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VI. COMPARATIVE WORKERS' COMPENSATION SYSTEM PERFORMANCE: 
BRITISH COLUMBIA AND MICHIGAN MODELS

Introduction

Nearly 25 years ago, the U.S. National Commission on State Workmen's (sic) 

Compensation Laws enunciated the broad objectives for a modern workers' compensation 

program. They included:

Broad coverage of employees and of work-related injuries and diseases.

  Substantial protection against interruption of income.

Provision of sufficient medical care and rehabilitation services.

  Encouragement of safety.

  Effective system for delivery of the benefits and services. 

(National Commission, 1972)

Over the intervening years, especially the past decade, the emphasis has shifted somewhat. 

The goal of cost effectiveness has assumed much greater importance in many jurisdictions. 

Provision of "sufficient" medical care has come to be defined largely in terms of managed 

care, employer choice of physician, and other such initiatives. Some states have actually 

reduced wage-replacement proportions while maintaining that they still provide "substantial" 

protection against income interruption. The emphasis on early return to work is another 

example of shifting program values. Nevertheless, the goals enunciated by the U.S. National 

Commission still provide a framework to evaluate workers' compensation systems today.

An authoritative evaluation on these general principles remains an elusive goal; our 

objectives hi this report are somewhat more modest. We are not trying to definitively evaluate 

the overall performance of these two workers' compensation systems; we are trying to learn 

what we can about the ways in which system features and performance seem to reflect the 

degree of public sector or private sector participation. In particular, we are interested in 

lessons that can be derived from examining the way in which public monopoly and private 

market insurance systems influence workers' compensation outcomes. In this section, we
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present a comparative analysis of system performance, touching on the general issues 

identified by the U.S. National Commission. In the final section of the report, we will present 

observations that relate to workers' compensation insurance issues.

It is important to begin this comparative analysis with some strong cautionary notes. In 

truth, workers' compensation systems cannot be directly compared, as each system is an 

organic whole, embedded hi a specific legal, political, social, and economic environment. As 

such, it is clear that there is a danger of improper attribution of specific behavioral patterns to 

one systemic cause, when there may well be much broader forces at work to shape such 

behaviors. In addition, making comparisons across systems necessarily highlights some system 

features and ignores others. In particular, features that can be quantified, whether accurately 

or not, are more likely to be selected for comparison than features that are more qualitative in 

nature. This does not mean that the quantitative dimensions are more important, it simply 

means that they are easier to compare. This report is undoubtedly guilty of these failings, but 

before proceeding with our comparative analysis, some specific influences that lie behind our 

comparisons should be made explicit.

Noncomparable Aspects

As discussed earlier, the jurisdictions selected for this comparative exercise were 

chosen for a number of reasons. While they are "representative" of two different system types 

(for convenience labeled public and private), they are not "typical" of all the systems that 

might be called public or private. British Columbia and Michigan workers' compensation 

systems were selected as "exemplary" models of the public and private approaches to workers' 

compensation respectively. But as noted in the previous paragraph, no workers' compensation 

system exists in a vacuum, and it is hazardous to label these two specific systems as "public" 

and "private" and then imply that conclusions about the characteristics or performance of such 

systems can be generalized.

It is not possible to be certain which factors are affecting system performance hi any 

specific aspect. Given a particular finding, one cannot be certain that one is looking at a 

public-private system difference, or a Canadian-U.S. difference, or a West Coast-Midwest
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difference, or any of a dozen other competing explanations. We offer our informed 

observations, based on considerable familiarity with these two workers' compensation systems. 

It is up to the reader to evaluate this material and decide what is relevant, what is useful, what 

is valuable for his or her purposes. We urge all readers to keep the following qualifications in 

mind, as the final sections of the report are digested.

Influence of Self-Insurance

There is a tremendous difference between these two systems that cannot be captured hi 

a satisfactory way. In British Columbia, self-insurance is restricted to a handful of large 

employers (provincial and federal government, railroads, and airlines), amounting to less than 

5 percent of benefit costs in 1993. In Michigan, by contrast, 46 percent of indemnity benefit 

payments were made by self-insured employers in 1993, the highest proportion in the U.S. 

Undoubtedly this difference has very significant implications for system performance.

It can be presumed that self-insurance is more attractive to "good risks," since they 

have more incentive to avoid the "average pricing" effect of the insurance mechanism.47 Thus 

an employer who feels that his/her accident or claims performance would be better than 

average, might have a financial incentive to self-insure, depending on the experience rating 

regime available. On the other hand, employers who regard themselves as worse than average 

performers in this dimension might believe that they derive a financial advantage from 

accepting the average price, again depending on the experience rating regime. This "adverse 

selection" issue is also an important influence on mechanisms designed to guarantee that every 

employer can secure workers' compensation insurance, regardless of safety and claims 

records. (See Section VII below)

But the other problem is that there are no data available about the performance of self- 

insurers within the Michigan workers' compensation system, beyond the aggregate share of 

indemnity payments. So the problem of population bias that may be introduced by then- 

exclusion from the insurance mechanism is further complicated by a lack of data with which to

47But see Victor (1985) for a contrary view.

VI-153



assess the impact of their exclusion. 48 There is no way to adjust for this problem, so it must be 

kept in mind that nearly half of the Michigan workers' compensation system is missing from 

many of our observations, and that this would be expected to bias measures of overall system 

performance due to adverse selection.

Claim Termination

There is another significant difference between British Columbia and Michigan 

workers' compensation systems that cannot be controlled in a comparative analysis. British 

Columbia claims never "close," that is, they always have the potential for additional benefit 

payments, depending on the circumstances of the claimant. In Michigan, and most other U.S. 

jurisdictions, there is a legal mechanism to "close" workers' compensation claims, so that the 

insurance carrier (or self-insured employer) can be certain that no additional dollars will flow 

to that claimant for that particular injury. In Michigan, this has evolved into a highly stylized 

"redemption" system, which allows insurers and employers to make "compromise and 

release" agreements with injured workers that specify a financial payment in exchange for 

release from further liability for the named injuries (See Section IV for more details). This is 

not allowed in British Columbia, or other Canadian jurisdictions.

The existence of such an option probably changes the workers' compensation system in 

many fundamental ways. It introduces an element of certainty into an uncertain business for 

workers' compensation insurers. However, it also provides the incentive for "nuisance claims" 

that may be filed with the intention of soliciting a small cash settlement in exchange for 

avoiding the trouble and expense of a formal hearing. There is no way to demonstrate the 

actual existence of such claims, but employers and insurers in Michigan firmly believe that 

they exist.

48See Hunt (1982) for evidence that, in fact, large differences in performance do exist between the self- 
insured sector and the insured sector in Michigan.
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Role of Administrative Agencies

The WCB of British Columbia is relatively unique in North America in that it 

combines the functions of prevention, compensation and rehabilitation for work-related injuries 

and illnesses into one administrative agency. These are important policy missions, and one 

would presume that combining them into one agency would provide some unity of purpose 

and, perhaps, economies of scope or scale. Without an adequate study, it is impossible to 

determine if these theoretical advantages have actually been realized.49 However, the 

difference in size of the public sector is startling.

The WCB of British Columbia has over 2,500 employees, while Michigan's public 

sector complement is less than 450 for these "same" functions. Of course, there is no direct 

comparability between the tasks performed, and the private sector employees (insurance 

companies, rehabilitation firms, prevention consultants, etc.) that are performing the bulk of 

these tasks in Michigan's predominantly private workers' compensation system cannot be 

counted. But the point is that the entire landscape of disability prevention, compensation, and 

rehabilitation services is vastly different hi the two environments, and one must assume that 

this has implications for system performance. This will become clearer as we proceed through 

this section of the report.

Stakeholders' Role

Another striking difference between British Columbia and Michigan workers' 

compensation systems is the involvement of stakeholders in the system. Until 1991, with the 

formal institution of worker and employer stakeholder representation in WCB governance, 

British Columbia really was not constrained by the direct involvement of stakeholders, other 

than injured workers and their representatives, in the workers' compensation system.

In Michigan, hi contrast, private stakeholders make most of the decisions, and their 

self-interest is never far from the surface. From the private physician who provides initial 

treatment of an injured worker, through the private sector claims adjuster who decides whether

49But see Hunt, Earth, and Leahy (1991) for a dubious opinion of such synergy in British Columbia.

VI-155



to accept the claim in the first instance, to the for-profit rehabilitation provider who assists the 

worker with return-to-work, to the contingency fee attorney who may assist the worker to 

settle a litigated claim, many private stakeholders are involved.

Further, change in the workers' compensation system in Michigan involves a delicate 

balance between the "public interest" and many competing "private interests." All the people 

who make their living, to one degree or another, from the workers' compensation system have 

a legitimate concern about their self-interest. They each bring a unique one-dimensional 

perspective to their evaluation of system change. The practical effect of this diversity of 

private interests is to make the public interest considerably harder to identify, as it is 

complicated by the arguments put forth by various private interests.

Effect of Other Institutions

Last, but by no means least, is the effect of other institutions that are not a part of the 

workers' compensation system, but that can have powerful influences on its results. For 

example, since access to medical care is guaranteed in Canada, the issue of compensability or 

noncompensability of a given condition for workers' compensation benefits may be a matter of 

relative indifference to the worker, and perhaps to the provider, when seeking initial medical 

treatment. The final assignment of treatment costs to the health plan or to the WCB is really 

just a bookkeeping exercise. 50

In Michigan, however, the compensability or noncompensability of a given condition is 

a critical question when seeking initial medical treatment. To the worker, it may mean the 

difference between being treated or not, or whether he/she will be able to see a given 

provider, since the employer has first choice of physician and some professionals simply will 

not take workers' compensation claimants as patients. Compensability is critical to the treating 

physician as well, because it not only indicates which insurance carrier should be billed (and 

what kind of documentation the injured worker needs to establish his/her coverage), but also

50But see Hunt, Barth, and Leahy (1996) Chapter 5 for a discussion of perverse incentives for providers 
in the British Columbia system.
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whether the potential exists for disputes over the claim, involving deposition of medical 

testimony, extra forms, etc. Most medical intake forms in the U.S. ask whether the presenting 

condition is work-related. To the employer, the difference between a charge on his/her health 

care plan (probably not experience rated) or workers' compensation insurance plan (probably 

experience rated) may also be very significant.

This is just one obvious example; there are doubtless many more. The pension plans, 

other disability insurance schemes, unemployment insurance systems, tax treatment of 

benefits, labor relations environment, and many other dimensions of working life differ 

substantially among Canadian and U.S. jurisdictions, and between British Columbia and 

Michigan. Some, or all, of these probably affect the behaviors of each and every participant in 

the workers' compensation systems of British Columbia and Michigan. Our analysis cannot 

control for these myriad differences, but the reader is forewarned not to forget them entirely.

System Performance Comparisons

We will begin our comparative analysis with the issue of coverage. It is obvious that 

the degree of protection of wage-earning capacity offered by the workers' compensation 

system depends critically on whether the injured worker is covered or not. Thus, this issue is 

treated even before questions of prevention incentives and adequacy of wage replacement.

Coverage

British Columbia moved very close to "universal" workers' compensation coverage in 

1994. The only exceptions are "casual" workers (less than 8 hours per week), day care 

workers (less than 15 hours per week), professional athletes, and owner/operators (and certain 

family members) of individual businesses and independent labor contractors (who are eligible 

for Personal Optional Protection coverage by application). All other employed workers, 

including farm workers and fishery workers) are covered by the Workers' Compensation Act. 

(AWCBC, Comparison of Workers' Compensation Legislation in Canada, 1995)

In Michigan, nonagricultural employers of three or more workers are covered. 

However, if at least one of these is employed full-time (at least 35 hours per week) for a
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significant portion of the year (13 of 52 weeks), then all employees must be covered. So, 

effectively coverage begins with one full time worker. Agricultural employers are covered 

only if they employ at least three workers under these same duration and time requirements. 

Household employees are covered if they are employed full-time (35 hours or more per week). 

Real estate salespersons and brokers are excluded from coverage. (USDOL, State Workers' 

Compensation Laws, 1995)

There are no reliable numerical estimates available of covered individuals under either 

system. However, British Columbia seems to have a slight advantage in coverage with no 

numerical exemptions, and in offering coverage by application for small business owner- 

operators and labor contractors. There is no elective coverage available in the Michigan 

market.

Injury and Illness Incidence

While the incentive structures that influence behavior may differ, there are some broad 

system outcome measures that would appear to be comparable. One of these is the incidence of 

lost workday cases. It is logical that the incidence of workplace injuries and illnesses that give 

rise to lost work time should be comparable across systems, even if the factors determining 

their incidence are not. This would provide a "bottom-line" measure of the effectiveness of 

prevention incentives. Unfortunately, it is necessary to present the measure without controlling 

for industry structure, behavioral differences resulting from benefit provisions, measurement 

differences, etc.

In Michigan, these data are collected by the U.S. Department of Labor, Bureau of 

Labor Statistics and are not derived from the workers' compensation system. They arise from 

the employer's requirement under the 1970 federal and 1974 Michigan Occupational Safety 

and Health Acts to keep a log of all work-related injuries and illnesses, whether these are 

compensable or not. These data are definitely not used for firm-level enforcement activities,
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but still may be thought of as self-incriminating by many employers, and are therefore 

regarded as an understatement of actual experience.51

In British Columbia, the comparable statistics arise as a by-product of the workers' 

compensation system, and may therefore be influenced by coverage and compensability 

considerations. Since the uncovered workers in British Columbia are included hi the 

denominator of total employment, there is a significant underestimate of injury rates. 

Fortunately the lack of a waiting period in British Columbia means injuries and illness 

involving at least one lost workday are included in WCB figures. The major discrepancy that 

compensability might introduce is due to the noncompensability of some repetitive trauma 

injuries in British Columbia. Presumably these are excluded from the statistics available from 

the WCB, and this might result hi some downward bias for the British Columbia figures, as 

well.

Another difference is that U.S. figures are calculated on the basis of full-time- 

equivalent employment rather than on a head-count basis. The effect is to inflate the Michigan 

incidence compared to a head-count employment basis, since the denominator is smaller. The 

magnitude of this overstatement is estimated to be 3-4 percent, based on analysis of the various 

employment figures collected by Bureau of Labor Statistics. In addition, Michigan injury and 

illness data are for 1992 (the last available) while British Columbia data are for 1993; this is 

not thought to introduce any particular bias to the comparisons.

Table 6.1 indicates that British Columbia has a slightly higher incidence of work- 

related injuries and illnesses. Since the Michigan economy is about 2.5 tunes the size of the 

British Columbia economy (as measured by employment levels), the per employee figures 

should be used for comparisons. Total incidence of work injuries and illnesses per 100 

employees is about 12 percent higher, but cases involving tune away from work are nearly 50 

percent more common hi British Columbia. This difference presumably reflects, hi part, the

51According to a study of Michigan injuries and illnesses in 1986 that compared the Bureau of Labor 
Statistics survey results with workers' compensation records, only about one-fourth of lost workdays are actually 
included on the logs. This reflects both underreporting of injuries and lost workday durations. See Oleinick, et. al. 
(1993).
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more generous wage-loss benefits in British Columbia, as well as the absence of any waiting 

period for wage-loss benefits. 52 Of course, it would also reflect incentives for loss prevention 

and reporting differences between the two systems.

Unfortunately it is not possible to standardize these measures for the industrial 

structure of the two areas, because of the noncomparability of the classification systems within 

which the data are reported. However, it seems likely that the dominant primary (extractive) 

industries in British Columbia (fishing, logging, mining) might be expected to have higher 

injury rates than the secondary (manufacturing) industries which are so important in Michigan.

WC Claims Incidence

As discussed earlier, there is a wide discrepancy in the entitlement to wage-loss 

benefits between Michigan and British Columbia. For the purpose of claims incidence, the 

most important of these is the 7-day waiting period for wage-loss benefits in Michigan. Since 

British Columbia pays wage-loss benefits from day 1, and since most injuries and illnesses do 

not involve a full week of lost work time, it is obvious that British Columbia's claims 

incidence will be very large compared to Michigan's. That is reflected in Table 6.2, where 

British Columbia shows a wage-loss claim incidence more than three times the Michigan rate.

Also not surprising are the figures shown hi Table 6.2 for "medical-only" claims. 

These are workers' compensation claims that involve no wage-loss benefits, but only payment 

for medical treatment. In this case, the Michigan incidence is 2.5 times that shown for British 

Columbia. 53 This difference also reflects the Michigan waiting period, since the bulk of British 

Columbia cases will involve both wage-loss and medical benefits, and therefore are not 

counted as "medical-only" claims. When these two very disparate figures are summed, the 

total workers' compensation claims incidence for Michigan is revealed to be nearly 30 percent 

higher than for British Columbia.

52See Worrall and Butler (1985) for an early U.S. study of this relationship.

53It is worth noting that the average cost of the medical-only claims is comparable at $254 (US) for 
British Columbia and $279 (US) for Michigan.
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In summary, British Columbia reports more work-related injuries, but fewer workers' 

compensation claims per 100 workers, when including both wage-loss and medical-only 

claims. So how is this paradox to be explained? Since the differences are so great, and reflect 

known reporting differences, it would be unwise to speculate on the degree to which system 

incentives and behavioral responses contribute to these results. However, it seems clear that 

the impact of the health care system is critical. Particularly since all of the Michigan 

disadvantage arises from medical only claims, it is likely that the availability of universal 

health care coverage in British Columbia reduces the incentive for injured workers to make 

sure that their claim gets treated as a workers' compensation claim.

Vocational Rehabilitation Benefits

As discussed in Sections II and IV respectively, British Columbia and Michigan both 

provide very significant vocational rehabilitation services for injured workers. In British 

Columbia, the WCB provides these services directly with a staff of nearly 100 Vocational 

Rehabilitation Consultants and Managers. Michigan relies on outside vendors to provide 

vocational rehabilitation services, with only a handful of staff at BWDC to scan claims for 

rehabilitation potential, make referrals to private sector and public sector providers, monitor 

performance, handle complaints, etc. Interestingly, the state vocational rehabilitation agency 

(Michigan Rehabilitation Services) operates in direct competition with private sector agencies 

for referral of workers' compensation clients (Insurance Division of MRS).

Data kept by Michigan and British Columbia on vocational rehabilitation outcomes is 

very limited, so only the most basic statistics can be cited here. Both systems record about 

9,000 referrals for vocational rehabilitation services each year. Since the Michigan working 

population is 2.5 times the size of British Columbia's, this implies that Michigan's referral rate 

for vocational rehabilitation services is considerably lower. In terms of outcomes, during 1994 

a total of 2,490 individuals were returned to work through vocational rehabilitation in British 

Columbia. Approximately 55 percent of these are returned to their original employer. The
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British Columbia system claims a success rate of 49 percent for those claims with significant 

interventions. 54

In Michigan, 3,621 individuals were successfully returned to work in 1993, with a 

claimed success rate of 38 percent. (BWDC Annual Report, 1995) It is further reported that 85 

percent of the successful cases involved a return to work with the original employer. While 

these statistics are not directly comparable, they do serve to indicate that British Columbia has 

substantially more vocational rehabilitation activity (and expense) than Michigan. 

Unfortunately, data are not sufficient (even in British Columbia) to firmly establish the cost- 

benefit ratios for vocational rehabilitation services.

Aggregate WC Benefit Payments

Table 6.3 shows aggregate benefit payments in 1993 for the British Columbia and 

Michigan workers' compensation systems. The aggregate benefit payments hi British 

Columbia in 1993 were about $307 (US) per employed person, compared to $329 (US) in 

Michigan, a difference of about 7 percent. This includes the effects of the more generous 

benefit structure in British Columbia (75 percent of gross to a maximum of $566 (US) per 

week, versus Michigan's 80 percent of net pay to a maximum of $457 (US) per week), the 7- 

day waiting period for wage-loss benefits in Michigan (versus no waiting period in British 

Columbia), differences in average wage levels, and a host of program specific and 

measurement distortions that are contained within the data. Of course, the annual payout is not 

the most meaningful way to measure the cost of the system, since it simply represents the flow 

of expenditures to a dynamic case population. We report it because it is the only workers' 

compensation system measure available for self-insured employers in Michigan. It is also 

remarkably similar across the two systems.

54See Hunt, Earth, and Leahy (1996), Chapter 6 for a full exposition of vocational rehabilitation services 
and outcomes in British Columbia.
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Incurred Benefit Costs

A more meaningful comparison is obtained from Table 6.4 which shows estimated 

incurred benefit costs, including capitalized costs of future payments. These figures more 

properly measure the number of claims incurred in 1993 and their estimated cost, in present 

value terms.55 Table 6.4 indicates that the insured sector in Michigan incurred future wage-loss 

obligations of $522.7 million (US) in 1993. Assuming that employment in the insured sector is 

proportional to wage-loss payments (probably an understatement), one can assign this figure to 

54 percent of the employment base in Michigan, yielding an average cost of incurred wage- 

loss benefits per employee of $244 (US). This compares to $299 (US) per employee in British 

Columbia, a difference of over 20 percent.

On the other hand, Table 6.4 also shows that Michigan's incurred health care costs are 

only slightly higher than in British Columbia. When both wage-loss and health care costs 

are added together, it is shown that incurred benefit costs are about 13 percent higher in 

British Columbia than for the privately insured sector in Michigan. Given the exclusion of the 

self-insured employers from the Michigan numbers, and assuming they have better "than" 

average workers' compensation experience, this figure would probably understate the incurred 

cost differences for the average employer. Still, the rather remarkable conclusion is how 

similar these levels are, considering all the system differences that have been discussed here.

Promptness of Payment

This is an interesting comparison, since it is fairly objective but still complicated by 

system procedures, case populations, noncomparabilities, etc. Table 6.5 shows the measures of 

promptness of payment that are available for these two systems. The figures for British 

Columbia were developed in a special study of promptness of payment that applied to claims 

registered in the first half of 1994. British Columbia pays considerable attention to "pay-lag" 

figures, but since they use a formal standard of 17 days, routine data reporting concentrates on

55The Michigan numbers include allowances for IBNR (incurred, but not reported). This is a very rough 
estimate in any case. Trying to estimate what the ultimate costs of a workers' compensation claim will be is not an 
exact science.
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the proportion of all claims that are paid within the 17 day standard (usually around 50 to 60 

percent).

Michigan keeps pay-lag statistics to monitor private insurer/employer performance in 

making prompt payments. The Michigan data on tune from injury to notification come from a 

study conducted by the Upjohn Institute for the Bureau of Workers' Disability Compensation 

in 1989, and reflect a sample of cases closed in October of 1986 (Hunt and Lance, 1989). 

Unfortunately there are no more recent data available from Michigan, and it is unknown how 

representative these results may be of current performance. However, it is worth noting that 

the average pay-lag from these data was 29 days, the same figure as reported by BWDC for 

1993.

Table 6.5 reports mean time (in days) from date of injury to notification of the 

administrative agency (WCB or BWDC, respectively) and mean time (in days) from 

notification to first payment. The difference in performance between the two systems is clear 

in the injury to notification discrepancy. While this takes an average of 15 days hi British 

Columbia, it takes over two months on average (67 days) in Michigan. This reflects the 

influence of the large number of litigated claims in Michigan, where the claimed injury is 

frequently very old before either the employer/insurer or the BWDC hears about it. On the 

other hand, the median (50th percentile) value for Michigan is 13 days, a very good 

performance considering that there is a 7-day waiting period before benefits begin. Of course, 

some would say it is unfair to call these delays "pay-lag" since presumably the payer likely 

has no knowledge of the existence of the claim until notification. 56

The actual "pay-lag" is represented by the second entry in Table 6.5, "notification to 

payment." This measures the time from awareness of a compensable claim to mailing the first 

benefit payment. In this case, the mean performance of the two systems is quite comparable at 

27 days and 29 days respectively. In addition, analysis of the Michigan data and interpolation

56Although this is not so clear in the Michigan case, where it is the employer who is required to notify 
BWDC of the probable claim. It may be that the employer has known of the injury for some time before deciding 
to acknowledge that it might become a workers' compensation claim.
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of the British Columbia data indicate that the typical (median) claim receives payment in about 

11 or 12 days from notification. These are both good promptness of payment performances.

Dispute Resolution

As indicated earlier, the Michigan workers' compensation system is a great deal more 

litigious than that of British Columbia. Table 6.6 indicates that when considered against the 

base of new wage-loss claims established, the Michigan "dispute" rate is nearly four tunes 

higher than that of British Columbia. However, there are a number of qualifications that 

should be entered here about the specifics of the comparison. First, the table ignores the 

Medical Review Panels hi British Columbia and understates the impact of the Mediation 

Division in Michigan. Both are ignored for the sake of simplicity and comparability. However, 

it should not obscure the fact that a large share of disputes are settled informally in Michigan 

via mediation services, particularly disputes over health care service and vocational 

rehabilitation matters and these are not shown in the table.

Because the Mediation Division annually disposes of nearly 5,000 disputes over 

medical claims, it was also judged to be appropriate to drop the much smaller separate appeal 

channel of Medical Review Panels in British Columbia. Second, the denominator for this 

calculation is somewhat inappropriate. The requests for review do not arise simply from one 

year's claims, but reflect the entire history of successful and unsuccessful claims hi the past. In 

particular, the Michigan system looks substantially more litigious in Table 6.6 than 

conventional wisdom would dictate, because the denominator includes only accepted wage-loss 

claims and magistrate awards from the previous year, not redemptions, wash-outs, and other 

miscellaneous dispositions. However, using the current year new claims as a denominator 

provides a rough yardstick to assess the relative magnitude of disputation in the systems.

Third, it is clear that the "request for review" in Michigan serves to involve the public 

agency as a party hi determinuig the facts or relevant law in compensation matters, whereas hi 

British Columbia it is an appeal from a public agency decision on these matters. Thus, there is 

a vastly different degree of public participation hi the decision making before the request for 

review. In addition, since the Michigan adversarial system provides the employer/insurer with

VI-165



the opportunity to exercise the initiative to refuse a claim, it is to be expected that more claims 

will be disputed than in the inquiry system of British Columbia.

Nevertheless, it is true that the Michigan system is a great deal more contentious and 

that it is dominated by lawyers in a way that would be horrifying to the Canadians. Nearly 

every contested case in Michigan has a plaintiff attorney attached, while appeals to the WC 

Review Board hi British Columbia only have about 15 percent attorney involvement. Further, 

attorney fees are prohibited by the WCB, while it is routine for the plaintiff attorney to take 

between 15 and 30 percent of the award, on a contingent fee basis, hi Michigan. Thus, the 

discrepancy in benefit levels noted earlier in this report is further compounded when the case 

becomes contested, since the lower Michigan benefit levels must be shared with the worker's 

attorney.

After the initial review level, it is interesting to note that Table 6.6 indicates that the 

situation is reversed, with British Columbia having the higher appeal rate.57 This reflects two 

major factors. First, a great majority (over 60 percent) of the Michigan "dispositions/ 

decisions" are negotiated compromise and release settlements, or redemptions, that terminate 

the employer/insurer liability. Appeal from these decisions is allowed only hi extreme 

circumstances, since both parties are presumed to have been represented by counsel and 

capable of making an informed decision. So, the actual number of first level decisions that 

could be appealed is less than half that indicated in the table.

Second, appeal is nearly costless in the British Columbia system. There is probably no 

attorney involvement, and there is no financial consequence to seeking an additional "bite at 

the apple." In the Michigan system, if the claimant has pursued the matter through the 

magistrate hearing level and secured no benefit award, the attorney has usually not only not 

been compensated but will have absorbed the costs of the litigation. Thus, he/she would not be 

expected to push the appeal to the next level with uncertain returns.

57Plus for comparability, we have excluded WCB Appeal Division cases (about one-third of total activity) 
that do not emanate from WC Review Board decisions.
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Employer Costs

Table 6.7 compares the costs of workers' compensation coverage from the employer 

perspective. The average 1993 assessment rate for employers in British Columbia was $2.11 

per $100 of payroll (in Canadian Dollars). Applying the average assessment rate to the average 

weekly wage in 1993 of $561 (CD) (or $435 US), and assuming a 52-week work year, yields a 

total annual cost per employee of $477 (US). The Michigan average standard premium rate in 

1993 for the combined voluntary and assigned risk markets was $2.79 per $100 of payroll 

(US). Applying this rate to the Michigan average weekly wage of $507 (US) in 1993 and 

assuming a 52-week work year yields a total per employee cost of $736 (US), or some 54 

percent higher than in British Columbia.

There are three major explanations for the magnitude of this difference. First, the 

average weekly wage is about 17 percent higher in Michigan than in British Columbia. In 

addition, all wages are assessable for workers' compensation premium in Michigan, whereas 

wage payments of over $39,225 (US) to any individual would not be assessed in British 

Columbia. Since we know that Michigan employers pay a higher average premium rate, and 

that they pay it on higher wages on average, it is no surprise that Michigan employers pay 

more overall for workers' compensation coverage. Second, the British Columbia public 

workers' compensation system enjoys the benefit of the earnings from the $4 billion (CD) in 

reserves it is holding to pay long-term claims into the future. 58 The WCB uses a discount rate 

of 3 percent for calculating the reserves required for long-term disability claims and other 

obligations. Thus, if the real rate of return earned on funds held as claim reserves is greater 

than 3 percent, the additional earnings effectively go to reduce the amount of assessment 

income that must be raised in the current period. The investment portfolio that the WCB 

manages earned an average return of 9.2 percent in 1993 (7.5 percent after inflation). The 

result was that about 33 percent of WCB income was derived from investments.

58At the end of 1993, the WCB of British Columbia was estimated to be 97 percent funded against future 
expected benefit costs, a remarkable achievement for a public workers' compensation system.
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Third, on the U.S. side, the incurred benefit payments made to claimants must be 

"marked up" to allow private insurers to recover their administrative costs, plus a fair return 

on their investment. It was shown earlier (Table 5.8) that Michigan workers' compensation 

insurance carriers incurred loss adjustment costs of 15.9 percent, sales expenses of 9.7 

percent, and state tax costs of 2.9 percent of the premiums collected. In addition, an average 

of 2.9 percent was returned to policyholders in the form of dividends. Thus, at least 30 

percent of the premium dollar goes to cover operating expenses. Table 5.9 presented earlier 

also showed that in most years, workers' compensation insurers in Michigan made profits of 

about 13 percent of net premiums. In other words, the administrative costs, taxes, dividends, 

and profit for private insurance carriers create a gap of approximately 40 to 45 percent 

between the benefits paid to workers and the costs to employers.

Administrative Costs

Table 6.8 compares the public administrative costs of the workers' compensation 

systems in Michigan and British Columbia. As expected, given the nearly total public 

responsibility for adrninistering the workers' compensation system in British Columbia, the 

public administrative costs are much higher. Table 6.8 indicates that the public cost of 

administering the system is about $77 (US) per worker in British Columbia. This includes 

adjudication, record keeping, dispute resolution, public advisers for both employees and 

employers, three layers of appellate bodies and all the other overhead associated with a public 

workers' compensation system. In Michigan, public administration costs were approximately 

$5 (US) per worker in 1993, but this only provides a record keeping system and a dispute 

resolution system, all the rest of the costs are borne privately. 59

It is impossible to get a precise assessment of the private cost burden, but a start can be 

made by applying the loss adjustment costs and sales expenses of approximately 25 percent 

(Table 5.8) to the $1.3 billion (US) in benefit payments in Michigan in 1993 (from Table 6.3).

59It is a part of the cost of the dispute resolution system because only the mediators and magistrates are on 
the public payroll. Representation of the parties is a private obligation.
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The result would be a private administrative cost estimate of $325 million (US) in 1993 for 

both the insured and self-insured sectors. Adding this to the public administrative cost figure 

in Table 6.8 would bring total public and private administrative costs in Michigan to $345 

million (US), or $86 (US) per worker. These are very rough approximations, of course.

In addition, this figure does not include the private costs of litigation. There are very 

few private lawyers operating in the workers' compensation system in British Columbia, so we 

can disregard this cost item, and the cost of the public advisory services is included among the 

WCB administrative costs. However, in Michigan with a fairly litigious system, very 

substantial additional private transaction costs are incurred in disputed cases. On average, 

from one-fourth to one-third of the successful worker litigant's award goes to legal costs and 

attorney fees. Presumably, this is matched by a similar cost on the defendant side (representing 

the insurance carrier or the self-insured employer). Thus, overall, as much as one-half of 

lump-sum benefit payments may be charged to private transaction costs.

Unfortunately, there are no sufficient data with which to estimate the overall cost 

contribution of the litigated sector. However, data from several years ago indicate that 

approximately 26 percent of all successful claims were litigated, and 73 percent of those 

received some lump sums (56 percent received only lump sums), it is obvious that it could be 

a very large number. 60 If we assume that just half of the total compensation received by 

litigated claimants is a result of the successful litigation, then the estimated private transaction 

costs would be one-fourth of these benefit payments. Since litigated claims constitute about 25 

percent of all successful claims in Michigan, this would yield an estimated total of 6 to 7 

percent of overall benefit payments. This figure is a very rough estimate, but gives an 

appreciation of the overall magnitude of these hidden private transaction costs in Michigan. 

It also helps us understand why employer costs in Michigan are so much higher, even though 

incurred benefit payments are roughly comparable hi the two systems.

^These parameters are drawn from Hunt (1982) and relate to Michigan workers' compensation claims 
closed in 1978.
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Table 6.8 also shows the public expenditures on prevention activities in the two 

jurisdictions. The costs are reflected in activity levels, as the WCB completed nearly 48,000 

workplace inspections in 1993, writing a total of 61,487 orders and levying penalties and fines 

of $1.2 million (US). In addition, the WCB conducted over 4,600 educational presentations 

and completed over 7,000 consultation reports. By comparison, the MIOSHA Division of the 

Bureau of Safety and Regulation in Michigan, facing a workforce 2.5 times that of British 

Columbia, completed about 7,000 workplace inspections, writing about 12,000 citations, and 

levying penalties of $50 million (US). In addition, the Safety, Education and Training Division 

conducted over 4,500 training sessions and made over 18,000 consultation visits in fiscal year 

1993. This analysis makes it clear that British Columbia mounts a considerably greater effort 

at prevention, particularly on the enforcement side. Michigan does relatively well at voluntary 

compliance efforts, but simply does not put enough inspectors in the field to cover the 

employer population in Michigan.

Summary

The British Columbia public workers' compensation system reports 12 percent more 

work-related injuries, and 48 percent more lost workday injuries than does Michigan. Yet, it 

apparently identifies fewer workers' compensation claims on a per capita basis. However, all 

of this difference is hi the medical-only claims, since British Columbia actually pays three 

times as many wage-loss claims. These differences are thought to be due to the lack of a 

waiting period for wage-loss benefits in British Columbia, and to easier access to the general 

health care system for both job-related and non job-related injuries and illnesses than is true in 

Michigan.

Overall, annual benefit payments to injured workers are slightly lower in British 

Columbia (about 7 percent), but incurred benefits are slightly higher (about 13 percent). This 

difference presumably reflects the prevalence of lump-sum payments in Michigan, which are 

very rare hi British Columbia. All of the incurred cost differences are among the wage-loss 

claims, as British Columbia reports 22 percent greater incurred wage-loss benefits per worker. 

Incurred medical and rehabilitation benefits are remarkably similar.
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Michigan and British Columbia are both very good hi promptness of payment, given 

notification of injury. However, approximately four tunes as many claims are litigated hi the 

Michigan system, reflecting the presence of plaintiff attorneys and a presumption of initiative 

on the insurer, or self-insured employer, side. In Michigan, insurance carriers generally have 

the right to deny benefits initially, or to stop benefits subsequently. Both actions are subject to 

administrative hearing upon request of the injured worker, but the initiative is still with the 

employer. This is true of choice of physician as well, where Michigan permits the employer to 

select the physician for at least the first 10 days of treatment, while British Columbia allows 

the worker to choose.

In terms of employers' costs of workers' compensation coverage, British Columbia 

enjoys an advantage of about 35 percent, when measured in U.S. dollars per worker. This is 

due to lower average wages, lower combined public and private administrative costs, and 

much lower transaction costs. The transaction cost differences are comprised of both sales and 

promotion expenses in the private system and the friction costs of litigation. Given that the 

average wage difference is about 17 percent, we hazard the guess that about half the employer 

cost advantage hi British Columbia is due to the workers' compensation system itself.

This review has shown some striking similarities and some surprising differences 

between the performance of the British Columbia and Michigan workers' compensation 

systems. In general, the advantage goes to British Columbia. Benefits are paid without a 

waiting period and with considerably higher maximum weekly wage-loss protection. 

Nevertheless, incurred benefit costs are roughly similar. British Columbia pays higher public 

administrative costs, but when an estimate of Michigan's private administration and transaction 

costs are factored in, British Columbia actually looks significantly less expensive. Finally, 

when we look at the bottom line, employer's costs of workers' compensation coverage, British 

Columbia wins hands down. In the final section, we will consider the insurance implications of 

system differences, and some lessons that may be drawn from this review of public and private 

workers' compensation insurance mechanisms.

VI-171



Table 6.1 Incidence of Work-Related Injuries and Illnesses

Total Work Injuries and 
Illnesses*

Lost Workday Injuries**

1993 
British Columbia

Total

195,117

71,969

per 100 
Employees

11.7

4.3

1992 
Michigan

Total

405,658

113,736

per 100 
Employees

10.4

2.9

* British Columbia data came from WCB reports and reflect different reporting 
standards than MIOSHA log data shown for Michigan.

** Lost workday injuries for British Columbia include only those resulting in some 
payment for wage-loss before 12/31/93. Michigan figures are based on a survey of 
MIOSHA log data and reflect only cases with days away from work.

Source: British Columbia data from WCB 1993 Annual Report; Michigan data 
(unpublished) from MIOSHA Information Division.
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Table 6.2 Incidence of Workers' Compensation Claims, 1993

Wage-Loss Claims 
Established

Medical Only Claims 
Established

Total Claims Established

British Columbia

Total

79,503

56,186

135,689

per 100 
Employees

4.8

3.4

8.1

Michigan

Total

60,541

358,172

418,713

per 100 
Employees

1.5

9.0

10.5

Source: British Columbia data came from WCB 1993 Annual Report. Michigan data 
are from unpublished tabulations provided by BWDC (wage-loss claims) and BWDC 
Annual Report, 1993 (medical only claims).
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Table 6.3 Workers' Compensation Benefit Payments, Calendar Year 1993, in U.S. Dollars

Health Care Payments 
(incl Rehabilitation Costs)

Wage-Loss Payments

Total Payments*

British Columbia

Total

$129,598,450

$381,620,930

$511,219,380

per 
Employee

$78

$229

$307

Michigan

Total

$374,064,251

$934,060,557

$1,308,124,808

per 
Employee

$94

$235

$329

* Total includes wage-loss, health care, and rehabilitation benefits on a paid basis for 
calendar year 1993.

Source: British Columbia figures from 1993 Annual Report, Note 6, p. 41. Michigan 
figures from Funds Administration and BWDC 1993 Annual Report, p. 9.
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Table 6.4 Incurred Workers' Compensation Benefit Costs Calendar Year 1993, in U.S.
Dollars

Wage-Loss Benefits

Health Care Benefits

Total Incurred Benefit 
Costs

British Columbia

Total

$498,857,364

$271,835,659

$770,693,023

per 
Employee

$299

$163

$463

Michigan*

Total

$522,674,073

$359,738,630

$882,412,703

per 
Employee

$244

$168

$411

* Insured sector only. It is assumed that employment is proportional to paid indemnity 
losses in 1993.

Source: British Columbia figures from 1993 Annual Report, p. 36. Health care benefits 
include rehabilitation expenses. Michigan figures from Michigan Data Collection Agency 
Publication, 1995, Exhibit I, pp. 3-4. Michigan figures exclude loss based assessments and 
claim adjustment costs and are based on 1993 calendar/accident year data with appropriate 
loss development factors.
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Table 6.5 Promptness of Payment

Injury to Notification (mean value)

Notification to Payment (mean value)

British Columbia*

15 days

27 days

Michigan**

67 days

29 days

* British Columbia data are from a special study of timeliness based on all claims 
registered hi the first half of 1994.

** Michigan data are from BWDC statistics for 1993 and from a random slice in-time 
sample of claims closed hi 1986. The sample of claims was compiled by the W.E. 
Upjohn Institute for Employment Research.

Source: British Columbia data are from WCB Performance Reports, 1994, pp. 27, 31. 
Michigan data are from Intrastate Differences in Workers ' Compensation Costs: 
October 1986 Closed Case Study (Kalamazoo, MI: W.E. Upjohn Institute for 
Employment Research) September 1989, p. 37.
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Table 6.6 Dispute Resolution Activity, 1993

New Wage-Loss Claims 
Established

Requests for Review

Dispositions/Decisions

Appeals

British Columbia*

79,503

7,573

9.6%

6,968

1,429

20.5%

Michigan**

60,541

22,496

37.2%

23,399

1,178

5.0%

* For British Columbia, the Requests for Review refer to Workers' Compensation 
Review Board appeals received and Dispositions/Decisions refer to Review Board 
panel findings and summary decisions. Appeals refer only to Review Board decisions 
appealed to WCB Appeal Division.

** For Michigan, Requests for Review refers to Petitions for Hearing received and 
Dispositions/Decisions includes decisions and redemptions, but not mediator 
resolutions. Appeals refers to Appellate Commission activity only.

Source: For British Columbia, Annual Report of the Appeal Division for 1993; for 
Michigan, BWDC Annual Report 1993.
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Table 6.7 Employer Cost of Workers' Compensation Coverage for 1993, in U.S. Dollars*

Employer Cost of 
Workers' Compensation 
Coverage

British Columbia

Assessment 
Rate

2.11

Cost per 
Employee

$477

Michigan**

Standard 
Premium 

Rate

2.79

Cost per 
Employee

$736

* Employer costs per worker are estimated by applying the average assessment or 
premium rate to the average weekly wage times 52 weeks.

** Insured sector only. It is assumed that employment is proportional to paid 
indemnity losses in 1993. Michigan figure includes the placement facility results.

Source: British Columbia data from WCB Annual Report, 1994, p. 54. Michigan 
data are from Michigan Insurance Bureau, Preliminary Report and Certification 
Regarding the State of Competition in the Workers ' Compensation Insurance Market, 
1995, Exhibit 7.
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Table 6.8 Public Administrative Costs 1993, in U.S. Dollars*

Administration

Prevention

Total

British Columbia

Total

$122,737,985

$21,437,209

$144,175,194

per 
Employee

$77

$13

$90

Michigan

Total

$19,915,223

$11,264,000

$31,176,223

per 
Employee

$5

$3

$8

* See text for estimates of private transaction costs.

Source: For British Columbia, WCB 1993 Annual Report; for Michigan, compiled from 
statistics provided by Deputy Director, Michigan Department of Labor.
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VH. POLICY IMPLICATIONS FOR VICTORIA

Introduction

This section outlines the most important considerations involved hi making policy 

choices about the relative roles of the public and private sectors hi Victoria's workers' 

compensation insurance system. The outcomes of any particular set of choices depend on the 

specific circumstances of a workers' compensation system and its environment. Thus, it is not 

possible to make predictions about the effects of different policy decisions that would 

necessarily hold true for any system (e.g., moving from public to private financing will always 

improve economic efficiency). However, it is possible to share insights from the British 

Columbia and Michigan experiences that may have some application to the policy options 

facing Victoria.

In a broad sense, there are two interrelated sets of institutional arrangements that must 

be considered. As discussed earlier, there is a continuum of public and private sector 

participation hi workers' compensation systems. But accompany ing these options is another 

continuum with respect to the degree of regulation. In essence, policy makers must choose a 

set of institutions and policies from the available array that promises to achieve the social 

objectives of adequate and equitable benefits for injured workers at fair and reasonable costs 

for employers. The linkage between these choices is illustrated by the apparently universal 

need to monitor the adequacy of insurer performance where private insurers have a substantial 

role in assuming risk and administering benefits and other workers' compensation services. 

Most governments act as though some system outcomes are too important to be left entirely to 

unregulated private market forces.

Although this report contrasts public and private models for workers' compensation 

systems, it is obviously possible to have various "mixed" systems which could assign some 

functions to a government agency or public insurer and other functions to the private sector. 

For example, as in Victoria, the government could assume risk and finance benefits but private 

firms could administer claims. But choices about different features of a workers' compensation
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system are interdependent and should not be considered in isolation. For instance, the impact 

of delegating claims administration to private firms might be influenced by whether claim costs 

are publicly or privately financed. So it is not possible to identify a combination of public and 

private functions that would necessarily be optimal for every workers' compensation system. It 

is feasible to utilize the framework of the core workers' compensation insurance functions 

outlined in the introduction to this report to discuss the implications of different approaches to 

public and private provision of these functions.

Marketing and Distribution

Even a public insurer must perform some administrative functions in issuing and 

servicing workers' compensation coverage, but marketing and distribution activities become 

much more significant when a number of private insurers compete for business. Private 

insurers must inform potential buyers about their products and prices and solicit business. 

Constraints on private insurers' products and prices might induce insurers to limit their 

expenditures on marketing and distribution, but this also could lower the potential efficiency 

gains from competition and innovation. Moreover, even with regulatory limits on prices and 

products, private firms will seek ways to differentiate and market themselves to buyers.

Additionally, in the U.S., private insurers are able to reap economies of scope in using 

the same marketing and distribution facilities for several lines of commercial insurance, 

including workers' compensation. It is not uncommon for agents and insurers to package and 

sell workers' compensation insurance with other commercial property and liability coverages. 

Agents and insurers are able to acquire information about the risk characteristics and various 

insurance needs of a firm at the same time and use that contact to market and sell several 

policies to the firm. This lowers per-unit marketing and distribution costs as reflected in 

premium discounts to buyers of multiple policies. The potential for achieving these economies 

in other jurisdictions, such as Victoria, depends on the marketing and distribution systems 

employed by private insurers.

At the same time, competition among private insurers in soliciting business necessarily 

adds an additional layer of cost in terms of expenditures on advertising, in-house sales

VH-181



facilities and activities, commissions and brokerage fees, and other acquisition costs. 

Expenditures on commissions and direct acquisition costs alone constituted 8.1 percent of 

workers' compensation insurance premiums in the U.S. in 1993. This figure does not include 

costs for marketing and distribution facilities and activities that are not separately detailed in 

financial reports. These additional costs must be balanced against any efficiency gains that 

would be achieved from utilizing private insurers competing for business.

Underwriting Selection

It is easier for a public monopoly insurer to provide workers' compensation insurance 

for all or most employers, as it is not subject to the same problem of adverse selection to 

which private insurers are exposed. 61 A public monopoly insurer need not worry about adverse 

selection as long as all employers are forced to buy coverage from it. This allows a public 

monopoly insurer to pool high-risk employers with low-risk employers and exercise greater 

flexibility in allocating benefit costs between these groups. On the other hand, private insurers, 

and public insurers that compete with private insurers or self-insurance, are subject to adverse 

selection unless they have the ability to reject certain risks. In the U.S., private insurers seek 

to coordinate their pricing structures and their selection of risks to avoid an excessive 

concentration of high-risk employers, or they seek to specialize in these types of risks.

U.S. insurers also use underwriting selection to specialize in certain industries and 

types of employers. Because it is costly for insurers to acquire information about an industry 

and specific employers that is relevant to risk selection and proper pricing, insurers can gain a 

comparative advantage over competitors through specialization. This allows insurers to offer 

more competitive prices and services to employers for whom they have acquired information 

that is not readily accessible to other insurers. The regulation of insurer underwriting selection 

and pricing can have significant effects on the efficiency and equity of a workers' 

compensation system.

61This assumes that self-insurance is limited as an option under a public monopoly system.
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Ensuring Availability of Coverage

In theory, the proper coordination of pricing and underwriting selection should ensure 

that most employers are able to obtain coverage at an actuarially fair price. However, hi 

practice, certain structural problems can occur which may make it difficult for some employers 

to obtain coverage on a voluntary basis. An availability problem can arise when private 

insurers' rating structures do not accommodate certain high-risk employers, or employers for 

whom it is difficult to calculate and charge a proper premium. Insurers will be disinclined to 

offer coverage voluntarily to these employers who must seek coverage from some other source 

or go out of business.

Given incomplete information and insurers' need to make subjective assessments about 

employers' risk characteristics, this problem can be driven by false perceptions as well as hard 

facts. For instance, in the U.S., small employers historically have had a difficult time 

acquiring voluntary market coverage, although some state funds and specialty carriers have 

demonstrated that such employers can be written profitably at competitive rates. Availability 

problems also can arise in the "hard-market" phase of the underwriting cycle when insurers 

tighten their underwriting criteria and reject or fail to renew policies for some employers.

Some U.S. states have restricted insurers' ability to reject risks in personal auto and 

homeowners insurance, but such restrictions have generally not been imposed in workers' 

compensation. Attempts to force insurers to accept all risks who meet certain minimum criteria 

have generally failed, as insurers have found other ways to avoid business that they do not 

want. Insurers can discourage certain risks by raising their rates, providing lower quality 

service, or failing to market policies to them. In 1993, hi response to legislation promoting 

depopulation of its residual market, the Missouri insurance director sought to promulgate a 

depopulation plan that would have required workers' compensation insurers to accept an 

application for insurance from any employer that met certain minimum criteria. 62 Insurers 

blocked implementation of the plan based on a legal technicality.

62The employer's classification would have to be one that the insurer was writing.
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Regardless, reliance on private insurers to provide workers' compensation insurance 

requires a mechanism to provide coverage to employers who are unable to obtain coverage 

from the voluntary market. The options are some form of residual market facility or a public 

insurer that will cover risks rejected by the voluntary market. Various types of residual market 

mechanisms have been employed in the U.S., including reinsurance pools, joint underwriting 

associations, and assigned risk plans. Reinsurance pools are the predominant mechanism used 

in the U.S. for workers' compensation.

The structure of residual market mechanisms and the regulation of the voluntary market 

can have significant implications for the performance of the overall workers' compensation 

system. Regulatory suppression of voluntary and/or residual market rates below costs can 

cause the voluntary market to shrink and the residual market to grow at an accelerating rate. 

This can ultimately result in the implosion of the voluntary market as increasing assessments 

on voluntary market premiums to cover the soaring residual market deficit drives more 

employers into the residual market (e.g., Maine). Residual markets have remained relatively 

small hi states like Michigan where rates are generally adequate to cover costs.

Other aspects of residual market mechanisms can affect system performance and the 

quality of service to employers and workers. Mechanisms that assume all or most of the risk 

and use private insurers as servicing carriers are subject to cost inflation as servicing carriers 

have little economic incentive to contain costs or provide good service if then* performance has 

no effect on the fees they receive. Until recently, this was a serious problem in the U.S., with 

its primary reliance on a reinsurance pool for residual market workers' compensation risks that 

assumes 100 percent of the losses. Insurance regulators and workers' compensation 

administrators pressured the NCCI to institute a number of reforms to better monitor and 

correct servicing carriers' performance. Initial indications are that these reforms are having a 

positive effect and contributing to the overall improvement in the workers' compensation 

market (NCCI, 1995).

It also should be pointed out that efforts to make residual market mechanisms self- 

supporting can have adverse impacts on low-risk employers who are forced into such 

mechanisms. Ideally, every risk hi the residual market would pay an actuarially fair premium,
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but this is difficult to accomplish in practice given the inherent imperfections in workers' 

compensation pricing schemes. In the U.S., residual market losses have been reduced by 

eliminating certain pricing discounts available to voluntary market risks and adding rate 

surcharges. These indiscriminate pricing adjustments may have resulted in more adequate 

prices for high-risk employers, but they also may have resulted in excessive prices for low-risk 

employers forced into the residual market. The presumption that any employer unable to 

obtain voluntary market coverage is high-risk and should be charged an extra premium will not 

always be true.

The combination of a properly administered reinsurance pool and a competitive public 

insurer may offer the best solution to the availability dilemma for some private systems. With 

appropriate pricing and administration, the reinsurance pool could be operated with a minimal 

subsidy (if any) and retained for only the highest-risk employers who cannot be insured by the 

voluntary market. The public insurer could insure low-risk employers unable to obtain 

voluntary coverage and gain efficiencies by specializing in certain types of employers (e.g., 

small employers) who tend to be rejected by private insurers. This approach would help to 

keep the residual market small and manageable while avoiding penalties against low-risk 

employers who might otherwise be forced into the residual market. This scheme has worked 

fairly well for states such as Michigan. 63

Benefit Provisions and Policy Design

The "social contract" nature of workers' compensation requires the government to 

mandate the benefits to which workers are entitled. The basic insurance coverage which 

employers are required to carry ensures that these benefits are paid. Allowing private insurers 

to underwrite workers' compensation insurance raises the question of whether they will be 

constrained to a standard policy or will be allowed to develop different policies to respond to 

employers' needs and preferences. Workers would receive the same benefits regardless, but

63But note that Michigan sold its competitive state fund to a private health insurance carrier in 1995. It 
will be interesting to see how this affects the availability and price of coverage to small employers.
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insurers could sell and employers could choose among insurance policies which offer various 

options in terms of risk assumption, as well as services such as loss prevention and claims 

management. Varying insurance policies would directly affect employers' costs and incentives 

and indirectly affect workers. In theory, permitting variation in insurance policies could 

improve economic efficiency by allowing the market to respond to differences among 

employers in terms of their ability to assume risk, or need for related services. A public 

insurer need not be constrained to one standard insurance policy, but innovation in policy 

design is more likely to be facilitated by competition among private insurers.

The structure of the market and regulation will affect the types of policies that are 

offered by private insurers and purchased by employers. Because of the agent-principal 

problems discussed in Section I, there is potential for system objectives to be undermined by 

allowing private insurers to offer different kinds of policies. For example, if an insurer sells a 

policy that pays lowers benefits than those prescribed by law, the employer would be 

responsible for paying the difference. However, the employer might seek to avoid or be unable 

to cover its residual obligation to an injured worker, forcing legal action by the government or 

the worker. Hence, regulators would need to ensure that the insurance policies that are sold 

satisfy employers' requirements for coverage and that workers' interests are not compromised.

Workers' compensation administrators and insurance regulators in the U.S. are 

currently wrestling with these issues in making decisions about allowing the sale of alternative 

workers' compensation coverages, such as various forms of 24-hour coverage and large 

deductible policies. The managed care "movement" hi the U.S. offers another example. As 

private and public insurers have moved aggressively to add managed care, especially of health 

care costs, to their array of policy services over the last five years, regulators have largely 

been silent in the face of these initiatives. While there seems to be clear evidence that managed 

care techniques can reduce workers' compensation medical costs, there has been very little 

investigation of the implications for the quality of care. It is worth noting that organized labor 

has definitely been skeptical of these changes. Thus, one could argue that this policy 

innovation remains unproven, even though remarkably widespread. Interestingly, neither 

Michigan nor British Columbia have been leaders in this particular policy evolution.
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Pricing and Premium Verification

A public monopoly insurer can implement an array of different pricing or cost 

allocation schemes depending on public policy objectives and the political and economic 

environment. A public monopoly insurer has more flexibility in allocating costs among 

employers because it is not subject to the problem of adverse selection if all employers are 

required by law to purchase workers' compensation insurance from it. The particular pricing 

scheme implemented will have an impact on economic efficiency and equity, however, even if 

employers have no choice hi terms of the amount of coverage they purchase.

Employers who pay premiums less than their expected losses will be induced to over- 

consume insurance by hiring more labor or increasing their risk in other ways beyond what is 

optimal for society. Conversely, employers who pay more than an actuarially fair premium 

will be induced to under-consume insurance by hiring less labor or taking other actions to 

lessen their risk which are not efficient. Consequently, workers' compensation pricing 

schemes that contain cross-subsidies lead to efficiency losses which ripple through the 

economy. Cross-subsidies also can cause claim costs to escalate and ultimate cripple a public 

insurer.

The pricing schemes that are feasible under a private market system are more limited 

than those that can be implemented by a public monopoly insurer. In a competitive market, 

insurers are induced to approximate actuarially fair prices based on the information available 

to them. Insurers will seek to circumvent regulatory attempts to enforce pricing structures 

other than what would be established by the market. Insurers can circumvent regulatory 

restrictions through devices such as revising then: adjustments to manual rates, modifying 

dividend plans, reclassifying employers, and changing their quality of service. Regulators can 

affect prices but they cannot totally control them as long as insurers retain some flexibility in 

determining premiums for particular employers and varying their quality of service. 

Regulatory efforts to restrict overall rate levels below costs or enforce cross-subsidies through 

the rate structure will cause market dislocations and reduce economic efficiency.

Over tune, states in the U.S. have moved away from a uniform, administered pricing 

system for workers' compensation to an approach that embraces a fair degree of price
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competition among insurers. The historical concern that unfettered price competition would 

produce a rash of insolvencies and undermine system protections has not proven to be well 

founded. On the whole, competitive rating has seemed to work relatively well compared to 

prior approval and administered-pricing systems. Several previous studies indicate that prices 

tend to fall after the institution of competitive rating, although they may also rebound to some 

extent after several years. Other studies suggest that, over the long run, workers' 

compensation prices are either no different or are possibly even higher under competitive 

rating.

However, this does not necessarily mean that the prices in competitive rating states are 

excessive, as some prior approval jurisdictions may have suppressed prices below competitive 

levels. There can be strong economic and political pressures on regulators and legislators to 

suppress rates when they are subject to prior approval, particularly in high-cost states. This, in 

turn, can cause losses to escalate further and increase pressure on prices as employers fail to 

pay the full cost of coverage and incur excessive risk.

The experience in the U.S. indicates that prior approval rate regulation can lead to 

severe market problems and even at best does not appear to offer efficiencies which justify its 

additional costs. It is not surprising then that 31 states have followed Michigan's lead in 

implementing competitive rating for workers' compensation, and other states are considering 

such a move. Of course, competitive rating is facilitated in the U.S. by the generally 

competitive structure of the insurance industry and the workers' compensation market.

There does appear to be a cyclical aspect to workers' compensation pricing, shared 

with other commercial lines, resulting in some market instability which could be more severe 

under competitive rating. Regulatory attempts to prevent cyclical pricing are likely doomed to 

failure (see Cummins, Harrington, and Klein, 1991), however. As noted above, it is difficult 

to prevent insurers from circumventing regulatory restrictions, although regulators may 

hamper insurers' efforts in ways that are not necessarily efficient. Indeed, Cummins and 

Outreville (1987) contend that regulatory lag in approving rate changes can even exacerbate 

cyclical pricing.
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However, there is a role for regulation in a competitive rating system. At a minimum, 

regulators should monitor market structure, conduct and performance to ensure that prompt 

regulatory intervention occurs if competition fails and serious problems develop. Michigan has 

developed a system for monitoring competition in workers' compensation markets that could 

be used as a model for other jurisdictions. 64 Second, while it is not essential for regulators to 

prior approve rates, there are advantages to requiring insurers to file rates and authorizing 

regulators to disapprove rates if competition is lacking or if an insurer's rates threaten its 

solvency.

While filing requirements necessarily introduce some lag in implementing price 

changes, the exercise of filing and supporting rates can force some insurers to develop more 

actuarially sound rates than they might otherwise implement. Regulatory standards also can 

limit indiscriminate use of certain pricing adjustments by insurers, such as "schedule credits," 

which can contribute to pricing volatility. Third, there is value to having one or more advisory 

organizations collect statistical data on loss experience and disseminate cost analysis that can 

help insurers develop more accurate rates. These organizations should be regulated to ensure 

that they disseminate only information that facilitates competition and not information that 

provides a focal point for reducing competition.

Loss Prevention

Loss prevention and safety engineering services play an important role in helping to 

reduce workplace accidents and workers' compensation costs. 65 A public insurer can perform 

loss prevention services or rely on private companies to provide these services to employers. 

A government agency, such as the WCB of British Columbia, could gain efficiencies from 

coordinating workplace safety regulation and loss prevention programs. Such services can be 

bundled with other workers' compensation services, or unbundled and funded by separate 

assessments or user fees. Allowing employers to purchase different levels and kinds of loss

^See Michigan Insurance Bureau (1995). 

65See Hunt, Habeck, VanTol, and Scully (1993).
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prevention services should enable them to purchase the optimal amount and kinds of services 

and improve economic efficiency. This presumes that the allocation of workers' compensation 

costs to employers provides an incentive to reduce their risk of loss.

Similarly, private insurers could provide loss prevention services to their policyholders 

or delegate this function to other private vendors or even a government agency. In a private 

market system with actuarially fair prices, insurers and insureds both have incentives to make 

optimal investments in loss prevention services. As part of their competitive strategy, private 

insurers hi the U.S. have enhanced their loss prevention services to combat rising costs. The 

private market can be a good source of innovation in this area if incentives are structured 

properly. For example, Firemen's Fund Insurance Group in the U.S. has instituted a program 

called SmartComp that enables an employer to determine the long-term financial impact of its 

workers' compensation claims and assess the savings from loss prevention measures. Private 

insurers and other vendors also may be able to take advantage of loss prevention methods they 

have developed for other types of risk, such as product liability and property damage.

Claims Adjustment and Case Management

A public insurer can perform claims adjustment and case management functions or 

outsource these activities to private companies. What is most efficient will depend on the 

particular system. Retaining these activities within a government agency could help to ensure 

that claims are administered in the best interests of injured workers, presuming that is what 

administrators understand their role to be. Certain economies of scope also might be achieved 

if a public insurer combines these activities with other workers' compensation functions it 

performs. For instance, a public insurer could utilize information obtained from investigating 

and adjusting claims to help identify causes of work-related accidents and strategies to reduce 

them.

There also could be advantages to outsourcing claims administration for some public 

systems. Competition among private vendors could lead to greater efficiency. This is more 

likely to be the case if private vendors can take advantage of economies stemming from their 

expertise and facilities hi administering claims for other types of insurance, e.g., health
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insurance. However, the efficiency of outsourcing also will be affected by how vendors are 

selected and reimbursed. If vendors' performance is not effectively controlled through the 

enforcement of standards and/or economic incentives, they could deliver poor service and 

claim costs could escalate.

Privatizing the financing of workers' compensation costs, as well as claims 

administration, could yield additional efficiencies. If private insurers have a financial stake hi 

paying benefits, they will have an increased incentive to minimize costs through effective 

claims management. However, in a private workers' compensation insurance market, there is 

an inherent tension between the interests of private insurers, employers, and workers hi 

administering claims. This necessitates administrative supervision and regulation to balance the 

interests of the different stakeholders and ensure that system objectives and workers' interests 

are not unduly compromised by insurers' incentive to minimize claim costs.

Effective regulation is needed to harness private market incentives to keep costs low 

while protecting injured workers' right to adequate benefits. 66 However, additional government 

monitoring costs will offset some of the efficiencies which may be achieved with private 

market systems. Moreover, it is not feasible for regulators to closely monitor every 

transaction, so some claims will still be mishandled and disputes will arise. Regulation also 

could induce insurers to overpay some claims to avoid sanctions and adverse administrative 

rulings.

Depending on the legal framework, a private market system may also lead to greater 

litigation and higher transaction costs hi providing benefits to injured workers. Comparisons 

between Michigan and British Columbia hi Section VI of this report make that clear. The 

litigation rate is much higher hi Michigan, partly because of the system characteristic that the 

employer/insurer usually takes the initiative and the worker reacts. Typically, the worker 

reacts by retaining an attorney. With attorney fees ranging from 15 percent to 30 percent of 

the recovery, it is easy to see that substantial transaction costs are incurred. What is not so

is does not presume that public monopoly insurers are perfect in terms of meeting public goals in the 
administration of workers' compensation benefits, but the process by which public choice and policy are 
reconciled is a different one than that employed with private firms.
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obvious is whether there is truly unnecessary litigation in such a system. In a cost driver study 

of six U.S. states, the Workers' Compensation Research Institute estimated that attorney 

involvement contributed from -0.2 percent (Michigan) to 3.9 percent (Florida) per year to 

overall system cost growth. While this is a very substantial range, it also raises the issue of 

whether a significant portion of the attorney representation observed was unnecessary. 67

Another example is the transactions costs necessary to properly allocate claim costs to 

individual employers. In Michigan, there is a great deal of disputation among 

employer/insurers where the injured employee had multiple employers. This is particularly 

problematic hi the case of occupational illnesses that may have resulted from exposures over 

many years. Insurance carriers spend significant resources in attempting to shift the cost, in 

whole or in part, to another insurer, or to the second injury fund. Until recently, this kind of 

activity was almost completely unknown in British Columbia, presumably owing to the limited 

private incentives inherent hi such activity. Hunt, Earth and Leahy (1996) document the 

beginnings of a private consulting industry in British Columbia to take advantage of such 

opportunities created by the workers' compensation experience rating program that was 

implemented in the late 1980s.

Solvency Protection

Solvency is a concern for both public and private insurers, but different potential 

problems arise under the two systems. For public insurers, there is the danger that political 

pressures or poor management will cause revenues to lag behind expenditures, causing a 

deficit. Employers and workers are not directly threatened if this occurs, assuming that the 

government guarantees that benefits will be paid. However, the means by which accumulated 

debt is repaid (e.g., increased premiums, special employer assessments, general tax revenue, 

etc.) can result in inequities among those who benefited from the deficit and those who bear 

the burden of paying the accumulated debt.

67See Victor, et al. (1992).
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Private insurers also face the risk of insolvency, which can be exacerbated by corporate 

structures that limit the liability of owners for any debts they may incur. Insolvency risks can 

be further increased hi lines such as workers' compensation where an employer buys insurance 

to cover a third party. If its insurer becomes insolvent, an employer also may seek to escape 

its obligations to injured workers by declaring bankruptcy. Consequently, employers' incentive 

to purchase insurance from "safe" insurers is diminished. Additionally, political pressures can 

cause regulators to suppress rates below costs which can ultimately result in insurer 

insolvency.

To ensure that workers' compensation claims are paid, government must limit the 

insolvency risk of private insurers and cover the claims of those insurers that become 

insolvent. The U.S. utilizes a combination of relatively stringent insurer solvency regulation 

and state guaranty funds to provide this protection. Solvency regulation and guaranty fund 

mechanisms must be properly coordinated to ensure that insolvency costs are minimized and 

do not overwhelm the market. While there have been relatively few insolvencies of workers' 

compensation insurers in the U.S., the flat pricing of guaranty fund coverage encourages 

greater insolvency risk that must be offset by tighter financial controls on insurers (Barth and 

Klein, 1995).

Less stringent regulation must be compensated by greater risk sharing by insureds, but 

this is difficult to accomplish for a line such as workers' compensation where injured workers 

may ultimately bear the cost of unpaid claims due to insurer insolvency. Any jurisdiction that 

contemplates moving from public to private provision of workers' compensation insurance will 

need to carefully consider the regulatory and guaranty mechanisms that must be in place to 

ensure that insurers' claims obligations are met. A system that provides extensive guarantees 

to employers and workers will encourage an excessive amount of insolvencies unless 

regulators constrain insurers' financial risk and the price of solvency guarantees are risk- 

sensitive.
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Statistical Reporting and System Monitoring

As with any social insurance scheme, monitoring the performance of the workers' 

compensation system is essential to ensuring that its objectives are being met in a cost-effective 

way. A public insurer can compile and analyze the necessary data internally as part of its 

management information system. With private insurers, some mechanism must be established 

by which data related to their activities are collected and analyzed. The functions of collection, 

compilation and analysis can be delegated to public and/or private entities. This requires 

additional regulation to ensure that private insurers report the required data to the appropriate 

entities, that those entities properly perform their functions, and that the various data are 

integrated to evaluate system performance.

Until recently, workers' compensation statistical reporting lagged far behind 

information needs in the U.S. because of inattention. Further, integration of workers' 

compensation statistical data in the states has been hampered by the division of functions 

between regulatory agencies and private entities. Recent enhancements to workers' 

compensation databases hi the U.S. have played a key role in facilitating analysis of and 

support for the system reforms that have helped many states to improve their markets.

Conclusion

We have considered many issues in this report, from the arcane question of how 

availability of workers' compensation insurance coverage can be guaranteed for all employers 

to the basic question of who is in charge of making sure that injured workers receive their 

benefits in a timely manner. We have used two exemplars to carry our discussion. The systems 

of Michigan and British Columbia illustrate many of the policy choices that must be made to 

structure a logically consistent workers' compensation system. What we have not done is to 

prescribe solutions for Victoria. Only those intimately familiar with Victorian institutions and 

traditions can perform that task. Thus, we offer no conclusions with respect to what Victoria 

should do, only the observations that our comparative analysis has provided.

First, there are many paths to an effective and efficient workers' compensation system. 

We have examined two of them, and offered our observations about the implications of these
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different paths. Second, we have used the issue of public vs. private institutions to attempt to 

generalize our discussion, but we are well aware that the choices are not so stark as that 

implies. Third, we have explored, by implication, the apparent tradeoffs between direct public 

agency action and alternative approaches to the regulation of private agent actions in the 

context of workers' compensation systems.

Ultimately, the goals of workers' compensation systems are simple. The means of 

achieving those goals are anything but simple. They involve sophisticated choices among a 

considerable array of policy options. Our hope is that this analysis will help to provide insights 

that are useful to Victorian policy makers as they consider the future of their workers' 

compensation system.
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