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The pr oper t y cat ast r ophe r ei nsur ance i ndust r y

f aces a maj or chal l enge . Si nce 1989, cl i mat i c

vol at i l i t y has pr oduced unpr ecedent ed i nsur ed

l osses of $43 bi l l i on, $18 bi l l i on of whi ch

wer e f r om Hur r i cane Andr ew al one . A sur ge

of i nsur er def aul t s and dr amat i c changes i n

capaci t y and pr i ci ng have f ol l owed i n t hei r

wake .

Cat ast r ophi c r i sks must be addr essed wi t h i n-

novat i ve f i nanci al appr oaches t hat br i ng t he

i nsur ance i ndust r y cl oser t o t he secur i t i es i n-

dust r y . Thi s ar t i cl e di scusses t he new f i nanci al

i nst r ument s t hat can be successf ul l y used t o

hedge unknown cat ast r ophe r i sks .

' The aut hor acknowl edges i nf or mat i on pr ovi ded by Pe-

t er Vl oedman, Col umbi a Busi ness School .

Hur r i cane Andr ew Changed I t Al l

I n August 1992, Hur r i cane Andr ew caused an

unpr ecedent ed l evel of dest r uct i on . Wi t h i n-

sur ed l osses of mor e t han $18 bi l l i on and t o-

t al l osses gr eat er t han $25 bi l l i on, Andr ew

was t he most devast at i ng nat ur al cat ast r ophe

ever r ecor ded . I t has al so l ed t o a wave of f i -

nanci al cat ast r ophe: t he hur r i cane af f ect ed al -

most ever y maj or i nsur ance company i n t he

Uni t ed St at es . No mat t er how har d r ei nsur er s

t r i ed t o di ver si f y t hei r por t f ol i os among di f f er -

ent i nsur ance compani es, t hey sust ai ned l oss-

es on vi r t ual l y ever y account t hat t hey had

under wr i t t en .

Rei nsur er s Depar t

The magni t ude of t hese l osses cont r i but ed t o

t he demi se of numer ous r ei nsur er s . I n t he

year f ol l owi ng Andr ew, 38 non- U. S . and 8
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cont i nued on page 2

Ci r cl es and Cycl es, Phases and

St ages : Thei r Ef f ect upon Wor ker s

Compensat i on Fi nanci ng Deci si ons . . . . . . . . . 7

J



Page 2 RI SK FI NANCI NG NEWSLETTER Vol . 13 No . 2

. . . Cat ast r ophe Rei nsur ance cont . f r omp. 1

U. S . r ei nsur er s, wi t h f ami l i ar names such as

Cont i nent al Re and New Engl and Re, ei t her

wi t hdr ew f r om t he r ei nsur ance busi ness com-

pl et el y or ceased under wr i t i ng cat ast r ophe r e-

i nsur ance . Mor eover , i n t he l at e 1980s t o

mi d- 1993, mor e t han 200 r ei nsur er s l ef t t he

mar ket pl ace, ci t i ng i nt ense compet i t i on, r e-

ser ve st r engt heni ng due t o asbest os and envi -

r onment al l osses, and pr i or nat ur al cat ast r o-

phes ( such as t he 1990 Eur opean wi ndst or ms

and Hur r i cane Hugo) as r easons f or t hei r de-

par t ur e.

Capaci t y Const r ai nt s

The depar t ur e of r ei nsur er s caused cat ast r o-

phe r ei nsur ance capaci t y t o dr op by mor e
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consul t ed bef or e any act i on or deci si on based on t hi s
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t han 30 per cent bet ween 1989 and 1993-

over 20 per cent of whi ch occur r ed bet ween

1992 and 1993 and was due t o Hur r i cane

Andr ew. I n 1989, t he aver age U. S . cat ast r o-

phe r ei nsur ance pr ogr am was - appr oxi mat el y

$144. 3 mi l l i on . But by Januar y 1993, i mme-

di at el y af t er Andr ew, t he aver age pr ogr am ca-

paci t y had pl ummet ed t o $93 . 7 mi l l i on. I nsur -

ance compani es coul d not buy enough

cat ast r ophe r ei nsur ance- no mat t er how

much t hey wer e wi l l i ng t o pay. The wor l dwi de

cat ast r ophe r ei nsur ance demand exceeded

t he suppl y. Thi s i s i l l ust r at ed by Fi gur e 1 .

FI GURE 1

PROPERTY CATASTROPHE REI NSURANCE

CAPACI TY: A HI STORI CAL COMPARI SON OF

PLACEMENT SHORTFALL PERCENTAGE

Shor t f al l

0. 0%

- 10 . 0%

- 20 . 0%

- 30. 0%

- 40. 096

Pl acement Shor t f al l * Per cent age

1988 1890 l ost 1802 1993 1894

Composi t e of 14 pr ogr ams pl aced by Guy

Car pent er 8c Co . , I nc .

' Shor t f al l i s t he di f f er ence bet ween t he amount of

cover age desi r ed and t he amount of cover age

avai l abl e i n t he mar ket .

Pr i ces Ri se

Bet ween 1989 and 1994, t he cont r act i on of

capaci t y caused r ei nsur ance pr i ces t o r i se al -

cont i nued on page 3
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most 70 per cent : f r om 12 . 4 per cent r at e on

l i ne t o 20 . 7 per cent r at e on l i ne, much of i t

as a r esul t of Andr ew. ( Rat e on l i ne i s t he

pr i ce char ged per dol l ar of cover age pur -

chased . ) Thi s i s i l l ust r at ed i n Fi gur e 2.

Rat e on
Li ne

30. 0%

25. 0%

20. 0%

15 . 0%

10 . 0%

5 . 0%

0 . 0%

FI GURE 2
PROPERTY CATASTROPHE REI NSURANCE

CAPACI TY: A HI STORI CAL COMPARI SON OF
PROGRAMRATE ON LI NE

Pr ogr am Rat e on Li ne*

1689 1680 1881 1882 1683 1984

Composi t e of 14 pr ogr ams pl aced by Guy

Car pent er & Co . , I nc .

' Rat e on l i ne i s t he pr i ce char ged per dol l ar of

cover age pur chased .

Ber muda Emer ges

The decr ease i n cat ast r ophe r ei nsur ance sup-
pl y f ol l owi ng Andr ew l ed t o changes i n t he
mar ket pl ace . Wi t h t he cont i nui ng doubt s over
t he f ut ur e exi st ence of Ll oyd' s of London and
t he need f or capaci t y, Ber muda has become a

maj or f or ce i n t he pr oper t y cat ast r ophe r ei nsur -

ance mar ket . I n a per i od of 1 1/ 2 year s, $4
bi l l i on of capi t al was i nf used i nt o Ber muda
compani es f or med f or t he pur pose of wr i t i ng

pr oper t y cat ast r ophe busi ness . These new ent i -
t i es i ncl uded Cent r e Cat , Gl obal Capi t al Re, I n-
t er nat i onal Pr oper t y Cat ast r ophe Re, La Sal l e
Re, Mi d Ocean Re, Renai ssance Re, Par t ner Re,

- and Tempest - Re . I nt er est i ngl y, i nvest or s i n
t hose compani es compr i sed maj or pl ayer s i n
t he secur i t i es i ndust r y, such as Mor gan St an-
l ey, Gol dman Sachs, J . P Mor gan, and War bur g
Pi ncus . Thi s combi nat i on i ndi cat es t he i nt er est
of t he secur i t i es i ndust r y i n t he hi gh mar gi n r e-
i nsur ance busi ness . I t ant i ci pat es t he combi ned
use of i nsur ance and secur i t y i nst r ument s as a
means of hedgi ng pr oper t y cat ast r ophe r i sks .

The Ef f ect upon Wor l dwi de Capaci t y

The emer gence of t he Ber muda mar ket i s r e-
sponsi bl e f or mor e t han 80 per cent of t he 35
per cent i ncr ease i n wor l dwi de r ei nsur ance ca-
paci t y f r om 1993 t o 1994 . Ber muda has
gone f r om compr i si ng l ess t han 1 per cent of
t he cat ast r ophe r ei nsur ance mar ket t o 25 per -
cent i n 5 year s. - I n cont r ast , U. K. capaci t y
dr opped about 60 per cent dur i ng t he same
per i od . I n 1994, t he Ber muda compani es av-
er aged a combi ned oper at i ng pr of i t r at i o of
40 per cent , whi ch t r ansl at ed i nt o an aver age
15 per cent r et ur n on equi t y ; an excel l ent r e-
t ur n i n a year t hat wi t nessed al most $19 bi l -
l i on i n wor l dwi de cat ast r ophe l osses . These
changes i n r ei nsur ance mar ket shar e ar e de-
pi ct ed i n Fi gur e 3.

Pr obl ems i n Pr edi ct i ng
Cat ast r ophi c Ri sks

The pr act i cal pr obl em f or t he r ei nsur ance i n-
dust r y i s t hat cat ast r ophi c r i sks have r eached
r ecor d val ues . Cur r ent l y, r ei nsur er s f ace t wo
di f f i cul t i es i n under wr i t i ng such cover age : vol -
at i l e cl i mat i c condi t i ons and t he i nappl i cabi l i t y
of t he l aw of l ar ge number s i n pr edi ct i ng ca-
t ast r ophe l osses .

cont i nued on page 4
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U. K.

58. 0%

FI GURE 3
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PROPERTY CATASTROPHE REI NSURANCE CAPACI TY:

A HI STORI CAL COMPARI SON OF MARKET SHARE BY REGI ON

1989

Mar ket Shar e by Regi on

Composi t e of 14 pr ogr ams pl aced by Guy Car pent er &- Co. , I nc .

Char t s pr ovi ded by Guy Car pent er & Co.

Eur ope

10. 0%

ot her s

1. 0%

1995

Cl i mat i c Condi t i ons

I n r ecent year s, t he i ncr ease i n weat her vol at i l -

i t y has hei ght ened t he di f f i cul t y i n pr edi ct i ng

cat ast r ophi c pr oper t y l osses, r ender i ng st an-

dar d act uar i al t abl es unr el i abl e . Such cl i mat e

vol at i l i t y i s of t en associ at ed wi t h gl obal cl i -

mat e change . Thi s i s bl amed by some on t he

emi ssi on of gr eenhouse gases i nt o t he pl anet ' s

at mospher e by Or gani zat i on f or Economi c Co-

oper at i on and Devel opment ( OECD) count r i es,

t he gr oup of t he wor l d' s most i ndust r i al i zed na-

t i ons . I f so, vol at i l i t y i s onl y goi ng t o i ncr ease .

The pr obl em i s not l i kel y t o go away .

As cl i mat e becomes mor e vol at i l e, act uar i al

t abl es have become unr el i abl e, cr eat i ng t he

r i sk of usi ng t he wr ong t abl e f or pr edi ct i ve

pur poses . For exampl e, one t abl e coul d pr e-

di ct f i ve hur r i canes over a 5- year per i od, wi t h

aver age st r engt h and associ at ed l oss of $3

bi l l i on each . Anot her , equal l y r el i abl e, t abl e

coul d pr edi ct 10 hur r i canes dur i ng t he same

per i od, havi ng l osses of about $2 bi l l i on each.

Al t hough one can t ake an aver age of t he t wo

sour ce' s opi ni ons i n cr eat i ng a new act uar i al

t abl e, t hi s does not wor k i n act ual pr act i ce . I f

bot h scenar i os ar e equal l y pl ausi bl e, f or exam-

pl e, t hen t aki ng t he aver age guar ant ees t hat ,

most of t he t i me, t he exposur e t o r i sks wi l l ei -

t her be over i nsur ed or under i nsur ed . Bot h

l ead t o cost l y r i sks . The f or mer l eads t o f i nan-

ci al l osses si nce i nsur ance i s expensi ve. Un-

der i nsur ance i s even mor e cost l y ; under i nsur -

ance l eads t o f i nanci al r i sks of def aul t . I n

cont i nued on page 5
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ei t her case, t o t he physi cal cat ast r ophe one

may add f i nanci al cat ast r ophe . Thi s happened

t o many r ei nsur er s on t he eve of Andr ew. I t

al so happened wi t h Ll oyd' s of London, wher e

under est i mat i on of cl i mat e l osses has l ed t o

cont i nui ng doubt s about i t s f ut ur e exi st ence .

I nappl i cabi l i t y of t he Law of Lar ge Number s

The second pr obl em associ at ed wi t h pr edi ct -

i ng t he i nci dence of cat ast r ophi c pr oper t y l oss

i s t hat i nsur ance does not wor k ver y wel l un-

der t hese ci r cumst ances . The l aw of l ar ge

number s r equi r es t hat r i sks be " i ndependent , "

behavi ng, f or exampl e, as car acci dent s or f i r e

hazar ds . These condi t i ons pr oduce r el i abl e ac-

t uar i al t abl es, whi ch f or m t he sci ent i f i c f oun-

dat i on f or pr i ci ng i n t he i nsur ance i ndust r y .

However , when l ar ge- scal e cat ast r ophi c pr op-

er t y l osses occur , r i sks ar e no l onger i ndepen-

dent because a hur r i cane af f ect i ng one i nsur -

er wi l l al so af f ect ever y ot her i nsur er wr i t i ng

cover age i n t he same geogr aphi cal ar ea .

I n ef f ect , cat ast r ophi c pr oper t y l osses ar e

hi ghl y cor r el at ed r i sks- as opposed t o bei ng

i ndependent r i sks . And si nce l ar ge- scal e pr op-

er t y cat ast r ophes i mpact a si gni f i cant _ par t of

t he i nsur er popul at i on bot h i n physi cal and i n

f i nanci al t er ms, t he l aw of l ar ge number s

does not oper at e under t hese ci r cumst ances,

maki ng i t i mpossi bl e f or r ei nsur er s t o di ver si f y

r i sks . What can be done?

Cat ast r ophe Bundl es :

ATool f or Hedgi ng Ri sks

I n r esponse t o t hi s pr obl em, t he i nsur ance i n-

dust r y has begun t o adopt i nnovat i ve sol ut i ons .

Rei nsur er s can deal wi t h t he cor r el at ed r i sks

posed by pr oper t y cat ast r ophes usi ng a ' cat as-

t r ophe bundl e, " 2 i nt r oduced at t he pr ogr am on

2See A. M. Best s' s Revi ew, Mar ch 1996, p. 45 .

I nf or mat i on and Resour ces at Col umbi a Uni ver -

si t y ( copyr i ght 1995) . A cat ast r ophe bundl e i s

a t wo- par t cont r act whi ch combi nes a cat ast r o-

phe f ut ur e wi t h a mut ual r ei nsur ance por t f ol i o .

Cat ast r ophe bundl es per mi t r ei nsur er s t o pr o-

vi de f ul l , cust omi zed cover age t o an i nsur er

wi t hout havi ng i t assume unr easonabl e r i sk .

Cat ast r ophe Fut ur es

The f i r st component of a cat ast r ophe bundl e

t r eat s t he act uar i al t abl e as t he r i sk . i . e . , t he

r i sk of usi ng t he wr ong act ual t abl e f or pr edi ct -

i ng t he f r equency of pr oper t y cat ast r ophes . Se-

cur i t i es si mi l ar t o t hose suggest ed i n 1992 ar e

now t r aded on bot h t he Chi cago Boar d of

Tr ade ( CBOT) under t he name _ " CAT" ( cat ast r o-

phe) f ut ur es as wel l as i n pr i vat e sal es . A CAT

f ut ur e ent i t l es t he r ei nsur er t o an agr eed dol l ar

amount t hat i ncr eases as t he f r equency of ca-

t ast r ophe cl ai ms i n a gi ven r egi on i ncr eases .

Si nce t he val ue of CAT cont r act s r i ses as l osses

i ncr ease, r ei nsur er s decr ease t hei r exposur es by

buyi ng such i nst r ument s . On t he ot her si de of

t he equat i on, specul at or s can t r ade CAT con-

t r act s t o make a pr of i t , i n ef f ect pr ovi di ng t hem

wi t h a means of bet t i ng on t he weat her .

The Mut ual Rei nsur ance Por t f ol i o

I n addi t i on t o t he pr ot ect i on pr ovi ded by cat as-

t r ophe f ut ur es i f cat ast r ophe f r equency r i ses,

r ei nsur er s al so r equi r e addi t i onal pr ot ect i on i f

t he sever i t y of cat ast r ophes exceeds t hei r pr e-

di ct i ons . Thi s, i n t ur n, i s af f or ded by t he sec-

ond par t of a cat ast r ophe bundl e : a mut ual r e-

i nsur ance por t f ol i o . The mut ual r ei nsur ance

por t f ol i o pr ovi des shar es i n a CAT pool and i s

desi gned t o cover devi at i ons f r om t he aver age

sever i t y exposur e posed by cat ast r ophes .

3See, f or exampl e, G. Chi chi l ni sky and' G. Heal , " Gl obal

Envi r onment al Ri sks, ' Economi c Per spect i ves, Oct ober

1993, and G. Chi chi l ni sky, " How To Hedge Unknown

Ri sks, A. M. Best ' s Revi ew, Mar ch 1996.

cont i nued on page 6
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Thi s combi nat i on of cat ast r ophe f ut ur es and a

mut ual r ei nsur ance por t f ol i o can be meshed

t o pr ovi de r ei nsur er s wi t h a ver y ef f ect i ve

means of hedgi ng pr oper t y cat ast r ophe r i sks,

ul t i mat el y pr oduci ng an opt i mal al l ocat i on of

r i sk bear i ng bet ween r ei nsur er s seeki ng t o

hedge t hei r r i sks, and specul at or s who seek a

pr of i t f r om t he t r ansact i on . The mat hemat i cal

f or mul as r equi r ed t o i mpl ement a cat ast r ophe

bundl e can be pr ovi ded by consul t ant s at t he

Pr ogr am on I nf or mat i on and Resour ces at Co-

l umbi a Uni ver si t y and ar e cust omi zed accor d-

i ng t o each r ei nsur es s i ndi vi dual si t uat i on . Al -

t hough ot her hedgi ng i nst r ument s ar e

possi bl e, cat ast r ophe bundl es ar e st r ai ght f or -

war d and r el at i vel y easy t o execut e and t r ade .

Negat i ve Cor r el at i ons

I n cont r ast t o i nsur ance, cat ast r ophe bundl es

ar e not based sol el y on ei t her t he l aw of l ar ge

number s or on t he pool i ng of r i sk. Rat her , t hey

i nvol ve t he use of negat i ve cor r el at i ons ( i n t he

case of cat ast r ophe f ut ur es) , t oget her wi t h r i sk

pool i ng ( as r espect s t he mut ual r ei nsur ance

por t f ol i o) . The pr i nci pl e of negat i ve cor r el at i ons

i s one wi t h whi ch t he secur i t i es i ndust r y i s f a-

mi l i ar but t he i nsur ance i ndust r y i s not . For ex-

ampl e, when t her e i s an ear t hquake, t hose

who ar e af f ect ed ar e af f ect ed di f f er ent l y . The

homeowner l oses f r om t he ear t hquake but t he

const r uct i on i ndust r y gai ns . Thus, by buyi ng

enough shar es i n t he const r uct i on i ndust r y,

one can hedge t he r i sk of l osi ng one' s home .

The poi nt i s t hat i t does not mat t er who suf -

f er s t he r i sk. Ever yone does . Ther e i s no r i sk

pool i ng when usi ng negat i ve cor r el at i ons .

Rat her , negat i ve cor r el at i ons al l ow r ei nsur er s t o

hedge r i sks by buyi ng cat ast r ophe f ut ur es .

Cat ast r ophe- Li nked Bonds

Banf i el d El l i nger , a London- based r ei nsur ance

br oker , has r ecent l y pi oneer ed a pr oduct si mi -

The Fut ur e of t he I ndust r y

cont i nued on page 7
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l ar t o cat ast r ophe bundl es . I t j oi ned wi t h AI G

Combi ned Ri sks ( AI GCR) , t he i nvest ment bank-

i ng ar m of Amer i can I nt er nat i onal Gr oup, t o

pl ace a por t f ol i o of cat ast r ophe- l i nked bonds

wi t h a U. K. manager . The f und manager i s i n-

vest i ng about $10 mi l l i on wi t h an of f shor e

speci al vehi cl e whi ch wi l l sel l a l oss war r ant y

r ei nsur ance cont r act t o r ei nsur ance compani es .

The pol i cy i s t r i gger ed i f cat ast r ophi c i nsur ance

l osses i n one of f i ve geogr aphi cal ar eas- t he

Uni t ed St at es, Japan, Aust r al i a, t he Car i bbean,

and West er n Eur ope- exceed a l evel st i pul at ed

i n t he cont r act . Losses ar e measur ed agai nst

t he i ndust r y l oss i ndexes of Pr oper t y Cl ai ms

Ser vi ces . M. Mat t hew Har di ng, t he chai r man

of Banf i el d, cal l s t hi s a " gr oundbr eaki ng pr od-

uct whi ch accesses a new sour ce of capi t al

f or t he r ei nsur ance i ndust r y. " 4

Sol vi ng t he pr obl em of hedgi ng unknown cat a-

st r ophi c r i sks r equi r es a bl end of ski l l s f r om

t he secur i t i es and i nsur ance i ndust r i es . By t ap-

pi ng capi t al mar ket s, r ei nsur er s wi l l be bet t er

abl e t o deal wi t h cor r el at ed, cat ast r ophi c r i sks .

The si ze of t he der i vat i ve secur i t i es mar ket s i s

a gr eat pl us : wi t h about $3 bi l l i on t r aded per

day, t hi s mar ket avoi ds t he maj or di f f i cul t y of

" t hi n" mar ket s i n whi ch pr i ces t ur n agai nst t he

r ei nsur er af t er a cat ast r ophe, pr eci sel y when

capi t al i s needed most . Because t he der i va-

t i ves mar ket i s bot h l ar ge and l i qui d, when a

number of r ei nsur er s go t o t he mar ket t o bor -

r ow af t er a cat ast r ophe, i t wi l l not t ur n agai nst

t hem, t hus af f or di ng r ei nsur er s a sour ce of

f unds even when demand i s hi gh . The Fi el ds

I nst i t ut e of Mat hemat i cal Sci ences conduct ed

a wor kshop i n June i n Tor ont o, dur i ng whi ch

i ndust r y pl ayer s and sci ent i f i c r esear cher s

4 See R. Lapper , ' Cat ast r ophe i nsur ance l oss bonds pi o-

neer ed, ' Fi nanci al Ti mes, Thur sday, May 2, 1996, p. 26 .
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woul d f l esh out sol ut i ons t o t hese pr obl ems us-

i ng t he new i nst r ument s pr oposed . her e .

I n pr act i cal t er ms, what i s r equi r ed t o suc-

cessf ul l y hedge pr oper t y cat ast r ophe r i sks i s

t he ski l l t o pr oduce and sel l a si mpl e pr oduct

whi ch i s t r anspar ent , cr edi bl e, and can be

pr i ced f ai r l y and t r aded easi l y . Exper i ence has

shown t hat t hi s can be achi eved .

Fr om t he i nsur ance i ndust r y' s poi nt of vi ew,

management must ensur e t hat t he cul t ur e of

i t s f i r m encour ages t he i nnovat i on needed t o

hedge t hese r i sks . The f ut ur e of t he i ndust r y

l i es wi t h t hose f i r ms whi ch i mpl ement such i n-

novat i on . The compani es t hat adapt successf ul -

l y wi l l be t he ones t hat sur vi ve . I n 10 year s,

t hese or gani zat i ons wi l l dr aw t he map of a

compl et el y r est r uct ur ed r ei nsur ance i ndust r y .

Gr aci el a Chi chi l ni sky i s UNESCO Pr of es-

sor of Economi cs and Mat hemat i cs at Co-
l umbi a Uni ver si t y. She has t aught at Har -

var d, Essex, and St anf or d uni ver si t i es and

f r om 1985- 1989 was chai r man and

chi ef execut i ve of f i cer of FI TEL, an i nt er -

nat i onal f i nanci al t el ecommuni cat i ons cor -

por at i on. She has been advi ser t o t he Or -

gani zat i on of Economi c Cooper at i on and

Devel opment , t he Uni t ed Nat i ons, and

t he Or gani zat i on of Pet r ol eum Expor t i ng
Count r i es i n i nt er nat i onal economi cs and

envi r onment al pol i cy. She was a member
of t he Pr esi dent i al Cabi net of t he Cent r al
Bank of Ar gent i na, and she hol ds doct or -
at es i n mat hemat i cs and economi cs f r om

t he Uni ver si t y of Cal i f or ni a at Ber kel ey.

The aut hor of f i ve books and numer ous

ar t i cl es, Pr of essor Chi chi l ni sky i s an act i ve

consul t ant t o t he gl obal f i nanci al i ndust r y.

She can be r eached at ( 212) 854- 7275,

~or E- mai l : GC9®Co1umbi a. EDU

CI RCLES ANDCYCLES,

PHASES AND STAGES:

THEI R EFFECT UPON

WORKERS COMPENSATI ON

FI NANCI NG DECI SI ONS

by Kei t h Kakacek, CPA, CPCU, ARM

Sel f - I nsur ance Resour ce . I nc.

Wi l l i e Nel son, i n hi s f amous bal l ad, descr i bes
` ci r cl es and cycl es, phases and st ages . " Thi s
wonder f ul anal ogy can appl y t o t he wor ker s
compensat i on r i sk f i nanci ng deci si on pr ocess .
Speci f i cal l y, di f f er ent appr oaches become al -

t er nat i vel y mor e or l ess vi abl e as t he mar ket

f or wor ker s compensat i on moves t hr ough var -

i ous phases .

Thi s ar t i cl e anal yzes t he way i n whi ch changes
i n t he Texas wor ker s compensat i on mar ket dur -
i ng t he past 10 year s- t r i gger ed by r ef or ms
wi t hi n t he Texas wor ker s compensat i on sys-
t em- have af f ect ed mar ket condi t i ons and t her e-
f or e r equi r e r i sk manager s t o cont i nual l y r evi ew
t hei r appr oach t o f i nanci ng t hi s exposur e .

Al t hough t he ar t i cl e f ocuses upon Texas, t he

concept s i t di scusses al so have br oader , nat i on-
al r ami f i cat i ons . Many of t he r ef or ms i mpl e-
ment ed i n Texas dur i ng t he ear l y 1990s wer e
adopt ed i n ot her j ur i sdi ct i ons, as wel l . Such r e-
f or ms ar e l i kel y t o be adopt ed i n vi r t ual l y al l
st at es by t he end of t he decade.

Ref or mi ng t he Texas Wor ker s
Compensat i on Syst em

At a semi nar mor e t han a decade ago i n
1985, Sel f - I nsur ance Resour ce, I nc . , f or ecast -
ed t he i nevi t abl e i mpl osi on of t he Texas wor k-
er s compensat i on syst em by 1990. The char t
i n Fi gur e 1 at t hat t i me gr aphi cal l y demon-

cont i nued on page 8
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ad t hat t he syst em, as was t hen const i t ut ed,

coul d not wi t hst and t he onsl aught of t r i al at -

t or neys -and a wor kf or ce t hat j oi ned f or ces t o

wi l l i ngl y expl oi t t he benef i t s avai l abl e i n an

uncont est ed hog t r ough .

Amazi ngl y, i n i nvest i gat i on af t er i nvest i gat i on,

l egi sl at or s r ef used t o heed hor r or st or i es pr e-

sent ed by Texas empl oyer s who wi t nessed f i r st -
hand t hei r pr emi um dol l ar s bei ng squander ed

by a syst em t hat f ost er ed no account abi l i t y on

t he par t of key pl ayer s i n t hat syst em. I t was

onl y af t er t he Wor ker s' Compensat i on Assi gned

Ri sk Pool sust ai ned a bi l l i on- dol l ar shor t f al l and
unt ol d bi l l i ons of pr emi um dol l ar s wer e wast ed
t hat t he Texas Senat e f i nal l y passed meani ngf ul

r ef or m l egi sl at i on .

Rar el y has a pr ocess yi el ded such a si gni f i -

cant out come as t he 1988- 1990 r evi ew and

l egi sl at i ve over haul of wor ker s compensat i on

i n Texas . By Januar y 1, 1991, t he new l aw

t o

Ti ght ar ket

8

6

Avai l abl e Mar ket

4

FI GURE 1
TEXAS WORKERS' COMPENSATI ON I NSURANCE MARKET

2

compet i t i ve Mar ket

0
1985 1986 1987 1988 1989

was i n pl ace . I t deal t wi t h al l aspect s of t he
syst em, i ncl udi ng t he f ol l owi ng . zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

" Gover nance

	

" Cl ai ms handl i ng

" Admi ni st r at i on

	

" I nsur ance mar ket

" Saf et y

	

" St at e assi gned

" Benef i t s

Gover nance

The gover nance of t he syst em was t ot al l y r e-
vamped wi t h t he cr eat i on of t he Texas Wor k-
er s Compensat i on Commi ssi on . Thi s body has
t aken a much mor e act i ve r ol e t han what
was pr ovi ded under t he pr evi ous syst em. Spe-
ci f i cal l y, t he Legi sl at i ve Over si ght Commi t t ee
and t he Sunset Pr ocess have f ocused at t en-
t i on on t he need t o pr event wor ker s compen-
sat i on f r om t hr eat eni ng t he l i vel i hood of t he
Texas popul ace . These t wo bodi es ar e
char ged wi t h r evi ewi ng, moni t or i ng, and de-
t er mi ni ng t he ef f ect i veness of t he syst em
component s .

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

r i sk pool

1990 1991 1992 1993 1994 1995

cont i nued on page 9


