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Years of Reform Yield
Stunning Upturn in Workers’ Comp

t took more than half a decade and

a near crisis situation in many

states, but efforts to revamp the

workers’ compensation system fi-
nally paid off. Last year, underwriting
losses narrowed $3.67 billion, 1o $2.75
billion—the smallest underwriting loss
in 10 years.

Since the early 1980s, underwriting
losses ballooned, rising from $1.76 bil-
lion in 1983 to $7.31 billion in 1991,
Throughout the mid-1980s, increases in
claims costs far exceeded premium
gains. The largest difference occurred
in 1986, when claims costs jumped
nearly 25%, while premiums grew 18%.
This occurred because rate increases,
while substantial, couldn’t keep pace
with increases in underlying medical
and indemnity costs.

According to the National Council
on Compensation Insurance, workers’
comp medical costs grew at an average
annual rate of 10.9% from 1985 to 1992
compared with a 7.6% annual medical
inflation rate as measured by the
Medical Consumer Price Index
(MCPI). This disparity reflected cost
shifting between workers’ comp and
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health care sysiems, excessive use of
medical services, low deductibles or
coinsurance, and fraud.

Likewise, workers' comp indem-
nity costs also surged. As a replacement
to lost wages during disability, these
costs should track with wage increases,
but from 1985 1o 1992, workers’ comp
indemnity costs increased at nearly
twice the wage inflation rate, says
NCCI. Broadening the definition of job-
related injury and growing legal costs
were to blame.

As a result, the average cost of a
workers’ comp claim swelled to
$18.300 in 1992 from $10,300 in 1985,
according to NCCI. The widening dif-
ference between runaway claims costs
and limited rate increases caused in-
surers to label the system as out of
balance.

By 1990, the problems that plagued
state workers’ comp systems were well
known to all parties. Rampant escalat-
ing costs mobilized business commun-
ities and led to the creation of effective
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coalitions between businesses and insur-
ers, says Joseph A. DiGiovanni Jr.,
vice president and director of workers’
comp for the American Insurance As-
sociation, an industry trade group. Over
the past four years, reforms have been

enacted in more than one-third of the .

state workers’ comp systems.

While unique to each state system,
these reforms focused on cost contain-
ment measures. Reforms in states like
Texas and Connecticut are helping to
rein in medical costs and make compen-
sation guidelines more objective, says
Tom Driscoll, vice president of govern-
ment relations at Liberty Mutual. Texas

reforms included implementation of
medical fee schedules and the adoption
of American Medical Association
guidelines for defining medical impair-
ment. In Connecticut, cost savings be-
tween 15% and 20% are expected from
a reduction in benefits, elimination of
cost-of-living increases for certain dis-
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abilities and managed care incentives.

Long sought-after reforms to tighten
compensability rules also have been en-
acted in many states. A Florida bill re-
quires that the workplace be the major
cause of injury or death to obtain
coverage. California workers now must
prove that conditions in the workplace
were the predominant cause of a psy-
chiatric injury. Formerly, workers’
comp benefits would have been provid-
ed if the workplace contributed as little
as 10% to mental-injury claims, Men-
tal stress claims for personnel actions
like firings and layoffs are prohibited.
Other fine-tuning of the systems includ-
ed reforms aimed at reducing attorney
fee schedules, enhancing dispute resolu-
tion procedures and increasing penalties
for fraud.

Cost increases are moderating.
NCCI reports that workers” comp med-
ical inflation rose only 6.9% in 1992,
slightly below the 7.4% increase in the
MCPI, and indemnity-cost increases
slowed to 2.5% in 1992, in line with
the wage inflation rate.

Other signposts show improve-
ment. Claims costs fell for the second
consecutive year, tumbling 15% in
1993. This huge drop in claims costs
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An additional three to four percen-
tage points of improvement is because
of narrowing residual market losses,
says Smith. Here too, reforms to
streamline administration, modify bene-
fit levels and adopt managed care tech-
niques have reined in losses.

Indeed, NCCI says that residual
market underwriting losses shrank to
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for high-risk employers and some small
business bars subsidies from the volun-
tary market to cover deficits. And Tex-
as' residual market, which had a cum-
ulative deficit of $1.5 billion at one
time, was abolished and replaced with
a state fund that competes for business
with private insurers. Lifting these in-
voluntary burdens have caused many in-




" While years of reform finally fil-
tered to insurers’ bottom line last year,
improvement probably started before
then, Smith says. In fact, insurers have
lowered reserve estimates for claims re-
ported in 1990 through 1992. Estimates
for 1992 reserves were reduced by $475
million.

Fine-Tuning Claims Management

For most insurers, loss ratios
sharply improved. Of the 20 largest in-
surers, 14 posted net loss ratios that im-
proved from the previous year's result
by 10 percentage points or more. While
reform and rate actions accounted for
the bulk of these gains, fine-tuning
claims management programs also
bolstered results. Early intervention
techniques, which focus on close mon-
itoring of an injury by a registered
nurse, have taken precedence over the
process of reviewing bills for over-

charges, says James 5. Kemper III, ex-
ecutive vice president of Kemper Na-
tional’s commercial lines division.

Kemper doesn't think the compa-
ny's pure loss ratio of 56 will improve
much more. Last year was the third
consecutive year that Kemper Nation-
al's ratio improved. It is hard to get a
loss ratio much lower than it is now,
says Kemper, but the industry results
probably will improve through 1995,

The application of managed care
techniques is still in its infancy, and cost
savings from the flurry of reforms
haven't fully filtered down to insurers’
bottom line.

Indeed, it is unlikely that insurers
are going to seeing much improvement
from revenue growth. Net premiums
written, the basis for insurers’ future
earnings, rose only 2.1 % in 1993, Self-
insured and high-deductible plans have
siphoned off premium. A flurry of rate
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reductions followed hard on the heels
of reforms.

Even the growth of a service econ-
omy has somewhat depressed premium
growth. These classes of business gen-
erate less premium than do manufactur-
ing classes, because they are less risky.

With many problems resolved, the
challenge is to remain vigilant, says
Smith of ITT Hartford. Inflation, chal-
lenges to recent reforms, efforts to scale
back antitrust protections for insurers
all threaten to erode insurers’ gains.

These problems, however, are all
minor nuisances compared with the pos-
sibility of workers' comp being folded
into a reformed health care system. In-
tegrating these systems breaks the cru-
cial link between treatment and return-
to-work efforts that keep costs down,
Breaking this link is the biggest threat
to the system, says Driscoll of Liberty
Mutual. |
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