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Note: The following article uses workers
compensation as an example only. The
techniqueis applicable to any line of cov-
erage.

A workers compensation loss analysis can
be utilized for a reserve certification, satis-
faction of self-insurance requirements, ne-
gotiation of security requirements and let-
ters of credit, insurance budgeting and to
determine if quoted insurance costs are rea-
sonable. The methodology can take many
forms with loss development as a common
technique. Below is an explanation of each

step.
Loss Development Analysis

A loss development analysis tracks the his-
torical development of losses at annual
evaluations for past periods. When re-
ported losses are utilized, this method as-
sumes that reporting patterns and reserving
practices are consistent over time. When
paid losses are utilized, this method as-
sumes that payment patterns and settlement
practices are consistent over time. Once
development factors are estimated based on
the historical patterns, they are applied to
the most recent evaluation of losses. The
fully developed losses give an estimate of
the find settlement vaues of al clams.
Depending on the amount of data available,
other methods can be utilized. At this
point, aweighting of the various methods is
taken based on the credibility of each
method. The selected estimated ultimate

losses are then used as input to a reserve
analysis or carried forward to a loss projec-
tion analysis.

Reserve Analysis

A reserve analysis is used to satisfy various
regulatory requirements.  Current paid
losses are subtracted from the estimated ul-
timate losses to yield estimated outstanding
reserves. A cash flow analysis can then be
created using the estimated outstanding re-
serves and paid development patterns.
Once the cash flow has been estimated, a
discount factor can be incorporated into the
analysis to estimate the present value of
these liahilities.

Where losses are settled over an extended
period of time, the money held in reserves
earns interest, and the time value of money
can be a mgjor factor. For those exposures
with long-tail reserves, the recognition
given future investment earnings can have
an important bearing on needed security
levels.

Loss Projection Trend Adjustments

When utilized as input to a loss projection,
the estimated ultimate losses are restated
through the use of benefit level change fac-
tors, payroll trends and medical cost trends.
The restated losses for each historical pe-
riod are now at a common loss date. Appro-
priate trend factors should be selected based
on your knowledge of the industry or com-
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It is suggested that
at least fiveto
seven periods be
analyzed so that
characteristics
common to the
implementation of a
loss control
program, random
large losses, plant
closings and
acquisitions/
divestitures do not
bias the data.
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pany.

An exposure base is utilized as a way to quan-
tify the exposure to loss experienced by a com-
pany. The common base used for workers
compensation is payroll. The payroll for each
period is restated to a constant dollar basis us-
ing payroll trends.

Pure Loss Rate Calculation

The pure loss rate is calculated as the adjusted
losses divided by the adjusted payrolls. Since
the losses and payrolls have been restated to a
common basis, a credible comparison can be
made between the actual loss experience for
each period. It issuggested that at least five to
seven periods be analyzed so that characteris-
tics common to the implementation of a loss
control program, random large losses, plant
closings and acquisitions/divestitures do not
bias the data.

Loss Projection

The choice of a pure loss rate demonstrates
judgment, otherwise a computer could do it. A
straight average is usually not the best selection
unless the rates are very stable. Steadily de-
creasing rates could indicate that a loss control
program is working. An erratic set of rates
could indicate that the company is plagued by
infrequent, but serious, large losses. The clos-
ing of a plant could cause one or two of the
years to show a large rate relative to the other
years. In addition, acquisitions or divestitures
should usually be segregated in this part of the
analysis. However, if that is not possible, be
careful of swings in the rates soon after an ac-
quisition or divestiture. After an analysis of al
relevant information has been completed,
choose arate that is most indicative of the pro-
jected period.

The rate is then applied to the projected pay-
roll. The result is a point estimate of losses for
the projected period. Aslong as historical ex-
perience is indicative of future experience, then
your company may feel comfortable with this

estimate. However, there is potentially a wide
range of estimates due to internal and external
factors.

Additional Analyses

When a point estimate is not sufficient, a prob-
ability distribution can be an important meas-
ure of variability and volatility. A probability
distribution, or spread of loss, shows the practi-
cal application of the work completed in esti-
mating the projected losses. A spread of loss
allows confidence levels to be calculated.
These levels then alow the company to choose
a funding level according to their aversion to
risk.

There are two more steps that can be under-
taken once an appropriate funding level has
been established. A cash flow exhibit will
show estimated payouts over time. A discount
analysis can then show the present value of the
projected losses.
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