were missing for individual
states. Figure 4.4 only includes states with data for 1995.

Data for states with private carriers were obtained from the National Council on
Compensation Insurance’s Countrywide Workers Compensation Experience
exhibit for the years 1979-1998. These data were reported on a “fifth report”
basis in the 1979-1983 exhibits and on an “ultimate” report basis for the years
1984-1998. It was necessary to obtain benefit data on both cash and medical ben-
efits for our regression analysis, as explained in the next section. Datafor exclu-
sive state fund states (other than Washington) were obtained from the “Workers'
Compensation Agency Information” exhibit contained in various issues of State
Workers' Compensation Administrative Profiles published by the U.S. Depart-
ment of Labor. There was one exception: data for Washington state were obtained
from actuaries at Washington's Department of Labor and Industries; these data are
comparable to the data provided by the NCCI.

Neither data source had comprehensive information for al yearsin our study;
missing data were particularly a problem in the latter years of our study when a
larger number of states no longer used the NCCI to set rates. Consequently, we
imputed values for these missing observations. If data were missing between two
years for which data were available, then missing values were imputed using
interpolation. For other years, an index was constructed by taking the ratio of the
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state benefit to the average national benefit. Missing values were imputed as
equal to the product of thisindex and the national average benefit for the missing
year.

Unfortunately, the NCCI data and the U.S. Department of Labor data seriesare
not equivalent. The NCCI data are “first report” estimates of incurred benefits
that have been developed to “ultimate” This means that the NCCI data are based
on insurers' reports of the number and cost of claims that occurred during the pol-
icy period as evaluated at a point 18 months after the beginning of each policy
period. The NCCI “developed” these reported claims and costs on the basis of
past trends to estimate the “ultimate” frequency and dollar amount of claims for
each policy period. These claim costs are reported on an incurred basis; that is,
reported costs include an actuarial estimate of future payments that the insurer
expects as well as the benefits actually paid by the date of the first report. It isnot
possible to determine whether the U.S. Department of Labor costs were reported
on an incurred or paid basis, at what point claim costs were evaluated, or whether
these costs were developed to the “ultimate” basis. Because of possible discrep-
ancies in the two medical benefits data series, we use multiple model specifica
tions in the exclusive-state-fund regressions that include and exclude the medical
benefits variable.

However, we note that the Krueger and Burton data pertain to atime during which
there was less or limited variability (either over time or among jurisdictions), in
the medical benefit payments measure, so their cash benefit variable may have
explained all of the associated variation in costs. See Figure 4.3.
We begin with the assumption that the expected total benefit is equal to the
expected cash benefit multiplied by an adjustment factor:

Elc] = E[cd x X,
where E[c] is the expected total benefit, X is the inflation factor, and E[c ] is the
expected per-claim cash benefit. We then assume that the actual per-claim bene-
fits paid are an unbiased estimate of expected benefits, so that

C = Cc.xX
where ¢, is equal to the average per-claim benefit paid for al claims and c; is the
average actual cash benefit paid in lost time claims. Rearranging terms, we have

X =¢+c;.
Thisinflation factor is described in the main body of the text of this chapter.
An illustration of our computation of the “total benefits’ figure is as follows.
Using data from the NCCI Countrywide Workers Compensation Experience
exhibit dated March 1997, we determined that in the 1995 policy period, the total
and cash benefits actually paid by Alabama insurers was $311,258,996 and
$129,973,586, respectively. The expected cash benefit to Alabama workers' com-
pensation claimants in 1995, per our estimates of the generosity of Alabama's
workers' compensation statute that year, was $6,728. To obtain expected total
benefits, we multiplied expected cash benefits ($6,728) by the ratio of actual total
benefits paid ($311,250,996) to cash benefits paid ($129,973,586). This calcula-
tion yields atotal expected benefit per claimant of $16,113 for Alabamain 1995.
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We used the following industry divisions: agriculture, forestry, and fishing; min-
ing; manufacturing; construction; transportation and public utilities; wholesale
and retail trade; finance, insurance, and rea estate; and services.

The data in this figure are adjusted for industrial composition, as described in the
previous paragraph.

The national averages in Figure 4.7 were calculated using imputed values for
states with missing data. However, only states with no missing data are reported
in Figure 4.8.

Durbin and Kish (1998) provided evidence that there is substantial interstate vari-
ation with respect to average impairment ratings, the final disability rating, and
the difference between the two. The 70 percent figure cited in the text isfrom this
data source as well.

These data include imputed values for missing data.

Although workers' compensation coverage is not mandatory in three states (New
Jersey, South Carolina, and Texas), employer opt-outs are widespread in Texas
and rare in the other two jurisdictions.

However, regulatory agencies sometime revise the relativities (cost differences)
between rate groups established by rating bureaus. This suggests that cross-subsi-
dies may exist, so that differences in coverage may affect costs. On the other
hand, insurers try to circumvent this problem by targeting rate groups or by nego-
tiating rates with individual employers.

Data on state compliance with National Commission recommendations were
obtained from various issues of a biannual report by the U.S. Department of
Labor.

Employment data were obtained from various issues of Employment and Wages,
Annual Averages (U.S. Department of Labor).

We used in these regressions not only compliance with the National Commission
recommendation regarding covered employment, but also compliance with two
other coverage recommendations not specifically relating to employment cover-
age. These are the recommendation that workers be given a choice of filing a
claim either in the jurisdiction in which they were injured or in the state in which
the employee was hired and the recommendation that occupational disease be
fully covered by a state’'s workers' compensation statute. |n addition, because the
Department of Labor publishes separate compliance scores for 1) states that have
compulsory workers' compensation and 2) states that do not permit waivers from
coverage, we treated this recommendation as two separate variables.

As we noted in Chapter 3, our adjusted manual rates measure is computed by
modifying manual rates or pure premiums by a variety of factors (including pre-
mium discounts for quantity purchases, dividends received from insurance com-
panies, manua rate modifications due to the employer's own compensable
experience, and other variables). The resultant adjusted manual rate, which con-
stitutes an accurate measure of employers' actual costs of workers' compensation
insurance, represents the percentage of payroll expended by an employer on
workers' compensation insurance. Net weekly costs (or net weekly insurance
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premiums) were calculated by multiplying a state’s adjusted manual rate by the
corresponding average weekly wage for that state.

Cook-Weisherg tests revealed that these weighted least squares estimates did not
suffer from heteroscedasticity.

Krueger and Burton (1990) did not include year dummiesin their regression equa-
tions.

Aswe indicated in the previous chapter, the Krueger and Burton benefit variable
only measured the variation in expected cash benefits, although in some specifica-
tions they included a separate medical benefit payments variable. In contrast, the
benefit variable we used in Table 4.1 combines both medical and cash benefits.
We aso estimated models with separate cash and medical benefit measures. The
results using separate measures do not explain the discrepancy between our find-
ingsin Table 4.1 and those of Krueger and Burton.

Minimum and maximum here refer to the weekly benefit payment. In most states,
an injured worker may not begin to collect disability benefits immediately upon
the onset of disability, but must wait a minimum period (typically three or seven
days) before he or she becomes eligible for indemnity benefits; this is known as
the waiting period. Claimantswho are disabled for a certain period—typically 14
or 21 days—following the waiting period may receive, retroactively, cash benefits
for the waiting period; this is known as the retroactive period.

PPD claims as a proportion of total lost-time claims partially account for this
change in injury distribution. However, it does not, for example, account for
changesin severity among PPD claims or changes in the duration of TTD claims.
Thisisdiscussed in greater detail in Chapter 2.

Krueger and Burton (1990) did not attempt to quantify recommendation R3.11 of
the National Commission, which states

We recommend that the definition of permanent total disability used in
most states be retained. However, in those few States which permit the
payment of permanent total disability benefits to workers who retain sub-
stantial earning capacity, we recommend that our benefit proposals be
applicable only to those cases which meet the test of permanent total dis-
ability used in most States.

The Krueger and Burton model of the determinants of the costs of workers' com-
pensation insurance was similar to the one that we used, which is discussed in the
“Cost Regression Model” section of this chapter. They estimated this model
using data on adjusted manual rates and net weekly costs of workers compensa-
tion insurance from 29 states for four years (1972, 1975, 1978, and 1983).
Adjusted manual rates and net weekly costs were calculated using methodology
similar to that used in the present study, which is described in Chapter 3 and
Appendix C. One difference is that the Krueger and Burton used only 45 insur-
ance classifications, while the present study relied on 71 classifications. In addi-
tion, our study used more state-specific data for the adjustment factors than did
Krueger and Burton to cal culate adjusted manual rates; those state-specific adjust-
ment factors reflect increasing variation among states in the pricing arrangements
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permitted or required in the voluntary market in recent years. We also calculated,
for many states and years, separate adjusted manual rates for the voluntary and
residual markets, and then blended these rates to obtain a state-wide average;
Krueger and Burton only calculated adjusted manual rates for the voluntary mar-
ket. Asaresult, our measures of employers costs are not directly comparable with
those of Krueger and Burton.

This hypothetical variable was an actuarial measure that replaced the state’'s actual
level of benefits with any higher level of benefits included in the essential recom-
mendations of the National Commission for each state in each year in their sam-
ple. Thus, if the actual state law had a maximum weekly benefit that was only 82
percent of the state's average weekly wage, Krueger and Burton calculated the
benefits that would be paid after substituting a maximum weekly benefit of 100
percent of the state’s average weekly wage as prescribed by the National Commis-
sion. If a provision of the state’s actual workers' compensation law prescribed
more generous compensation benefits than the recommendations of the National
Commission, the state’s benefit was not changed. Thus, if a state had a maximum
weekly benefit for temporary total disability benefits that was 130 percent of the
state’s average weekly wage, that provision was not changed in calculating the
hypothetical measure of adequate benefits.

However, such a cost increase would likely result in a reduction in consumer
demand and thus employment.

The only year between 1975 and 1995 in which our actuarial assessment of actual
cash benefitsin 1995 dollars was below $9,000 was 1975, as shown in Table 4.9.
The 1972 actual levels of benefits were probably below those in 1975 since they
predated by seven months the submission of The Report of the National Commis-
sion on Sate Workmen's Compensation Laws (National Commission 1972),
which triggered a period of rapid improvements in state workers' compensation
laws.

One of the 19 essential recommendations of the National Commission was that
each state’s maximum weekly benefit for temporary total disability should be at
least 100 percent of the state’s average weekly wage. One of the 84 recommenda-
tions of the National Commission was that each state's maximum weekly benefit
for temporary total disability should be at least 200 percent of the state’s average
weekly wage.

Under the Model Act, the weekly maximum and minimum benefits are equal to
200 percent and 20 percent of the state’s average weekly wage, so that the dollar
values of these limits on benefits will vary among states.

We relied on basically the same formula and procedure as Krueger and Burton
(1990) to derive the simulated adjusted manual rates.

There are also states with low workers' compensation costs for which the use of
our simulation procedure for the effect of substituting the Model Act for the
state’s actual workers' compensation provisions increases the cost dispersion
among states. lowa, as shown in column 1 of Table 4.13, had actual adjusted
manual rates that were 1.946 percent of payroll, which was 35 percent below the
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national average of adjusted manua rates of 2.973 percent of payroll in 1995.
lowa also had a statute with relatively generous statutory benefits, so that the dif-
ference between the benefits required by the Model Act and the actual lowa stat-
ute was only $3,278. Asaresult, following the imposition of the Model Act, lowa
has a predicted adjusted manual rate of 2.131 percent of payroll, which is 56 per-
cent below the national average of 4.869 percent. Thus, imposition of the Model
Act would have widened the cost difference between lowa and the national aver-
age. Four of the 10 least costly workers' compensation programs states—namely,
Delaware, Washington, lowa, and Virginia—had adequacy gaps that were less
than the national average. For each of these states, we estimate that substituting
the Model Act for the state's actual workers' compensation statute would have
increased interstate cost variation.

40. An aternative explanation of these results offered by Thomason, Hyatt, and Rob-
erts (1998, note 23) is that higher weekly benefits may lead claimants to pursue
marginal claims.



5
Employer Costs

Public versus Private Provision of | nsurance

Asindicated in Chapters 1 and 2, three fundamentally different
approaches are used to finance workers' compensation benefits in the
United States. In some states, workers' compensation insurance is
only offered by a state agency, typically called a state insurance fund.
In other states, workers' compensation insurance is only available from
private insurance companies. In the third group of states, employers
may purchase insurance from private carriers or a stateinsurance fund.*

The decisions concerning which of these three approaches would
be adopted were, in general, made at the time that workers' compensa-
tion laws were first enacted. Fishback and Kantor (1996) argued that
these decisions were the outcome of a political process in which agri-
cultural interests and the insurance industry were aligned against a coa-
lition of labor unions and social reformers.?2 The insurance industry
feared losing a potentially lucrative market, while farmers, who had
successfully exempted themselves from coverage by workers' compen-
sation laws, were concerned that they would be forced to help bail out
an under-reserved state fund.3 On the other hand, adverse experience
under the negligence system that preceded workers' compensation
caused unionsto be leery of insurance companies, and both unions and
social reformers believed that state insurance could reduce workers
compensation costs by eliminating insurer profit and overhead. Ashis-
tory has shown, agricultural interests and insurers were triumphant in
all but a handful of states, although a few jurisdictions established
competitive state funds as a compromise.*

These divergent approaches to insurance arrangements invite eval-
uation using the delivery system efficiency objective of workers' com-
pensation programs. Isworkers compensation in exclusive-state-fund
jurisdictions more or less costly than in states that permit private insur-
ers to provide compensation insurance? That is, do private systems
deliver benefits to injured workers more or less efficiently than public

139
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ones? Are competitive state funds more or less costly than monopolis-
tic funds, and do they affect overall market costs in states where they
operate?

In this chapter, we address these questions by first considering rel-
evant economic theory and the empirical literature. We then estimate
cost differentials among these different insurance arrangements using
the data set described in Chapter 4.

THEORETICAL CONSIDERATIONS

As previously indicated, workers' compensation programs fall into
one of three categories: exclusive-state-fund jurisdictions (type E);
states where only private companies provide insurance coverage (type
P); and states where private insurers compete with state funds (type C).
In this study, we examine market outcomes under all three types of
insurance arrangements. Among other things, we are interested in the
relative performance of public versus private provision of compensa-
tion insurance. However, it is recognized that the effect of public pro-
vision may be very different with an exclusive, as opposed to a com-
petitive, state fund.

There are many reasons to believe that a monopolistic state insur-
ance fund should be able to deliver workers’ compensation insurance
coverage to employers at alower cost than private-sector insurance car-
riers. Private-sector insurance rates incorporate both marketing
expenses and profit loadings, which are not included in monopolistic
state funds' rates. In addition, exclusive state funds may be able to
capture economies of scale that are not available in a competitive, pri-
vate-sector insurance market.

On the other hand, the lack of a profit motive means that both
exclusive and competitive state funds could be subject to administra-
tive and alocative inefficiencies. Arguably, since public-sector manag-
ers do not face competitive market pressures, they lack incentives to
adopt cost-efficient technologies, policies, and practices. Thisis espe-
cially true for monopolistic state funds; because competitive funds
must contend for business with private carriers, they are not completely
insulated from market forces. 1n general, we expect that decision mak-
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ing in state funds is more influenced by political considerations, which
may further distort incentives for efficiency.

Additionally, due to the taxing power of the state, both types of
state funds have less to fear from insolvency than do their private-sec-
tor counterparts;® as such, they have aweaker incentive to maintain suf-
ficient reserves. Combined with a decision-making process guided by
political rather than economic considerations, state funds may be sub-
ject to under-reserving problems that could lead to inequitable and
inefficient transfers, either among industrial sectors or between differ-
ent generations of employers.

Economies of Scalein Insurance Markets

Unfortunately, there is little research examining most of these
issues. A number of studies have addressed one issue: whether there
are economies of scale in workers' compensation or other property/
casualty lines; that is, whether there is evidence that the insurer’s cost
of underwriting additional compensation coverage declines as the
amount of coverage that the insurer writesincreases. For the most part,
this research uses data limited to the insurance costs for private carriers
and does not compare private and public insurers.® Overall, it has pro-
duced conflicting results. Some studies have found that costs are lower
as sizeincreases, using various measures of scale (Doherty 1981; Ham-
mond, Melander, and Shilling 1971; Skogh 1982; and Cho 1988).
Other studies have found either significant diseconomies (Allen
1974)—that is, that costs are greater for larger insurers—or mixed
results (Johnson, Flanigan, and Weisbart 1981). More recently,
researchers have found economies of scale for small firms (Cummins
and Weiss 1993; Hanweck and Hogan 1996) but significant disecono-
mies for large firms (Hanweck and Hogan 1996).

While recent research is divided on the question of whether there
are significant economies of scale in property/liability insurance, the
reality isthat insurers of various sizes seem to prosper in this market
generally and in the workers' compensation market in particular. One
reason may be that in certain commercial lines, such as workers' com-
pensation, insurers are able to pursue a “niche marketing” strategy.
That is, by concentrating on the risk characteristics and needs of a par-
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ticular type of employer, small insurers are able to gain a significant
informational and service advantage.

Butler and Worrall (1986) argued that there is little evidence of
economies of scale in the workers' compensation insurance market.
More specifically, they claimed that if there were such economiesin this
market, “then alarge private carrier ought to be able to drive other car-
riers out of the market . . . but we do not see this happening” (p. 331).
As noted by Klein, Nordman, and Fritz (1993), under guidelines estab-
lished by the Antitrust Division of the Department of Justice to evaluate
the competitive effects of a proposed merger, workers' compensation
insurance markets in most states would be considered relatively com-
petitive.” However, these data come from a period during which the
industry was highly regulated (or had only recently deregulated) in
many states, so that market structure may reflect the effects of rate reg-
ulation.

Butler and Worrall (1986) explored the issue of the relative effi-
ciency of public or private provision of compensation insurance by
estimating separate regression equations that predict insurer costs as a
function of premiums charged by private insurers and competitive state
funds, respectively. They estimated “total cost” equations as well as
equations estimating separate cost components, such as incurred loss
adjustment expenses, general expenses, commissions and brokerage
fees expenses, other acquisition expenses, and incurred taxes, licenses,
and fees expenditures. Their observations consisted of statewide
aggregates for private insurers as well as financial data for individual
state funds.

Butler and Worrall argued there are potentially three factors that
could account for cost differences between private insurers and com-
petitive funds. First, because state funds are typically much larger than
private insurers, they may enjoy economies of scale. Second, some
costs incurred by private insurers, such as taxes and marketing
expenses, are “hidden” in state funds because they are not reflected in
state fund accounts; that is, state funds either do not pay these costs
(taxes) or do not fully record them as operating costs. Finally, there
may be differences in the efficiency of private versus public sector pro-
vidersirrespective of their size.

Their regression estimates for the total cost equations suggest that
private insurers enjoy some economies of scale: that is, total costs
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increase more slowly than premiums in regression equations that use
only private insurance carrier data. However, their statistical resultsin
the state fund regressions indicate constant returns to scale. Thus,
taken together, these data fail to clearly support the hypothesis that
there are economies of scale in the property/casualty insurance indus-
try.

Furthermore, when examining the private/state fund differential in
scale effects, they found that state funds enjoy a cost advantage vis-a-
vis private carriers, although they were unable to determine from these
estimates whether this advantage is due to hidden costs or greater effi-
ciency. However, after isolating the scale effects for the various sub-
components of total costs, they found that this cost advantage is
primarily attributable to components in which the problem of hidden
costs in state funds is most likely to be significant: incurred taxes and
licensing fees and brokerage fees and commissions. On balance, they
concluded that, “[a]t this point, it seems premature to claim (and cer-
tainly unwarranted by our study) that the state or private carriers are
more efficient” (Butler and Worrall 1986, p. 345).

While there is no clear evidence of economies of scale in workers
compensation, it is also possible that there are economies of scope.
Economies of scope occur where a cost advantage is realized when the
producer markets more than one product. In the insurance industry,
these economies may be realized where insurers sell a package of cov-
erage: for example, health insurance, general liability, and workers'
compensation coverage. To the extent that economies of scope exist in
the insurance industry, state funds would be at arelative disadvantage.

To date there is little empirical research examining this issue.
While economies of scope have been found in other financial service
industries—and, in particular, banking—one study of the property/
casualty insurance industry concluded that “economies of scope do not
appear to be important” (Hanweck and Hogan 1996, p. 141).

Costs and Competitive State Funds

Two studies (Krueger and Burton 1990; Schmidle 1994) have
investigated the effect of competitive state funds on statewide estimates
of the employers’ costs of workers' compensation insurance. Their
“adjusted manual rates” and “net weekly cost” measures of employer
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costs were constructed using a methodology similar to that described in
Chapter 3. Theimpact of competitive funds was measured by the coef-
ficient on the state fund dummy variable. The dependent variables
were state averages of workers' compensation costs. The Krueger/Bur-
ton and Schmidle studies found that the presence of a competitive state
fund was, per the coefficient on a state fund dummy variable, associ-
ated with higher employer costs for workers' compensation insurance.

The Krueger/Burton and Schmidle results suggest that the public
provision of workers' compensation insurance is less efficient and
therefore more costly than the private provision of insurance. How-
ever, there are deficiencies in these analyses, and thus any generaliza-
tions about the relative merits of public provision have to be
accompanied by several caveats. Both studies only examined competi-
tive state funds. A market in which a competitive state fund competes
with private insurers is likely to be very different than one in which an
exclusive state fund is the sole provider of compensation insurance; for
example, a competitive state fund is unable to take full advantage of
economies of scale.

There is an additional reason for caution in using the Krueger/Bur-
ton and Schmidle findings to draw conclusions about the relative cost
of the public provision of workers' compensation insurance: there was
no variation in the value of the state fund variable during the Krueger/
Burton study period, making it difficult to disentangle the effects of
competitive state funds from unobserved variables that are associated
with these funds. Although the Schmidle study used data from aperiod
in which there was some intrastate variation in the state fund variable,
the change only applied to two states.®

The Krueger/Burton and Schmidle findings were contradicted by
Klein, Nordman, and Fritz (1993), who found that compensation costs
may be lower in states with a competitive fund. They investigated the
impact of different insurance arrangements, including the presence or
absence of a competitive state fund, on loss ratios of private insurance
carriers for the period 1986-1991.° The impact of competitive state
funds on loss ratios depended upon the specification of their regression
models. Intheir regressions that included a measure of the relative size
of the residual market, the loss ratio was negatively related to the state
fund dummy and this relationship was statistically significant. In equa-
tions that did not include this variable, coefficients for the state fund
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dummy were positive but not statistically significant. Taken together,
these results reflect a negative correlation between the size of the resid-
ual market and the presence of a competitive state fund, which possibly
reflects the state fund’'s role as an insurer of last resort. The Krueger/
Burton and Schmidle studies had not controlled for the size of the
residual market, which may explain differencesin results.

Costs and Exclusive State Funds

In one of the few studies that include exclusive-state-fund jurisdic-
tionsin employer costs analyses, Thomason and Burton (2000a) com-
pared compensation costs for employers in Canada and the United
States for the period 1975-1995.2° Unlike in the United States, work-
ers compensation benefits in all Canadian provinces are financed by
exclusive provincia funds. Thomason and Burton used cost data from
two Canadian provinces (Ontario and British Columbia) and data from
the 45 jurisdictions in the United States that permit private insurance.
After controlling for a number of factors that could influence costs,
Thomason and Burton found that compensation costs were lower in
both Canadian provinces than in the average private insurance jurisdic-
tion in the United States, although the results for Ontario were not sta-
tistically significant. While these results suggest that the public
provision of workers' compensation insurance is less costly than pri-
vate provision, the authors were nonetheless cautious in their interpre-
tation of these findings. They noted that their analyses employed only
a small number of exclusive-state-fund jurisdictions and that there
were other data comparability problems between U.S. and Canadian
jurisdictions that could affect the results.

Thus, theoretical arguments may be marshaled on both sides of the
issue of the relative costs of private versus public insurance. Theory is
also inconclusive about the relative merits of competitive versus exclu-
sive state funds. Furthermore, the limited empirical research directly
examining either issue isinconclusive. One study provides some evi-
dence that two Canadian publicly funded programs enjoy a cost advan-
tage relative to insurance offered through private markets in the United
States. On the other hand, previous research investigating compensa-
tion costs has found that costs were significantly higher in competitive-
fund states than in purely private markets.
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REGRESSION ANALYSES

In this section, we examine the issue of the relative efficiency of
public versus private workers’ compensation insurance providers
through two comparisons: 1) the cost of workers' compensation insur-
ance in three exclusive-state-fund jurisdictions (Washington, West Vir-
ginia, and Ohio) relative to the cost in jurisdictions in which private
carriers offer insurance coverage, and 2) the cost of compensation
insurance in states with a state insurance fund that competes with pri-
vate carriers relative to insurance costs in private-carrier states that do
not have a competitive state fund.

Model Specification

We estimated regression equations predicting two annual, state-
specific measures of the employers' cost of workers' compensation—
adjusted manual rates and net weekly costs—as a function of a set of
control variables including state and year dummies. This general
regression model may be represented as follows:

Eq.51 In(Cy = BXj + oS, + &d + &4, + g

where C;;isthe dependent cost measure for the ith state and tth year; X;;
is a vector of control variables, such as the level of cash and medical
benefits and the injury rate; S; is a dummy variable indicating whether
the jurisdiction had a competitive or exclusive state fund in effect in the
ith state and tth year; d, and d, are vectors of state and year dummies,
respectively; B, o, 9;, and §, are associated coefficients; and g;; is an
error term.

In these equations, control variables are designed to capture varia-
tion in insurance costs due to underlying differences in losses. We use
two dummy variables to test the cost impact of public provision of
workers' compensation insurance. One dummy denotes whether com-
pensation insurance is provided solely by an exclusive state insurance
fund (that is, either of three jurisdictions in our data where private
insurers are not permitted to offer workers' compensation insurance).
The other dummy variable indicates whether the state has a state fund
that competes with private insurers. The set of regressions with the
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exclusive-state-fund variable includes states that permit private insur-
ance carriers for workers' compensation; exclusive-state-fund jurisdic-
tions are excluded from the set of regressions that include the com-
petitive state fund.

Results: Exclusive State Funds

Weighted means and standard deviations of employer costs in pri-
vate-carrier and exclusive-fund states are presented in Table 5.1. The
data in the table suggest that, for the entire period of our study, com-
pensation insurance offered by an exclusive state fund is somewhat
more expensive than the insurance sold in states that alow private car-
riers. However, this simple comparison is misleading, because cost
data for two of the three exclusive-state-fund jurisdictions in our data
set—Washington state and Ohio—are not available for the early (and
less costly) years in the study period.

The differencein relative costs between privately and publicly pro-
vided workers' compensation insurance is further illustrated in Figures
5.1 and 5.2, which depict the annual, weighted means of adjusted man-
ual rates and net weekly costs, respectively, for 1975-1995. These data
show that, except for 1983-1986, employers in exclusive-state-fund
jurisdictions experienced costs that, on average, were noticeably lower
than those of employersin private-carrier states. This was particularly
true for years prior to 1983. Interestingly, the datain the figures also
show that workers' compensation costs in exclusive-state-fund juris-
dictions do not exhibit the same degree of cyclicality found in non-
exclusive fund states. This suggeststhat exclusive-state-fund insurance

Table5.1 Mean Adjusted Manual Rates and Net Weekly Costs: Private
I nsurance versus Exclusive State Fundst

Variable Private insurance Exclusive state fund
Adjusted manual rate ($) 2.24 2.43
(1.13) (0.81)
Net weekly costs ($) 1181 13.25
(6.21) (4.45)
Number of observations 908 45

a@Means are followed by standard deviations in parentheses.
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Figure5.1 Adjusted Manual Rates, Private I nsurance and Exclusive
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prices are not as responsive to changes in the real interest rate or what-
ever factors are inducing the cost cycle.

Of course, such comparisons of summary data are problematic for
two reasons. First, they do not account for interstate variability
within these two broad categories of jurisdictions. Second and more
importantly, they do not control for other factors (such as benefit gen-
erosity) that affect employer costs. To overcome these limitations, we
used multiple regression analysis, a statistical procedure that allows
us to empirically control for the influence of various factors on inter-
state variation in workers' compensation costs. Specifically, a dummy
variable indicating whether the data come from an exclusive-state-
fund jurisdiction is added to our basic regression model of employ-
ers cost.

Because no state either adopted or abandoned an exclusive state
fund during our study period and because there is an insurmountable
statistical problem (namely, it isimpossible to identify the state-fund
variable when state dummies are included as regressors), we did not
include state dummies in any regressions in which the exclusive-state-
fund dummy was a regressor (explanatory variable). In addition, since
data for the permanent partial disability (PPD) and medical benefit
variables for the exclusive-state-fund jurisdictions come from different
sources and may not be comparable with those for private insurers, we
estimated two specifications, one that included the PPD and medical
variables and one that did not. Finaly, the data set includes all states,
so that the sample size is 953 observations.

The results of the cost models that include the exclusive-state-fund
dummy variable are presented in Table 5.2. Findings from equations
predicting adjusted manual rates are displayed in columns 1 and 2,
while equations predicting net weekly costs are shown in columns 3
and 4. Columns 1 and 3 contain the results of equations that include
the medical benefit and PPD share variables, while the equationsin
columns 2 and 4 exclude these variables. These equations were esti-
mated using weighted least squares to control for potential effects of
heteroscedasticity. Finally, the values of the coefficients on the exclu-
sive state fund dummy have been transformed into their elasticity
equivalents.t
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Table5.2 Regression Equation Coefficients Predicting Employer Costs:
Private I nsurance ver sus Exclusive State Funds?

Adjusted manual rates Net weekly costs
Variable Col. 1° 2¢ 3b 4¢
In(Cash benefits) 0.2994*** 0.1332*** 0.3136*** 0.1333***
(12.39) (4.09) (12.31) (3.88)
Medical benefits 0.0005*** — 0.0005*** —
(28.38) (28.05)
In(Injury) 0.5440%** 0.2648*** 0.5865%** 0.2747+**
(8.10) (2.91) (8.28) (2.86)
PPD percentage 0.0067*** — 0.0080*** —
(6.74) (7.68)
Union density 0.0090*** 0.0010 0.0177*** 0.0093***
(6.20) (0.50) (11.51) (4.40)
Covered employment  -0.0141***  —0.0011 -0.0101*** 0.0037
(4.67) (0.26) (3.18) (0.82)
Exclusive state fund 0.0678 -0.0633 0.0541 -0.0823
(1.63) (1.16) (1.24) (1.44)
State dummies Yes Yes Yes Yes
Y ear dummies No No No No
Adjusted R? 0.7627 0.5244 0.7612 0.5209

aCoefficients are followed by t-ratios in parentheses. *** = significant at the 1% level.
b Equations include medical benefit and PPD share variables.

¢ Equations exclude medical benefit and PPD share variables.

d A dash (—) means the variable is not included in the specification.

These regression results indicate that after controlling for other
factors that influence employer costs, there are no apparent, reliable
differences in the price of workers' compensation insurance between
exclusive-state-fund jurisdictions and states that allow private carriers.
The elasticity for the exclusive-state-fund dummy variable is negative
in equations that do not include the medical benefit and PPD propor-
tion variables and is positive in equations that include the full set of
regressors. However, these coefficients are not statistically different
from zero at conventional levelsin any equation.
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Overall, these results are inconclusive concerning the relative cost-
liness of public versus private provision of workers' compensation
insurance. However, it isimportant to remember that at least two of the
exclusive state funds in our database, West Virginia and Ohio, experi-
enced substantial and persistent deficits during much of the study
period. Since private insurers are unable to sustain such deficitsin the
long run, this suggests that our measures of compensation cost may
underestimate the “true” employers’ costs for these exclusive state
fund jurisdictions. If so, average compensation costs for these three
exclusive-state-fund jurisdictions are probably either equal to or
greater than average costs in states that permit private carriers to under-
write workers' compensation insurance.

In someways, thisisasurprising result. Our cost measure controls
for interstate variation in the loss component of costs, so that the state
fund dummy is a measure of the profit and expense loading described
in Chapter 4 (pp. 74-75). Aswe indicated previously, exclusive state
funds—unlike private carriers—do not incur marketing expenses, and
there is no allowance for profits. Thisimplies that administrative inef-
ficiencies must increase the costs of compensation policies provided by
exclusive state funds relative to insurance provided by private carriers.
That is, lacking a profit motive, state fund managers are less aggressive
than their private sector counterparts in rooting out inefficient policies
and practices. Rather, state fund decisions may be based in part on a
political calculus that is only tangentially related to cost consider-
ations.

Three further caveats with respect to our exclusive-state-fund find-
ings arein order. First, the results for exclusive state funds are based
on a small number of observations that come from only three states.
Furthermore, for two of those jurisdictions, we lack data for the entire
study period (the Ohio data only include observations going back to
1983, while the earliest Washington data are from 1985). Asaresult, it
is possible that these results are peculiar to our sample or to a subset
thereof. Simply put, one state fund outlier—a data point where costs
are extraordinarily high relative to the rest of the data set—could bias
our results substantially.

Second, since no state either abandoned or adopted the exclusive
state fund model during the study period, we are unable to control for
unobservabl e state-specific effects that could bias estimates of costs for
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exclusive state funds. In other words, these results may be peculiar to
the characteristics of the particular state-fund jurisdictions used in the
anaysis.

Third, these results contradict those of Thomason and Burton
(2000a), who found that two monopolistic-state-fund jurisdictions in
Canada (British Columbia and Ontario) experienced lower costs than
did U.S. states that permit private insurance.®? Importantly, the exclu-
sive-state-fund cost estimates reported by the authors of this earlier
study were adjusted for state fund deficits, so that they represent a
more comparable cost comparison. The Thomason and Burton results
further suggest that our analyses are sensitive to the particular jurisdic-
tions used for comparison and to possible problems regarding data
comparability. In this context, it isimportant to recognize that state
funds may be administered either well or poorly, and that the quality of
administration will obviously affect performance.

Results: Competitive State Funds

Weighted means and standard deviations of employer costs in pri-
vate-carrier and competitive-state-fund jurisdictions are presented in
Table 5.3. (These data exclude jurisdictions with exclusive state
funds.) As can be seen, competitive-state-fund jurisdictions have sub-
stantially higher costs with respect to both adjusted manual rates and
net weekly costs. This difference is also found when average costs for
individual years are considered.

Table5.3 Mean Adjusted Manual Ratesand Net Weekly Costs: Private
I nsurance ver sus Competitive State Funds?

Variable Private insurance Competitive state fund
Adjusted manual rate ($) 2.01 2.65
(1.11) (1.04)
Net weekly costs ($) 10.19 14.77
(5.67) (6.08)
Number of observations 655 253

aMeans are followed by standard deviations in parentheses.
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Figures 5.3 and 5.4 show that compensation premiums were
greater in states with competitive state funds. It is also notable that
costs in competitive-state-fund jurisdictions exhibit greater cyclicality
than costs in private-carrier states that do not have competitive state
funds. Thus, the cost gap between private-carrier states with and with-
out competitive funds widens and narrows as the market for compensa-
tion insurance hardens and softens, respectively.'?

It should be recalled that, in many states, the competitive fund is
the insurer of last resort, so that as the market hardens, it is likely that
private carriers are increasingly reluctant to insure high-risk employ-
ers, who are then required to turn to the competitive fund. Thus, the
market share of the competitive fund increases during a hard market. If
competitive funds incur higher costs than private carriers, we would
expect to see greater cost swings in competitive-fund states relative to
states where only private carriers underwrite insurance.

To control for other factors that might influence employer costs, we
estimated regression equations using a dummy variable to indicate
whether a state had a competitive fund. Unlike exclusive-state-fund
jurisdictions, five states either adopted or abandoned state funds during
our study period; because of these changes, we were thus able to
include state dummies in our regression model when the competitive
state fund was included as a regressor.** The regressions only use
observations from states where private insurers operate, so that the
sample size is 908 observations. The regression results are reported in
Table 5.4.

The empirical resultsin Table 5.4 suggest that states with competi-
tive funds have higher costs than private-carrier jurisdictions without
competitive state funds. Specifically, the elasticity estimates for the
competitive-state-fund variable indicate that adjusted manual rates are
nearly 18 percent higher in competitive-fund jurisdictions than in states
without state funds, while net weekly costs are nearly 19 percent
higher. Although these results are consistent with prior research (see
Krueger and Burton 1990; Schmidle 1994), they are neverthel ess sur-
prising, since a primary impetus for creating these funds was to reduce
employer costs by providing competition for private carriers.

At face value, these results suggest that public programs are less
efficient than private carriers. The fact that the cost differential for
competitive state funds is much larger than the differential for exclu-
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Figure 5.3 Adjusted Manual Rates, Private Insurance and Competitive
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Table5.4 Regression Equations Predicting Employer Costs, Competitive

State Funds?
Variable Adjusted manual rates Net weekly costs
In(Cash benefits) 0.1163*** 0.1478***
(2.75) (3.44)
Medical benefits 0.0001*** 0.0001***
(4.66) (5.03)
In(Injury) 0.8832+** 0.8367***
(9.34) (8.74)
Union density 0.0105*** 0.0104***
(6.40) (6.26)
PPD percentage 0.0017 0.0046
(0.42) (1.08)
Covered employment 0.0193*** 0.0237***
(2.96) (3.59)
Competitive state fund 0.1780%** 0.1870%**
(3.34) (3.44)
State dummies Yes Yes
Y ear dummies Yes Yes
Adjusted R? 0.9135 0.9197

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.

sive funds is also noteworthy. A possible explanation is that, unlike
monopolistic state funds, the competitive state funds incur marketing
expenses in addition to bearing higher administrative costs resulting
from inefficient public administration.

While these results provide some evidence that public provision of
insurance is less efficient than private provision, there are at least two
or three reasonable alternative explanations. First, it ispossible that the
causal arrow isreversed: high costs are causing states to create compet-
itive funds rather than competitive funds leading to high costs. Unfor-
tunately, we are unable to identify a system of equations to control for
this possibility. However, it isimportant to note that Krueger and Bur-
ton’s (1990) analysis produced a nearly identical result even though
their data set was less likely to suffer from endogeneity problems. Spe-
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cificaly, their data came from a period that had not seen the creation of
a competitive state fund for several decades, so that it is unlikely that
many factors that possibly led to the creation of the existing state funds
were gtill in effect during their study period.

Finally, higher employers' costs in competitive-state-fund jurisdic-
tions may be attributable to the competitive state fund’s role as the
insurer of last resort. In many states with a competitive state fund, a
firm that is unable to obtain insurance from a private carrier will be
assigned to the state fund. In states without a competitive state fund,
these employers are placed in an assigned-risk pool in which each car-
rier shares a part of the cost of providing coverage to these firms.
Before an employer may be assigned to an assigned-risk market pool in
a state without a competitive fund, the employer must show that it has
been denied coverage in the private market. However, employers may
typically apply to the competitive fund directly without evidence of
refusal by private insurers. For these reasons, a high-risk employer
may find it easier to get a subsidized market rate in states with state
funds than in states without them. As Danzon and Harrington (1998)
argued, the incentive effects of this cross-subsidization eventually
results in higher costs for the market as a whole.*®

SUMMARY AND CONCLUSIONS

Asindicated in Chapter 1, one objective of the workers' compensa-
tion program is delivery system efficiency, i.e., the extent to which a
program is able to minimize administrative costs associated with the
delivery of benefits. In this chapter, we have examined the relative
costs of public versus private provision of compensation insurance and
have obtained decidedly mixed results. It is unclear whether exclusive
state funds are more or less costly than the average jurisdiction in
which private carriers provide insurance. On the other hand, states
with competitive funds apparently experience costs that are signifi-
cantly greater than jurisdictions in which only private insurers offer
workers’ compensation insurance. As measured by the delivery effi-
ciency criterion, exclusive state funds and private-carrier-only systems
would seem to be superior to “blended” systems.
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However, it is important to note that these analyses suffer from

methodological problems that must temper our conclusions. We have
only a handful of observationsinvolving three states on exclusive state-
fund costs, and we are unable to control for potential endogeneity in
the competitive fund equations.

o

10.

Notes

In most states, regardless of approach, employers aso have the option of self-
insuring.

Fishback and Kantor (1996) provided evidence indicating that employers were
generally split over thisissue. Some were convinced by the arguments of socia
reformers who believed that employer costs would be lower with a monopolistic
state fund. Others saw the state fund as the thin end of the wedge of creeping
socialism.

Williams (1969) argued that, due to the small size of the market and its hazardous
nature, the insurance industry was simply not interested in underwriting workers'
compensation insurance in some states that established an exclusive state fund.

Of interest, at about the same point in time, Canadian jurisdictions uniformly
established monopoalistic provincial funds.

The term taxing power refers to the fact that the state insurance fund is free to
establish assessment rates that are necessary to cover deficits and that employers
can be required to purchase insurance that includes assessments to cover prior
deficits. It does not mean that states will use general revenues to bail out insol-
vent state funds.

An exception is Butler and Worrall (1986), which is discussed in the text below.
The Department of Justice guidelines specify that a market is considered to be
highly concentrated if it has a Herfindahl-Hirschman Index (HHI) in excess of
1,800; moderately concentrated if it has an HHI between 1,000 and 1,800; and
unconcentrated if the index if lessthan 1,000. (The HHI isthe sum of the squares
of the percentage market shares of each firm in the market.) Klein, Nordman, and
Fritz (1993) reported that in 1991 there were only four states whose compensation
insurance markets had an HHI in excess of 1000.

The Krueger and Burton study used data from 1972, 1975, 1978, and 1983; the
Schmidle study used data from 1975, 1978, 1983, and 1986-1989.

Loss ratios can be considered as either a measure of insurance price or as an
inverse measure of insurer profitability. Their use for either purpose was critiqued
in Chapter 3.

We are unaware of any study other than Burton (1965) that examines the employ-
ers cost of workers compensation insurance for exclusive-state-fund jurisdic-
tions relative to jurisdictions in which private insurance carriers offer
compensation insurance.
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11

12.

13.

14.

15.

This was done using the equation: 1 = exp(B) — 1, where B is the coefficient on
the exclusive-state-fund dummy.

However, Canadian workers' compensation programs differ from their U.S. coun-
terpartsin several respects, so that a simple comparison, without further analysis,
may not be appropriate.

A soft market is one in which market supply is greater than demand, so that prices
are declining. A hard market is the opposite: demand exceeds supply and prices
rise.

Four states (Maine, Minnesota, Louisiana, and Texas) introduced a competitive
state fund during this period, while one (Michigan) privatized its fund.

See Chapter 8 for a more extensive discussion of the Danzon and Harrington
hypothesis.



6
The Effect of
Workers Compensation
| nsurance Regulation

Theory and Prior Research

As indicated in Chapter 2, the market for compensation in those
states that permit private workers' compensation insurance has tradi-
tionally been highly regulated. Prices have been largely administered
by a state agency rather than determined by competitive forces. How-
ever, since the 1980s, state workers' compensation markets have been
deregulated to varying degrees. In the political debate surrounding
these efforts, contradictory claims are made regarding the effect of
deregulation on employer costs and other market outcomes. In this
chapter and the next two, we will address two questions relevant to this
debate:

Doesthe regulation of the insurance market raise or lower the costs
of workers' compensation insurance for employers?

Is the quality of the product offered by compensation insurers
affected by regulation?

This chapter examines the economic theory of rate regulation as
well as previous empirical research addressing thisissue. In the fol-
lowing chapter, we present the results of regression analyses predicting
employer costs and the extent of concentration in the workers' com-
pensation insurance market.

ECONOMIC THEORY OF RATE REGULATION

In this section, we discuss economic theory concerning the effect
of insurance regulation on market outcomes. Specifically, we summa-

159
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rize economic theory relating to the effect of regulation on the price
and availability of compensation insurance.

Theoretical Considerations: Costs and Availability

According to economic theory, two factors determine the effect of
rate regulation (or deregulation) on the workers' compensation insur-
ance market: 1) the goals and strategy of the regulatory agency and 2)
the structure of the unregulated market. In this context, the terms regu-
lated and unregulated refer to price regulation and not other forms of
regulation, such as minimal capital requirements or exit barriers
(including advance notice provisions). Market structure refers to the
characteristics of the organization of the market, such as the relations
of the present sellersto each other and to potential sellers. The element
of market structure most commonly emphasized is the degree of con-
centration, which measures the number and size distribution of sellers
in the market.! Other elements of market structure include the degree
of product differentiation among the outputs of firms in the industry
and the relative ease or difficulty that new firms have trying to enter the
market.

Market structure

The structural characteristics of the workers' compensation insur-
ance market suggest a competitive market. There are alarge number of
firms that sell a homogeneous product. Capital requirements are rela-
tively modest (even including legislatively imposed requirements) and
there are no significant technological barriers to entry. Using U.S.
Department of Justice criteria, the workers' compensation insurance
market in most states would be judged competitive as of the early
1990s.? Nonetheless, it is possible that in the absence of regulation,
large firms could take advantage of economies of scale to set prices at
levels that drive smaller carriers out of the market, i.e., rates that are
below the firms' short-run average costs. After purging small competi-
tors from the market, these large firms could then raise rates to supra-
competitive levels—rates at which the large firm is able to earn excess
profits, but not so high as to attract new entrants, who would be at a
disadvantage due to their smaller size.> Furthermore, other aspects of
the rate-setting process, such as possible collusion between insurers
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and the rating organization, may enable these large carriers to effec-
tively “cartelize” the industry.

In the next sections, we discuss economic theory regarding various
aspects of market structure, including price setting in unregulated com-
petitive or monopolistic markets and the impact of rate regulation in
competitive or monopolistic markets.

Price setting in an unregulated, competitive market. In acom-
petitive market, insurance rates are determined by the levels of supply
and demand in the market. The relationships among supply, demand,
and rates are illustrated in Figure 6.1; the insurance rate (or price) is
measured on the vertical axis, while the quantity of insurance offered
by carriers or demanded by employers at various rates is measured on
the horizontal axis.

Figure 6.1 shows that at higher rates, more insurance coverage is
offered to employers by carriers* At the same time, however,
employer demand for coverage declines as the price increases. In the
context of mandatory workers compensation insurance, insurance
demand may vary in three ways. First, employers who are sufficiently
large may choose to self-insure as pricesrise. Alternatively, employers
facing higher labor costs due to higher insurance prices will substitute

Figure 6.1 Price Setting in a Competitive Insurance Market

Rate

Qc Coverage
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capital and other inputs to the production process, including employ-
ment in low-risk occupations, for high-risk labor.> This reduces the
payroll covered by workers compensation insurance or the average
rate at which payroll is taxed. Finally, firms may choose to terminate
or restrict operations.

The lines labeled “ Supply” and “Demand” in Figure 6.1 represent
levels of potential supply and demand at different price levels. The
actual price and quantity of insurance sold in the market is determined
by the intersection of supply and demand, which occurs at point C.
Thisisthe point at which demand is equal to supply, so that at price P,
employers are willing buy and insurers are willing to provide coverage
equal to Q..

The competitive market price is significant for policymakers
because, under standard economic assumptions, it represents the point
at which there is an efficient alocation of resources. That is, at com-
petitive rates, insurers will offer and employerswill purchase asocially
optimal amount of insurance coverage.

Individual insurance carriers determine the extent of insurance
coverage that they are willing to offer based on reviews of market price
and the firms' cost structure. Specifically, insurers will underwrite
additional coverage up to the point where the marginal cost of includ-
ing an additional insurance policy is equal to the additional revenue
that the policy generates.

In a competitive market, the individual carrier faces a level of
demand that is perfectly elastic with respect to price; that is, the indi-
vidual insurer may expect to be able to sell an unlimited amount of
coverage at this price. However, theindividual carrier isunableto raise
rates above this level, as it will lose business to competitors. Impor-
tantly, since demand is perfectly elastic, the insurer’'s marginal revenue
in a competitive market is equal to the competitive price, P.. In other
words, the additional revenue generated by underwriting an additional
policy is the same as the revenue generated by all other policies sold.
Under these circumstances, the level of coverage that maximizes prof-
its occurs at the point where the insurer’s marginal cost (i.e., the cost of
offering an additional unit of coverage) is equal to the price of that
additional coverage.

Price setting in an unregulated, monopolistic market. If we
assume that the unregulated insurance market is not competitive, then
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different results are reached in the market. For convenient exposition,
the following analysis assumes that the unregulated insurance market is
a monopoly. While thisis unlikely for the insurance industry, the
results from this analysis approximate those for an oligopoly, a more
realistic possibility.®

Demand for amonopolistic firm isidentical to market demand. As
aresult, the monopolist faces a demand curve that is downwardly slop-
ing. Furthermore, the slope of the marginal revenue curve (MR) isalso
downwardly sloping and is steeper than the slope of the demand curve,
because the firm may only increase coverage by reducing price. That
is, unless the insurer can price-discriminate, it must reduce the rate for
al policiesin order to sell an additional policy. This means that the
added revenue from each additional policy sold is not only lessthan the
revenue added from the sale of the previous policy, but it is also less
than the price of the additional policy.

Figure 6.2 illustrates the monopoly insurer’s decision-making pro-
cess about price setting, assuming that there are constant returns to
scale (that is, that costs do not increase or decrease with additional
sales), so that the marginal cost curve (MC) is horizontal. The profit-
maximizing monopolist will select alevel of coverage that equates the
marginal cost and marginal revenue curves, which occurs at the inter-
section of these two curves (point A). Asaresult, the insurance carrier
will offer coverage equal to Q,, at price P,,. Note that this priceis
higher than the competitive rate, which is equal to the firm’s long-run
average (or marginal) cost curve. At price P, the quantity of coverage
purchased in the market is less than that which would be purchased in a
competitive market.

Effect of rateregulation on a competitive market. If the regula-
tory agency sets prices above the competitive level and forces al trans-
actions to take place at this price, then the amount of coverage will
shrink relative to its preregulatory level. Figure 6.3 illustrates this
point. The unregulated supply curve is depicted as the line S,S; ,
while, presuming that the regulated price is set at P, , the line P.BS,
depicts the regulated supply curve. The demand curve is represented
by theline D,D,.

As can be seen, the regulated supply curve intersects demand at
point A. Asaresult, coverage falls from Q, (the quantity of coverage
underwritten in an unregulated market, determined by the intersection
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Figure 6.2 Price Settingin a Monopoly Market
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Figure 6.3 Price Setting above P; in a Regulated Competitive
Insurance Mar ket
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of demand and supply at point C) to Q,. Importantly, thislevel of cov-
erage is suboptimal, since there are consumers who are willing to pay
for coverage at the competitive market rate but not at the regulated
price. If the insurance market is deregulated at some later point, then
rates will decline to competitive levels and coverage will increase.

On the other hand, if the regulatory agency sets rates below the
competitive price P,, the market will collapse in the long run, because
insurers, who are unable to recoup their costs, will be unwilling to offer
coverage at the regulated rate. However, insurers may remain in the
market as long as the regul ated rate coversthe carriers’ short-term vari-
able costs. They do so because they are reluctant to abandon their pre-
vious investments in marketing, underwriting, and claims adjustment
infrastructure, because they anticipate a return to more profitable rates,
and because of fears associated with the cessation of writing multistate
and multiline accounts.” Insurance industry analysts often point to
experience in Maine in the 1980s, where insurers remained in the mar-
ket despite an inability to earn what they considered to be afair return
on investment.

Figure 6.4 depicts the unregulated supply curve as S,S, and the
regulated supply curve asthe line S,A. This figure shows that, at best,

Figure 6.4 Price Setting below P; in a Regulated Competitive
Insurance Market
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insurance carriers will be willing to offer coverage equal to Qg, so that
once again rate regulation results in reduced coverage, and demand
greatly exceeds supply. The amount of coverage underwritten by
insurers falls in the short run from Q. to Qg. If insureds are heteroge-
neous with respect to underlying risk, insurers will refuse to extend
coverage to high-risk employers, forcing them into the residual mar-
ket.®

In addition, in the face of below-market rates due to regulatory rate
suppression, less efficient firms will exit the market and the market will
thus become increasingly concentrated. If the market is deregulated at
some later point, then we would find that coverage increases concur-
rently with rising prices. In addition, new carriers would enter an
increasingly less concentrated market.

Effect of rate regulation on a monopoalistic market. Aswe pre-
viously indicated, the monopolistic insurance carrier will set rates
above competitive levels. As aresult, if the regulatory agency sets
rates below the market rate but equal to or above the competitive mar-
ket rate, the firm will underwrite a greater level of insurance coverage
at thislower price. Thisisillustrated in Figure 6.5.

Figure 6.5 Price Setting in a Regulated M onopoly M ar ket
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As was the case in an unregulated market, the carrier will select a
level of coverage, Q,,, at which marginal costs equal marginal benefits;
this occurs at point A. However, assuming that the regulated priceis
set at P, , the marginal revenue curve is now depicted by the lines, P,C
and EF. The firm’s marginal revenue is now perfectly eastic up to the
point where P, intersects the demand curve. As can be seen, the mar-
ginal revenue curve now intersects marginal costs (MC) at point D, so
that coverage will increaseto Q,. In other words, rate regulation in this
instance results in a reduction in price and in greater coverage. Note
that this is the opposite effect from that in a competitive market. Of
course, if the regulatory agency were to set a price below the competi-
tive level, then a market failure similar to that depicted in Figure 6.4
will result.

Behavior of theregulatory agency

Asindicated by the preceding discussion, the price-setting strategy
of the regulatory agency has a bearing on the actual effect of insurance
pricing deregulation. Unfortunately, economic theories of rate regula-
tion are not well developed; due to a lack of agreement concerning the
nature of the regulatory process, economic theory about the impact of
deregulation is inconclusive. At one time, economists assumed that
regulatory bodies acted solely in the public interest. According to this
view, regulation was a response by legislators to citizen demands for a
political solution to a specific problem. This response typically
included the formation of a government agency with a mandate to
address legidative will and citizens' concerns. According to this view
of the regulatory process, we would generally expect that state insur-
ance commissions would thus be expected to set rates at competitive
levels.

Of course, the economic effect of any regulatory strategy depends
on the structure of the market in the absence of regulation. Assuming
that the state insurance commission is able to accurately determine the
competitive rate, then we would expect that a regulatory agency that
implements a public interest strategy would not affect prices or cover-
age in a competitive market, but would reduce prices and increase cov-
erage if the market was oligopolistic. However, this outcome is
critically dependent on the regulatory agency’s ability to accurately
determine the competitive rate.
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Stigler (1971) challenged the long-standing assumption that regu-
latory agencies act in the public interest. He noted that regulation
affects firms in the regulated industry and that these corporate interests
are particularly well-placed to influence legislative and regulatory pro-
cesses. Relative to consumers (or even small firms in the industry),
large corporations have greater incentives to influence the political pro-
cess because their financial stake is large and because they can exert
greater political pressure on legislators (or regulators). In addition,
because large corporations are fewer in number, more homogeneous,
and more likely to already be organized, organizational costsfor lobby-
ing purposes are less significant, as are potential free-riding problems.
Asaresult, “regulation is acquired by the industry and is designed and
operated, primarily for its benefit” (Stigler 1971, p. 3). In Stigler's
view, corporate interests, after “capturing” the regulatory process, pro-
mote industry interests in two ways: through direct money subsidies
and through the control of entry of new firms.

Presumably, with respect to insurance rate regulation, Stigler
would argue that since insurance carriers are fewer in number and more
homogeneous than policyholders, and since their benefits (or costs) of
regulation are potentially greater, insurers have greater incentives to
influence the regulatory process. If thisistrue, these insurers' efforts
will lead to a cartelization of the insurance markets, and, presumably,
rate regulation will produce supracompetitive rates (i.e., rates that are
higher than the competitive market rate and that therefore yield excess
or above-normal profits) and a restriction of coverage through carrier-
imposed barriers to market entry.

Peltzman (1976) both formalized and modified Stigler’s model.
Specifically, he hypothesized that |egislative regulators (i.e., legisla-
tures that regulate the market or delegate that responsibility to a gov-
ernment agency) seek to maximize a net vote margin or majority in
their favor. In other words, the regulator’s problem is to maximize the
following objective function (in which the net vote margin is repre-
sented as M):

M = (nf) —[(N-n)h]

where N isthe total number of voters, n isthe number who benefit from
the proposed regulation, f is the probability that these beneficiaries will
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provide political and financial support to the regulator, and h is the
probability that nonbeneficiaries will oppose the regulator.

The probahility that beneficiaries will provide financial or political
support for regulation is a function of the per-capita net benefit
received by those interest groups. This benefit is equivalent to the
wealth that is transferred to beneficiaries as a result of the regulatory
process |less the dollar amount spent in efforts to support legislators and
less the costs associated with organizing and delivering support
(including the costs of overcoming free-rider problems). Monies spent
to support legislators include, for example, mass media advertising,
direct mail campaigns, or other “voter education” efforts. The proba-
bility of political opposition is positively related to the net tax imposed
on nonbeneficiary groups to pay for the wealth transfer to beneficiaries
and is negatively related to voter education expenditures by regulation
supporters.

Importantly, Peltzman departs from Stigler by acknowledging that
consumers as well as producer interests may affect the legislative regu-
latory process. Aswe have indicated, the relative influence of interest
groups that support or oppose regulation depends on the relative size of
the affected groups, the per-capita costs and benefits of wealth transfer,
the cost of organizing for the purpose of delivering political support,
and the cost and effectiveness of voter education efforts.

With respect to insurance regulation, it is difficult to determine
a priori whether consumers or producers have the advantage vis-a-vis
political influence. On the one hand, the probability of insurance
industry support for favorable rate regulation likely exceeds the proba-
bility of consumer (i.e., employer or worker) opposition for at |east two
reasons. First, organizing costsfor insurers are relatively low, and, sec-
ond, their financia stakes are relatively great. On the other hand, con-
sumers of workers' compensation insurance are much more numerous
than producers (insurance carriers), and workers' compensation policy-
holders are sophisticated consumers who are also easily organized.

Thus, it is possible that consumer groups (or trade associations of
employers) could capture the regulatory process, which would result in
regulatory rate suppression relative to the unregulated market.® Under
this scenario, consumer groups will pressure regulators to set prices
below market levels. If they succeed, then the extent of coverage will
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decline, and subsequent deregulation will result in both higher prices
and increased coverage.

However, this possibility raises the issue of whether, even if possi-
ble, rational employers would want to suppress insurance rates, since
in the long run, rate suppression results in the unavailability of insur-
ance, as insurers who are unable to earn normal profits abandon the
market. This hypothesis assumes that employers are unable to foresee
the inevitable consequences of such a strategy. If employers do not
suffer from this form of myopia, then we could predict that rate regula
tion will either result in competitive prices or a cartelization of the
industry and supranormal prices.

Regulatory lag

If the regulatory agency lacks accurate and timely information on
market conditions or if the agency is unable to react quickly to chang-
ing market conditions, a different result occurs. For example, assume
that the insurers' cost structure fluctuates over time, so the regulatory
agency in aregulated market and/or the carrier in an unregulated mar-
ket must periodically adjust rates. In genera, rate adjustments in reac-
tion to changing market conditions will probably occur more slowly in
regulated environments than in unregulated ones. There is an obvious
delay in the receipt of market information, since the agency receivesits
information from insurers. In addition, the regulatory process of filing
and review itself imposes adelay. The lag between changing market
conditions and rate adjustment implies that, at times, the regulated rate
will be above or below the competitive level. Specifically, we expect
that under conditions of declining costs (due, for example, to rising
interest rates), the regulated rate will be higher than the competitive
one. The opposite will be true during a period of rising costs.

Expected Results of Deregulation

Economic theory provides ambiguous predictions concerning the
effect of deregulation, because the effect differs depending on the
nature of the unregulated market and on the behavior of the regulatory
agency. Our predictions, which are based on the preceding analysis,
are presented in Table 6.1. We make predictions about three market
outcomes upon deregulation from different scenarios: the cost of work-
ers compensation insurance (“Rates"), the extent of coverage in the
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Table 6.1 Predictionsof the Impact of Deregulation on Market

Outcomes?
Market
Scenario Rates Availability  concentration

Competitive market

Public interest regulation 0

Regulator captured by insurers -

Regulator captured by employers + + -
Oligopoly

Public interest regulation + -

Regulator captured by insurers 0 0

Regulator captured by employers + ? ?

a+ = positive relationship.
— = negative relationship.
0 = no relationship.
? = ambiguous relationship.

voluntary market (“Availability”), and market concentration. A “+"
indicates that there is a positive relationship between deregulation and
the outcome variable; a“—", a negative relationship; a“0”, no relation-
ship; and a“?", an ambiguous relationship.

For example, assume that we have a competitive market and the
regulatory agency has been captured by insurers. In this situation, we
would expect that the regulatory agency, responding to the wishes of
the insurance industry, would have increased workers' compensation
rates above the competitive market level; some employers would no
longer be able to afford the premiums, so coverage would have
decreased. Increased prices under regulation would attract marginal
insurers into the market, reducing market concentration. If the market
were then deregulated, insurance prices would return to competitive
levels (i.e., rates would decline) and more employers would be able to
afford aworkers' compensation policy, increasing levels of coverage.
Finally, market structure will become more concentrated as marginal
insurers |eave the market

Predictions as to whether the regulatory agency will represent the
public interest or become captured by the insurance industry or
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employer groups require the analysis of a number of factors, including
the concentration of economic interests, transaction costs, information,
ideology, and the saliency and complexity of regulatory issues (see
Meier 1988; Klein 1995). Unfortunately, we lack good information on
these variables. In addition, the predictions reported in Table 6.1
assume that regulatory agencies are able to respond instantaneously to
changing market conditions. However, due to delays inherent in the
regulatory process as well as the fact the agency is one step removed
from market information, it is likely that there is alag between a mar-
ket change and the regul atory response (Klein 1995; White 1996). Asa
result, an agency that pursues a public interest strategy islikely to sup-
press rates when costs are increasing and to set rates above market lev-
elsin periods of falling costs.

EMPIRICAL RESEARCH ON RATE REGULATION?®

Most empirical research on the impact of the regulatory environ-
ment on market outcomes in the property/casualty insurance industry
has ignored workers’ compensation. We will initially summarize
research on the regulatory environment and outcomes for property and
casualty insurance lines, principally, automobile insurance, the line
most often studied because it is believed that the politically sensitive
nature of automobile insurance pricing leads regulators to set prices
below competitive rates. We then summarize studies assessing the
impact of the regulatory environment on market outcomes for workers
compensation insurance.

Evidence from Other Property/Casualty Insurance Lines

Early studies investigated whether and to what extent regulatory
legislation affects insurers’ propensity to deviate from bureau rates.
These studies typically found that deregulation was associated with
increased rate variation among insurers relative to the regulated mar-
ket, which implies that the deregulated insurance market is competi-
tive.
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For example, Joskow (1973) found that the proportion of premi-
ums written at rates different from those promulgated by the rating
bureau (off-bureau rates) was much larger in an “open competition”
state that did not require prior approval (California) than in a state that
did (New York).** In addition, his comparison of New York rates
before and after enactment of open competition legislation revealed
that the proportion of premiums sold at off-bureau rates increased fol-
lowing enactment.’2 Williams and Whitman (1973) examined variation
in automobile insurance and homeowners' insurance rates in Minne-
sota and found that rate variation in both lines increased following the
adoption of open competiton.®* Finally, assessing experience in three
insurance lines, the Virginia Bureau of Insurance (1978) found that the
number of carriers that charged bureau rates and the relative market
share of these companies fell sharply after the competitive rating law
went into effect.*

Ratelevels

More recently, investigators have attempted to determine the
impact of rate regulation on insurance prices. Since price data were
not readily available, these studies almost uniformly examined loss
ratios as the dependent variable.’> Most found that, contrary to predic-
tions, deregulation is associated with lower loss ratios and thus, infer-
entially, with higher rates (although there are exceptions). Studies
finding a negative relationship between loss ratios and deregulation
include Smallwood (1975),%¢ Witt and Miller (1981),” Cummins and
Harrington (1987),'8 Harrington (1984, 1987),%° Pauly, Kunreuther, and
Kleindorfer (1986),° and Grabowski, Viscusi, and Evans (1989).2* A
handful of studies support the opposite point of view (Samprone
1979;% Chidambaran, Pugel, and Saunders 1997)% or fail to find a sta-
tistically significant relationship between the loss ratio and the regula-
tory environment (Witt and Miller 1980; GAO 1986).2* However, most
research suggests that deregulation is associated with higher insurance
rates, implying that regulatory agencies suppress rates.

These results are troubling to students of insurance markets for two
reasons. First, assuming a competitive market, as indicated by the
research on rate deviations, economic theory predicts that rates should
in the long run be higher in a regulated market than in an unregulated
one. Thisis because price distortions create cost-increasing inefficien-
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ciesin the long run, including a reduction in insurers’ incentives to
enhance operational efficiency, and because the cost of compliance and
the regulatory bureaucracy is inevitably reflected in market prices.
Second, casual observation suggests that insurance premiums are often
higher in states that stringently regulate rates.

The anomal ous results from these studies may be due to deficien-
cies in the dependent variables examined. Aswe pointed out in Chap-
ter 3, thelossratio is a measure of one component of insurer costs (i.e.,
losses) to revenue (or premiums written). Assuch, it isas much amea-
sure of profitability as price. Loss ratios are a reasonable price mea-
sure only to the extent that the loading factor is invariant, a condition
that may be expected in a competitive market. However, if markets are
not competitive or if for institutional reasons insurers are willing to
remain in a market where they receive less than a normal return on
investment, then the loading factor can vary while price remains con-
stant, and vice versa.

A recent study provides some evidence for this hypothesis. Using
auto insurance data, Tennyson (1997) examined the relationship
between expense ratios (the ratio of underwriting expenses to premi-
ums written) and rate regulation, and she found that this ratio was posi-
tively related to the regulatory stringency.?> She attributed this result to
reduced market shares for large cost-efficient carriersin stringently
regulated markets.?® Interestingly, Tennyson also found that stringent
rate regulation reduced the market share of national firms, and espe-
cially of those that specialize in auto insurance, more than that of other
types of insurance carriers. Since these types of insurers (national
firms and auto specialists) tend to be more cost-efficient, Tennyson
argued that rate regulation increases consumer costs through a change
in market structure, i.e., more efficient insurers leave the market.

Availability of coverage

As we previously indicated, economic theory suggests that rate
regulation may also affect the availability of coverage underwritten by
insurance carriers. There are a number of studies examining the rela-
tionship between rate regulation and the size of the residual market. If
regulatory agencies suppress rates, then we would expect to find a pos-
itive relationship between the size of the residual market and the degree
of rate regulation.
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Several studies have found such a positive relationship.
Grabowski, Viscusi, and Evans (1989) found that prior approval laws
were associated with an increase in the size of the involuntary automo-
bile insurance market and that there was a positive relationship
between regulatory stringency and residual market size. Similar results
were obtained by Suponcic and Tennyson (1995)%” and Bouzouita and
Bajtelsmit (1997).2 Blackmon and Zeckhauser (1991) noted that over
two-thirds of the drivers in Massachusetts, a jurisdiction with stringent
rate regulation, were in the involuntary market. Rates did not differ
between involuntary and voluntary markets for drivers in the same rat-
ing category. Asaresult, eight insurers who provided some 25 percent
of the automobile insurance coverage in the state had stopped or were
attempting to stop writing policies in the state, despite the imposition
of high exit fees by the state’s insurance commissioner.

The results from these studies suggest that rate regulation reduces
profit margins, forcing insurers out of the market. As such, they are
inconsi stent with most research examining loss ratios, which has found
a positive relationship between deregulation and loss ratios, indicating
that deregulation reduces insurer profits.

Rate variability over time

Advocates of rate regulation in insurance markets assert that such
regulation resultsin lower price variability. They claim that price coor-
dination under regulation reduces or eliminates cutthroat pricing in a
soft market, contributing to greater price stability in insurance markets.
In hard markets, regulation limits the size of the price increase. In
addition, regulation proponents maintain that cyclical price fluctuations
are due to insurer error in loss forecasts and that rate regulation pre-
cludes any price variation resulting from these errors. In marked con-
trast, opponents of rate regulation assert that regulation actually leads
to greater price volatility in insurance markets. Tennyson (1991, p. 34)
noted that, according to this view, critics allege that “rate regulation
restricts adjustment of the industry to changing market conditions, and
thereby exacerbates underwriting volatility.” Thisis at least partially
due to lags inherent in the regulatory process. In other words, insurers
incur additional costs because they are unable to make immediate
adjustmentsin insurance prices. Thisisessentially arestatement of the
regulatory-lag hypothesis that we described earlier in this chapter.
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Tennyson (1991) found no evidence that rate regulation influenced
the amplitude of the insurance cycle as measured by the absolute dif-
ference in loss ratios between the peak and the trough of the insurance
cycle. She found, however, that rate regulation was associated with
greater variance in loss ratios for automobile liability insurance for
some carrier types, although this relationship was only statisticaly sig-
nificant for national and regional agency companies.?® While lossratio
variability was also positively associated with rate regulation for the
homeowners multiple-peril line, which is less sensitive to political
pressures, this relationship was not statistically significant. Impor-
tantly, these results suggest that rate regulation increases carriers
underwriting risk, a result that could partly explain why the residual
market is larger under rate regulation.

Overall, these studies suggest that rate regulation has a number of
deleterious effects for property/casualty insurance markets. Regulated
markets appear to be characterized by rate suppression, which
increases the size of the residual market and may increase insurance
costs in the long run, and by increased price volatility, increasing
underwriting risk and possibly further discouraging competition.
However, thisresearch is plagued by methodological problems, leading
to inconsistent results and tempering the definitiveness of conclusions
that can be drawn.

Research into Workers Compensation Rate Regulation

In recent years, as a rapidly increasing number of states have
deregulated workers' compensation insurance market pricing, a few
studies have investigated the impact of this deregulation. Unlike most
research examining the impact of regulation on other property/casualty
lines, the studies have used dependent variables other than the loss
ratio. There remains, however, a paucity of research compared with
other property/casualty insurance lines.

Klein, Nordman, and Fritz (1993)

These researchers estimated ordinary least squares regression
equations predicting statewide average loss ratios and residual market
shares as function of regulatory environment dummy variables indicat-
ing whether 1) the state regulatory agency required that insurers obtain



The Effect of Regulation: Theory and Research 177

prior approval before implementing rates; 2) the agency required
adherence to bureau rates; and 3) the rating organization filed fully
developed manual rates as opposed to loss costs.3® A fourth variable,
regulatory stringency, attempted to gauge the extent to which the state
insurance commission suppressed rates.®* All four regulatory environ-
ment variables were lagged one year.

They found mixed evidence concerning the effect of rate regulation
on insurance pricing. Consistent with the rate suppression hypothesis,
regulatory stringency was positively related to the loss ratio, implying
that stringent regulation reduced prices in regulated markets and led to
higher workers’ compensation insurance rates. However, the prior-
approval dummy was negatively related to the loss ratio, suggesting the
opposite, i.e. that prices are higher when insurance carriers must obtain
prior approval of rate increases.®

Results for the residual market equations were similarly inconsis-
tent. On one hand, the prior-approval dummy and the regulatory strin-
gency ratio were positively related to residual market share, indicating
that the residual market shrinks following the elimination of prior
approval and that stringent regulation is associated with larger residual
markets. On the other hand, the loss-cost coefficient was also posi-
tively related to residual market share, suggesting that the residual mar-
ket increases following the adoption of aloss-cost system.

Klein, Nordman, and Fritz concluded that rate regulation has asig-
nificant impact on both profitability and the size of the residual market,
although they cautioned that the coefficients on their regulatory envi-
ronment variables were not robust and were subject to specification
error. Interestingly, they also concluded that the effects of regulation
vary substantially among states, depending on how statutory provisions
regarding insurance rates were actually applied by the regulatory

agency.

Carroll and Kaestner (1995)

Asin the Klein, Nordman, and Fritz study, Carroll and Kaestner
examined the impact of rate regulation on costs and market share for a
cross section of states, using two binary measures of the regulatory
environment: a “competitive-rating” dummy indicating that the state
had adopted an advisory rating or loss cost system and a “ partial-com-
petition” dummy indicating whether the state insurance commission
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permitted deviations from the bureau rates.®® Two-stage, |east-squares
regression models were specified, because several variables determin-
ing the dependent price measure (including the regulatory environment
variable and residual market share) were considered to be endogenous.

The competitive-rating variable was negatively and significantly
related to both cost measures (price-per-injury and price-per-
employee) compared with states having strict prior approval legisla-
tion.3* The partial-competition variable was also negatively related to
costs, but it was only statistically significant in the price-per-employee
equation in which the regulatory environment was treated as exoge-
nous.® In the residual market share equation, the competitive-rating
and deviations variables were statistically significant only when the
regulatory environment was treated as exogenous; both variables are
inversely related to the size of the residual market. Deregulation (com-
petitive rating) was thus perceived as more closely aligning ratesin the
voluntary and residual markets.

In sum, as Carroll and Kaestner noted, their results are most
straightforward with respect to the competitive-rating variable. The
partial-competition variable, on the other hand, was rarely statistically
significant. They concluded that insurance regulators “ have in the past
been more responsive to industry needs, either by tacitly encouraging
collusion in the industry or by directly keeping insurance rates high.”
They also concluded that allowing deviations from bureau rates was an
ineffective method for deregulating the insurance market.

Appel, McMurray, and Mulvaney (1992)

Two studies have examined cost measures similar to those used in
this book, i.e., adjusted manual rates and weekly insurance premiums.
In one, Appel, McMurray, and Mulvaney estimated 12 regression spec-
ifications as a function of a competitive-rating dummy variable and a
variety of controls. They found that costs were positively related to a
competitive-rating dummy in all but one equation, although these rela
tionships were statistically significant at conventional levelsin only
three of these equations.®® They concluded (p. 16) that “[w]hile there
are indications that the adjusted manual rates are higher in competitive
rating states, the evidence is not overwhelming.” They also estimated
regression models with more refined measures of the regulatory envi-
ronment, i.e., dummy variables that classified states as falling into one
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of five different regulatory environments, but the results of these
regressions produced no clear pattern of results vis-a-vis the impact of
rate regulation.®”

Schmidle (1994)

This study used data from 47 statesfor 1975, 1978, 1983, and 1986
to predict employers' costs and market structure. Importantly, Schmi-
dle also attempted to control for the endogeneity of competitive-rating
statutes. His regulatory environment variables included binary vari-
ables indicating that the state had a competitive rating law (open com-
petition) or that the states had partially deregulated insurance pricing
by permitting deviations or scheduled rating (partial competition).

Schmidle's regression models estimated manual rates, adjusted
manual rates, weekly insurance premiums, and a “ spread” measure to
ascertain the impact of deregulation on employers' costs. The spread
measure, which attempted to gauge the extent of workers' compensa-
tion price discounting (and competitiveness) in a state, was computed
by dividing the adjusted manual rates average by the corresponding
manual rates average; this quotient was then subtracted from 1.

Overall, these analyses produced mixed results. In many regres-
sion equations, particularly those that employed the full set of explana-
tory variables, the coefficients for the two regulatory environment
variables were not different from zero at conventional levels of statisti-
cal significance. Asaresult, Schmidle concluded that most of the evi-
dence from these analyses suggested that deregulation had no effect on
the price of workers' compensation insurance, but there was some sup-
port for the hypothesis that deregulation increased insurance prices.

However, results for the regulatory environment variables that
were statistically significant indicated that open competition was asso-
ciated with higher adjusted manual rates, higher manual rates
(although manual rates typically increased more than adjusted manual
rates with the introduction of open competition), and higher weekly
insurance premiums. Severa regressions also suggested that open
competition was associated with greater price discounting (as repre-
sented by the spread between manual rates and adjusted manual rates).
None of these regressions supported the hypothesis that deregulation
(open competition or partial competition) was associated with lower
manual rates, lower adjusted manual rates, or a decline in the spread
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between manual rates and adjusted manual rates. All of this evidence
is indicative of rate suppression in administered-pricing states prior to
the adoption of open competition laws.

Schmidle also attempted to examine the impact of insurance pric-
ing deregulation on market structure, a topic that has not received
much attention in the research literature. His dependent measures were
concentration ratios (top four and top eight firms) and proxy measures
for exit/entry patterns (number of direct writers, state agency compa
nies, national agency companies, and all workers' compensation pri-
vate insurance carriers). He found some evidence that open
competition influenced market structure, but his conclusions were cir-
cumscribed due to the paucity of control variables with available data.

Schmidle's model of the factors contributing to enactment of open
competition statutes had little explanatory power. Most notably, nei-
ther cost measures (adjusted manual rates) nor insurers' previous loss
experience (loss ratios) were associated with passage of open competi-
tion legislation and thus apparently were not an impetus to adopting
such legidation.

Summary

In summary, the research examining the impact of rate regulation
on various outcomes for the workers' compensation line has produced
mixed results. In particular, research investigating the impact of regu-
lation on insurance pricing has produced very inconsistent results;
some of these studies have found that regulation is associated with
lower prices, while other studies have found the opposite. While the
topic of rate variability has received less attention, research on this
topic has likewise failed to produce uniform findings. On the other
hand, existing research tends to show that rate regulation is associated
with areduction in insurance availability and less competitive markets,
i.e., aless concentrated market with fewer insurance providers.

There are at least two possible explanations for the lack of consis-
tent results. First, in the absence of effective measures of regulatory
behavior, these results may reflect variation in regulatory strategy
among states and over time. In other words, insurance regulators may
be suppressing rates in a particular jurisdiction at a particular point in
time while they set prices above competitive market levels at other
times or in other jurisdictions. Second, these studies suffer from meth-
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odological problems that potentially affect the results. Most cost stud-
ies fail to utilize direct measures of costs, relying primarily on loss
ratios (which, as discussed in Chapter 3, are questionable measures of
costs). In addition, there is a conspicuous lack of agreement among
studies, particularly those examining workers' compensation insurance
markets, on the definition and measurement of the regulatory environ-
ment variables.

CONCLUSIONS

Economic theory fails to offer unambiguous predictions with
respect to the impact of the regulation of ratesin private insurance mar-
kets. Instead, theory holds that the effect of rate regulation depends on
the underlying market structure in the absence of regulation and on the
behavior of the regulatory agency. Existing evidence suggests that, in
the absence of regulation, the workers' compensation market is com-
petitive; thus, the impact of deregulation depends primarily on the reg-
ulatory agency’s behavior (or strategy). Agency strategy depends on
the relative political influence of the various actors in the workers’
compensation system. If employers have more political power and
thus greater influence over the agency’s decisions, deregulation should
result in rate hikes; if insurers have more political power, deregulation
should result in arate reduction; and if neither group predominates,
then there should be no systematic effect. Consequently, regulation (or
deregulation) could have different effects in different jurisdictions and
at different periods in time, depending on which group has the greater
political influence.

Empirical research on the effects of rate regulation supplies some
support for the latter “contingency” view, in that, in general, thereis a
lack of consistent results across studies. That is, the effect of rate regu-
lation (or deregulation) depends on the interaction of the statutory
framework, regulatory behavior, insurer behavior, and market condi-
tions. However, it is also possible that these divergent results are due
to methodological inconsistencies. Most previous research has relied
on proxy measures of insurance costs—typically, loss ratios—that are
only indirectly related to the underlying variable that they seek to mea-
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sure. Many fail to control for important variables that influence costs
(or other market outcomes)—aside from some rudimentary measures
of the regulatory environment—and often use a relatively short time
series that fails to span the insurance cycle. Finally, this research has
typically employed relatively simple constructions of the insurance
regulatory environment.

Notes

1. Market concentration is usually measured in terms of the value of salesin a partic-
ular industry accounted for by the four largest or the eight largest companies.

2. SeeKlein, Nordman, and Fritz (1993). For additional evidence indicating that the
workers' compensation insurance market is competitive, see Schmidle (1994) and
Appel and Gerofsky (1985).

3. Importantly, if there are economies of scale in workers' compensation insurance,
then large size provides firms with market power due to their size. Thistopic is
discussed in greater detail in Chapter 4.

4. Increased coverageis made possible in two ways. Either more carriers are willing
to offer coverage or each carrier is willing to offer additional coverage. The
former implies variation in cost structure among insurers (so that some carriers
are able to offer coverage at lower rates than others). It should be recalled that
while the law mandates that employers purchase compensation insurance (or
demonstrate that they have sufficient financial resourcesto self-insure), thereisno
requirement that insurers offer coverage to employers in the voluntary market;
thus, it is possible that the extent of coverage offered by private carriers will, in
fact, vary depending on the state of the market.

5. For example, the employer could choose to automate production lines substituting
a programmable robot (operated by a computer technician) for one or more semi-
skilled machine operators.

6. An oligopoly is a market in which there are only a small number of sellers who
are able to collude in setting prices and are thus, in effect, able to act like a
monopolist.

7. Insurers may aso be reluctant to abandon a market because of state regulations
that increase the cost of exit.

8. However, it is important to note that unless regulators establish differential rates
for the voluntary and residual markets, expansion of the residual market will lead
to higher rates in the voluntary segment, as employers purchasing policies in the
voluntary market are taxed to pay for shortfalls in the residual market. (Recall
that residual market losses are tied to the insurer’s share of the voluntary market.)
Thiswill, in turn, cause insurers to further reduce available voluntary market cov-
erage, which will cause the residual market to expand further, leading to even
greater costs. Theinsurance literature refers to this process as the “ death spiral .
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Peltzman’s model did not alow for the regulatory suppression of rates below the
competitive price. However, both Harrington (1992) and Klein (1995) have
offered reasonable explanations for why this might occur in insurance rate regula-
tion.

The discussion in this section draws upon and updates the literature review in
Schmidle (1994).

Similarly, the U.S. Department of Justice (1977) compared automaobile insurance
prices as of January 1, 1976, under regulatory regimes that required prior approval
of rates (Pennsylvania and New Jersey) with those in California. The Department
found that a larger proportion of the insurance market in California used off-
bureau rates and that these rates tended to be 10 percent or more below bureau
rates. In a critique of this research, Danzon (1983) noted that the percentage of
deviations above bureau rates was greater in the prior-approval states than in Cali-
fornia. She hypothesized that “prior approval regulation may be used to hold
down [bureau] rates below the level desired by the bureau and possibly below the
competitive level” (p. 379; emphasisin the original.) She also noted that average
loss ratios tended to be higher in prior-approval states, indicating that insurersin
these states were |ess profitable.

New York adopted an “open competition” law for various property/casualty insur-
ance linesthat went into effect on January 1, 1970. Thislaw was modeled on Cal-
ifornia's open competition law, which had been in effect since 1947.

Williams and Whitman (1973) attributed the greater variation to a “greater will-
ingness of insurers to compete on price following the enactment of the new law,”
although they also counseled that “if the variation persists, it may indicate inade-
quate consumer knowledge and hence ineffective competition” (p. 490).

These lines were homeowners, private passenger physical damage, and private
passenger auto liability.

See Chapter 3 for a critique of these measures. However, an earlier exception to
this generalization was a study by the Virginia Bureau of Insurance (1978), which
examined statewide average rates. This study found that prior to competitive rat-
ing, the average statewide rate increase closely mirrored several large increasesin
bureau rates; afterwards, the average statewide rate increases were considerably
lower than rate increases promulgated by the rating bureau.

Smallwood predicted average loss ratios (private passenger and commercial auto-
mobile insurance) of the top 36 firms as a function of five dummy variables repre-
senting the regulatory environment. These variables placed states into one of five
categories: open competition, file and use, prior approval, mandatory bureau rates,
or “regulatory stringency.” The last are states in which the insurance commis-
sioner “had disapproved arate filing as excessive or had otherwise intervened in a
case significant enough to generate prominent discussion in the trade press’ (p.
271). He estimated separate regressions for each of five classes of carriers (all
insurance carriers, direct writers, national agency companies, liability insurance
line, and physical damage insurance line). Of the regulatory environment vari-
ables, only the regulatory stringency measure was statistically significant; it was
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positively associated with loss ratios in al regressions and had the largest coeffi-
cient in the liability insurance model, suggesting that prices are lower in regulated
environments. With respect to the result regarding the magnitude of the coeffi-
cient, Smallwood concluded that because automobile liability insurance was com-
pulsory (or essentially compulsory), regulators felt obliged to keep prices low.
They examined disaggregated |oss ratios by insurer type (direct writers, national
agency companies, and regional specialty companies) and found statistically sig-
nificant and lower average loss ratios for national agency companies and regional
companies in competitive rating states, suggesting that deregulation increased
consumer costs and insurer profits for those companies.

Cummins and Harrington found that loss ratios for private passenger automobile,
commercial automobile, and homeowners’ lines were lower in competitive states
than in noncompetitive ones. They used two competitive-rating dummy variables
(one indicating that the state had a file-and-use law, the other indicating a no-file
or a use-and-file state) in multiple regression analyses predicting average loss
ratios for each of four insurance lines.

Harrington found that the regression coefficient for the prior-approval dummy
variable (states with mandatory bureau rates, state-made rates, or prior-approval
laws) was statistically significant and positively associated with average loss
ratios for private passenger automobile liability for the 1976-1981 period. When
significant, the coefficient was also positively associated with average loss ratios
in the regressions for individual years.

They estimated three-year moving averages of statewide loss ratios for private
passenger collision and liability insurance coverage by insurer type (direct writers
and independent agency firms). The coefficient for their prior-approval dummy
variable was statistically significant and positively associated with loss ratios in
all of the agency firms regressions and in most of the direct writers regressions.
They concluded that rate regulation increased loss ratios and therefore reduced
insurance prices.

Grabowski, Viscusi, and Evans found that rate regulation reduced automobile
insurance rates, particularly in states with stringent regulation, and increased the
size of the involuntary market (assigned-risk pool). Their dependent variable was
the inverse of the loss ratio for automobile liability (bodily injury) and property
insurance in the 30 largest states for the period 1974-1981. They used two mea-
sures of the regulatory environment: 1) a prior-approval dummy variable and 2) a
dummy variable that identified three states with particularly stringent regulatory
environments. The prior-approval regression coefficient was stetistically signifi-
cant in all the automobile liability insurance regressions (direct writers; agency
companies;, and both insurers combined) and negatively associated with unit
prices. The stringent-regulation coefficient was significant in two of the liability
regressions (agency companies and the combination of insurer types), had a nega-
tive sign, and suggested “an impact on prices more than twice that in other regu-
lated states” (p. 284).



22.

23.

24.

25.

The Effect of Regulation: Theory and Research 185

Samprone found that the inverse of the loss ratio automobile liability insurance,
averaged over a three-year period (1973-1975), was higher in regulated states,
suggesting that rates were also higher. However, he failed to find a similar rela
tionship for another auto insurance line, physical damage. He concluded that
higher rates in regulated states did not result in higher profits. He noted that if
above-normal profits were present in the regulated sector, there should be a
greater influx of new firmsinto that sector than into the competitive sector, assum-
ing no barriers to entry. The absence of an influx suggested that excess profits
were not being realized in regulated states. In hisview, insurersin states with rate
regulation incurred additional expenses because they were engaged in “nonprice’
competition (by offering more services than they otherwise would have). In a
later study, Frech and Samprone (1980) hypothesized that independent agents,
who provide more services than direct writers, should, in regulated states, have a
higher average market share than that of direct writers. They found this to be the
case for two lines of automobile insurance, thus supporting Samprone's hypothe-
sis.

Chidambaran, Pugel, and Saunders used data from 18 property/liability insurance
lines for 1984-1993 to assess the determinants of an economic loss ratio equal to
the sum of the present value of expected losses on insurance policies in year t,
divided by the sum of premiumsin year t, less costs and expenses. Their “regula-
tory scrutiny” measure was a binary variable indicating whether the loss ratio was
for the automobile or workers' compensation insurance lines (the authors asserted
that these two lines were subject to more intense regulatory attention than were
others). They found that loss ratios were negatively related to both the extent of
regulatory scrutiny and the degree of industry concentration. They attributed the
latter result to areduction in pricerivalry. The authors claimed that this reduction
resulted from historical cooperation in price setting among insurers, coupled with
broad exemptions from antitrust legislation.

The GAO classified prior-approval states and used datafrom 44 states for a period
(1975-1982) that overlapped most of the years used by Pauly, Kunreuther, and
Kleindorfer (1986). Unlikein the latter study, the GAO regression coefficient for
the prior-approval dummy variable was not statistically significant in the model
estimating the determinants of the inverse loss ratio of automobile liability insur-
ance.

Tennyson used 1992 data from all 50 states to investigate the impact of rate regu-
lation on expense ratios and state-specific 1992 data from 64 national insurance
groups to examine its effect on market share. As a measure of regulation, she
used a dummy variable that indicated whether states had prior-approval regula-
tion, state-made rates, or mandatory bureau rates; she also used three dummies
that identified subsets of states with particularly stringent regulatory environ-
ments. The regulatory-environment dummy variable was not statistically signifi-
cant in the regression models estimating either liability or physical damage
expense ratios for private passenger automobile insurance; however the stringency
variable was significant and positively related to the expense ratio.
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A potential explanation for these findings is that stringent rate regulation allowed
more inefficient carriers to survive in aless competitive market.

Suponcic and Tennyson (1995) investigated the relationship between rate regula-
tion and the market structure for automobile insurance markets, using state-level
data for the period 1987-1992. Regression analyses estimated two dependent
variables: the total number of insurers in each jurisdiction and in various sub-
groups (direct writers, national direct writers, national auto specialists, national
firms in total, and auto producers), and the market share. Three variables were
used to measure the impact of the regulatory environment: a dummy for states
with prior-approval regulation, state-made rates, or mandatory bureau rates for
automobile insurance; a stringent-regulation dummy, which indicated that the
state's residual market accounted for more than 20 percent of the total insurance
market; and a regulatory stringency index based on the results of a survey of
insurance industry executives, who were asked to rate the states’ regulatory envi-
ronments.

Bouzouita and Bajtelsmit examined the relationship between automobile insur-
ance rate regulation and the size of assigned-risk market using state-specific data
for 1984-1992. They hypothesized that noncompetitive rating in the voluntary
market would lead, in turn, to inadequate rates, higher loss ratios, restricted avail-
ability, and increases in the percentage of drivers in the assigned-risk market.
Bouzouita and Bajtelsmit categorized states as either noncompetitive (they
required prior approval of rates, modified prior approval, and file-and-use with
bureau adherence) or competitive (they had file-and-use or use-and-file provisions
or did not regulate insurance prices). They found that rate regulation (that is, non-
competitive rating) was statistically significant and positively associated with the
percentage of driversin the assigned-risk market. Interestingly, the coefficient on
the size of the assigned-risk market was statistically significant and inversely
related to market concentration, suggesting that the size of that market increased
as the voluntary market became more concentrated.

She estimated regressions predicting the variance in loss ratios (automobile liabil-
ity and homeowners multiple-peril insurance) in 48 states and for three different
types of insurance carriers (direct writers, national agency companies, regiona
companies) for the period 1972-1986.

They used data from all non-exclusive state fund jurisdictions for the period
1986-1991.

Thisvariable was equal to theratio of the percentage advisory rate change filed by
the rating bureau to the percentage rate change approved by regulators, minus 1.
Specifically, Klein, Nordman, and Fritz found that nonstringent prior-approval
regulation (where the regulatory agency approved the full rate request of the rat-
ing bureau) reduces the loss ratio by 13.9 percent, while more stringent prior-
approval regulation (where the agency approves only one-half of the bureau’s rate
reguest) reduces the loss ratio by 11.3 percent.

Specifically, they estimated eguations predicting price and residual market share
using a pooled, cross-sectional, fixed-effects model and data from 43 jurisdictions
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for the period 1980-1987. They used two price measures: 1) theratio of workers
compensation premiums earned (adjusted for policyholder dividends) to the total
number of work-related injuries in the state, which they termed average price per
injury, and 2) the ratio of compensation premiums to the total number of private
nonagricultural employees in the states, or the average price per employee. The
merits of these variables as cost measures were reviewed in Chapter 3. Competi-
tive-rating states included states that did not require prior approval of rates by the
state insurance commission.

In the price-per-injury equations (in which the regul atory environment was treated
as either exogenous or endogenous), the competitive-rating variable was statisti-
caly significant and associated with a 14-29 percent price reduction relative to
states with strict prior approval legisation. In the price-per-employee equations,
the competitive-rating variable was either statistically significant and associated
with a 25 percent decrease in the average price-per-employee of workers' com-
pensation, or it was not statistically significant.

In that equation, the partial-competition variable was associated with a 13 percent
drop in the price per employee.

Using data from 47 jurisdictions for the years 1983 and 1986-1989, Appel,
McMurray, and Mulvaney estimated 12 regression specifications predicting the
natural logarithm of adjusted manual rates.

These researchers also compared means of these cost measures for competitive
and noncompetitive jurisdictions for individual years—except, for weekly premi-
ums, 1986 and 1989—and for the entire period. Adjusted manual ratesin compet-
itive-rating states exceeded those in noncompetitive-rating states for all
comparison years except 1983, but the difference in means for adjusted manual
rates was only statistically significant when the individual-year data were aggre-
gated. The average weekly insurance premium in competitive-rating states was
greater than that in noncompetitive states for three of the four periods examined
(1987, 1988, and all years combined, but not in 1983), but the difference was
never statistically significant.

Three basic variants (six permutations) of the open-competition variable were
also used. These variants were designed to measure time-dependent effects of
competitive rating legisation. However, regressions using these variables pro-
duced inconclusive results.
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7
The Effect of
Workers Compensation
| nsurance Regulation

Evidence

Our review of relevant economic theory in the previous chapter
indicated that insurance rate regulation potentially affects workers’
compensation insurance pricing and, consequently, delivery system
efficiency. However, theory fails to yield unambiguous predictions
about the nature of these effects. To date, the empirical literature has
similarly failed to yield consistent results, which may be due to meth-
odological problems (including difficulties associated with the depen-
dent measure, the characterization of the regulatory environment, and a
failure to capture insurance cycle effects due to a short time series).

In this chapter, we present the results of regression analyses pre-
dicting the employers' cost of workers compensation and the extent of
market concentration as a function of the state regulatory environment.
We believe that we are able to overcome many of the methodological
difficulties encountered by prior research. Specifically, we think that
we have a superior dependent measure, that we capture many of the
complexities in the nature of the regulatory environment, and that our
time seriesislong enough to control for insurance cycle effects.

EMPLOYER COST SPECIFICATION

Aswe indicated in Chapter 4, employers workers compensation
costs are determined by a number of factors, including statutory benefit
levels, the liberality of claims administration, and the underlying injury
rate, as well as the state regulatory environment. Thus, the estimating
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equation for predicting employer costs as a function of the regulatory
environment takes the following form:

Eq.7.1 In(Cy = PX; + oA + &d + 8d; + g,

where C;; is the dependent cost measure for the ith state and tth year;
Xt isavector of control variables, such asthelevel of cash and medical
benefits and the injury rate; A;; is a vector of variables indicating the
insurance arrangement in effect in the ith state and tth year; d; and d,
are vectors of state and year dummies, respectively; B, o, §;, and d, are
associated coefficients; and ¢, is an error term. More specifically, A;
consists of a set of dummy variables, each of which designates either a
particular regulatory rule or regulatory regime that isin effect in a par-
ticular state and year. In some analyses, two other variables are
included as supplements to the regulatory regime variables. a “hard-
market” dummy and an estimate of regulatory stringency. In these
equations, the hard-market and regulatory-stringency variables are
interacted with the regulatory-regime dummies. These variables are
described in greater detail in the following section.

Regulatory Environment Variables

Insurance rate regulation is a complex phenomenon, not easily
modeled by a single binary variable indicating whether or not the mar-
ket isregulated. Our analyses use five classification categories or rules
to characterize the regulatory environment for workers' compensation
insurance pricing in a particular state. These decision rules are as fol-
lows:

1) Prior approval rule: The insurer may implement a rate adjust-
ment without prior approval from the state insurance commission.

2) Advisory raterule: Theinsurer may use rates or loss costs differ-
ent from those filed by the rating organization (bureau rates).
Unlike deviations, rates can vary among insureds for a particular
carrier.

3) Loss cost rule: The rating organization files |0ss costs.
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4) Deviationsrule: Deviations from bureau rates are permitted. For
aparticular carrier, deviations must be uniform for al insureds.

5) Shedule rating rule: The insurer may use schedule rating.

Significantly, the cost impact of these rules may vary depending
upon the particular configuration of rulesin a state. For example, a
market that permits deviations (rule 4) but requires the prior approval
of rates (rule 1 is violated) may be either more or less regulated (i.e.,
may constrain insurer behavior to agreater or lesser extent) than amar-
ket that does not permit deviations but that also does not require prior
approval (that is, allowsinsurersto “file and use” rates). Thus, the par-
ticular configuration of rules may be asimportant in determining insur-
ance costs as the individual rules themselves. In our subsequent
analyses, we have attempted to measure not only the effects of theindi-
vidual regulatory rules on costs but also the effects of particular combi-
nations or configurations of those rules, which we term regulatory
regimes.

As indicated, we measured the effects associated with these rules
or regulatory regimes by using a series of dummy variables. A value of
1 was assigned to jurisdictions that are less regulated (or more deregu-
lated), according to the rule. For example, jurisdictions in which the
insurers could either “use and file” or “file and use” rates without first
obtaining the prior approval of the state regulatory agency (rule 1) were
assigned a value of 1 for the without-prior-approval variable. Jurisdic-
tions in which the insurer was required to first obtain prior approval
before implementing new rates were assigned a value of zero.

Unfortunately, economic theory and the rate regulation literature
offer little guidance as to the appropriate schemafor classifying regula-
tory regimesin order to assess their potential effect on insurance market
outcomes. Consequently, our first step was simply to identify which of
the five rules described in the previous paragraph applied to each of the
statesin our study for each year in the study period. Wedid this, in part,
through a survey of state insurance commissioners, which is described
in Appendix F. Commissioners were asked to characterize the actual
practice of the insurance commission relative to these rules, as opposed
to the “letter of the law” contained in the statute.

We then examined the resultant distribution of jurisdictions with
respect to the various configurations of the five regulatory rules (i.e.,
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the regulatory regimes). Those regimes that included only a small
number of observations were combined into larger categories that
made sense conceptually. This produced a set of seven regimes that
represent an overwhelming majority of regulatory environments in
effect during the study period. We term this set our full-set regulatory
environment model, and it includes the following categories: pure
administered pricing, administered pricing with deviations, adminis-
tered pricing with schedule rating, advisory rates with prior approval,
advisory rates without prior approval, loss costs with prior approval,
and loss costs without prior approval. We then identified six additional
regulatory environment models, which are subsets of the full-set model
and which were created by collapsing categories of the full set. Some
of these subset models correspond to those used in prior research, and
these are identified in our discussion of the results. F-tests were used
to select a preferred specification from this group of regulatory envi-
ronment models.

The seven regulatory environment models are shown in Table 7.1,
versus the five regulatory rules. Model 1 represents the full-set model,
while models 2 through 7 are subsets. For statistical reasons, one cate-
gory in each regime has to be omitted from our regression analysis;
these omitted categories are identified in Table 7.1 as well.

For model 1, the table indicates that prior approval of ratesis
required in all regimes except advisory rates without prior approval and
loss costs without prior approval. The table also indicates that states
must adhere to bureau rates under pure administered pricing and in
regimes of administered pricing with deviations or with scheduled rat-
ing; however, rates are advisory in the next two regimes (advisory rates
with prior approval and advisory rates without prior approval). Under
the two loss-cost regimes, adherence to bureau loss-cost filings may or
may not be required.

The change in the number of jurisdictions for which each of the
five regulatory rules were in effect over the 1975-1995 period isillus-
trated in Figure 7.1. These data show that workers' compensation
insurance markets in the United States have become more deregulated
over time, asindicated by the increasing number of states with no prior
approval, advisory rates, loss costs, and schedule rating. The sole
exception to this deregulatory trend is the decline in the number of
states that permit deviations. This anomaly can be explained by the



Table7.1 Relationship between the Regulatory Environment Models and the Regulatory Rules?

Regulatory Rule: Without prior  Advisory Loss Schedule
environment models approval rates costs Deviations rating
Model 1 (omitted category, pure administered pricing) No No No No No

Administered pricing with deviations No No No Yes No

Administered pricing with schedule rating No No No — Yes

Advisory rates with prior approval No Yes No — —

Advisory rates without prior approval Yes Yes No — —

L oss costs with prior approval No — Yes — —

L oss costs without prior approval Yes — Yes — —
Model 2 (omitted category, non- oss cost systems) — — No — —

L oss costs with prior approval No — Yes — —

L oss costs without prior approval Yes — Yes — —
Model 3 (omitted category, pure administered pricing) No No No No No

Partial competition No — No — —

Open competition Yes — — — —
Model 4 (omitted category, pure administered pricing) No No No No No

Administered pricing with deviations or schedule No No No — —

rating
Advisory rates — Yes No — —
Loss costs — — Yes — —
(continued)
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Table 7.1 (continued)

Regulatory Rule: Without prior ~ Advisory Loss Schedule
environment models approval rates costs Deviations rating
Model 5 (omitted category, pure administered pricing) No No No No No
Variation from bureau rates with prior approval No — No — —
Advisory rates without prior approval — Yes No — —
Loss costs with prior approval No — Yes — —
L oss costs without prior approval Yes — Yes — —
Model 6 (omitted category, pure administered pricing) No No No No No
Administered pricing with deviations or schedule
rating No No No — —
Advisory rates or loss costs — — — — —
Model 7 (omitted category, pure administered pricing) No No No No No
Administered pricing with deviations No No No Yes No
Administered pricing with schedule rating No No No — Yes
Advisory rates with prior approval — Yes No — —
Loss costs — — Yes — —

aA “yes’ in atable cdl indicates that the rule listed in the table heading appliesin the particular regime listed in the left-most column; a
“no” indicates the rule does not apply. (For example, a“yes’ under the “without prior approval” heading indicates that the regime does
not require the prior approval of rates [per rule 1] by the state regulatory agency, while a“no” denotes that it does.) A dash (—) indi-
catesthat either interpretation of the rule may apply; for example, a dash under the “deviations’ column indicates that the regime may or
may not permit deviations from bureau rates.
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Figure 7.1 Regulatory Rules, 1975-95
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fact that deviations are superfluous in those states that have adopted
other components of workers' compensation insurance pricing deregu-
lation.

The change in the number of jurisdictions for which each of the
seven regulatory regimes in the full-set model were in effect over the
1975-1995 period isillustrated in Figure 7.2. These data also show
that the workers' compensation insurance market has become increas-
ingly deregulated. The number of states with a pure-administered-pric-
ing regime has declined, as has the number of states with an
administered-pricing regime that permits deviations (but requires prior
approval of rates). On the other hand, the number of states with either
form of loss-cost regulatory regime has increased since the loss-cost
approach was first implemented in the early 1980s.

The effects of rate regulation on employer costs are critically
dependent on the behavior of the agency responsible for regulating the
insurance industry. Aswe noted in Table 6.1, deregulation can result in
either higher or lower costs for employers relative to regulated rates,
depending on whether the insurance commission is more responsive to
the concerns of insurance carriers or employers. Lacking a good the-
ory of regulatory behavior, we are unable to make predictions concern-
ing the relationship between these regulatory rules/regimes and
employer costs. It is critically important to somehow measure the
extent to which the regulatory agency suppresses insurance rates or, on
the other hand, the extent to which rates may exceed competitive mar-
ket levels due to industry cartelization.

Regulatory stringency

In some of our regression equations we included a variable mea-
suring the degree to which the regulatory agency suppresses (or ele-
vates) rates. This variable, which we have termed regulatory
stringency, is an index that was derived by dividing the lagged loss
ratio for each state by the lagged national average for that year. State
average loss ratios were obtained from Best’s DataBase Service,
P/C/Sate/Line Report (A.M. Best Company 1997 [and other years]).
Recall that the inverse of the loss ratio is arough measure of employer
profitability; the higher the loss ratio, the less profitable the insurer.
Lagged values measure profitability in the previous year.
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Because this index was calculated separately for each year in our
study period and because it compares the lossratio for each state to the
national average, it isindependent of the insurance cycle to the extent
that the insurance cycleis nationally based. A high value for the regu-
latory stringency variable means that the state’s loss ratio is above the
national average. The interpretation of this variable differs between
regulated and deregulated markets. In aregulated market (for example,
an administered pricing environment), the loss ratio is a measure of the
degree of rate suppression: the greater the extent of rate suppression,
the higher the relative loss ratio. In addition, in the year in which a
market is deregulated, this variable measures the degree of stringency
in the regulated market in the year immediately prior to deregulation.
For both reasons, we expect a negative relationship between regulatory
stringency and employer costs in pure-administered-pricing jurisdic-
tions.

Similar measures have been used in other studies of workers' com-
pensation insurance rate regulation. Klein, Nordman, and Fritz (1993)
and Danzon and Harrington (1998) used measures that combine the
rate requested by the rating organization and the rate granted by the
state insurance commission. Both sets of authors hypothesized that as
the difference between these two rates increased, the more stringently
the insurance commission suppressed rates. However, as Klein, Nord-
man, and Fritz pointed out, rate filings are often made strategically. In
other words, the rate request is not necessarily equal to the rate the rat-
ing organization believeswill yield the desired level of profitability, but
instead reflects other factors such as the likelihood that the regulatory
agency will grant the request. The stringency measure used in this
study does not suffer from this weakness.

Hard-market dummy

In order to examine the relationship between the insurance cycle
and the effect of deregulation on employer costs, we also included a
dummy variable that identifies the existence of a“hard” insurance mar-
ket nationally in our regression equations. For the purpose of our
regression analyses, a hard market is defined as one in which the
national combined ratio for the workers' compensation insurance line
exceeded 100.* We thus concluded that the years 1975-1977 (inclu-
sive) and 19841992 (inclusive) were hard-market periods. Our hard-
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market variable was assigned a value of 1 during these years and a
value of O for all other yearsin our study.

By definition, a hard market is one in which insurers are, on aver-
age, experiencing losses. Recall from the discussion of the accounting
model in Chapter 4 that, in our regression eguations, dummy variables
measure cost differences attributable to differences in profit and
expense loadings. As such, we expect that the hard-market dummy
variable will be negatively related to employer compensation costs,
reflecting the reduction in insurers’ profits. If the effects of a hard mar-
ket are somehow exacerbated by rate regulation—if, for example, a
regulatory lag in approving rates retards the insurers’ price adjustments
in response to changing market conditions—then we expect to find that
cost reductions associated with a hard market will be greater in aregu-
lated market than in an unregulated one.

EMPLOYER COSTS: REGRESSION RESULTS

As indicated, state regulatory environments are multidimensional,
so that it is inappropriate to code regulatory approaches using asingle
binary variable to denote the presence or absence of “regulation.” In
addition, while regulatory rules may have different effects in different
configurations, both economic theory and prior research offer little
guidance concerning the expected impact of regulation or deregulation
on employer costs generally or the relative impact of different regula-
tory regimes specifically. Consequently, our empirical strategy isto let
the data guide our choice of regulatory model .2

The means and standard deviations of adjusted manual rates and
net weekly costs in different regulatory environments (using our
detailed rule/regime scheme described earlier) are shown in Table 7.2
for the different regulatory rules and for the full set of regulatory
regimes. The datafor rules suggest that, in general, the greater the
extent of regulation, the lower the employers’ costs. Specifically, the
means of both adjusted manual rates and net weekly costs are lower
when prior approval is required, when adherence to bureau rates or |oss
costs is required, when the bureau files fully developed rates rather
than loss costs, and when schedule rating is not permitted. The devia-
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Table7.2 Employer Costs by Regulatory Environment?

Adjusted manual
rates Net weekly costs
Rule or regime N ($/$100 payroll) (% per employee)
Regulatory rule

Prior approval required 813 2.1893 11.4916
(1.176) (6.468)

No prior approval required 95 2.5389 13.7519
(0.703) (3.850)

Adherence to bureau rates 616 2.2061 11.6693
required (1.204) (6.628)
Advisory rates (adherencenot 292 2.3213 12.1710
required) (0.906) (5.017)
Bureau submits fully 780 2.1466 11.2816
developed rates (1.150) (6.325)
Bureau submits loss costs 128 2.8572 15.3685
only (0.704) (3.845)
Deviations not permitted 233 2.4475 13.2620
(1.293) (7.315)

Deviations permitted 675 21231 11.0074
(1.008) (5.348)

Schedule rating not permitted 617 2.1910 11.5459
(1.206) (6.629)

Schedule rating permitted 291 2.3667 12.5224
(0.875) (4.877)

Regulatory regime?

Pure administered pricing 129 24128 13.1340
(1.393) (7.919)

Administered pricing with 364 2.0779 10.7008
deviations (1.089) (5.600)
Administered pricing with 116 1.9739 10.5487
schedule rating (0.913) (5.275)
Advisory rateswith 133 1.6754 8.2456
prior approval (0.777) (4.071)
Advisory rates without 38 2.3964 12.5903
prior approval (0.731) (3.680)

(continued)
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Table 7.2 (continued)

Adjusted manual
rates Net weekly costs
Rule or regime N ($/$100 payroll) ($ per employee)
Loss costs with prior approval 71 3.1918 16.5239
(0.636) (3.720)
L oss costs without 57 2.6491 14.6478
prior approval (0.667) (3.769)

aValues are means, with standard deviations in parentheses.

b Theregulatory regimesinthispanel arelisted fromtop to bottomin order of our apriori
expectations regarding the degree to which the statute provides for greater regulatory
control, so that pure administered pricing is the most regulated statutory environment,
while a loss-cost system that does not require prior approval is the most deregulated
environment.

tions rule is the sole exception; that is, mean adjusted manual rates and
net weekly costs are slightly lower in states that permit deviations from
bureau rates than in states that do not.

Data for the regulatory regimes are less straightforward. The low-
est costs are found in states where rating bureaus promulgate advisory
rates and where insurers must obtain approval before implementing
new rates. In these jurisdictions, the adjusted manual rate averages
$1.68 per $100 of payroll and the net weekly costs are $8.25 per
employee. The highest costs were found in loss-cost jurisdictions that
require the prior approval of rates; in these states, adjusted manual
rates per $100 of payroll and net weekly costs are $3.19 and $16.52,
respectively.

It is difficult to draw conclusions from this simple comparison of
means, because the incidence of these different regul atory environments
has varied considerably over time. Administered pricing was more
prevalent in the early years of our study period, when costs were gener-
aly lower, whereas loss-cost systems are a much more recent phenom-
enon. Taken at face value, these results imply that the decision making
of state regulatory agencies about rate levels is more likely to be influ-
enced by insurance consumers (i.e., employers) than by providers (i.e.,
insurers), since rates tend to be lower in more regul ated environments.

Figures 7.3 and 7.4 display average adjusted manual rates and aver-
age net weekly costs, by year, for different regulatory regimes. The



Figure 7.3 Adjusted Manual Rates under Different Regulatory Regimes, 1975-95
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Figure 7.4 Net Weekly Costsunder Different Regulatory Regimes, 1975-95
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principa empirical regularity emerging from the datain these figuresis
that employers' relative costs associated with these regimes shift over
time. For example, while loss-cost systems that do not require prior
approval were relatively costly during the period between 1985 and
1990, costs in these states by 1995 (the end of the study period) were
lower than in all other regulatory regimes as measured by the adjusted
manual rate. Part of this cost differential is due to changes in the mix
of states that fall into each regulatory regime category in any particular
year. Dueto the small number of observationsin each category (partic-
ularly with respect to some categories in more recent years), thereis a
great deal of variability in these individual seriesover time. For similar
reasons, it isimportant to be cautious in our interpretation of the rela-
tionship between employers' costs and the regul atory environment.

The fact that costs in one of the most highly regulated regimes
(administered pricing with deviations) are approximately equal to
those under the least regulated regime (loss-cost systems that do not
require prior approval of rates) suggests that the regulatory environ-
ment does not affect costs or that other variables are equally important
determinants. To control for the latter possibility, we estimated regres-
sion equations predicting costs as a function of the regulatory environ-
ment.

Regulatory Rules

As we previously indicated, we use variables representing five
rules to characterize the regulatory environment for workers' compen-
sation insurance. Results from eight different models are reported,
each offering a different characterization of the regulatory environ-
ment. Data with respect to the impact of these rules on employer costs
are presented under the heading “ Regulatory Rules’ in Tables 7.3 and
7.4. Table 7.3 reports elasticities and the associated absol ute t-ratios
from equations predicting adjusted manual rates, and Table 7.4 dis-
plays elasticities and t-ratios from net weekly cost equations. To sim-
plify the presentation, these tables only report the coefficients and t-
ratios for the regul atory-environment variables. (Resultsfor the full set
of regressors are presented in Appendix G, Tables G.1 and G.2. Unlike
the datareported in Tables 7.3 and 7.4, which are estimated elasticities,
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the datain Tables G.1 and G.2, as well as the other appendix tables, are
the untransformed regression coefficients.)

All models were estimated using data from the 45 jurisdictions that
permit the private provision of compensation insurance, so that the sam-
ple sizeis 908 observations. All models were estimated using weighted
least squares to control for problems arising from heteroscedasticity.

Each regulatory rule variable is coded so that the elasticity has a
negative sign if deregulation results in reduced employer costs. Ascan
be seen, the results are mixed, although the signs are relatively consis-
tent between Tables 7.3 and 7.4.

The elagticities for the loss-cost variable in both the adjusted man-
ual rates and net weekly costs equations are negative and statistically
significant. Together, the loss-cost results in these two tables suggest
that employer costs are around 11 percent lower in a more deregul ated
environment where the rating organization files loss costs rather than
fully developed rates. Thisresult is similar to that reported by Klein,
Nordman, and Fritz (1993), who also found a negative (although statis-
tically insignificant) relationship between loss-cost filing and the state-
wide loss ratio. On the other hand, Appel, McMurray, and Mulvaney
(1992) found an insignificant positive relationship between loss-cost
filing and adjusted manual rates for their sample.

Likewise, the data indicate that employer costsin jurisdictions that
do not require prior approval of rates are around 5 percent lower than
costs in states that require approval, indicating once again that deregu-
lation reduces costs. Thisfinding is also similar to the results of Klein,
Nordman, and Fritz (1993), who found a significant negative relation-
ship between prior approval and average loss ratios. On the other hand,
Tables 7.3 and 7.4 show that the elasticities for the schedule-rating
variable are statistically significant and positive, suggesting that
employer costs are higher where insurance carriers are permitted to use
schedule-rating plans for individual carriers. Specifically, costs are 8—
9 percent higher in those jurisdictions that permit schedule rating.
Finally, the results for deviations and advisory rates are generally unre-
liable (that is, the estimates are not statistically different from zero at
conventional levels), implying that these variables have little effect on
employer costs.

As we previously indicated, the regulatory rules specification
ignores interaction effects among various combinations of these regu-



Table 7.3 Regression Coefficientsfor Adjusted Manual Rates under Different Regulatory Rulesand Regimes®

Regulatory rules Model 1° Model 2 Model 3
W/o prior approval —0.0521* Admin. pricing 0.0608*  Losscosts -0.0193 Partial compet. —0.0069
(1.70) w/dev. (1.90) w/prior appr. (0.59) (0.20)
Adv. rates 0.0357 Admin. pricing 0.0826**  Losscosts —0.1644*** Open compet. 0.0441
(1.18) w/sched. rating  (2.05) w/o prior appr.  (5.75) (151
Loss costs —0.1112***  Adv. rates 0.0860**
(3.83) w/prior appr. (2.22)
Deviations -0.002 Adv. rates 0.1825***
(0.11) w/o prior appr.  (3.23)
Sched. rating 0.0790*** Loss costs 0.0552
(2.89) w/prior appr. (1.26)
Loss costs —0.1041***

w/o prior appr.  (2.82)

(continued)
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Table 7.3 (continued)

Model 4 Model 5 Model 6 Model 7
Var. from bur.

Admin. pricing 0.041 rates w/prior 0.0714**  Admin. pricing 0.043 Admin. pricing 0.047
w/dev. or sched. (1.38) appr. (2.44) w/dev. or sched. (1.43) w/dev. (1.48)
rating rating

Adv. rates 0.1024***  Adv. ratesw/o 0.1657*** Adv. ratesor 0.023 Admin. pricing 0.010

(2.74) prior appr. (3.25) loss costs (0.71) w/sched. rating  (0.27)
L oss costs —0.045 Loss costsw/prior  0.056 Adv. rates 0.0680*
(1.32) appr. (2.27) w/prior appr. (1.74)
Loss costs —0.1081*** Loss costs w/o -0.009
w/o prior appr.  (2.98) prior appr. (0.25)

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level; ** = significant at the 5% level; * = significant at
the 10% level.
bModel numbers correspond to those in Table 7.1.
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Table 7.4 Regressions Predicting Net Weekly Costsunder Different Regulatory Rules and Regimes?

Regulatory rules Model 1° Model 2 Model 3
W/o prior appr. —-0.0557* Admin. pricing 0.0796**  Loss costs -0.0167 Partial compet. 0.0065
(1.81) wi/dev. (2.44) wi/prior appr. (0.51) (0.19)
Advisory rates 0.0196 Admin. pricing 0.1165*** Loss costs —0.1639***  Open compet. 0.0620**
(0.65) wi/sched. rating (2.81) wi/o prior appr.  (5.66) (2.09)
Loss costs —0.0100***  Adv. rates, 0.0926**
(3.38) w/prior appr. (2.36)
Deviations 0.0093 Adv. rates 0.1992***
(0.45) wi/o prior appr. (3.46)
Sched. rating 0.0903*** L oss costs 0.0739*
3.25) wi/prior appr. (1.65)
Loss costs —0.0942**

w/o prior appr.  (2.51)

(continued)
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Table 7.4 (continued)

Model 4 Model 5 Model 6
Admin. pricing 0.0624**  Var. from bur. rates 0.0899*** Admin. pricing 0.0644**  Admin. pricing
w/dev. or sched. (2.05) w/prior appr. (3.01) w/dev. or sched. (2.08)
rating rating
Adv. rates 0.1082***  Advisory rates 0.1747*** Adv.ratesorloss —0.0330 Admin. pricing
(2.85) w/o prior appr. (3.37) costs (0.99) w/sched. rating (1.08)
Loss costs —0.0326 Loss costs 0.0752*
(0.93) w/prior appr. (1.68)
Loss costs —0.0967*** L oss costs w/o

w/o prior appr. (2.61)

aCoefficients are followed by t-ratios in parentheses. *** = significant at the 1% level; ** = significant at the 5% level; * = significant at

the 10% level.
bModel numbers correspond to those in Table 7.1.
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latory rules. Itislikely that these rules have different effects when they
appear in different combinations with other rules. For instance, requir-
ing an insurer to adhere to fully developed rates may very well have a
different impact on employer costs than requiring adherence to the rat-
ing organization’s loss-cost estimates. To examine these potential
interaction effects, we estimated additional regression equations, using
dummies to represent various regulatory rule configurations or
regimes.

Regulatory Regimes

Seven additional specifications (summarized in Table 7.1) were
estimated using different combinations of the regulatory rules, and
these regression results are presented in Tables 7.3 and 7.4. |f deregu-
lation is associated with a reduction in employer costs, we would
expect the elasticities associated with each regime to be negatively
signed. Moreover, the regime categories in these tables are ordered,
according to our a priori expectations, from “least deregulated” to
“most deregulated” (from top to bottom), so that we would also expect
to find an ordered relationship for the associated elasticities.

Cox tests (data not shown) comparing the regulatory-rules specifi-
cationswith model 1in Tables 7.3 and 7.4 reveal that the latter are pre-
ferred for both the net cost and adjusted manual rate regressions
(Greene 1993, pp. 223-225).3 In other words, regression specifica-
tions with the full set of regulatory regime dummies are superior to the
equation including regulatory rule dummies. This suggests that there
are significant interaction effects among regulatory rules. Thisisalso
evident from a comparison of coefficients for |oss-cost regimesin mod-
els 1 through 7 with the coefficient for the loss costs in the regul atory
rule specification. As previously noted, costs are negatively related to
the loss-cost rule, while in most of the regulatory regime models,
adjusted manual rates and net weekly costs under |oss-cost regimes
that require prior approval are not significantly different from those
under a pure-administered-pricing regime.

A comparison of the results for the different regulatory regimes
paints a mixed picture of the impact of deregulation on employer costs.
The data indicate that employers in |oss-cost-without-prior-approval
jurisdictions experience costs that are 10-16 percent lower than those
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in pure-administered-pricing jurisdictions. However, other forms of
deregulation apparently either do not affect or actually increase
employer costs.

Our regression results suggest that inconsistent findings among
studies examining the effects of workers’ compensation insurance
deregulation are, at least partially, due to differences in the character-
ization of the regulatory environment in these studies. For example,
model 2, which finds that deregulation reduces employer costs, is simi-
lar to that used by Barkume and Ruser (1997) and Carroll and K aestner
(1995), each of whom also found that deregulation was associated with
lower injury rates and costs. On the other hand, the regulatory environ-
ment simulated by model 3 is similar to that employed by Schmidle
(1994), who failed to find a consistent, statistically significant relation-
ship between costs and his open competition and partial competition
measures.

Models 2 through 7 are restricted versions of the more general
model 1. For example, model 2 assumes that coefficients on the dum-
mies representing the first four regimes of model 1 are equal. As such,
hypothesis tests of these linear restrictions may be used to select a pre-
ferred model. These tests reveal that there are no significant differ-
ences between administered-pricing jurisdictions that permit
deviations and administered-pricing regimes that permit schedule rat-
ing. They further reveal no significant differences between states that
do not permit deviations or schedule rating and states that require prior
approval of advisory rates. Consequently, model 5 was chosen as the
preferred specification. Subsequent analyses will examine the effects
of regulation using this model exclusively.

The results for model 5 suggest that there are differences between
the effects of a partial deregulation of the workers' compensation
insurance market (such as the adoption of deviations or schedule rat-
ing) and more comprehensive reform (such as the adoption of loss-cost
filing). Specifically, partial deregulation—at least in the form of advi-
sory rates and no prior approval—is apparently associated with higher
employer costs, while the adoption of aloss-cost system that does not
require prior approval of rates substantially reduces employer costs.
Thisisapuzzling result. If partial deregulation increases costs relative
to aregulated market, why would more comprehensive deregulation
have the opposite effect?
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Aswe have seen, these two forms of deregulation (partial and com-
prehensive) were generally adopted at different points in the insurance
cycle. It is possible that insurance cycle effects may explain these
anomalous results. Specifically, price deregulation during a hard mar-
ket when rates are likely to be suppressed by the state insurance com-
mission may be associated with higher employer costs, while
deregulation in a soft market may be associated with a cost reduction.
Accordingly, in the next section we examine whether there is variation
in the effects of deregulation on employer costs at different stages of
the insurance cycle.

Employer Costsand the Insurance Cycle

We used the national average of alossratio measure to examine the
relationship between the insurance cycle and the effect of deregulation
on employer costs, using adummy variable that is coded as 1 when the
combined ratio for workers’ compensation insurance in the United
States is greater than 100, and as 0 otherwise. By this definition, the
years 1975-1977 (inclusive) and 1984-1992 (inclusive) were desig-
nated as hard-market periods. This variable was used as a regressor
and was al so interacted with the regulatory regime dummies.

If rate suppression by regulatory agencies is greater during a hard
market than during a soft one, we expect that when entered separately,
the dummy variable indicating the hard stage of the insurance cycle
will be negatively related to costs. (The noninteracted dummy captures
the effect of a hard market under a pure-administered-pricing regime.)
In addition, since insurers should be more responsive to market forces
in a deregulated environment and since a hard market is one in which
demand exceeds supply, then we expect that interaction terms repre-
senting various deregulated regimes in a hard market will also be posi-
tively related to employer costs.

The results of the regression equations that predict costs as a func-
tion of the regulatory environment and of the stage of the insurance
market are presented in Table 7.5. Because the insurance cycle stageis
defined by time, the hard-market variableis perfectly collinear with the
year dummies; thus, the time dummies had to be dropped from these
regression equations.
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Table 7.5 Regression Coefficientsfor Predicting Costs asa Function of
Regulatory Environment and Stage of the Insurance Cycle?

Adjusted manual Net weekly
Variable rates costs
In(Cash benefits) 0.1900* ** 0.2240***
(4.07) 4.79)
Medical benefits 0.0003*** 0.0003***
(17.56) (18.62)
In(Injury) 0.8982*** 0.9318***
(11.02) (11.41)
Union density —0.0425*** —0.0388***
(12.94) (11.80)
PPD percentage 0.0108*** 0.0104***
(6.33) (6.06)
Covered employment 0.0140* 0.0189**
(1.83) (2.46)
Competitive state fund 0.2094*** 0.2215***
(3.62) (3.82)
Hard market —0.0597** -0.0323
(2.33) (1.26)
Var. from bureau rates w/prior appr. 0.1793*** 0.1950***
(5.02) (5.45)
Var. from bureau rates w/prior appr. —0.1365*** —0.1413***
x hard market (4.43) (4.58)
Adv. ratesw/o prior appr. 0.2145*** 0.2165***
(3.19) (3.21)
Adv. rates w/o prior appr. 0.0602 0.0659
X hard market (0.99) (1.08)
L oss costs w/prior appr. 0.0549 0.0808
(0.99) (1.46)
L oss costs w/prior appr. x hard market 0.0618 0.0410
(0.95) (0.63)
Loss costsw/o prior appr. —0.1482*** —0.1265***
(3.02) (2.57)
L oss costs w/o prior appr. x hard market 0.1538*** 0.1372**
(2.86) (2.55)

(continued)
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Table 7.5 (continued)

Adjusted manual Net weekly

Variable rates costs
State dummies Yes Yes
Y ear dummies No No
Adjusted R 0.8892 0.8993

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.

The regression results reported in this table are partialy consistent
with our prior expectations. The hard-market dummy has a negative
sign (which is statistically significant at the 5 percent level in the
adjusted manual rate equation), indicating that employer costs are
lower during a hard market. This may seem to be a surprising result,
since a hard market is characterized by excessive demand relative to
supply, which tends to drive up prices. However, recall that these
regression estimates control for loss costs, so the hard-market dummy
measures the extent to which the loading factor—which includes the
insurer’s profit margin as well as marketing and underwriting
expenses—is affected by the hard market. Because expenses are rela-
tively fixed, these results suggest that insurer’s profits shrink during the
hard stage of an insurance cycle, which would occur if regulators sup-
pressed rates below competitive levels.

Theresultsin Table 7.5 show that one of the interaction terms (hard
market in states that allow variations from bureau rates) is significantly
different from zero. Thisindicates that the effect of this type of dereg-
ulation partially depends on the stage of the insurance cycle. Conse-
quently, separate estimates of regulation effects were made for both
hard and soft markets. These estimates, which are equivalent to the
cost difference between the associated regulatory regime and pure
administered pricing in a hard versus a soft market, are reported in
Table 7.6. The results indicate that in a soft market, adjusted manual
rates are 19.64 percent higher under aregime that alows variation from
bureau rates (deviations, schedule rating, or advisory rates) subject to
prior approval than they are under a pure-administered-pricing sys-
tem. However, in a hard market, rates under this form of deregulation
are not statistically different from rates under pure administered pric-
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Table 7.6 Effectsof Regulatory Regimesand the | nsurance Cycle?

Adjusted Net weekly
Regulatory regime manual rates costs
Regulatory regime effectsin ahard market
Var. from bureau rates w/prior appr. 0.0437 0.0552
(1.19) (1.49)
Adv. ratesw/o prior appr. 0.3161*** 0.3263***
(4.82) (4.94)
L oss costs w/prior appr. 0.1238* 0.1296*
(1.87) (1.95)
L oss costs w/o prior appr. 0.0056 0.0108
(0.10) (0.20)
Regulatory regime effectsin a soft market
Var. from bureau rates w/prior appr. 0.1964* ** 0.2153***
(5.02) (5.45)
Adv. ratesw/o prior appr. 0.2392x** 0.2417%**
(3.19) (3.20)
L oss costs w/prior appr. 0.0564 0.0842
(0.99) (1.46)
L oss costs w/o prior appr. —0.1377*** —-0.1188***
(3.02) (2.57)
Effects of a hard market under different
regulatory regimes
Pure admin. pricing —0.0579*** -0.0317
(2.33) (1.26)
Var. from bureau rates w/prior appr. —0.1782%** —0.1503***
(11.04) (9.75)
Adv. ratesw/o prior appr. 0.0006 0.0342
(0.01) (0.60)
L oss costs w/prior appr. 0.0022 0.0088
(0.04) (0.15)
L oss costs w/o prior appr. 0.0987** 0.1107**
(1.99) (2.21)

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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ing. A possible explanation for this difference is that under the varia-
tions-from-bureau rates-without-prior-approval regime, the regulatory
agency continues to hold rates down during a hard market but allows
theinsurer to increase rates relative to pure administered pricing during
the soft phase of the cycle.

Similar to our previous results, the data on regime effects show that
more moderate forms of deregulation tend to have a positive impact on
employer costs, suggesting once again that partial deregulation is asso-
ciated with higher insurance prices. The coefficient on the loss-cost-
with-prior-approval variable indicates that the adoption of this type of
deregulation has little or no effect on employer costs relative to pure-
administered-pricing regimes, while loss-cost systems with prior
approval tend to reduce costs in the soft (but not the hard) phase of the
insurance cycle. Once again, we are |eft with the anomal ous result that
the most unregulated regime has lower compensation insurance prices
relative to pure administered pricing, while costs are higher under
some milder forms of deregulation.

Table 7.6 also reports estimates of the effect of a hard market on
employer costs under different regulatory regimes, i.e., the cost differ-
ential between a hard and a soft market under each regime (although
the net weekly cost result is not statistically significant). These data
show that adjusted manual rates and net weekly costs per employee are
5.79 percent and 3.17 percent lower, respectively, during a hard market
than during a soft one under a system of pure administered pricing
(although the net weekly cost result is not statistically significant).
This difference is even more marked for regimes that allow variation
from bureau rates but still require prior approval. For these regimes,
costs are 16 to 18 percent lower under a hard market than under a soft
one. These results are consistent with the hypothesis that regulatory
agencies are more likely to suppress rates during a hard market, while
during a soft market, regulatory rate suppression is not binding because
insurers are likely to cut rates in the face of reduced demand. The data
simply indicate that cuts are less dramatic in less-regulated environ-
ments.

In more-deregulated environments (i.e., lost-cost systems without
prior approval), ahard market actually leadsto higher rates. Thisresult
is consistent with the idea that in a deregulated regime, insurers more
readily respond to market forces. Recall that in a hard market, the
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demand for insurance outstrips the supply, a condition that should be
associated with higher prices.

Nonetheless, this analysis fails to explain why partial deregulation
appears to have a greater impact on insurance prices than more radical
reform; we continue to find this result after controlling for the stage of
the insurance cycle.

Employer Costs and Regulatory Stringency

As we noted in Chapter 6, the impact of deregulation will vary
depending on the behavior of the state agency responsible for regulat-
ing the workers' compensation insurance market. If the agency fol-
lows arate suppression strategy, then deregulation will result in higher
employer costs for workers’ compensation insurance. On the other
hand, if the agency effectively creates a cartel in which insurers are
permitted to pursue oligopolistic pricing policies, then premium rates
will drop following deregulation. Thus, differencesin regulatory strat-
egies among state insurance commissions may explain the inconsistent
results obtained in our previous analyses.

To control for potential variation in regulatory strategy acrossjuris-
dictions and over time, we reestimated our regression models after
including a measure of rate suppression, a variable we termed regula-
tory stringency. Recall that this variable is an index of the size of the
state's lagged lossratio relative to the national average.

Under pure administered pricing, the regul atory-stringency variable
measures the extent to which the state insurance commission sup-
presses rates. As such, higher values of this variable indicate greater
rate suppression, so it should be negatively related to employer costs.
However, in states where the insurance market has been truly deregu-
lated, the regulatory-stringency variabl e reflects the impact of prior reg-
ulation (since it is lagged one year). Alternatively, the regulatory-
stringency variable reflects underlying differencesin costs among states
that are uncontrolled by other variables in the regression equation and
that are necessarily unrelated to any regulatory rate suppression.

In other words, the value for the stringency variable for a statein
which the insurance market was deregulated during the previous year
indicates the extent to which insurers suppressed rates prior to deregu-
lation. The higher the value, the greater the degree of rate suppression,
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and we expect that the greater the extent of rate suppression during the
previous year, the higher that prices will rise following deregulation.
Similarly, if insurer costs are high relative to the national average in an
unregulated market, insurers are expected to raise prices, a response
that is either unavailable or somehow restricted in a regulated environ-
ment. For both reasons, we hypothesize that costs will be positively
related to the regulatory-stringency variable under deregul ated
regimes.

As was the case for the hard-market dummy, the regulatory-strin-
gency variable entered each equation separately and was also inter-
acted with the regul atory-environment variables. The results from this
regression are reported in Table 7.7. The data indicate that regulatory
stringency (as measured by the loss ratio) is negatively related to
employer costs, as predicted. In addition, stringency appears to have
an important moderating influence on regulatory regime effects. After
controlling for stringency, the coefficients for all deregulation dummies
are negatively signed and statistically significant, except for “advisory
rates without prior approval,” which is not statistically different from
zero. In other words, the more stringently regulators suppress rates
during the previous year, the smaller the subsequent cost reduction due
to deregulation. Thislatter result suggests that the positive relationship
between partial deregulation and employer costs reported in Tables 7.3
and 7.4 may be due to differencesin the extent of pre-deregulation rate
suppression.

Table 7.8 presents estimates of the effects of the different forms of
deregulation on employer costs, relative to pure administered pricing,
under different severities of regulatory stringency. In other words,
these coefficients measure the cost differential, in percentage terms,
between the corresponding deregulated environments and pure admin-
istered pricing. Low stringency indicates that the lagged loss ratio
index is one standard deviation below the mean, medium stringency
means that the state-specific lagged loss ratio is equal to the national
average, and high stringency denotes a lagged loss ratio that is one
standard deviation above the mean. The pattern of these effectsis con-
sistent with our expectations: the impact of deregulation depends on
the degree of regulatory stringency. Several empirical regularities
emerge.
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Table 7.7 Regression Coefficientsfor Costs as a Function of the
Regulatory Regime and Regulatory Stringency?

Adjusted manual Net weekly

Variable rates costst
In(Cash benefits) 0.1223*** 0.1489***
(2.92) (3.51)
Medica benefits 0.0001*** 0.0001***
(5.10) (5.38)
In(Injury) 0.9088*** 0.8609***
(9.83) (9.19)
Union density —0.0006 0.0024
(0.15) (0.58)
PPD percentage 0.0111*** 0.0109***
(6.79) (6.56)
Covered employment 0.0100 0.0132**
(1.51) (1.96)
Competitive state fund 0.2299*** 0.2374***
(4.39) (4.47)
Regulatory stringency —0.3155*** —0.3079***
(3.88) (3.74)
Var. from bureau rates w/prior appr. —0.3512*** —0.3333***
(3.58) (3.35)
Var. from bureau rates w/prior appr. 0.4045*** 0.4038***
% regul. stringency (4.48) (4.41)
Adv. rates w/o prior appr. 0.0921 -0.0273
(0.41) (0.12)
Adv. rates w/o prior appr. 0.0431 0.1744
x regul. stringency (0.19) (0.76)
L oss costs w/prior appr. —0.3352** —0.3337**
(2.17) (2.13)
L oss costs w/prior appr. x regul. stringency 0.3637*** 0.3792***
(2.65) (2.73)
L oss costs w/o prior appr. —0.5760*** —0.5662***
(3.61) (3.50)
L oss costs w/o prior appr. x regul. stringency 0.4524*** 0.4536***
(2.94) (2.90)
State dummies Yes Yes
Y ear dummies Yes Yes
Adj. R? 0.9202 0.9258

aCoefficients are followed by t-ratios in parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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Table 7.8 Effectson Employer Costs of Regulatory Regimes under
Different Conditions of Regulatory Stringency?

Regulatory stringency

Regulatory regime Low Medium High
Adjusted manual rates
Var. from bureau rates -0.0272 0.0547* 0.1436***
wi/prior appr. (0.78) (1.88) (4.26)
Adv. rates w/o prior appr. 0.1349** 0.1447*** 0.1546**
(1.99) (2.85) (2.13)
L oss costs w/prior appr. -0.0433 0.0289 0.1065**
(0.77) (0.65) (2.23)
L oss costs w/o prior appr. —0.1927*** —0.1163*** -0.0326
(4.32) (3.23) (0.68)
Net weekly costs
Var. from bureau rates -0.0102 0.0731** 0.1633***
w/prior appr. (0.28) (2.45) (4.74)
Adv. rates w/o prior appr. 0.1187* 0.1584*** 0.1996***
(1.75) (3.06) (2.66)
L oss costs w/prior appr. -0.0299 0.0466 0.1290***
(0.52) (1.02) (2.64)
L oss costs w/o prior appr. —0.1840*** —0.1065*** -0.0216
(4.05) (2.90) (0.44)

a Coefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = dignificant at the 5% level; * = significant at the 10% level.

First, as we found previously, under most regulatory stringency
scenarios, employer costs are lower under pure administered pricing
than under a deregulated regime, suggesting that regulators are prima-
rily influenced by employers rather than carriers and therefore suppress
workers' compensation insurance rates relative to their competitive
levels. Second, the impact of deregulation on employer costs is more
positive (or less negative) at higher levels of regulatory stringency,
implying that regulatory agency behavior is an important cost determi-
nant, as expected. Interestingly, where regulatory stringency is low,
insurance costs are reduced under all deregulated regimes relative to
pure administered pricing (with the exception of systems where rating
bureaus file advisory rates that are not subject to prior approval).

Finally, there is arough correspondence between our a priori rank-
ing of the restrictiveness of the statutory regime and the cost differen-
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tial under all stringency conditions. With the exception of the
advisory-rates-without-prior-approval regime, the regulatory cost dif-
ferential shrinks as the statute becomes less restrictive until it becomes
significantly negative for the most deregulated environment. This sug-
gests that a more restrictive regime can provide the regulatory agency
with more effective tools that can be used to suppress rates.

Our estimates of the effect of regulatory stringency on employer
costs for different regulatory systems are presented in Table 7.9. The
results in this table are also consistent with our hypotheses. The rela-
tionship between employer costs and stringency is significantly nega-
tive for pure administered pricing, significantly positive for regimes
that allow variation from bureau rates subject to prior approval, and not
statistically different from zero for other jurisdictions. These results
imply that under pure administered pricing, regulators are able to sup-
press rates. However, when the insurance market is less regulated,
insurer pricing is either unaffected by the loss ratio or, in the case of
regimes that allow variation from bureau rates subject to prior
approval, insurers increase rates subsequent to adrop in profit margins
(as measured by the lagged loss ratio).

Importantly, the results in Tables 7.8 and 7.9 offer an explanation
for the difference between the effects of partial and comprehensive

Table 7.9 Effectsof Regulatory Stringency on Employer Costs under
Different Regulatory Regimes®

Adjusted manual Net weekly

Regulatory regime rates costs

Pure admin. pricing —0.3155*** —0.3079***
(3.88) (3.74)

Var. from bureau rates w/prior appr. 0.0889* 0.0959*
(1.65) (1.75)

Adv. rates w/o prior appr. -0.2724 -0.1335
(1.29) (0.63)

L oss costs w/prior appr. 0.0482 0.0713
(0.43) (0.62)

L oss costs w/o prior appr. 0.1369 0.1457
(1.01) (1.06)

a Coefficients are followed by t-ratios in parentheses. *** = significant at the 1% level;
** = dignificant at the 5% level; * = significant at the 10% level.
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deregulation on workers' compensation costs. Specifically, these
results imply that partial deregulation has asymmetric effects on
employer costs, while the impact of comprehensive deregulation is
more symmetric. That is, partial deregulation removes price ceilings
imposed by regulatory agencies without substantially affecting down-
ward competitive pressure, so that when regulatory restrictions are
removed under conditions of low stringency, prices do not fall relative
to their levels under pure administered pricing. A possible explanation
for this asymmetry is that under partial deregulation, the rating bureau
continues to act as a cartelizing force pushing rates up above competi-
tive levels. On the other hand, insurance prices under a loss-costs-
without-prior-approval system are much more responsive to market
forces.

Employer Costs, the Insurance Cycle, and Regulatory Stringency

The regression results presented in the previous section suggest
that the effect of deregulation on employer costs is dependent upon the
strategy of the regulatory agency prior to deregulation. Where insur-
ance commissions suppress rates (resulting in high loss ratios), then
deregulation is associated with higher costs as insurers raise rates to
more profitable levels (or, in the case of 10ss-cost regimes without prior
approval, deregulation leads to smaller rate reductions). The opposite
istrueif rates are not suppressed under regulation; in this case, insurers
will reduce rates following deregulation—at |east in the most deregu-
lated environment. Results from Tables 7.5 and 7.6 also suggest that
the effect of these regulatory strategies on employer costs may differ
depending on the stage of the insurance cycle.

In this section, we examine the effect of the interaction of regula-
tory stringency and market conditions (stage of the insurance cycle) on
the relationship between insurance price regulation and employer
costs. Specifically, we present regression results predicting employer
costs as a function of a series of terms that interact the hard-market
dummy with the regulatory-stringency variable, the hard-market
dummy with the regulatory-environment dummies, and all three vari-
ables together. These regressions, which are reported in Appendix
Table G.3, include the full set of control variables (with the exception
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of year dummies, which were excluded due to collinearity with the
hard-market dummy).

Table 7.10 presents estimates of the effects of regulatory strin-
gency and of the insurance cycle (“ Effect of aHard Market”) in differ-
ent regulatory environments per these regression models. Thefirst data
set shows that, in a hard market, the regulatory stringency variable has
a consistent (negative) relationship with employer costs under pure
administered pricing. There is some suggestion that this reduction in
costs associated with stringency is more marked during the soft phase
of the insurance cycle than during the hard phase. Interestingly, there
is no apparent relationship between stringency and costs in variations-
from-bureau-rates-with-prior-approval jurisdictions when these addi-
tional controls are introduced, suggesting that the impact of stringency
on costs under this regime (see Table 7.9) is solely attributable to cycle
effects.

The data aso indicate that the insurance cycle has different effects
on employer costs under different regulatory regimes. Similar to our
previous results, costs are lower in a hard market relative to a soft one
in jurisdictions where the statute provides regulators with greater con-
trol over rates. However, under more comprehensive deregulation,
while these costs appear to be lower in a hard market, the differences
are not statistically significant. This provides further evidence that reg-
ulatory agencies suppress rates in regulated markets, while pricesin a
deregulated market environment are more responsive to market forces.

Our estimates of the effects of deregulation relative to pure admin-
istered pricing under three conditions of regulatory stringency, during
both the hard and soft stages of the insurance cycle, are reported in
Table 7.11. Thevauesin thistable are estimates of the percentage cost
differential between the regulatory regime listed in the row headings
and pure administered pricing (under different conditions of regulatory
stringency and during different stages of the insurance cycle). For
example, these results show that under conditions of low stringency in
a hard market, adjusted manual rates in loss-cost systems that do not
require prior approval of rates are 31.52 percent lower than adjusted
manual rates in pure-administered-pricing jurisdictions.

Overall, theresultsin Table 7.11 are consistent with prior expecta
tions, as well as with the results of our previous analyses. Once again,
the estimates suggest that, under most scenarios, costs are higher in
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Table7.10 Effectsof Regulatory Stringency or Hard Markets on
Employer Costsunder Different Regulatory Regimes?

Adjusted manual Net weekly

Regulatory regime rates costs
Effect of regulatory stringency in ahard market
Pure admin. pricing -0.2621** -0.2086*
(2.51) (1.93)
Var. from bureau rates w/prior appr. -0.0377 -0.0157
(0.49) (0.20)
Adv. rates w/o prior appr. —0.4998* ** —0.4780**
(2.66) (2.49)
L oss costs w/prior appr. -0.1627 -0.1333
(0.80) (0.64)
L oss costs w/o prior appr. 0.0867 0.0190
(0.38) (0.09)
Effect of regulatory stringency in a soft market
Pure admin. pricing —0.3805*** —0.3785***
(3.96) (3.92)
Var. from bureau rates w/prior appr. -0.1043 —0.0960
(1.36) (1.24)
Adv. rates w/o prior appr. —0.1055 0.1828
(0.21) (0.31)
L oss costs w/prior appr. -0.2150 -0.2127
(1.48) (1.45)
L oss costs w/o prior appr. 0.6500** 0.7199**
(2.33) (2.52)
Effect of a hard market
Pure admin. pricing —0.0717*** —0.0439*
(2.90) (1.74)
Var. from bureau rates w/prior appr. —0.3082** —0.3382***
(2.30) (2.57)
Adv. rates w/o prior appr. -0.1661 -0.2021
(1.08) (1.33)
L oss costs w/prior appr. -0.1510 -0.2025
(0.96) (1.33)
L oss costs w/o prior appr. -0.0394 —0.0903
(0.24) (0.57)

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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Table7.11 Effectsof Regulatory Stringency and the Insurance Cycle on
Employer Costsunder Different Regulatory Regimes?

Regulatory stringency

Regulatory regime Low Medium High
Adj. manual ratesin a hard market
Var. from bureau rates w/prior appr. 0.0813 0.1641*** 0.2532x**
(1.55) (4.13) (5.41)
Adv. rates w/o prior appr. 0.1078 0.1923** 0.2832*
(0.88) (2.47) (1.72)
L oss costs w/prior appr. —0.0180 0.0296 0.0796
(0.24) (0.51) (1.24)
L oss costs w/o prior appr. -0.3152***  -0.1670*** 0.0134
(5.00) (3.67) (0.21)
Adj. manual ratesin a soft market
Var. from bureau rates w/prior appr. -0.0201 0.0333 0.0897*
(0.45) (0.89) (1.80)
Adv. rates w/o prior appr. 0.3789*** 0.2757%** 0.1803**
(4.14) (4.23) (1.96)
L oss costs w/prior appr. 0.0937 0.1217* 0.1504*
(0.99) @.77) (1.92)
L oss costs w/o prior appr. -0.0497 0.0268 0.1095
(0.73) (0.48) (1.35)
Net weekly costsin a hard market
Var. from bureau rates w/prior appr. 0.0984* 0.1839*** 0.2761***
(1.86) (4.58) (5.83)
Adv. rates w/o prior appr. 0.0656 0.2120*** 0.3785**
(0.55) (2.69) (2.20)
L oss costs w/prior appr. 0.0108 0.0597 0.1111*
(0.149) (1.02) (1.70)
L oss costs w/o prior appr. -0.3082***  —0.1520*** 0.0395
(4.85) (3.30) (0.62)
Net weekly costs in a soft market
Var. from bureau rates w/prior appr. —0.0010 0.0436 0.0901*
(0.02) (1.15) (1.80)
Adv. rates w/o prior appr. 0.3997*** 0.2880*** 0.1851**
(4.32) (4.38) (2.00)

(continued)
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Table 7.11 (continued)

Regulatory stringency

Regulatory regime Low Medium High
L oss costs w/prior appr. 0.1053 0.1256* 0.1462*
(1.10) (1.82) (1.87)
L oss costs w/o prior appr. -0.0232 0.0275 0.0808
(0.33) (0.49) (1.00)

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.

partially deregulated environments than under pure administered pric-
ing. Similarly, the relationship between regulatory stringency and the
regul ated/deregulated cost differential is also consistent with prior
expectations and previous results. As hypothesized, the cost differen-
tial in most instances becomes more positive (less negative) as regula-
tory stringency increases (as the extent of regulatory rate suppression
increases).

Predicted Employer Costs

Table 7.12 presents cost predictions based on the regression results
reported in Table 7.7. With the exception of the regulatory regime, all
independent variables retained their actual values; that is, the predic-
tions were made assuming that the values of the control variables were
identical to their estimated sample values.

Thefirst data column in Table 7.12 reports the actual costs for each
regulatory regime listed in the row headings. The remaining columns
report predicted costsif the state changed regulatory regimes from that
listed in the row heading to that listed in the “New regime” column
headings. For example, the table shows that employers under pure-
administered-pricing regimes actually paid average adjusted manual
rates equal to $1.46 per $100 of payroll or net weekly costs of $7.68
per employee. If these pure-administered-pricing states adopted a
regime whereby the regulatory agency permitted variations from
bureau rates but continued to require prior approval, employers would
pay, on average, an adjusted manual rate of $1.57 per $100 of payroll
or net weekly costs equal to $8.25 per employee. This amountsto a



Table7.12 Predicted Costs under Different Assumed Regulatory Regimes

New regime
Var. from
Pure admin. bureau rates Adv. rates Loss costs Loss costs
Current regulatory regime Actual costs pricing wi/prior appr. w/o prior appr. w/prior appr. w/o prior appr.
Adjusted manual rates
($/$100 payroll)
Pure admin. pricing 1.46 151 157 1.72 154 1.32
Var. from bureau rates 1.67 157 1.65 1.80 161 1.39
w/prior appr.
Adv. rates w/o prior appr. 210 210 2.20 240 215 184
L oss costs w/prior appr. 3.10 2.98 3.20 342 312 2.69
L oss costs w/o prior appr. 249 2.67 287 3.06 2.80 241
Net weekly costs ($/employee)
Pure admin. pricing 7.68 7.72 8.25 8.93 8.05 6.86
Var. from bureau rates 8.43 7.88 8.44 9.12 8.23 7.03
w/prior appr.
Adv. rates w/o prior appr. 10.59 9.19 9.85 10.64 9.61 8.20
L oss costs w/prior appr. 15.72 14.81 16.19 17.30 15.77 1351
L oss costs w/o prior appr. 13.35 14.09 15.46 16.48 15.06 1291

Lae
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six-cent cost increase in the adjusted manual rate over the rate pre-
dicted under pure administered pricing, an increase of approximately 4
percent. Alternatively, net weekly costs per employee would rise by
$0.53, which amounts to a 5 percent increase over the rate paid under
pure administered pricing.

The data from this table show that moving from the most regulated
regime (pure administered pricing) to the most deregulated (aloss-cost
system that does not require prior approval) results in a predicted 19-
cent rate reduction, from $1.51 to $1.32 per $100 of payroll, equivalent
to a 13 percent drop. However, the adoption of less comprehensive
forms of deregulation typically resultsin higher insurance prices. Pure
administered pricing resultsin costs that are higher than those found in
all deregulated environments save the loss-cost regimes without prior
approval. Nonetheless, it is important to recall that, in this table, the
regulatory stringency is held constant at actual levels.

In Tables 7.13 and 7.14 we present cost predictions at different lev-
els of regulatory stringency based on the regression results reported in
Table 7.7. Asbefore, with the exception of the regulatory regime, these
predictions are based on the actual values of the independent variables
in the equation, including regulatory stringency. Low-stringency pre-
dictions were made for states in which the value of the stringency vari-
able was less than 0.8 (one standard deviation below the mean),
medium-stringency observations had values between 0.8 and 1.2 (one
standard deviation above the mean), and high-stringency observations
had values over 1.2.

The datain these tables indicate that under low stringency, the pre-
dicted cost of every regulatory regime except advisory rate systems
that require prior approval is less than that predicted for the pure-
administered-pricing system. Predicted costs for oss-cost regimes that
do not require prior approval are substantially less than the costs for
pure administered pricing. Under most scenarios, employer costs
under comprehensive deregulation are predicted to be 20-25 percent
less than costs under pure administered pricing.

Under conditions of average and high stringency, the cost advan-
tage for deregulation (other than loss-cost-without-prior-approval
regimes) is eliminated altogether. Under high stringency conditions,
moving from a pure-administered-pricing plan to a loss-cost system



Table 7.13 Predicted Adjusted Manual Rates under Different Assumed Regulatory Regimes and Stringency
Conditions ($ per $100 of payrall)

New regime
Var. from
Pureadmin.  bureau rates Adv. rates Loss costs Loss costs
Current regulatory regime Actua costs pricing w/prior appr. w/o prior appr. w/prior appr. w/o prior appr.

Low stringency

Pure admin. pricing 181 1.88 1.79 213 176 1.48

Var. from bureau rates w/prior appr. 2.00 2.04 1.93 231 191 1.60

Adv. rates w/o prior appr. 117 3.32 3.06 3.74 3.03 2.52

L oss costs w/prior appr. 3.24 4.00 3.56 4.49 3.53 2.92

L oss costs w/o prior appr. 1.93 243 231 2.75 2.28 191
Medium stringency

Pure admin. pricing 1.29 134 1.40 153 137 117

Var. from bureau rates w/prior appr. 155 147 154 1.69 151 1.29

Adv. rates w/o prior appr. 2.05 2.01 2.10 2.30 2.05 175

L oss costs w/prior appr. 311 294 3.10 3.36 3.03 2.60

L oss costs w/o prior appr. 2.53 2.76 2.92 3.16 2.85 245
High stringency

Pure admin. pricing 2.67 2.63 311 3.05 3.00 2.64

Var. from bureau rates w/prior appr. 2.25 184 231 214 221 1.97

Adv. rates w/o prior appr. 3.27 2.72 3.16 3.15 3.05 2.68

L oss costs w/prior appr. 3.00 2.63 324 3.06 311 2.76

L oss costs w/o prior appr. 248 2.32 2.84 2.70 2.73 242

6¢¢




Table7.14 Predicted Net Weekly Costs under Different Assumed Regulatory Regimes and Stringency Conditions
(% per employee)

0ee

New regime
Var. from
Pureadmin.  bureau rates Adv. rates Loss costs Loss costs
Current regulatory regime Actua costs pricing w/prior appr. w/o prior appr. w/prior appr. w/o prior appr.

Low stringency

Pure admin. pricing 9.80 9.37 9.06 10.38 8.89 7.44

Var. from bureau rates w/prior appr. 10.92 10.99 10.58 12.15 10.39 8.69

Adv. rates w/o prior appr. 5.82 7.28 7.08 8.08 6.95 5.82

L oss costs w/prior appr. 16.26 19.80 17.94 21.32 17.68 14.63

L oss costs w/o prior appr. 10.57 12.84 12.40 14.21 12.17 10.19
Medium stringency

Pure admin. pricing 6.80 6.90 7.35 797 717 6.11

Var. from bureau rates w/prior appr. 7.73 7.27 7.75 8.40 7.56 6.45

Adv. rates w/o prior appr. 10.36 8.99 9.58 10.39 9.35 7.97

L oss costs w/prior appr. 15.97 14.81 15.92 17.17 15.53 13.26

L oss costs w/o prior appr. 13.69 14.70 15.86 17.07 15.46 13.21
High stringency

Pure admin. pricing 13.72 13.55 16.29 16.49 15.78 13.76

Var. from bureau rates w/prior appr. 11.43 9.27 11.85 11.58 11.43 10.08

Adv. rates w/o prior appr. 16.69 12.73 15.06 15.38 14.60 12.69

L oss costs w/prior appr. 14.90 12.71 1591 15.74 15.37 1351

L oss costs w/o prior appr. 12.75 11.77 14.64 14.53 14.15 12.42
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without prior approval results in a slight increase (about 5 percent) in
employer costs.

Overall, the resultsin this chapter provide evidence consistent with
the economic theory outlined in the previous chapter; that is, the strat-
egy of the agency responsible for rate regulation largely determines the
effect of deregulation on costs. To the extent that rates are suppressed
by the regulatory agency, partial deregulation will be associated with
an increase in employer costs. In general, the results for partial dereg-
ulation also indicate that, while regulatory strategies appear to vary
across state insurance commissions, on average, state commissions are
more likely to suppress rates prior to deregulation than act as a carteliz-
ing force that boosts rates above competitive levels. Higher costs are
found under all partialy deregulated regimes.

On the other hand, under most scenarios, employer costs in loss-
cost systemsthat do not require prior approval, the |east regulated mar-
ket environment, are substantially lower than costs under pure adminis-
tered pricing. In other words, more comprehensive deregulation has an
effect on employer costs that is different from the effect of more mod-
erate forms of deregulation. One possible explanation for these seem-
ingly contradictory results is that partial deregulation has an
asymmetric impact on employer costs, i.e., it leads to increased costs
under stringent regulation but fails to reduce costs under conditions of
low stringency. The reason for this asymmetry is that, under partial
deregulation, the rating bureau acts as a cartelizing force blunting the
impact of market forces. In addition (or alternatively), insurersin loss-
cost systems that do not require prior regulatory approval of rates
respond to deregulation by cutting prices in an attempt to gain market
share.

MARKET STRUCTURE AND RATE REGULATION

Insurance rate regulation affects market outcomes other than costs.
If, for example, the workers’ compensation insurance regulatory
agency is“captured” by employers, then we would expect that deregu-
lation will increase the number of insurers willing to underwrite work-
ers’ compensation policies; as a result, the market should become less
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concentrated. On the other hand, the market could become more con-
centrated after deregulation if insurance industry interests dominate the
regulatory agency, as marginal insurers who had entered the market
attracted by supracompetitive prices are forced to exit following dereg-
ulation and consequent rate reductions.

As previously indicated, traditional measures of market structure
are four- and eight-firm concentration ratios, which may be defined as
the share of the compensation insurance market (in terms of direct pre-
miums written) that is controlled by the largest four and eight insur-
ance carriers in the market, respectively.

National data on four- and eight-firm concentration ratios in the
workers' compensation insurance market for the period 1975-1995 are
depicted in Figures 7.5 and 7.6, respectively.® These data show cycli-
cal variation that is roughly coextensive with the insurance cycle. That
is, the average concentration ratio increases during hard market periods
(i.e., between 1975 and 1977 and between 1984 and 1992) and declines
during the soft market phases (i.e., between 1978 and 1983 and
between 1993 and 1995). Interestingly, the variability in these mea-
sures shows similar cyclical variation, with a three- to four-year lag.
Variability appears to increase from 1988 through 1992 and declines
from 1980 through 1985.

The 1995 interstate variation in the four- and eight-firm concentra-
tion ratios, respectively, are shown in Figures 7.7 and 7.8. The datain
these figures also exhibit substantial variability. The four-firm concen-
tration ratio ranges from 0.685 in Maine to 0.237 in Indiana, and the
eight-firm ratio ranges from 0.905 in Maine to 0.393 in Indiana. That
is, the four largest groups in Maine account for 68.5 percent of the
direct premiums written there, and the eight largest insurer groups
account for 90.5 percent of the market.

To determine the effect of rate regulation on workers' compensa-
tion market structures, we estimated simple regression equations: four-
and eight-firm concentration ratios are predicted as a function of the
variables used to characterize the regulatory environment in the cost
regression equations, as well as measures of market size and state and
year dummies. Datain these regressions are limited to those states that
permit private insurance.
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Figure 7.5 Four-Firm Concentration Ratio, 1975-95 (mean + S.D.)
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Figure 7.6 Eight-Firm Concentration Ratio, 1975-95 (mean + S.D.)
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Figure 7.7 Four-Firm Concentration Ratios for 1995, by State
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Figure 7.8 Eight-Firm Concentration Ratiosfor 1995, by State
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MARKET STRUCTURE REGRESSIONS

Assuming that the nearest thing to a competitive market isfound in
loss-cost systems that do not require prior approval, then our cost
results suggest that rates in less deregulated regimes are higher than
competitive market levels. The cost results indicate that either there
are inefficiencies associated with pure administered pricing or that
insurers are able to cartelize the market under administered pricing, at
least in the short run. As can be seen from Table 6.1, we are unable to
predict the impact of deregulation on market structure if the underlying
market, in the absence of regulation, is competitive. However, a find-
ing of a negative relationship (or no relationship) between deregulation
and market concentration would provide confirmatory evidence for the
economic theory of rate regulation discussed in Chapter 6.

To examine this issue, we estimated regression models predicting
statewide four- and eight-firm concentration ratios for the workers’
compensation insurance line in states that permit private insurance car-
riers to offer compensation insurance.® These regressions included the
regulatory environment variables used in our previous analyses: the
stringency variable, the hard-market dummy, and state and year dum-
mies to control for unobserved variation in other factors that could
influence market concentration. As controls, we also included the
competitive-state-fund dummy, covered employment, and nonfarm
employment. These latter variables measure the size of the market and
should be negatively related to market concentration. Since the range
of the concentration ratio is limited to between zero and one, these
market concentration variables were transformed to log-odds ratios.
Due to the presence of heteroscedasticity for ordinary least squares
regressions, we estimated weighted least squares regressions, using
nonfarm employment as weights. Our empirical analysisis similar to
that used to estimate the impact of regulation on compensation costs,
except that we limit our investigation to our preferred (for purposes of
analysis) regulatory regime specification.

Market Structure and Statutory Regulatory Regimes

The results of our market structure regression eguations are pre-
sented in Table 7.15. As was the case with our previous analyses, the



The Effect of Regulation: Evidence 237

Table7.15 Regression Coefficientsfor Insurance Market Concentration
as a Function of the Regulatory Environment?

4-Firmconc.  8-Firm conc.

Variable ratio ratio

Covered employment —0.0306* ** —0.0271***
(4.09) (3.57)

Nonfarm employment x 1000 —0.0374** —0.0418***
(2.50) (2.76)

Competitive state fund 0.0018 0.0199
(0.04) (0.39)

Var. from bureau rates w/prior appr. —0.1902* ** —0.1548***
(6.28) (4.92)

Adv. rates w/o prior appr. -0.0441 -0.0673
(0.89) (1.36)

L oss costs w/prior appr. —0.1321*** -0.1010*
(2.62) (1.94)

L oss costs w/o prior appr. —0.1396* ** —0.1231***
(3.18) (2.73)

State dummies Yes Yes

Y ear dummies No No

Adjusted R? 0.7165 0.7164

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.

reported coefficients measure the effect of the regulatory regime on the
dependent variable relative to pure administered pricing. These esti-
mates are generally consistent with the idea that market structure
becomes less concentrated following deregulation. On the other hand,
an examination of the pattern of coefficients shows that the extent of
this reduction in market concentration is apparently unrelated to the
extent that the statutory regulatory regime provides regulators with the
tools to control rates. In particular, the reduction in market share asso-
ciated with the most deregulated environment (loss costs without prior
approval) is less than the reduction associated with the least deregu-
lated environment (variations from bureau rates with prior approval).
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Nonetheless, markets are less concentrated under the loss-costs-
without-prior-approval regime than under administered pricing, which
is consistent with our cost findings (which were lower also) and with
the hypothesis that regulatory agencies are not captured by the
insureds. An explanation consistent with both the cost and market con-
centration results is that this more comprehensive form of deregulation
induces smaller insurers to set prices at or below pure premium levels
to gain market share. While this hypothesis violates assumptions of
economic rationality on the part of insurers, recent anecdotal evidence
from Californiawould tend to support it.

Market Structure, Statutory Regimes, and the I nsurance Cycle

To determine the effects of the stage of the insurance cycle on mar-
ket structure, we estimated equations predicting four- and eight-firm
concentration ratios as a function of the regulatory regime and the
hard-market dummy variable. Regulatory regime/hard market interac-
tion terms were included in these equations, which are reported in
Tables 7.16 and 7.17.

Results in the previous section indicated that employer costs under
pure administered pricing are lower in a hard market relative to a soft
one. We interpret these findings as evidence that rate suppression
reduces profit margins in a market where demand outstrips supply. As
aresult, we expect that under pure administered pricing, markets will
be more concentrated in a hard market than in a soft one as marginal
insurers leave the market; that is, the reduction in market concentration
due to deregulation should be greater in a hard market than in a soft
one. Similarly, we expect that deregulation effects will be greater in
hard markets relative to soft ones.

The datain Tables 7.16 and 7.17 offer only partial support for this
hypothesis. These data indicate that under pure administered pricing,
market concentration is reduced during a hard market relative to the
soft phase of the cycle, contrary to predictions. However, the interac-
tion terms suggest that the effect of deregulation on market concentra-
tion is modified by the phase of the insurance cycle in away that is
consistent with expectations. From Table 7.16, we can see that every
regulatory regime dummy is negatively signed, while every interaction
term has a positive relationship with market concentration. These
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Table7.16 Regression Coefficientsfor Insurance Market Concentration
as a Function of the Regulatory Environment and Stage of

thelnsurance Cycle?

4-Firmconc.  8-Firm conc.
Variable ratio ratio
Covered employment -0.0127 -0.0098
(1.62) (1.22)
Nonfarm employment x 1000 0.0266** 0.0564***
(2.32) (4.82)
Competitive state fund 0.0663 0.0602
(1.22) (1.07)
Hard market —-0.0619** —0.0568**
(2.40) (2.15)
Var. from bureau rates w/prior appr. —0.2569* ** —0.2158***
(7.62) 6.09)
Var. from bureau rates w/prior appr. x hard market 0.1480*** 0.1620***
(4.56) (4.88)
Adv. rates w/o prior appr. —0.1241** —0.1584***
(2.12) (2.69)
Adv. rates w/o prior appr. x hard market 0.1763*** 0.2585***
(2.87) (4.10)
L oss costs w/prior appr. —0.1622*** —0.1149**
(2.93) (2.97)
L oss costs w/prior appr. x hard market 0.3597*** 0.4068***
(4.85) (5.35)
L oss costs w/o prior appr. —0.0844* -0.0738
(1.68) (1.43)
L oss costs w/o prior appr. x hard market —0.0008 0.0870
(0.01) (1.40)
State dummies Yes Yes
Y ear dummies No No
Adjusted R? 0.6727 0.6672

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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Table7.17 Effectsof Regulatory Regimes and the Insurance Cycle on
Market Structure?

4-Firmconc.  8-Firm conc.
Regulatory regime ratio ratio

Regulatory regime effectsin a hard market

Var. from bureau rates w/prior appr. —0.1384*** -0.0780**
(3.80) (2.02)

Adv. rates w/o prior appr. 0.0447 0.0898
(0.75) (1.45)

L oss costs w/prior appr. 0.2004*** 0.3295***
(2.63) (4.00)

L oss costs w/o prior appr. -0.0852 0.0104
(1.51) (0.17)

Regulatory regime effectsin a soft market

Var. from bureau rates w/prior appr. —0.2569* ** —0.2158***
(7.62) (6.09)

Adv. rates w/o prior appr. —0.1241** —0.1584***
(2.12) (2.69)

L oss costs w/prior appr. —0.1622*** —0.1149**
(2.93) (2.97)

L oss costs w/o prior appr. —0.0844* -0.0738
(1.68) (1.43)

Effects of a hard market under different
regulatory regimes

Pure admin. pricing —0.0600** —0.0552**
(2.40) (2.15)

Var. from bureau rates w/prior appr. 0.0899*** 0.1109***
(4.40) (5.25)

Adv. rates w/o prior appr. 0.1212** 0.2235***
(2.07) (3.57)

L oss costs w/prior appr. 0.3468*** 0.4192***
(4.27) (4.90)

L oss costs w/o prior appr. —-0.0608 0.0307
(1.15) (0.54)

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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results suggest, contrary to predictions, that during the soft phase of the
cycle, market concentration is reduced in all deregulated environments
relative to its level under pure administered pricing; but, this reduction
in the deregulated/administered pricing differential is diminished,
eliminated, or even reversed during ahard market. Thisisconfirmedin
the bottom data set of Table 7.17, which shows that partially deregu-
lated markets become increasingly concentrated during a hard market
and that the market structure is unaffected by the insurance cycle or
becomes less concentrated during a hard market in states where prices
are administered.

On the other hand, these same data in Table 7.17 also indicate that
the insurance cycle hasllittle, if any effect on market structure in states
with loss-cost systems that do not require prior approval. Once again,
partial deregulation has an effect on market outcomes that is different
from the effect of more comprehensive deregul ation.

Market Structure, Statutory Regimes, and Regulatory Stringency

The economic theory of rate regulation outlined in the previous
chapter predicts that if the underlying market is competitive, markets
will becomeincreasingly concentrated as the degree of rate suppression
increases. Totest thishypothesis, weincluded the regulatory stringency
measure in the regression equation. The results of this analysis are
reported in Tables 7.18 and 7.19.

These results substantially support our hypothesis that regulation
increases market concentration. Regulatory stringency is positively
associated with market concentration in the two most highly regulated
environments: pure administered pricing and variations from bureau
rates that require prior approval. In addition, this positive relationship
between regulatory stringency and market concentration is substan-
tially attenuated in deregulated environments. Thisisto be expected if
the regulatory stringency variable is only meaningful where the statute
provides the insurance commission with significant powers to set rates.
Finally, the datain the first two data sets of Table 7.19 show that the
impact of deregulation on market structure increases as regulators sup-
press rates. Market concentration ratios under each deregulated regime
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Table 7.18 Regression Coefficientsfor Insurance Market Concentration
as a Function of the Regulatory Environment and

Regulatory Stringency?

4-Firmconc.  8-Firm conc.
Variable ratio ratio
Covered employment —0.0290% ** —0.0260***
(3.98) (3.56)
Nonfarm employment x 1000 —0.0421*** —0.0477***
(2.88) (3.25)
Competitive state fund 0.0194 0.0821
(0.37) (1.56)
Regulatory stringency 0.6006*** 0.6473***
(6.59) (7.08)
Var. from bureau rates w/prior appr. 0.2274* 0.2216*
2.77) 1.72)
Var. from bureau rates w/o prior appr. x loss ratio —0.3981*** —0.3514***
(3.76) (3.31)
Adv. rates w/o prior appr. 1.6508*** 1.2379***
(4.38) (3.57)
Adv. rates w/o prior appr. x lossratio —1.0071*** —0.8575***
(4.45) (3.73)
L oss costs w/prior appr. 0.4770** 0.1348
(2.10) (0.68)
L oss costs w/prior appr. x lossratio —0.4977*** -0.2222
(3.05) (1.35)
L oss costs w/o prior appr. 0.9930*** 1.0055***
(3.59) (3.61)
L oss costs w/o prior appr. x loss ratio —0.8166*** —0.8136***
(4.42) (4.39)
State dummies Yes Yes
Y ear dummies Yes Yes
Adjusted R? 0.7340 0.7399

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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Table 7.19 Effectsof Regulatory Regimes and Regulatory Stringency on
Market Structure?

Regulatory stringency

Regulatory regime Low Medium High

Four-firm concentration ratios
Var. from bureau ratesw/prior appr.  —0.1023***  -0.1713***  —0.2679***

(2.57) (5.65) (7.32)

Adv. rates w/o prior appr. 0.2045***  —-0.0199 —0.2263***
(3.01 (0.39) (3.02)

L oss costs w/prior appr. 0.0050 —0.0934* —0.2011***
(0.07) (2.79) (3.61)

L oss costs w/o prior appr. 0.0446 -0.1119***  —0.2809***
(0.73) (2.58) (4.85)

Eight-firm concentration ratios
Var. from bureau ratesw/prior appr.  —0.0746* —0.1373***  —0.2178***

(1.84) (4.42) (5.92)
Adv. rates w/o prior appr. 0.1397** —0.0433 —0.2192***
(2.10) (0.85) (2.89)
L oss costs w/prior appr. —0.0423 —0.0859 —0.1365**
(0.61) (1.63) (2.44)
L oss costs w/o prior appr. 0.0524 —0.1051** —0.2731***
(0.85) (2.40) (4.69)
Stringency effects 4-Firm 8-Firm
Pure administered pricing 0.5989*** 0.6448***
(6.58) (7.05)
Var. from bureau rates w/prior appr. 0.1990*** 0.2940* **
(3.13) (4.60)
Adv. rates w/o prior appr. —0.4320** -0.2302
(2.14) (1.12)
L oss costs w/prior appr. 0.0839 0.4116***
(0.62) (3.03)
L oss costs w/o prior appr. -0.2124 —0.1656
(1.27) (0.99)

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
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decline relative to pure administered pricing as the degree of rate regu-
lation intensifies.

The picture that emerges from these data is that deregulation
results in increased competition in the workers' compensation market.
Furthermore, markets become more concentrated as regulators more
stringently suppress rates in more regulated markets. However, unlike
the cost analyses, we find only dight evidence that partial deregulation
has a different impact on market structure than does more comprehen-
sive deregulation. In addition, the results with respect to the insurance
cycle are somewhat difficult to reconcile with similar results from the
cost analyses or with the economic theory of rate regulation more gen-
eraly.

CONCLUSIONSABOUT THE EFFECT OF DEREGULATION

The important results that emerged from the analyses described in
this chapter are as follows. Most forms of partial deregulation are, on
average, associated with higher employer costs for workers' compensa-
tion. On the other hand, more comprehensive deregulation (e.g., loss-
cost systems that do not require prior approval) is, on average, associ-
ated with lower employer costs. In addition, the impact of deregulation
on costs depends not only on the statutory form of deregulation, but on
the behavior of the regulatory agency prior to deregulation; where the
regulatory agency has suppressed rates, deregulation is more likely to
lead to increased costs. The behavior of the regulatory agency is
apparently related to the state of the insurance market; regulatory agen-
cies are more likely to suppress rates during a hard market, when
demand exceeds supply, than during a soft one. Consequently, the
impact of deregulation varies over the insurance cycle. Finally, all
forms of deregulation are likely to lead to an increase in competitive-
ness, while rate suppression is likely to reduce market competitiveness.

What may we conclude from these results? Given the contradic-
tory findings for partial and comprehensive deregulation, it is difficult
to draw clear inferences concerning the nature of regulation (i.e.,
whether regulatory agencies are more likely to respond to employers
and suppress rates or whether they are more likely to help the insurance
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industry cartelize the market). Our inability to do so leads us to con-
clude that regulators do neither, at least not consistently. Lagsinherent
in the regulatory process may be responsible for this inconsistency.
However, it may also be due to the ebb and flow of political pressures
over the course of the insurance cycle. Asthe market hardens, political
pressures from employers may force regulators to become more con-
cerned with the impact of insurance rates on the state’s business cli-
mate. Asaresult, rates are suppressed. When the market softens once
again, the political pressures ease and, concomitantly, regulators’ con-
cerns over the effect of workers' compensation rates vanish and rates
are allowed to rise to competitive (and, perhaps, supracompetitive) lev-
els.

Insurers respond to this pattern of regulatory behavior by increas-
ing prices during the soft phase of the insurance cycle or by not reduc-
ing prices as much as would be expected in an unregulated market.
Thisis easier to accomplish where the market has been partially dereg-
ulated. Anticipating rate suppression when the market hardens again,
insurersin partially deregulated systems are likely to keep market rates
higher than the competitive level during the soft phase of the cycle. In
a partially deregulated environment, this is facilitated by the rating
organization, which promulgates rates that serve as a pricing point for
insurance carriers. This accounts for the asymmetry between compre-
hensive and partia deregulation. Comprehensive deregulation results
in lower prices during both phases of the insurance cycle, while insur-
ers take advantage of regulatory indifference to higher rates during the
soft phase, in anticipation of the coming crunch when the market hard-
ens once again.

A regulated market isamore risky environment for insurers. Thus,
insurerswill be attracted to a market that has deregulated, resulting in a
less concentrated insurance market. It also seems possible, if not
likely, that the influx of insurersinto a completely (or near completely)
deregulated market resultsin a price war, asinsurers cut ratesto gain or
maintain market share.

This interpretation of our results leads us to conclude that a com-
pletely deregulated market is a more efficient delivery system and is,
therefore, preferable to either partial deregulation or administered pric-
ing. The latter two alternatives seem to be associated with inefficien-
cies resulting from insurer uncertainty over their ability to respond to
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market changes. Further, anecdotal evidence from states such as
Rhode Island (as we described at the beginning of this book) suggest
that insurance rate regulation can sometimes have near catastrophic
conseguences for al of the stakeholders in the workers' compensation
program.

Nonetheless, we are cautious in our conclusions for a couple of
reasons. First, while we have arelatively long data series spanning at
least one compl ete insurance cycle, most deregulation—and, in partic-
ular, most comprehensive deregulation—occurred at the end of study
period, so that we were only able to observe the effects of such deregu-
lation for a few years. The evidence suggests that comprehensive
deregulation has led to a price war in the workers' compensation insur-
ance market in some states. |If so, it is possible that the substantial rate
reductions found in those states will be short-lived; as the war for mar-
ket share is resolved, prices may rise once again. In addition, the latter
period (when states moved to open competition) appearsto have been a
soft phase of the insurance cycle. Despite our best efforts, we may not
have adequately controlled for this effect.

Second, while comprehensively deregulated programs seem to per-
form well relative to the delivery system efficiency objective, their per-
formance on other criteriamay be less admirable. Asnoted in Chapter
2, regulation was first introduced to the insurance industry as a means
of preventing insurer insolvency and the concomitant availability prob-
lems. In addition, various groups have expressed concerns over qual-
ity-of-service problems associated with different insurance arrange-
ments. It is possible that while comprehensive deregulation improves
system performance relative to the delivery system efficiency criterion,
it diminishes performance relative to other objectives. We are particu-
larly interested in one aspect of service quality asit relates to the injury
prevention objective of workers' compensation: workplace health and
safety as measured by the lost-time injury rate. We examine this aspect
in the next chapter.

Notes

1. We used the combined ratio to distinguish between hard and soft markets because
we are interested in the effects of insurance cycles on costs regardless of cause,
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that is, whether the cycle is caused by changes in investment returns or other fac-
tors.

Specifically, a Cox hypothesis test was used to determine whether the regulatory
rules model was superior to the full set regulatory regime model. Then, F-tests
were used to determine whether the various regimesin the full set regulatory envi-
ronment model had effects on employer costs that were significantly different
from one another.

The Cox statistic has a standard normal distribution. Tests comparing the regula-
tory rules specification predicting adjusted manual rates and net weekly costswith
the model 1 regulatory regime specification yielded absolute Cox statistics greater
than 6.

These values were estimated by adding the coefficient values for the regulatory
regime dummy and the associated interaction term.

The datain Figures 7.5 and 7.6 are state averages.

The Herfindahl-Hirschman Index (HHI), which is the sum of squares of percent-
age market shares of each firm, is a superior measure of market concentration
since it reflects the entire distribution of firms rather than only the largest four or
eight firms. However, HHI data were not readily available and resource limita-
tions forced us to rely on the four- and eight-firm concentration ratios. These
measures typically are highly correlated with the HHI.
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8
| nsurance Arrangements and
Wor kplace Safety

Thus far, we have examined two market outcomes potentially
affected by workers' compensation insurance arrangements, i.e.,
employers costs and market structure. Yet, the debate on private versus
public provision of insurance or rate regulation frequently centers on
another outcome: the quality of services provided to employers and
employees covered by workers' compensation programs. Service
quality has a number of dimensions, including the accuracy and timeli-
ness of policiesissued by the carrier, loss prevention and safety engi-
neering, and carrier claims adjustment efforts. In this chapter, we
examine one aspect of this outcome, workplace safety, as it is mea-
sured by the lost-time injury rate. We are particularly interested in a
hypothesis advanced by Danzon and Harrington postulating that rate
suppression by insurance regulators reduces employer and insurer loss
control incentives and consequently results in a higher injury rate and
greater loss experience more generally.

THE ECONOMIC THEORY OF WORK ACCIDENTS

There is alarge theoretical and empirical literature examining the
determinants of the incidence of workplace injuries. This literature
assumes that while the occurrence of a single work-related accident is,
by definition, a random event not within the control of either the
worker or the employer, both parties can influence the frequency and
severity of injuries in the aggregate: workers can take greater care on
the job, and employers can introduce equipment and worksite practices
to improve inherent safety in the work environment.

The extent to which both parties adopt practices designed to reduce
the probability of awork accident depends on the associated costs and
benefits. Accident costs for injured workers include lost income, pain
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and suffering, and the loss of enjoyment of leisure activities, among
other things. The worker must weigh these costs against the burden
imposed by taking greater care on the job. This burden may include,
for example, the discomfort associated with wearing personal protec-
tive equipment, or a potential productivity loss associated with taking
additional time to complete a job and the consequent loss of income.
For the employer, an accident can result in higher workers' compensa-
tion insurance premiums, lost productivity, the associated costs of hir-
ing replacement workers, and damage to property and equipment. The
employer must weigh these costs against, for example, the expense of
safer machinery and personal protective equipment.

The decision to report awork injury is subject to a similar cost—
benefit calculus. Workers who file workers' compensation claims may
be subject to sanctions by the employer, including discharge. More-
over, once a claim isinitiated, firms must decide whether to oppose it
(for example, deny that the injury is compensable) or to question the
determination of degree of disability. However, by pursuing this
course of action, the employer incurs direct costs in the form of legal
expenses as well as indirect costs in the form of damaged labor rela-
tions.

The market outcome in which we are ultimately interested is work-
place safety. Typically, it is assessed by measures such as the injury
rate or the workers’ compensation claims rate. However, economic
theory and empirical evidence predictsthat injury rates will be affected
by employer and worker behavior and that their behavior will be influ-
enced by economic incentives. To accurately determine the effect of
insurance arrangements on safety, it is necessary to control for these
incentives.

INJURY RATE REGRESSION M ODEL

There is substantial variation in the industrial and occupational
composition of employment among states. Because some types of
employment are more hazardous than others, this sectoral variation
translates into heterogeneity with respect to the underlying risk of
injury among states. To control for this variation, our analysis will use
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the lost-time injury rate measure that was introduced and used as an
independent variable in Chapter 4. Here we use the lost-time injury
rate as the dependent variable in equations examining workplace
safety. Our construction of the injury rate variable controls for inter-
state variation in employment composition and thus for the underlying
risk of injury by industrial sector. Specifically, this measureis a
weighted average of industry-specific injury rates for each state, where
welghts are the proportion of national employment in the sector.

Asindicated in the previous section, we may expect that the lost-
time injury rate will be influenced by a number of factors affecting the
worker’s and employer’s cost—benefit calculus, including the level or
generosity of compensation benefits, the wage rate, the unemployment
rate, and whether or not the employer is self-insured. Thus, it isimpor-
tant to control for these variables in our empirical work. Inthe remain-
der of this section, we discuss each of these factorsin turn, indicating
how it is measured and the expected relationship with the lost-time
injury rate.

Workers Compensation Benefits

Higher workers' compensation benefits reduce the expected costs
of work accidents for injured workers. Economic theory predicts that
benefit increases will thus induce workers to be less careful on the job,
increase the probability that they will report a work-related injury, and
extend the period of disability if they are injured. As aresult, higher
statutory benefits should be associated with higher injury rates. On the
other hand, more generous benefits will also increase the expected
accident costs of experience-rated employers. These firms will
respond by improving workplace safety and by adopting more aggres-
sive claims management policies, which should in turn lead to a reduc-
tion in injury frequency. Unfortunately, economic theory does not
predict which of these opposing effects will dominate. Nevertheless,
an extensive empirical literature has found a positive relationship
between compensation benefits and injury or claims rates (see Thoma-
son and Burton 1993; Burton and Chelius 1997; or Durbin and Butler
1998 for areview of thisliterature).

The cash benefit index regarding the relative generosity of work-
ers compensation statutes, which we discussed earlier and used in the
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employer cost models, is also used as a regressor in the injury rates
model in order to control for interstate differencesin benefit levels. We
expect that thisbenefit variable will be positively related to injury rates.

Wages

The higher the wage rate, the greater the cost of a work accident
for the injured worker, since the worker will not receive full replace-
ment of wages while on disability, the cost is particularly high for those
workers subject to the statutory maximum for weekly benefits. In
addition, higher wages indicate higher-quality workers. Since high-
quality employees typically embody greater human capital investment,
firms will be more highly motivated to protect these employees from
therisk of injury relative to low-wage, low-quality workers (Thomason
and Pozzebon 1999). Thus, we expect the injury rate to be negatively
related to wages.

Our wage measure is based on the statewide average wage of
employees covered by the unemployment insurance program, after
adjusting for interstate variation in industrial composition. Details of
the methodology used to construct the wage measure are reported in
Appendix D.

Unemployment Rate

Economic theory predicts that injury rates will be negatively
related to unemployment levels for several reasons.! First, as the level
of economic activity increases, firms will use the existing labor force
more intensively, requiring workers to work more overtime. Increased
overtime induces fatigue, which increases the probability of injury.
Second, firms add new workers to the payroll as the economy expands,
so the proportion of younger workers in the workforce thus increases.
Because younger, inexperienced workers are more likely to suffer a
workplace injury, a greater incidence of accidents will be associated
with lower unemployment rates. Finally, these additional workers will
initially be added to existing capital stock, which implies that work-
places will become more crowded and therefore more hazardous as the
unemployment rate declines. For these reasons, we include a state-spe-
cific measure of the annual unemployment rate as a regressor in our
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model of the determination of injury rates. Datafor this variable were
obtained from various issues of the U.S. Department of Labor’'s
Employment and Earnings series. We expect this variable to be nega-
tively related to injury rates.

Self-lnsurance

We also include as an independent variable in our injury-rate
regressions a proxy measure for the proportion of the state's workforce
that is employed by self-insured firms. This variable is a state-specific
measure of the benefits paid by self-insured employers as a proportion
of total benefits paid. However, Danzon and Harrington (1998) have
demonstrated that these benefits data are highly correlated with
employment of self-insureds. We abtained this variable from various
issues of the Social Security Administration’s Social Security Bulletin
and from Schmulowitz (1997).

Since workers' compensation costs are tied to the accident experi-
ence of experience-rated employers, the injury rate should be lower for
experience-rated firms than for comparable firms that are not experi-
ence-rated. Because self-insured employers are, in effect, perfectly
experience-rated, we expect that the injury rate will be negatively
related to the proportion of self-insured employment. However, this
negative relationship is somewhat attenuated due to the fact that those
firms that elect self-insurance will be large firms that are likely to be
close to perfectly experience-rated by private carriers.

Other Variables and Hypotheses

The empirical specification of the injury rate model also includes
the union density and coverage variables that we used in the cost
regressions. There are competing hypotheses: union density could be
either positively or negatively related to the injury rate for reasons we
discussed previously, although existing empirical work suggests the
former rather than the latter. We have no prior hypotheses regarding
the impact of workers' compensation coverage on injury rates, but we
expect that it will have the same sign asin the cost regressions. That is,
if an increase in covered employment includes more workers in high-
risk occupations, then we expect that both compensation costs and the
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injury rate will be positively related to covered employment. The
opposite effect is expected if covered employment increases the num-
ber of workersin low-risk jobs. Lastly, al of our injury-rate regression
eguations include state and year dummies to control for unobserved
state- and time-specific effects that could influence injury rates.

As with our cost and market structure regression equations, we
modeled annual statewide injury rates as a function of a vector of con-
trol variables (specifically, the level of compensation benefits, the aver-
age wage, the unemployment rate, and the proportion of the state’'s
workforce employed by self-insured firms); a set of insurance arrange-
ment variables; and state and year dummies. Once again, comparisons
of public versus private provision of workers' compensation insurance
are made using dummy variables that indicate whether the state has a
monopolistic or competitive state insurance fund.

The means and standard deviations of the control variables used in
our injury rate analyses for 1975-1995, as well as predictions with
respect to these variables and the regulatory environment variables, are
presented in Table 8.1.

REGRESSION RESULTS: PUBLIC VERSUS PRIVATE
PROVISION

Aswasthe case with employer costs, it isdifficult to establish a pri-
ori whether workplace safety should be better or worse where workers
compensation insurance is provided by apublic agency rather than by a
privateinsurance carrier. On the one hand, dueto the profit motive, pri-
vate carriers have an incentive to control losses and provide insureds
with safety management servicestoward that end. Further, thelack of a
profit motive for exclusive state funds may mean that their provision of
saf ety management services is inefficient; that is, the profit motive
ensures that private carriers will carefully monitor the outcome of
safety management programs, whereas the state fund has no such incen-
tive. Asaresult, we may expect that the improvement in workplace
safety obtained by the private carrier for each dollar spent on loss con-
trol will be more than that obtained by the exclusive state fund for
equivalent spending.
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Table8.1 Means, Standard Deviations, and Predicted Signs
of Injury Rate Regressors

Variable Mean Std. deviation  Prediction
Expected cash benefits ($) 9,449.89 4,795.78 +
Weekly wages ($) 527.87 49.71 -
Unemployment rate (%) 6.85 194 —
Union density (%) 18.75 8.01 +
Covered employment (%) 89.38 3.83
Proportion self-insured (%) 2043 10.27 —

On the other hand, private carriers should only provide these ser-
vices up to the point at which the additional dollar spent on loss control
isequal to the additional dollar of losses saved. In contrast, motivated
by broader political concerns, the state fund may choose to invest more
than this profit-maximizing amount. |f so, this should reduce the acci-
dent rate for exclusive-state-fund jurisdictions below the private market
level. In addition, since there is atrade-off between accident preven-
tion and claims adjustment efforts (Thomason and Pozzebon 1999),
private carriers may choose to invest more resourcesin claims manage-
ment and less in safety management than public state funds, increasing
the private carrier injury rate, ceteris paribus.

Means and standard deviations of theinjury rate variable, by insur-
ance arrangement, are presented in Table 8.2. “Comparison A" pro-
vides injury rates in exclusive-state-fund jurisdictions versus injury
rates in states where private insurance carriers offer workers' compen-
sation coverage. “Comparison B” provides injury rates for states that
have a competitive state fund with states that only have private carriers.
Taken together, these comparisons suggest that injury rates are higher
in states that have a public funding agency. They also suggest that
injury rates are highest in exclusive-state-fund jurisdictions. However,
these comparisons do not control for other factors that affect injury
rates, such asthe level of workers compensation benefits.

Table 8.3 reports the results of regressions predicting annual state-
wide injury rates per 100 workers for a regression that includes an
exclusive-state-fund dummy variable and for aregression that includes
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Table 8.2 Comparisonsof Injury Rates by Insurance Type

Comparison A Comparison B
Exclusive Permitsprivate  Competitive Permits private
Variable state fund insurance state fund insurance
Mean 9.1593 8.3079 8.3227 8.2973
Std. dev. 0.9834 1.3400 1.4955 1.2181
No. of observations 63 945 279 666

a competitive state fund dummy. The exclusive-state-fund regression
does not include state dummies due to identification problems. Both
regressions were estimated using weighted least squares to control for
heteroscedasticity problems, with nonfarm employment serving as
weights.

The results from these regressions generally conform to our prior
expectations. Theinjury rateis positively related to benefit generosity.
Specifically, a 10 percent increase in benefit levels appears to increase
injury rates about 6 percent. This suggests that higher benefit levels
reduce the cost of injury for workers, which results in a reduced level
of care by workers or in a higher level of claims reporting. These
results, including the elasticity estimates, are consistent with prior
research investigating the relationship between benefit levels and the
injury rate.

Similarly, wages are negatively related to the injury rate in the
competitive-state-fund equation, as would be expected if higher wages
increase the cost of injury for workers, although they are positively
related to wages in the exclusive-state-fund equations. This latter
result undoubtedly reflects omitted variable bias, since individual state
dummies are not included in this equation. The negative relationship
between the level of unemployment and the lost-time injury rate indi-
cates that the injury rate is positively related to the state’s economic
activity. This could be due to the effects of increased levels of over-
time; a higher labor-to-capital ratio; a younger, more inexperienced
workforce; or acombination of any or al of the above.

Contrary to our expectations, the regression results indicate that
union density is negatively related to the injury rate, suggesting that
unions are successful in improving workplace safety. However, thisis
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Table 8.3 Regression Coefficientsfor Injury Ratesasa Function
of InsuranceArrangement?

Exclusive Competitive
Variable state fund state fund
In(Cash benefits) 0.0526*** 0.0666***
(4.46) (4.06)
In(Wages) 0.1304* —0.2885***
(1.87) (3.86)
Unemployment —0.0094*** —0.0107***
(3.09) (5.75)
Union density —0.0084*** —0.0053***
(9.22) (3.68)
Covered employment 0.0230*** 0.0059**
(16.75) (2.49)
Proportion self-insured 0.2698*** -0.0619
(5.77) (1.31)
Exclusive state fund 0.0842+** —b
(4.89)
Competitive state fund — —0.0461***
(3.35)
State dummies No Yes
Y ear dummies Yes Yes
Adjusted R? 0.3958 0.8589

aCoefficients are followed by t-ratios in parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
b A dash (—) = coefficient not estimated.

inconsistent with prior research (Schurman et al. 1998). The extent of
covered employment is positively related to the injury rate, suggesting
that increased coverage resulted in a greater proportion of workers
employed in high-risk (as opposed to low-risk) occupations during this
period. While we made no predictions concerning this variable, it is
consistent with the cost equation results, i.e., insurance costs were also
positively related to covered employment.

Self-insured employment, as a proportion of total employment, is
positively and unexpectedly related to the injury rate in the exclusive
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state fund regression but negatively related to injury frequency in the
competitive fund equation (although this latter relationship is not sta-
tistically significant at conventional levels). This unexpected result is
possibly due to the fact that year dummies were not included in the
exclusive-state-fund regression. As can be seen, omitting these dum-
mies had a profound effect on the fit of the regression, as measured by
the adjusted Re.

The results for the exclusive- and competitive-state-fund dummies
are contradictory. Exclusive-state-fund jurisdictions appear to have
higher injury rates than states where private carriers provide compensa-
tion insurance, while states with competitive state funds appear to have
lower injury rates than states with only private carriers. Thus, it
appears that a competitive state fund may reduce the loss cost compo-
nent of the workers' compensation premium at the same time that it
increases the loading.? These results indicate, once again, that the
effects of these two types of public insurance funds are substantially
different.

THE DANZON-HARRINGTON HYPOTHESIS

The traditional economic theory of rate regulation (outlined in
Chapter 6, pp. 159-172) assumes that deregulation only leads to lower
costs if the regulatory agency had been captured by the insurance
industry in the pre-deregulation period. Recently, Danzon and Har-
rington (1998) postulated that rate suppression by regulatory agencies
can lead to increased costs in the regulatory period and to a reduction
in costs following deregulation. Their argument focuses on certain
institutional features in the insurance market and, in particular, on the
residual (assigned-risk) market mechanism that insures firms that can-
not obtain insurance directly from private carriers.

One of the consequences of rate suppression in the voluntary mar-
ket is that insurers withdraw coverage from high-risk employers, who
are then forced into the residual market. Since deficitsin residual mar-
ket accounts—which are common—are financed through a tax on
insurers that varies according to the insurer’s share of premiumsin the
voluntary market, voluntary market insureds effectively subsidize firms
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in the residual market. Danzon and Harrington argued that this subsi-
dization encourages high-risk firms in the residual market to expand
operations, which increases average | osses experienced by all firms.,
Danzon and Harrington also claimed that rate suppression in the
voluntary market also results in cross-subsidies between high- and low-
risk firmswithin the residual market. Specifically, they noted that:

With higher rates for a given class in the residual market than the
voluntary market . . . some employer with lower expected claim
costs than other firms insured in the residual market will end up
subsidizing these higher risk firms. The voluntary market for
these employersistoo low to induce voluntary supply; that is, it is
less than the expected costs of providing coverage including the
cost of the increased share of the expected residual market deficit
that the insurer must pay if it provides coverage voluntarily. But
the higher rate for the residual market may exceed the actuarial or
expected cost, exclusive of any share of the deficit. Thus, these
employers help subsidize the deficit caused by other residual mar-
ket risks with higher expected costs. (P. 21)

Moreover, the extent of cross-subsidization within the residual market
increases as the residual market differential increases. This within-
market subsidization also encourages high-risk firms to expand opera-
tions.

Furthermore, institutional features of the labor market reduce
insurer incentives for loss control. Since insurers share deficits for
residual-market firms but solely bear the burden of loss control
expenses for these firms, there is little incentive for insurance carriers
to provide firms in the residual market with loss-control services,
which results in higher costs due to a deterioration in accident experi-
ence. Additionally, state regulatory agencies are more likely to
approve rate request increases based on higher pure premiums than on
increased expense loadings, which further weakens insurer incentives
for loss control .3

Asthe residual market expands, voluntary market costs increase to
cover the increased subsidy for residual market insureds. Since volun-
tary market rates are suppressed by the regulatory agency according to
the Danzon—Harrington hypothesis, these cost increases take the form
of areduction of experience rating or schedule rating credits and/or
lower dividend payments. Consequently, employer loss control incen-
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tives in the voluntary market are reduced, resulting in lower levels of
workplace safety and a deterioration of the employer’s accident experi-
ence.

Specifically, Danzon and Harrington indicated that rate regulation
constrains the incentive effects of experience rating in two ways. First,
insurers can reduce experience-rating factors, i.e., credit modifiers (the
amount, in percentage terms, by which the base rate is reduced or
increased as a result of firm accident experience). Second, they can
reduce the base rate to which the experience rating is applied. In either
event, the credit or debit due to the employer’s accident experience is
reduced in absolute terms, which diminishes employer incentives for
safety. Nevertheless, because the experience-rating program is uni-
form among most states and (until recently) has changed very little
over time, Danzon and Harrington argued that the effect of lower base
rates on experience-rating incentives is more significant than are
changes in experience modification factors.

Prior Empirical Research

Danzon and Harrington (1998) used a three-pronged approach to
test their hypotheses. First, they estimated a series of equations pre-
dicting loss-cost growth and the proportion of total payroll accounted
for by self-insured employers, using data for 24 states for the period
1984-1990. Three measures of loss-cost growth were estimated:
growth in cash benefit losses, medical benefit losses, and total losses.

They asserted that few states had truly deregulated their workers'
compensation insurance market during this period and that de facto
regulation could occur in a state that was nominally deregulated. They
eschewed the dummy variable categorization of state statutes that is
typically used in rate regulation studies. Instead, they used three con-
tinuous measures of regulatory stringency: the lagged value of the
residual market share, the lagged value of theratio of filed to approved
rate increases, and the lagged statewide underwriting (profit) margin.

Danzon and Harrington found the hypothesized positive relation-
ship between cost growth and residual market share in all equations,
although it was only statistically significant in the total and indemnity
loss growth regressions. The results for the other two regulation mea-
sures were mixed. Both the residual market share and the filed/
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approved variables were significantly and positively related to the pro-
portion of self-insured payroll, as expected, if rate regulation resultsin
rate suppression, which, in turn, increases the size of the residual mar-
ket.

In the second component of their analysis, they estimated equa-
tions predicting several different measures of claims experience—
losses/payroll, losses/claim, claims/payroll, and premium/payroll—for
150 of the largest individual rate classes from eight states for the period
1987-1991. These data allowed them to distinguish between the expe-
rience of voluntary-market employers and that of their residual-market
counterparts. They found that the lagged residual market share was
positively related to each of these measures of claims experience for
both voluntary- and residual-market employers, but the magnitude of
this relationship was significantly greater for residual-market firms.
They attributed thisresult to greater moral hazard effectsin the residual
market due to weaker incentives for loss control.

In the third section of their study, Danzon and Harrington used
class-level datadescribed in the previous paragraph to test for the exist-
ence of cross-subsidies between classes and industries within a state.
They hypothesized that if rate suppression resulted in cross-subsidies
between rate groups or industries, there should be greater cross-class
variability in states with high loss ratios than in states with low ratios.
They tested this hypothesis by comparing the interquartile range of the
distribution of class-specific loss ratios in states with high loss ratios
with those in states with low loss ratios. They found evidence of
between-rate-group subsidies but not of between-industry subsidies.
This result was confirmed by their additional regression results, which
showed that both the extent of the subsidy (as measured by the residual
market share) and the loss ratio were related to variables measuring the
relative political influence of the beneficiaries of rate regulation.

Barkume and Ruser (1997) used workers' compensation cost and
injury rate data from two sample surveys of private industry establish-
ments to test the Danzon-Harrington hypotheses. The cost data came
from a survey conducted by the U.S. Bureau of Labor Statistic (BLS)
for the Employment Cost Index program, with 115,709 observations on
private nonfarm jobs (of which 38,940 were distinct jobs) for the
period 1981-1996. The injury rate data were obtained from a nation-
ally representative survey of 250,000 private establishments, which
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was also conducted by the BL S and was based on injury logs mandated
by the Occupational Safety and Health Act.

Barkume and Ruser used workers' compensation premiums as a
percentage of gross earnings,* which they termed the net workers' com-
pensation cost for each job, as a firm-specific measure of workers'
compensation costs. The premiums were net after adjusting for experi-
ence modifiers, premium discounts, and expense constants applicable
to the employer, but did not reflect dividends received by the employer.
Data from all states except exclusive-state-fund jurisdictions were
used. Their regression analyses included two alternative sets of
dummy variables. The first approach utilized categorical variables for
9 industry categories, 11 occupational groups, collective bargaining
status, and state; a set of year dummies was also included in order to
capture national trends over time in workers' compensation costs. The
second approach used only year dummies and dummy variables spe-
cific to distinct jobs (that is, 38,939 dummy variables) in order to con-
trol for cross-sectional variation in rates. Both sets of regressions also
included a measure of benefits generosity (maximum benefit divided
by the state average weekly wage).

State regulatory environments were categorized into three classes:
states that had abandoned price setting by a rating bureau and prior
approval of rates, states that had abandoned price setting by arating
bureau but not prior approval of rates, and states that had not aban-
doned either form of regulation. Different configurations of lagged
dummy variables based on this categorization scheme were used to
capture the effects of rate regulation.

Barkume and Ruser found that, in general, the elimination of rate
bureau pricing resulted in a statistically significant reduction in work-
ers compensation premiums. However, the reduction was substan-
tially larger when the state aso eliminated the prior approval
requirement. In addition, they failed to find these effects in some of
their equations that did not control for fixed effects in which occupa
tional dummies were used. With respect to the injury rate regressions,
the elimination of rate-bureau pricing and prior approval was nega-
tively related to their injury measures, but elimination of prior approval
alone had no effect on the injury rate. In addition, elasticity estimates
suggested that the effects of deregulation on injury rates were quite
small, particularly when compared with its effect on compensation pre-
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miums. Barkume and Ruser concluded that their results offered only
partial support for the Danzon—-Harrington hypothesis that reduced
incentives for loss control lead to higher injuries and premiums.

In summary, the Danzon-Harrington hypothesis predicts that rate
suppression by regulatory agencies will result in higher employer costs
of workers' compensation insurance. In particular, this theory postu-
lates that rate regulation results in higher loss costs due to reduced
incentives for loss control and the subsidization of high-risk employers
by low-risk firms due to the nature of the residual market mechanisms
in place in most states until the late 1980s. The Danzon-Harrington
hypothesis differs from the traditional theory of rate regulation outlined
in Chapter 6 in two ways. First, it unambiguously predicts that insur-
ance deregulation will result in lower costs, while traditional theory
fails to make an unambiguous prediction. Second, while Danzon and
Harrington predicted higher employer costs due to a shift in the loss
distribution, traditional rate regulation theory assumes that the loss dis-
tribution is unaffected by regulation; the impact of regulation on
employer costsis thought to only affect insurer profit margins.

There is some evidence supporting this hypothesis. Danzon and
Harrington found a positive relationship between various measures of
regulatory rate suppression and workers' compensation |0ss costs.
Notably, they did not examine the effect of the regulatory regime, as
defined by statute, and loss costs. They also produced evidence of
cross-subsidies between insurer rate groups. On the other hand, using
dummy variables to measure the impact of the statutory regime, Bar-
kume and Ruser only found partial support for the Danzon—Harrington
hypothesis of arelationship between loss costs and the regulatory envi-
ronment.

INJURY RATESAND RATE REGULATION

Danzon and Harrington (1998) predicted that if rates are sup-
pressed, insurers will reduce the extent of loss-control services pro-
vided to employers. This occurs for two reasons. First, insurers have
less incentive to offer loss-control services to employers in both the
voluntary and residual markets. Second, rate suppression can lead to a



264 Chapter 8

reduction in experience-rating modification factors, schedule rating
credits, or dividends, which will reduce employers’ incentives to
engage in loss-control activities. Consequently, they predict that rate
regulation will result in an increase in the frequency and severity of
occupational injuries. If so, workers' compensation insurance deregu-
lation should be associated with areduction in the frequency and sever-
ity of theseinjuries.

However, a contrary theory of the impact of deregulation on injury
ratesis also imaginable. It is possible that the regulatory agency sets
rates at levels equal to or higher than those produced by a competitive
market. If the underlying market structure is, in fact, competitive,
insurers in this regulatory environment with market or above-market
rates set by the regulatory agency will probably attempt to compete on
the basis of product quality. Among other things, this could mean that
insurers should increase the provision of loss-control services follow-
ing deregulation. There may also be more extensive use of schedule
rating credits, larger experience-rating modifications, and larger divi-
dend payments. In any event, in this kind of an environment, regula-
tion should be associated with lower injury rates than are found under
deregulation. To examine this issue, we used regression analyses to
determine the impact of rate regulation on statewide injury rates for the
period from 1975-1995.

Table 8.4 reports injury rate means and standard deviations under
different regulatory rules and regimes. The data provide only slight
evidence that injury rates are higher under pure administered pricing
than they are in deregulated market environments. However, there is
no apparent relationship between the injury rate and the degree to
which the insurance market has become deregulated. The lowest
injury rates are found in states that allow variations from bureau rates
subject to prior approval, which is the least deregulated of the deregu-
lated regimes.

Injury Ratesand Statutory Regimes

Of course, asweindicated earlier, anumber of factors affect injury
rates, and it isimportant to control for their extraneousinfluence. Once
again, we employ multiple regression to isolate the effects of the regu-
latory environment. Table 8.5 reports the results of these analyses.
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Table 8.4 Injury RateValues by Regulatory Regime (per 100 workers)

Standard
Regulatory regime Mean deviation N
Pure admin. pricing 8.5635 1.3619 140
Var. from bureau rates w/prior appr. 8.1712 1.4272 635
Adv. rates w/o prior appr. 8.3142 1.3761 903
L oss costs w/prior appr. 8.3118 1.1686 71
L oss costs w/o prior appr. 8.3084 1.3622 888

The results reported in the model | column (which only include dummy
variables indicating the nature of the statutory regulatory environment)
suggest that there is little difference in injury rates between regulatory
environments after controlling for the effects of other variables.®

The results of our previous analyses of employer costs imply that
regulatory strategies vary across state insurance commissions. Failure
to account for these differences in regulatory strategy may lead to the
erroneous conclusion that rate regulation has no effect on injury rates.
As before, we investigate this possibility by reestimating our regression
equations, controlling for the degree to which the agency suppresses
rates using the previously described measure of regulatory stringency.

The results of this regression analysis are reported in the model |1
column of Table 8.5. These results offer some evidence supporting the
Danzon—Harrington hypothesis. While there is no apparent relation-
ship between the lost-time injury rate and both regulatory stringency
and the various partial deregulation dummies, injury rates are lower in
the most deregulated environment (loss-cost systems that do not
require prior approval) than in pure-administered-pricing jurisdictions
after controlling for stringency. The interaction term for thisregimeis
positively and significantly related to the injury rate, suggesting that
the effects of deregulation are mitigated by the degree to which profit
margins were reduced in the previous year. That is, the greater the
degree of rate suppression in the previous year, the greater the injury
rate in loss-cost regimes that do not require prior approval. This sug-
gests that insurers may respond to declining profits by reducing loss-
control servicesto employers. Whilethisresult is consistent with Dan-
zon—-Harrington hypothesis, it stands in contrast with other results that
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Table 8.5 Regression Coefficientsfor Injury Rates as a Function of the
Regulatory Environment?

Model
Variable | 0
In(Cash benefits) 0.0658*** 0.0737***
(3.89) (4.29)
In(Wages) —0.2871*** —0.2744***
(3.78) (3.60)
Unemployment —0.0135*** —0.0124***
(6.99) (6.01)
Union density —0.0048*** —0.0045***
(3.17) (2.98)
Covered employment 0.0065** 0.0062**
(2.22) (2.12)
Proportion self-insured —0.0557 -0.0711
(1.14) (1.44)
Competitive state fund —0.0626*** —0.0737***
(3.8 (4.23)
Regulatory stringency —b -0.0211
(0.65)
Admin. pricing w/dev. or sched. rating 0.0006 0.0153
(0.05) (0.38)
Admin. pricing w/dev. or sched. rating — -0.0141
X lossratio (0.39)
Adv. rates 0.0293* 0.0755
1.73) (0.97)
Adv. rates x lossratio — -0.0467
(0.62)
L oss costs w/prior appr. —-0.0165 -0.0108
(0.95) (0.17)
L oss costs w/prior appr. x lossratio — -0.0013
(0.02)
L oss costs w/o prior appr. 0.0224 —0.1670***
(1.43) (2.82)
L oss costs w/o prior appr. x loss ratio — 0.2052***

(3.30)
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Table 8.5 (continued)

Model
Variable | I
State dummies Yes Yes
Y ear dummies Yes Yes
Adjusted R? 0.8652 0.8677

aCoefficients are followed by t-ratiosin parentheses. *** = significant at the 1% level;
** = gignificant at the 5% level; * = significant at the 10% level.
b A dash (—) means the variable was not included in the regression specification.

are not, such as the fact that the injury rate is apparently unrelated to
regulatory stringency in other regulatory environments.

Overall, these results provide little evidence for the Danzon—Har-
rington hypothesis that rate suppression in a regulated market resultsin
greater claims experience and, consequently, higher loss costs. Not
only is there little relationship between the statutory regulatory envi-
ronment and the frequency of lost-time injuries, but injury incidenceis
apparently unrelated to the degree to which regulators suppress rates, a
variable that is similar to that employed by Danzon and Harrington.
Our findingsindicate that workers' compensation insurance rate regula-
tion haslittle, if any, effect on the injury rate.

THE EFFECT OF INSURANCE ARRANGEMENTSON
INJURY RATES

Two somewhat contradictory findings emerge from our analysis of
the effect of insurance arrangements on injury rates. First, it does not
appear that rate regulation has any substantial effect on the loss compo-
nent of employer costs. On the other hand, results for state fund dum-
mies imply that the public provision of workers' compensation
insurance significantly affects employer accident experience. Specifi-
cally, the provision of insurance by an exclusive state fund appears to
increase injury rates relative to states that permit private insurance,
while the presence of a competitive state fund has the opposite effect.
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Notes

1. A counterargument may be made. It is possible that recently unemployed work-
ers may be more likely to file a workers' compensation claim in order to receive
benefits that are more generous that those available through the unemployment
insurance program. However, Fortin and Lanoie (1992), using data from Quebec,
were unable to find evidence supporting this hypothesis.

2. Recall from Chapter 5 that the coefficient on the state fund dummies in the
employer cost (adjusted manual rates or net weekly costs) equations is a measure
of the loading factor. Further recall that the competitive-state-fund coefficient
was positive and statistically significant, indicating that the loading factor was
greater for competitive-state-fund jurisdictions.

3. Danzon and Harrington noted that their analysis was increasingly less applicable
to workers' compensation as regulators and the NCCI began to address the prob-
lem of the residual market burden in the late 1980s. As noted in Chapter 2 and
Appendix C, mechanisms that fund residual market benefits have changed sub-
stantially in many jurisdictions since that time. These reforms include two-tiered
rate systems, assigned-risk rating plans that increase rates for firms with poor loss
experience, and improved loss-control incentives for carriers. They have poten-
tially increased employer and insurer incentives for loss control in the residual
market and consequently reduced the extent of cross-subsidization and the
adverse effects of rate regulation.

4. Thiswas computed by multiplying, for each job, the workers' compensation costs
per hour by the annual hours worked, and then dividing by annual gross earnings;
the mean (for their full data set of 115,709) was 0.028.

5. It may argued that the Danzon-Harrington hypothesis implies that the injury rate
response lags the change in the regulatory environment. To examine this issue,
we also estimated the injury rate equation using lagged regulatory environment
dummies; however, we failed to find evidence of alagged response.
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Conclusions

Workers' compensation provides cash benefits, medical care, and
rehabilitation services to workers who experience work-related injuries
and diseases. Workers' compensation programs in the United States
were established by state statute and are modified by individual state's
statutory revisions, workers' compensation agency regulations and
decisions, and court opinions. These distinct, state-specific workers
compensation programs share some common features (such as similar
legal rules for determining the compensability of an injury or illness,
and similar types of medical and cash benefits).! However, there are
also some significant differences among the states. For example, the
level of cash benefits varies substantially among the state workers'
compensation programs, with wide differences in maximum weekly
benefits and, in some instances, the maximum durations of benefits.

One of the most important differences among state workers' com-
pensation programs concerns the insurance arrangements for providing
workers' compensation coverage. State laws prescribe workers' com-
pensation benefits, but these laws assign to employers the responsibil-
ity for providing benefits. Employers in turn obtain workers’
compensation coverage for the provision of these benefits by one of
three mechanisms: they purchase insurance from 1) a private insurance
carrier, 2) a competitive state workers’ compensation fund, or 3) an
exclusive (monopolistic) state workers' compensation fund. In addi-
tion, the self-insurance is available in almost every state (upon satisfy-
ing the requisite criteria).

In some states, such as New York, an employer may self-insure or
may purchase insurance from either a private carrier or competitive
state fund. Other states, such as Illinois or Wisconsin, restrict the
employer’s choice to private insurance carriers or self-insurance. A
small number of jurisdictions, such as Ohio, restrict the employer’s
choice to an exclusive state fund or self-insurance.2 This commingling
of private (insurance carrier) and public (competitive or exclusive state
fund) approaches to providing workers' compensation benefitsisadis-
tinctive feature of workers' compensation in the United States.®

269
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Another important difference among state workers' compensation
programs is the degree to which workers’ compensation insurance
pricing has been deregulated. The private provision of workers com-
pensation in the United States was highly regulated until recently. Car-
riers were subject to pure administered pricing, whereby maximum
permissible rates were largely determined by state rating bureaus and
the rates charged by carriers were subject to prior approval by state
insurance commissions. However, most states in recent years have dis-
mantled, in varying degrees, the system of rate regulation for workers
compensation insurance pricing. In fact, a deregulatory movement
begun by just afew statesin the early 1980s has become so widespread
in recent years that only a few jurisdictions continue to use the pure-
administered-pricing approach.

Increasingly, private carriers providing workers' compensation
coverage are exposed to the vagaries of the competitive market (the
extent of exposure varies, depending upon whether states have partially
or largely deregulated workers' compensation insurance pricing). This
raises questions as to whether the rationale that initially led to rate reg-
ulation still applies.* Alternatively stated, are different program out-
comes with respect to the provision of workers' compensation
insurance, such as employers' costs and program quality, affected by
rate regulation?

There is substantial debate about the relative merits of public ver-
sus private provision of workers' compensation insurance and about
the regulation of private-carrier-provided workers' compensation
insurance. This debate has, for the most part, centered on questions
concerning the availability and affordability of compensation insur-
ance, since these two variables are relatively easy to measure. How-
ever, questions have also been raised regarding the quality of services
provided to the parties to workers' compensation. Labor advocates, for
example, have been particularly concerned that the profit motive causes
insurers to unjustly deny claims or otherwise impede the delivery of
benefits to workers, thus exacerbating the adverse consequences of
workplace injuries or diseases.

Unfortunately, the existing theoretical and empirical literature on
these topics is limited, inconsistent, and inconclusive. There are very
few studies that explicitly examine the relative costs of public versus
private provision of workers' compensation. Economic theory makes
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ambiguous predictions about insurance rate regulation’s impact on
most market outcomes, and the inconsistent findings of the little empir-
ical research on this topic reflects this imprecision. These deficiencies
in the literature were an important impetus for our study, which
improves on previous research in a number of ways. However, empiri-
cal study of this topic presents very difficult challenges for the
researcher, and it is likely that no empirical study will ever surmount
al of these problems and completely dispose of the issue once and for
all.

We were particularly concerned with the potentially important
public policy implications of various insurance arrangements (the rela-
tive impact of public versus private provision of workers' compensa-
tion insurance, and the effect of insurance pricing deregulation),
because the economic literature provides little guidance to public poli-
cymakers. Associal scientists, we were intrigued by the prospect of
being able to evaluate a social insurance program that varies, in least in
certain dimensions, from state to state.

For all these reasons, we decided to empirically investigate the
effect of insurance arrangements on interstate variations on system per-
formance relative to the four objectives of the workers' compensation
program outlined in Chapter 1: benefit adequacy, affordability, delivery
system efficiency, and injury and disease prevention. In this chapter,
we review evidence concerning system performance presented in pre-
ceding chapters. We conclude with a discussion of the public policy
implications of our findings.

COST METHODOLOGY

Evaluation of system performance relative to two workers' com-
pensation program objectives—affordability and delivery system effi-
ciency—requires an analysis of workers’ compensation costs.
Unfortunately, it is difficult to measure the employers’ costs of work-
ers’ compensation in multiple jurisdictions over extended periods
because of avariety of factors that differ among those jurisdictions or
that change over time. We have devel oped a sophisticated methodol -
ogy that addresses many of these issues. Becauseit is central to our
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analyses and conclusions, it is appropriate to briefly review that meth-
odology.

To calculate statewide average costs of workers’ compensation
insurance, we used 71 employer classification codes for insurance rates
and the national distribution of national payroll among these classesto
calculate the average cost in each state, which ensures that our mea-
sures of interstate cost differences represent a comparable set of
employers and are not due to interstate variations in industry mix. We
have carefully matched the National Council on Compensation Insur-
ance classification codes for these employer classes to the unique
insurance classification systems used by the three exclusive-state-fund
jurisdictions in our study and to the classification systems used by
other non-NCCl statesin our study.

Furthermore, we have devel oped six different models that take into
consideration myriad other factors in estimating the employers’ costs
of workers' compensation. Though only one model is used to compute
employers’ costsin ajurisdiction in a particular year, the appropriate
model used for that jurisdiction varies across time. The choice of
which models to use to compute employers’ costs for a particular state
and a particular year depends upon the nature of the workers' compen-
sation insurance market. More specifically, it depends upon whether
for any particular state and year 1) the state rating bureau publishes
manual rates or pure premiums only, 2) rates in the assigned-risk
(residual) market differ from those in the voluntary market, and 3) the
state has an exclusive state fund or allows private carriers.

Our estimates of employers’ costs thus take into consideration such
things as premium discounts for quantity purchases, dividends received
from insurance (mutual and participating stock) companies, manual
rate modifications due to the employer’s own compensable experience,
and other variables. Our cost estimates also incorporate new competi-
tive pricing arrangements that have become much more prevalent in
recent years. Lastly, our estimates also reflect the provision of work-
ers’ compensation insurance to many employers in assigned-risk mar-
kets rather than in voluntary markets.

The end result of these cost computations is what we term adjusted
manual rates, which represent the percentage of payroll expended by
employers on workers' compensation insurance. Weekly insurance
premiums per employee, which are calculated by multiplying a state’s
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adjusted manual rate by the corresponding average weekly wage for
that state, constitute another measure of employers' costs that is used
for our study.

We have thus developed estimates for workers' compensation
insurance costs for the period 1975-1995 and for 48 U.S. jurisdictions
(because of data limitations, it was not possible to develop cost esti-
mates for all 48 jurisdictions for al of the years from 1975 to 1995).
Our datathus pertain to arelatively long period during which the insur-
ance industry underwent severa substantial changes. Since thereisan
important cyclical component to insurance pricing, estimates of the
cost impact of deregulation or other public policiesthat use datafrom a
short time period may be contaminated by other contemporaneous
changes that also affect costs. The 21-year-period of our study spans at
least one entire insurance cycle and thus avoids this problem.

BENEFIT ADEQUACY VERSUS AFFORDABILITY

As we noted in the first chapter, benefit adequacy was one of the
five objectives of the workers' compensation program identified by the
National Commission on State Workmen's Compensation Laws. Fur-
thermore, the National Commission concluded that workers' compen-
sation benefits in the vast majority of states were inadequate, in many
respects, at the time of its report in 1972. The Commission made a
number of recommendations with respect to benefit adequacy, and,
under the threat of federal legislation, states initially responded by
improving benefits. However, the political impetus for these reforms
soon faded, and by the 1990s most states were still not in compliance
with the National Commission’s recommendations.

The reluctance of states to improve workers' compensation bene-
fits can be explained by another objective of workers' compensation
benefits: affordability. Since workers' compensation is a state rather
than afederal program, lawmakers are concerned that generous com-
pensation benefits will adversely affect employer costs, resulting in an
exodus of firms (and jobs) to low-cost jurisdictions. Thus, thereisa
tension between these objectives and a perception that in order to
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improve performance with respect to benefit adequacy, the state must
necessarily sacrifice the goal of affordability.

We examined this tradeoff by estimating equations predicting
employer costs as a function of workers' compensation benefit levels
while controlling for a number of other variables that are thought to
influence costs (such as the injury rate, the proportion of benefits paid
to permanent partial disability claims, union density, and the extent of
workers' compensation coverage). We also included year and state
dummy variables to control for unobserved time- and state-specific
variation in costs. The results from these regressions were then used to
simulate the effect of raising benefit levels to the adequacy standards
contained in the Model Act of the Council of State Governments. The
results of this simulation were compared with the results of a similar
exercise conducted by Krueger and Burton (1990), who estimated the
effect of the imposition of eight of the essential recommendations of
the National Commission on employer costs. The most significant dif-
ference between the Model Act and the essential recommendations is
that the Model Act sets standards for permanent partial disability bene-
fits, while the National Commission does not.

Our regression results reveal ed that the measured effect of benefits
on employer costs was substantially dependent on the regression speci-
fication. We aso found evidence suggesting that our statutory benefit
variable was significantly affected by measurement error. Conse-
guently, we suggest that readers approach our findings cautiously.

Our simulation results were used to examine the impact of benefit
adequacy on three measures of affordability: the average cost of work-
ers’ compensation nationally and two measures of cost dispersion,
namely, the standard deviation of costs and the coefficient of variation.
We found that higher benefit levels required by the Model Act
increased average costs by 6075 percent. Significantly, imposition of
the Model Act also increases the cost differences among states. This
latter result is particularly troubling due to its implications for firm
location decisions. 1n other words, as aresult of imposing federal stan-
dards, the gap between high- and low-cost states will grow, with
adverse consequences for employment in those high-cost states. While
the labor market may rectify these imbalances in the long run as unem-
ployed workers migrate geographically or occupationally, in the short
run the imposition of federal standards incorporating the Model Act
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could cause a severe economic dislocation of workers. Thisdislocation
will particularly affect workers in high-risk industries that pay higher
than average workers' compensation costs.>

On the other hand, the impact of the essential recommendations on
employer costs estimated by Krueger and Burton was much smaller;
they found that these recommendations were associated with a 15-20
percent increase in average costs in 1983. Significantly, they failed to
find consistent evidence indicating whether the essential recommenda-
tions increased or decreased cost dispersion among states. This sug-
gests that modest reforms to achieve benefit adequacy would have a
much less substantial, although nontrivial, effect on affordability.

DELIVERY SYSTEM EFFICIENCY

Another objective of workers' compensation programs is that
workers’ compensation should be delivered to injured workers for the
least possible administrative cost. While many factors influence per-
formance on this objective, we are particularly interested in the effect
of different insurance arrangements. Thus, a principal focus of our
study was an investigation of the cost impact of public versus private
provision of workers' compensation insurance, as well as the impact of
deregulation. Inthissection, wefirst review our hypotheses and empir-
ical findings regarding the public versus private comparison, which
examined the influence of exclusive state funds and competitive state
funds. We then present comparable information with respect to the
cost impact of deregulation.

Public versus Private Provision

Advocates of public funding for workers' compensation insurance
(that is, proponents of exclusive state funds) assert that employer costs
are lower where compensation is exclusively funded through a state
agency, because an exclusive state fund neither incurs marketing
expenses nor needs to make a profit. Exclusive state funds are alleg-
edly more efficient than private carriers, since they are able to capture
economies of scale. Lastly, although market fluctuations cause peri-
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odic crises with respect to the availability of affordable workers' com-
pensation insurance from private carriers (or from assigned-risk
markets), thisis not a problem in exclusive-state-fund jurisdictions.®

On the other hand, proponents of the private provision of workers
compensation insurance assert that the lack of a profit motive on the
part of exclusive or competitive state funds creates administrative inef-
ficiencies that increase costs. In addition, political factors allegedly
cause state funds to create subsidies for one group of employers at the
expense of another, either between different classes of employers at
one point in time or between employers of different generations. In
addition to creating obvious inequities, these state-fund subsidies also
result in allocative inefficiencies that reduce social welfare. For similar
reasons, it is also claimed that administrative determination by state
funds of aclaimant’s benefit eligibility and duration of disability isless
stringent than private carriers’ determinations, thus exacerbating prob-
lems associated the worker’s benefit utilization in response to higher
benefits.

There is very little empirical evidence to substantiate the hypothe-
ses concerning the relative merits of either the public or private provi-
sion of workers' compensation insurance, since very little research has
been done in this area. The only recent interjurisdictional cost study
involving exclusive state funds (Thomason and Burton 2000a) found
that costs were somewhat lower, on average, in two Canadian monopo-
listic-state-fund provinces than in U.S. states with private carriers.
However, several empirical analyses found that competitive-state-fund
jurisdictions had higher costs than did states that relied solely on pri-
vate carriers (Krueger and Burton 1990; Schmidle 1994).

Our study extends and improves upon this prior research in a num-
ber of ways. First, we used identical cost measuresin all states to
investigate the effects of public provision of insurance (by exclusive-
state-fund jurisdictions and by competitive-state-fund jurisdictions that
also allow private carriers) and the effects of private provision (in states
that allow private carriers). Our examination of the cost impact of
exclusive state fundsis, to our knowledge, the first in recent decades to
compare the relative cost of exclusive state funds in the United States
with private-carrier states.

Second, we utilized a data set with a much longer time period (21
consecutive years) than that used in previous empirical studies of the
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cost impact of competitive state funds. Among other things, the length
of this time series allowed us to examine relative costs at different
stages of the insurance cycle. Thisis particularly important because
the insurance cycle may have a different impact on private and public
providers of workers' compensation insurance. In addition, data from
a 21-year period alow us to compare states both before and after they
adopted or abandoned a competitive state fund, so we were thus able to
control for unobservable state-specific factors that influence compensa
tion costs.

Empirical results. exclusive state funds

There are several interesting results from our analysis of exclusive
state funds, although there are also several major caveats with respect
to these findings. A simple comparison of average employer costs,
which does not use a regression model to statistically control for the
influence of other possible influences on costs (such as benefits or
injury rates), indicated that employer costs were lower in exclusive-
state-fund jurisdictions than in states where private carriers provide
workers' compensation insurance. This pattern persists throughout the
entire period of our analysis (1975-1995). These data aso suggest that
costs for exclusive state funds are much less cyclical than are costs for
private-insurance jurisdictions. However, the cost differential between
exclusive-state-fund jurisdictions and states with private carriers sub-
stantially disappears when we use a weighted least squares regression
model that controls for other factors that influence costs.

There are compelling reasons to be circumspect in interpreting
theseresults. We have data from only three (out of six) exclusive-state-
fund jurisdictions, and data for two of these jurisdictions were limited
to a subset of yearsin our study. Furthermore, controls for the differ-
ence between the statutory level of benefits and actual expenditures of
cash benefits is particularly problematic for exclusive-state-fund juris-
dictions.

In addition, there are important differences between exclusive state
funds and private carriers that may not be fully reflected in our data.
For example, our cost comparisons use the average cost of workers'
compensation insurance paid by employers in a particular state and
year. These employers' costs estimates in exclusive-state-fund juris-
dictions and private-carrier states are not perfectly comparable. For
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example, private insurer costs incorporate both marketing expenses and
taxes, as well as other fees or license costs. Exclusive state funds do
not incur marketing expenses, and while they do pay some taxes (such
as payroll taxes), they do not pay others such as income taxes, insur-
ance department license fees, and state and local insurance taxes. As
well, the employers' costs of workers' compensation insurance in pri-
vate-carrier jurisdictions include a profit markup, which isalso missing
from exclusive-state-fund costs.

Thus, the problem is that some costs that appear in the private
insurers’ income statements are “hidden” in state insurance fund
accounts. That is, these costs are incurred by exclusive state funds but
are reflected neither in their accounts nor in the employers’ workers'
compensation premiums. For example, income taxes paid by private
insurers necessarily relieve the tax burden of employers. Where there
are no private workers’ compensation insurers to pay income taxes,
namely in exclusive-state-fund jurisdictions, the level of governmental
servicesisreduced or the tax burden is spread over the remainder of the
tax base, including employers who purchase insurance.”

The preceding discussion suggests that the problem of hidden costs
is significant and that adjustments have to be made to ensure that the
costs of workers' compensation insurance in exclusive-state-fund and
private-insurance jurisdictions are comparable. ldeally, these adjust-
ments should be made so that costs in both jurisdictions represent the
rea (including hidden) costs of compensation to employers. However,
ascertaining the true extent of these hidden costs in the exclusive-fund
jurisdictions in our study, both at one point in time and over time, is
extremely problematic. While we conclude that the existence of hid-
den costs means that exclusive-state-fund rates are probably under-
stated relative to private-carrier rates, we can not quantify the extent of
this underestimate.

Our cost estimates for exclusive-state-fund jurisdictions may be
understated for another reason: exclusive state funds are more likely
than private carriers to incur deficits in the short and medium terms.
Exclusive state funds can have artificially low rates because they can
accumul ate deficits without fearing the loss of policyholders when they
ultimately have to raise rates. However, we have not made an effort to
guantify the extent to which rates are artificially low, in part because of
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the difficulties in reconciling these underestimates through the use of
actuaria evaluations of the exclusive state funds.

Nevertheless, despite (or perhaps because of) these data limita-
tions, it is probably prudent to conclude that there is no clear difference
in costs between exclusive-state-fund jurisdictions and private-carrier
states.

Empirical results: competitive state funds

Our empirical results indicate that employers’ costs are higher in
jurisdictions with competitive state funds than in states with only pri-
vate carriers. Specifically, we found that adjusted manual rates were
25 percent higher and net weekly costs were 24 percent higher in com-
petitive-state-fund jurisdictions even after controlling for benefits,
injury rates, and other factors that influence costs. The relatively
higher costs associated with competitive state funds is consistent with
earlier findings (Krueger and Burton 1990; Schmidle 1994) of ineffi-
ciencies associated with state funds.

However, once again, we are confronted by our results with respect
to the costs in exclusive-state-fund jurisdictions relative to states with
private carriers. If competitive state funds are inefficient due to the
lack of a profit motive, why do we not find similar results for exclusive
state funds? There are a number of possible explanations for this
inconsistency. The lack of extensive data on exclusive-state-fund pro-
grams or any of the other problems discussed in the previous section
could account for these results. In addition, it is possible that our
results for competitive funds are due to uncontrolled endogeneity; that
is, the causal arrow isreversed. Rather than competitive funds causing
workers compensation costs to soar, it is possible that high-cost states,
such as Rhode Island, are more likely to establish competitive funds.

Deregulation

Historically, insurance rates were regulated due to afear that prop-
erty/casualty insurers would write policies at below-cost rates. In fact,
the property/casualty insurance industry was subject to periodic waves
of insolvency. This problem was in part due to a lack of accurate or
complete actuarial data. As ratemaking organizations emerged to
address this problem—in particular, the issue of inaccurate or incom-
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plete actuarial data—policymakers became concerned about oligopo-
listic pricing. While other insurance lines were deregulated in response
to these concerns, workers' compensation was treated as an exception
because of its distinctive characteristic as a mandated social insurance
program. In particular, policymakers believed that it was important to
continue regulating workers' compensation insurance rates in order to
ensure that workers' compensation insurance was both affordable and
available.

Traditional economic theory of insurance rate regulation suggests
that theimpact of deregulation of insurance marketslargely depends on
the behavior or strategy of the regulatory agency. If, prior to deregula
tion, employers dominate the regulatory agency, then rate suppression
by the regulatory agency should result in higher compensation costs
following deregulation. On the other hand, if rate regulation permitted
insurers to form a cartel, then deregulation could lead to lower prices,
as the market forces prices down to competitive levels. Among other
things, these competing theories mean that the effect of rate regulation
can vary among jurisdictions and—if regulatory agency strategies
change—over time.

This theory of rate regulation also predicts that regulation can
affect other market outcomes, including the availability of insurance
and market structure. Specifically, if regulatory agencies suppress
rates, marginal insurers will quit the market, resulting in a reduction in
the number of insurers underwriting policies and increased market
shares for the survivors. In addition, the withdrawal of private carriers
from the market can eventually lead to areduction in the availahility of
insurance. In the extreme case of rate suppression, the market may
eventually collapse, as occurred in Maine in the 1980s.

To determine the effects of insurance rate regulation on overall
delivery system efficiency, we investigated its impact on two market
outcomes. employer costs and market structure. In the process, we
improved on the previous research of rate regulation in various prop-
erty/casualty lines, which in large part used relatively simple measures
of the regulatory environment. Often, states in these studies were cate-
gorized solely as regulated or deregulated jurisdictions. However, our
detailed examination of the relevant workers' compensation legislation
and the state regulatory practices revealed that rate regulation is better
conceptualized along a continuum rather than as a simple dichotomy.
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We used a more complex characterization of the regulatory environ-
ment than has most previous research in order to capture the actual
practices of the state regulatory agency as well as interstate differences
in statutory regimes.

Empirical results. employer costs

Our initial set of model specifications, which were discussed in
Chapter 7, provided contradictory evidence concerning the impact of
rate regulation (or deregulation) on workers' compensation costs. Our
regression analyses, which control for interstate differences in benefits
and a variety of other factors, show that the impact of regulation on
compensation costs depends on the definition of the regulatory envi-
ronment that is used. This may explain the lack of consistent results
among previous studies examining thisissue. In addition, our regres-
sion results suggest that insurance costs are higher under various forms
of partial deregulation than under the most strict form of rate regulation
(pure administered pricing). On the other hand, more comprehensive
deregulation (where rating organizations file loss costs, rather than
fully developed rates, that are not subject to prior approval by the state
regulatory agency) resultsin arate reduction of about 11 percent.

Other analyses, which controlled for the stage of the insurance
cycle or the degree to which the regulatory agency suppressed rates,
present an even more complicated picture of the effect of rate regula-
tion on insurance costs. First, the data show a strong negative relation-
ship between regulatory stringency (an index of state-to-national
average loss ratios) and compensation costs under administered pric-
ing. However, the relationship between regulatory stringency and
employer costs either is not statistically different from zero or is signif-
icantly positive under other regulatory regimes. These findings are
consistent with the “regulatory agency behavior” theory of rate regula-
tion.8 Second, our analyses of the cost effect of regulatory stringency
under the hard and soft portions of the insurance cycle found that under
administered pricing, rates fall during a hard market relative to their
levels in a soft market, indicating increased rate suppression during a
hard market, i.e., when insurance demand outstrips supply.

As indicated, the data show that partial deregulation of workers
compensation insurance rate-making has an impact on costs that is
qualitatively different than the effect of more comprehensive deregula
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tion. That is, costs under partial deregulation are higher than costs
under administered pricing, while costs under more comprehensive
deregulation are lower. Of all of the empirical findings in our study,
this result is probably the most difficult one to explain.

One possible answer is provided by our findings regarding the rela-
tionship between regulatory stringency and compensation costs under
partial versus comprehensive forms of deregulation. Specifically, these
data suggest that under partial deregulation there is an asymmetric
response to regulatory stringency. Under conditions of high stringency
(rate suppression), partial deregulation leads to higher insurance prices
as market forces push rates up to more competitive levels. However,
partial deregulation under conditions of low stringency (where the rates
are not being held below market levels) does not induce comparable
rate reductions.

It is possible that because insurers have less latitude to adjust
price under partially deregulated regimes relative to under complete
deregulation, they are more reluctant to lower prices when market con-
ditions become more favorable. They may view favorable market con-
ditions as an opportunity to make up for losses incurred when the
market was more adverse. Alternatively, it is possible that bureau rates
under partial deregulation act as a pricing point for insurers when mar-
ket conditions are more favorable for them; that is, the advisory bureau
rates become the market price, even when they are above competitive
market levels.

The preceding discussion was complex because it reflected the
complexity in measuring the actual impact of deregulation. A variety
of factors must be taken into consideration, such as 1) whether rates
prior to deregulation were at, above, or below market rates, a situation
that varies among jurisdictions and over time; 2) partially related to this
first point, whether deregulation occurred during the hard market or
soft market phase of the insurance cycle; and 3) the multiple forms of
deregulation (for example, administered pricing with deviations or
schedule ratings; advisory rates without prior approval; and loss costs
with prior approval). Overal, after controlling for as many factors as
possible that affect rates (such as benefits levels, injury rates, etc., and
items 1 and 2 above), we find in general that partial deregulation
appears to result in higher costs on average than would be found in
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administered pricing, while more comprehensive deregulation results
in costs that are lower than those found in administered pricing.

Empirical results: market structure

For the most part, the results of our weighted least squares regres-
sion analyses concerning market structure support our interpretation of
the cost findings. Concentration ratios are negatively related to all of
the deregulation dummy variables, suggesting that markets are less
concentrated in a deregulated environment relative to pure adminis-
tered pricing. In addition, the regulatory stringency measure was asso-
ciated with greater concentration ratios in non-loss cost regulatory
environments but had no impact on concentration ratios in states that
had partially or completed deregulated. All of these results are consis-
tent with the hypothesis that state regulatory agencies suppress rates
under pure administered pricing and that following deregulation, prices
riseto competitive levels, which encourages private carriersto enter the
market or otherwise compete for market share. With respect to partial
deregulation, this explanation is also consistent with the cost findings.

On the other hand, this explanation is inconsistent with the cost
results for more comprehensive regulation, which indicated that, if any-
thing, state regulators pushed prices above competitive market levels
under pure administered pricing. An explanation that could reconcile
al of these disparate findings is that when states enact comprehensive
deregulation, insurers cut prices dramatically—perhaps to (or below)
pure premium levels—in order to gain market share. While this behav-
ior isinconsi stent with the economic assumption of rationality, it is con-
sistent with anecdotal evidence from some states that have pursued
comprehensive deregulation, including, most recently, California.

Taken together, these results lead us to conclude that the delivery
system under comprehensive deregulation is more efficient than the
delivery system either under partial deregulation or under pure admin-
istered pricing.
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INJURY PREVENTION

The fourth objective of workers' compensation programs with
which we are concerned is the encouragement of safety. As indicated
in Chapter 1, by linking employer workers' compensation costs to the
firm’s claims experience, the compensation program strives to provide
employers with incentives to reduce claim frequency and severity. In
addition, market forces similarly encourage insurers to provide
employers with safety management loss-control services as a part of
the insurance product. We might expect that thisis particularly likely
in those states where, due to the regulatory environment, insurers are
unable to compete on the basis of price. Furthermore, while state com-
pensation funds lack a profit motive to improve their insurance “ prod-
uct” by offering safety management services, political pressures to
provide such services could be equally, if not more, compelling.

Recently, Danzon and Harrington (1998) hypothesized that rate
suppression in regulated markets results in reduced |oss-control incen-
tives for employers and insurers, which, in turn, increases the benefits
paid and the cost of insurance. On the assumption that state regulatory
agencies suppress rates below market levels, Danzon and Harrington
argued that insurers respond to adverse market conditions by with-
drawing insurance coverage in the voluntary market from riskier
insureds, which are then forced into the residual market. They further
claimed that there are substantial subsidies from the voluntary to the
residual market, which reduces the loss-control incentives of employ-
ersin the residual market. In addition, when rates are suppressed,
insurers reduce or eliminate loss-control incentives for employersin
the voluntary market. Finally, if in the rate approval process the insur-
ance commission is more likely to pass through loss costs than loss-
control expenses, then insurers will have reduced loss-control incen-
tives. Since the loss-control incentives of both insureds and insurers
are thus reduced under rate regulation, Danzon and Harrington hypoth-
esized that deregulation will result in lower loss costs. Among other
things, they predicted that workplaces will be safer and the injury rate
will be lower in an unregulated insurance market.

To investigate the relationship between insurance arrangements
and performance on the prevention objective, we examined the effect
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of public provision of workers' compensation insurance (by exclusive
and competitive state funds), as well as the effect of deregulation, on
statewideinjury rates. Wefound that injury rates were higher in exclu-
sive-state-fund jurisdictions than in states that permit private insurers
to underwrite workers' compensation insurance policies. There are at
least three possible explanations for this result: state funds have more
lenient eligibility criteria, lack incentives for loss control, and/or fail to
provide insured employers with such incentives. Alternatively, private
insurers may be relatively more aggressive in claims management.®
However, without further investigation into the claims management
issue, these data suggest that exclusive-state-fund jurisdictions have a
record inferior to that of private insurance with respect to workplace
health and safety.

Our findings also indicate that injury rates in jurisdictions with
competitive fund states are lower than injury rates in states that only
have private workers compensation insurers. Thisresult is difficult to
reconcile with our finding that employers’ costs are relatively higher in
competitive-state-fund jurisdictions, as well as with our previously
reported results concerning the relative costs and injury rates for exclu-
sive state funds.

Lastly, with respect to deregulation, the results for our injury rate
regressions provide only weak evidence supporting the Danzon—Har-
rington hypothesis that rate suppression increases the pure premium
component of the adjusted manual rate. In this connection, it isimpor-
tant to recall that our cost regressions controlled for interstate differ-
ence in loss costs, so that our cost results only pertain to the effect of
insurance arrangements on profit and expense loadings. While these
cost components appear to be affected by rate regulation, the pure pre-
mium, as measured by work injury rates, does not.

POLICY IMPLICATIONS

There are three sets of policy implications that flow from the data
that we have analyzed and discussed in preceding chapters of this
book. Theserelateto 1) the effect of public versus private provision of
workers’ compensation insurance on delivery system efficiency and
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workplace safety; 2) the effect of deregulation of private insurance
markets on delivery system efficiency and safety; and 3) the effect of
federal standards with respect to benefit adequacy on the affordability
objective of workers' compensation programs.

Public versus Private Provision of
Workers Compensation I nsurance

Our analyses of the employers’ cost of workers' compensation pro-
vide little, if any, evidence that either type of insurance arrangement is
superior on the basis of delivery system efficiency. Thereisno measur-
able difference in costs between exclusive state funds and states with
private insurance markets. While states with competitive state funds
appear to be more costly than states without such funds, this result is
likely to be due to factors other than the relative efficiency of the two
types of insurance arrangements. State funds may be well or poorly
administered; awell-run fund may be superior to a private insurance
market, particularly a regulated market, while a poorly run fund may
be inferior to the private market. Based on the limited data available to
us, we have no reason to believe that either public or private provision
of compensation insurance is inherently more efficient.

However, we again caution that our empirical results regarding
state funds warrant a circumspect approach. Policymakers should be
skeptical about claims that the “reform” of introducing private carriers
into a market, or of establishing exclusive or competitive state funds,
will reduce costs in a state. This is an important lesson from our
research, especially since a number of states have introduced competi-
tive state funds in the last two decades, generally because they thought
that costs would be reduced. Based on our findings, we conclude that
such a strategy is naive and misguided.

The results with respect to workplace safety are mixed. Theinjury
rate is higher in exclusive-state-fund jurisdictions than in jurisdictions
that have private workers' compensation insurance markets, but lower
in those states with competitive funds than in those with private carri-
ersonly. While both results are statistically significant, together they
are inexplicable, at least with respect to the question of the effective-
ness of public versus private provision of workers' compensation insur-
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ance. We are reluctant to recommend policy on the basis of these
contradictory findings.

Deregulation of Workers' Compensation Insurance Markets

On the other hand, the results of our study provide relatively strong
evidence that comprehensive deregulation of the workers' compensa-
tion insurance markets results in significant gains in delivery system
efficiency. Moving from pure administered pricing to comprehensive
deregulation appears to be associated with an 11 percent reduction in
employer costs. The cost reduction resulting from a move from some
forms of partial deregulation to complete deregulation is even more
impressive. Since our results with respect to the injury prevention
objective do not show a clear advantage for regulation or deregulation,
we conclude that states should comprehensively deregulate their work-
ers’ compensation insurance markets.

The impact of comprehensive deregulation relative to other
changesin our regression model parametersisreported in Table 9.1 for
adjusted manual rates and net weekly costs. This table shows that a
one-standard-deviation reduction in only two of the control variablesin
our regression equation, medical benefits and the injury rate, has a cost
effect similar to that associated with comprehensive deregulation of the
workers' compensation market. Other policy changes, such as areduc-
tion in cash benefits, have only a slight effect on costs. However, we
note that more substantial changes in cash benefit generosity—such as
the imposition of the provisions of the Model Act or the essential rec-
ommendations of the National Commission—have much greater
effects on employer costs. As noted earlier in this chapter, we estimate
that the essential recommendations would increase employer costs by
15-20 percent and that the Model Act would have increased costs by as
much as 70 percent.

Aside from our findings with respect to employer costs, we note
that there are several other compelling reasons to support a public pol-
icy of full deregulation. First, it eliminates the need to allocate
resources to regulation rather than to other social purposes. Second, it
avoids extreme distortions in the market, such asin Maine, where rate
suppression caused the virtual collapse of the voluntary market, with
enormous subsidies from carriers to employers in the residual market.
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Table 9.1 Predicted Effects of Selected Policy Changes on

Employer Costs

Standard
Mean deviation Change from actual
® ® ® (%)
Adjusted manual rates
Actual costs 2.249 1114
Predicted costs following a
one-standard-deviation
reduction?in
Cash benefits 2.140 1.015 -0.109 -4.85
Medical benefits 1.841 0.873 —-0.408 -18.14
Injury rate 1.941 0.921 -0.308 -13.70
PPD proportion 2.030 0.963 -0.219 -9.73
Union density 2.220 1.053 -0.029 -1.29
Covered employment 2.186 1.037 -0.063 —2.79
Predicted costs following
imposition of deregulation 1.924 0.937 -0.324 -14.42
Net weekly costs
Actual costs 11.885 6.141
Predicted costs following a
one-standard-deviation
reduction?in
Cash benefits 11.172 5.619 -0.713 —6.00
Medical benefits 9.486 4771 —2.400 —20.19
Injury rate 10.329 5.195 —-1.556 -13.09
PPD proportion 10.758 5411 -1.128 -9.49
Union density 11.441 5.755 -0.444 -3.74
Covered employment 11.447 5.758 -0.438 -3.69
Predicted costs following
imposition of deregulation 10.199 5.306 -1.686 -14.19

aA one-standard-deviation change was chosen because it represents a substantial, yet
plausible, departure from reality that is statistically identical for al control variables.
The effects of a one-standard-deviation change were estimated by first determining
the standard deviation of the variable. The standard deviation was then subtracted
from the actual value of the variable for each observation in the sample. The resulting
values for that variable, along with the actual values for every other variable in our
model, were then substituted into the regression equation to compute predicted
employer costs. These predicted costs were then averaged across the entire sample.
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Third, it probably reduces the importance of residual markets in gen-
eral, where incentives to safety are more muted (although we find little
or no evidence for such an effect). Lastly, the results of our regressions
predicting insurance market concentration indicate that deregulation
increases the number of carriersin the market, which, in turn, increases
options for employers and should ultimately hold down costs.

Importantly, while the evidence indicates that workers will pay for
higher workers' compensation benefits (Moore and Viscusi 1990), it is
unlikely that workerswill pay for inefficient administration. Further, to
the extent that insurance rate regulation (or deregulation) increases
administrative costs without providing value in terms of greater equity
or more generous benefits, these increased costs represent a dead-
weight loss to society.

There are several other reasons to exercise caution in interpreting
the policy implications of our results. There were a number of major
changes affecting workers’ compensation between 1975 and 1995,
such as business and underwriting cycles, increasing or decreasing cash
and medical benefits in some states, and deregulation of private insur-
ance markets in most states (with a considerabl e variation among states
in the exact form of the deregulation). Disentangling the effects of par-
ticular policy changes is complicated, and we may not have isolated
these effects, despite our best efforts and sophisticated methodol ogy.

Furthermore, our findings were subject to limitations on data com-
parability among states and over time (for example, some states with
private carriers do not have data on the share of benefits provided by
voluntary and assigned-risk markets). Additionally, in an ideal situa-
tion, insurance premiums per $100 of payroll for a standardized set of
classifications would be explained by a set of variablesincluding bene-
fits actually paid per $100 of payroll for the standardized set of classifi-
cations. We do not have such a benefits measure because, inter alia,
data are not available for all jurisdictionsin our study, and existing data
do not control for variation in industrial composition (and therefore the
injury rate) among states. Instead we use a benefits index, which is an
actuarial evaluation of cash benefits that the average workers' compen-
sation claimant could expect to receive in a particular jurisdiction.
Since this benefit index does not account for administrative differences
among states, there are likely discrepancies between our index measure
of benefit generosity and actual benefits paid to injured workers. We
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partially control for these administrative differences by including the
share of benefits accounted for by permanent partial disability cases
(typically the most expensive category of cash benefits, and the cate-
gory with the greatest opportunity for exercise of administrative discre-
tion). Nonetheless, we may not completely control for all such
differences affecting benefits paid.

Lastly, we only assessed the relative merits of public provision of
workers’ compensation insurance and of deregulation with respect to
employers' costs, market structure, and injury rates. Our examination
of market outcomes does not include all potential outcomes of regula-
tion or deregulation. In particular, we ignore outcomes such as the
effect of rate regulation on the probability and cost of insurer insol-
vency, which provided the initial rationale for insurance rate regula-
tion. However, we hope that our analysiswill at least help contribute to
the ongoing discussion of the relative merits of deregulation and of
state funds.

Benefit Adequacy and Affordability

The results of our analysis show that there is indeed a trade-off
between benefit adequacy and affordability. Increasing workers' com-
pensation benefits to the level prescribed by the Model Act increases
the average cost of workers' compensation nationally by 60—75 percent
and increases cost variation among states even more. This latter result
was particularly troubling due to itsimplication for plant-location deci-
sions, indicating that such a substantial increase in costs could
adversely effect employment in high-cost states and have potentially
severe consequences on workers at the bottom of the economic ladder.
These results either support the advisability of a federal takeover of
state workers' compensation programs or the abandonment of the ade-
guacy objective, at least as defined by the Model Act.

On the other hand, Krueger and Burton (1990) reported that more
modest reform, namely the essential recommendations of the National
Commission on State Workmen’s Compensation Laws, has a much less
dramatic impact on affordability. They found that full implementation
of the National Commission’s essential recommendations are associ-
ated with a 1015 percent cost increase and no evident change in cost
variation. Recall that comprehensive deregulation of the private insur-



Conclusions 291

ance market would reduce compensation costs by 11 percent, accord-
ing to our results. Taken together, these two results suggest that state
workers’ compensation benefits could be improved to meet the
National Commission’s definition of adequacy without any overall cost
increase (and the concomitant economic disruption) if the states were
to simultaneously deregulate their workers' compensation insurance
markets.

In the beginning of this book, we noted how policymakers in
Rhode Island successfully repaired that state’'s broken workers' com-
pensation system in the early 1990s, resolving conflicting interests of
the different stakeholders in the system through compromise. These
kinds of solutions are not always available to policymakers, but our
results, in conjunction with those of Krueger and Burton, offer hope
that the benefit adequacy objective can be realized, without sacrificing
affordability, by improving delivery system efficiency.

Notes

1. Weinclude the District of Columbia when we refer to “states” The federa gov-
ernment’s involvement in workers' compensation is limited, for the most part, to
administration of programs covering federal employees (per the Federal Employ-
ees’ Compensation Act) and certain maritime employees (per the Longshore and
Haborworkers' Compensation Act).

2. There are six exclusive-state-fund jurisdictions; two of these (North Dakota and
Wyoming) do not permit self-insurance.

3. More specificaly, workers' compensation in the United States uses private insur-
ance carriers both as financial intermediaries and to administer claims (subject to
oversight by state workers compensation agencies) in al states, save for the
exclusive-state-fund jurisdictions. Workers' compensation in the United Statesis
distinctive among such programs worldwide because, with the exception of the
exclusive-state-fund jurisdictions, it uses private carriers both to bear risk and to
help administer the program.

4. Severa decades ago, the rationale was questioned by a workers' compensation
expert, though his call for additional research wasin large part ignored during the
intervening years (Williams 1969, p. 211):

More research is needed on the feasibility and desirability of encour-
aging more price competition instead of the present, amost universal,
practice of having all [workers' compensation] insurers use the same ini-
tial rates, these rates being subject to prior approval by the State insur-
ance department. If this practice can be explained only in terms of
historical precedent, it should be abandoned. However, the specia char-
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acteristics of workmen's compensation insurance may make uniform ini-
tial pricing and positive rate regulation appropriate in thisline.

5. We note that our estimate of the increasing gap between high- and low-cost states
due to the imposition of federal standards is based on the assumption that the
imposition of federal standards would not affect the behavior of the actors. How-
ever, there is evidence indicating that workers compensation evauations are
influenced by the generosity (or penuriousness) of statutory benefits (Durbin and
Kish 1997), so that adjudicators may evaluate claimants in states with low statu-
tory benefits as being more severely disabled than claimants with comparable
