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INTRODUCTION 
 
Nyce [1] provides an excellent introduction to government insurance including the five 
main reasons for government insurance, which are summarized in this study note.   
 
Both the federal and state governments are involved in insurance as regulators of 
insurance companies and as insurers.  As insurers, they participate in a number of 
insurance programs either as the sole insurer, in partnership with insurance companies or 
in competition with insurance companies.  Several major programs that are discussed 
elsewhere in the syllabus include the National Flood Insurance Program, Social Security, 
Guaranty Funds, FAIR plans, TRIA, and various state Auto Plans.  In this study note, we 
will discuss state and federal involvement in Workers Compensation Insurance, Crop 
Insurance, and Unemployment Insurance.  
 
Is government participation in insurance necessary?  According to Greene and Weining, 
there are several reasons for government participation in insurance: 
• Filling insurance needs unmet by private insurance 
• Compulsory purchase of insurance 
• Convenience 
• Greater efficiency 
• Social purposes 
 
Filling Insurance Needs Unmet by Private Insurance 
 
According to Nyce [1] and Greene [2], one justification for government participation in 
insurance is the residual market philosophy, with governments offering insurance in 
markets unserved by private insurance; either because of unavailability or affordability.  
One implication of the residual market philosophy is that government requirements for 
insurability are different from private insurers’ requirements. A government may step into 
situations in which private insurers do not because the government has the financial 
capacity to subsidize losses, either by directly taxing taxpayers for the insurance program 
even those who do not benefit from the program, or indirectly by charging less than the 
actuarial cost of providing insurance coverage for the exposure and making up the 
difference through government-provided funds (crop / flood).  There are strong 
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arguments, both pro and con, as to whether a government should provide this type of 
subsidy. 
 
Begun in 1968, the Federal Crime Insurance Program was intended to provide coverage 
for homeowners and small businesses located in neighborhoods with high crime rates, 
primarily because private insurance for burglary or robbery was not available at 
affordable rates for these risks.  With proper loss prevention methods, this insurance was 
available from the private market at rates less than the government rates and the Federal 
Crime Insurance Program expired in 1995.   
 
Crop insurance and Flood insurance are available and affordable only because of 
subsidies from the federal government.   
 
Compulsory Purchase of Insurance 
 
Government may require individuals or businesses to obtain insurance to meet social 
responsibilities.  A driver who causes an automobile accident is responsible for repairing 
the damage or injury caused by the accident.  Many people would not have the financial 
resources to meet this obligation without insurance protection.  An employer is deemed 
responsible for injury to an employee regardless of fault.  Again, without insurance 
protection an employer may not be able to meet this obligation.  Without a compulsory 
insurance requirement, some persons who have suffered injury or loss may not have the 
costs of repairing the damage to their property or their medical costs covered by the 
person responsible for these costs. 
 
Since purchase of insurance such as workers compensation or automobile insurance may 
be compulsory, some state legislatures felt obliged to offer the insurance to individuals 
who could not find a private market [2]. The workers compensation state funds 
established in several states and the Maryland Automobile Insurance Fund are examples 
of this philosophy.  Another reason why some federal and state legislators believe that 
government should provide compulsory insurance is that private companies should make 
only limited profits, given the government guaranteed market. A government program 
would operate as a not-for-profit entity and the cost of the compulsory insurance would 
be lower than if offered by a for-profit insurer.  In other non-insurance government 
mandated programs such as highway construction contracts, private organizations often 
service the program.  Within a purely competitive market excessive profits cannot persist 
in the long run.  Private insurance seems to work for most states in supplying the vast 
majority of the public with compulsory insurance such as workers compensation and auto 
insurance.   
 
While workers compensation insurance is administered by a monopolistic state fund in a 
few states, most states have private companies that offer workers compensation 
insurance, sometimes in competition with state-run funds that will provide coverage to 
anyone who applies for coverage to the fund, sometimes referred to as “take all comers.” 
For those states without a state fund, and some with a state fund, there is usually some 
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other form of residual market that provides coverage to those who are unable to find the 
required coverage with a private insurer. 
 
For compulsory auto insurance, government insurance is normally not the answer; so 
provisions are in place to make auto insurance available for those unable to buy insurance 
on the open market. Sometimes these alternate sources also provide the coverage at costs 
below the actuarial cost of providing the coverage.  In these situations, insurers, other 
insureds or taxpayers subsidize part of the cost of the coverage for high risk drivers. 
Hamilton and Ferguson [3] discuss these provisions, which include assigned risk plans, 
reinsurance facilities, and joint underwriting associations depending on the state.  
Maryland has the only state-owned auto insurance company. 
 
Convenience 
 
Some government insurance programs are established because it appears to be easier for 
the government to set up a program quickly as a legislature can appropriate funding for 
the new program, whereas the private market may take longer to find the necessary 
funding [3].  A government program may also be already set up to provide certain types 
of services needed by the insurance program.  These services include loss mitigation 
development and funding, as the Florida legislature did when establishing the Florida 
Hurricane Catastrophe Fund. 
 
Using government insurance programs only for convenience may not be justified if the 
private market is willing and able to provide a reasonable market. 
 
Greater Efficiency 
 
One argument in favor of government insurance is that there is greater efficiency than in 
the private market [2].  Some government insurance programs may be established 
because of the belief that government can provide the service at a lower cost than the 
private market.  However, the costs of providing insurance, including the costs of keeping 
records, providing consumer education, issuing policies and paying claims, exist even in 
government insurance programs.  Services such as explaining coverages, keeping records, 
and handling claims questions are still provided by customer service representatives (who 
must be compensated).  The cost savings claimed for government insurance programs 
might be overstated because other government departments may perform services on 
behalf of the government insurance entity that are usually performed by insurance 
companies, including appraising property, administering claims, or making investments. 
 
Social Purposes 
 
The use of government insurance to achieve social purposes may be the main reason for 
government insurance programs [3]. Some feel that these social purposes can only be 
fully achieved within government-owned insurance programs. For example, rehabilitation 
and vocational training of injured workers are important goals of a workers compensation 
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system and requirements for loss mitigation in catastrophe insurance plans may be more 
easily accomplished under government insurance programs.  Can private insurance 
programs accomplish the same goals?  If Social Security benefits were made available 
through a welfare program for the truly needy elderly and disabled while pension plans, 
401(k)s, life insurance and disability insurance were to be used to fill the needs of others, 
would adequate protection for retirement and the disabled be available?  If building codes 
and zoning requirements could be altered to prevent construction in flood-prone areas 
would private insurers be willing to provide flood coverage?  In this scenario, 
government flood insurance would still be needed for existing buildings in the flood 
zones, but the need for government flood insurance on new construction would be 
reduced. 
 
Level of Government 
 
The government (either state or federal) can be involved in three levels as either exclusive 
insurer, partner with private insurers or as a competitor to private insurers. 
As an exclusive insurer the government functions as a primary insurer by collecting 
premiums, providing coverage and paying all claims and expenses. An example of this at 
the federal level is Social Security and at the state level with some state government-run 
workers compensation programs.  
  
In partnership with private insurers the government offers reinsurance coverage on 
specific loss exposures for which the private insurer may retain only a portion of the loss. 
Examples of this at the federal level are National Flood insurance program, Terrorism 
Risk Insurance Program and Federal Crop insurance.  On the state level this includes 
several programs to address residual markets where the insured cannot find coverage on 
the open market.  Examples of this are Fair Access to Insurance Requirements (FAIR) 
plan, Workers Compensation, Windstorm plans and Residual Auto Plans. 
 
In some cases the states operate in direct competition to private insurers such as in the 
Workers Compensation market in some states. 
 
Detail of the various government insurance plans are provided in this document or in 
other readings on the Syllabus. 
 
Evaluation of Government Insurance Programs 
 
How well have the federal and state governments performed in providing insurance? 
According to Greene [2] the questions to be asked are: 
• Is the provision of the insurance by the government necessary or does it achieve a 
social purpose that cannot be provided by private insurance? 
• Is it insurance or a social welfare program?  Social welfare is designed to provide 
benefits to qualified people based on demonstrable need for assistance without any 
payment or contribution by those receiving assistance.  These benefits are usually 
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financed by general tax resources.  The public welfare programs are an example of social 
welfare.  
• Is the program efficient, is it accepted by the public? 
 
Based on experience in 2004, 2005 and 2012 how is the Federal Flood Insurance Program 
performing?  The rates don’t seem to be actuarially sound; insurance is usually only 
purchased if required by law or mortgage companies; people who do not buy flood 
insurance seem to be getting federal disaster assistance.  With appropriate rates, 
enforceable building codes, up-to-date flood maps, and available reinsurance could 
private insurance companies provide flood insurance?  
 
In the following sections, we will discuss several government insurance programs, how 
they work, their origin and purpose, and their effectiveness.  
 
 

CROP INSURANCE 
 
To help farmers recover from the Great Depression and the Dust Bowl, in 1938 the 
federal government created the Federal Crop Insurance Corporation (FCIC), a wholly 
owned corporation of the U.S. Department of Agriculture (USDA), to oversee the newly 
created federal crop insurance program. The initial program, intended to provide farmers 
protection against low yields, was limited to a few major crops (wheat and corn) in the 
main producing areas [4] and was not successful due to high costs and low participation 
by farmers [5].  In 1980, Congress passed legislation that expanded the types of crops 
covered and the regions of the country in which the federal crop insurance was available.  
To encourage participation the 1980 Federal Crop Insurance Act also authorized a 
subsidy of the crop insurance premium.  According to the Congressional Research 
Service, in 2014 farmers paid about 38 percent of the policy premium [6]. 
 
In the late 1980's and early 1990's, droughts, and wet and cool growing seasons resulted 
in Congress passing several disaster bills to assist farmers in recovering from these 
disasters.  These disaster bills were still costly and competed with the insurance program, 
so in 1994, Congress made participation in the crop insurance program mandatory for 
farmers to be eligible for payments under price support programs, certain loans and other 
benefits.  In addition, catastrophic coverage became available and the premium for this 
coverage was completely subsidized.  
 
In 1994, the mandatory participation requirement was repealed, but farmers who accepted 
other types of benefits were required to purchase crop insurance.  Participation in the crop 
insurance program increased significantly.   
 
Multiple Peril Crop Insurance policies are a public-private partnership.  Private insurers 
market and write crop insurance policies, which generally indemnify farmers if yields fall 
below a given baseline due to natural causes (drought, heat, cold, fire, wind, or flood).  
Some policies also provide protection if prices fall below a given level.  The RMA sets 
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the rates for these policies and determines which crops can be insured in different parts of 
the country.  The private insurer services the policies including adjusting and settling any 
claims resulting from the policies. The RMA acts as a reinsurer, reimbursing the 
participating insurers for losses in return for a portion of the premium.  In addition, the 
federal government reimburses the private insurance companies for their operating and 
administrative costs.  The premiums paid by farmers are subsidized by the federal 
government to reduce the cost to farmers and encourage farmers to participate in the 
program. 
 
A farmer must elect to purchase multi-peril coverage prior to planting.  The crop 
insurance subsidies may encourage farmers to purchase more coverage than they might if 
they paid the full price.  A higher participation in the program provides better protection 
to farmers and may reduce requests for disaster assistance, but it also increases costs to 
taxpayers. 
 
The Federal crop insurance program differs from most private insurance programs in that 
an insurer who participates in the Federal program must sell the coverage to any farmer at 
the rate set by the Federal government.  Because the insurer cannot impose its own 
underwriting standards, judgment or desired rate level regardless of the risk, the risk 
sharing agreement between the federal government and insurance companies allows an 
insurer to transfer some liability associated with riskier policies to the government and 
retain profits or losses on less risky policies. 
 
Some private insurers offer crop-hail insurance which is not part of the federal program.  
Unlike the multi-peril coverage, a crop-hail policy may be purchased at any time during 
the growing season.  Many farmers purchase this coverage because hail can totally 
destroy a planted field. 
 
Crop insurance is not mandatory.  Farmers may choose whether to buy it, and for which 
crops.  However, the RMA requires that if a farmer chooses to insure a particular field, he 
or she must insure all of his or her fields growing the same crop in the same county.  This 
alleviates problems of adverse selection, since otherwise farmers would insure only their 
most loss-prone locations and the program would bear a higher loss ratio.  In addition, 
farmers who choose to forego crop insurance are not eligible for payments for crop loss 
from federal disaster relief programs. 
 
Supporters of federally backed crop insurance argue that it is necessary to bring stability 
to a very volatile but important sector of the American economy.  Private crop insurance 
would definitely be more expensive (if the subsidy were removed), and might be 
substantially more expensive or even unavailable due to the risk of catastrophic losses 
over a large geographic region.  Opponents have charged that crop insurance subsidies 
encourage agricultural over-production and encourage farming in marginal and disaster-
prone areas, which harms the environment and increases general disaster relief costs. 
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WORKERS COMPENSATION INSURANCE 
 

With the advent of the industrial revolution, new technology and machinery resulted in 
more industrial accidents.  The only recourse an injured worker had was to sue their 
employer - a long, expensive process with an uncertain outcome.  Workers compensation 
benefits evolved as a means by which employees injured on the job would be certain to 
have their injuries adequately taken care of by their employer without having to sue.  
Employers, as well as employees, benefited from the new system as the employer also 
exchanged an uncertain, potentially large payment, for a certain guaranteed benefit 
system. 
 
Governments, both state and federal, participate in workers compensation insurance 
programs in a variety of ways.  In some states, workers compensation insurance is only 
available through private insurance companies, while in other states it is only available 
from a state fund (an entity established by law to provide workers compensation 
insurance. ) In some states, a state fund may compete with private insurers.  In all states, 
government and private insurers cooperate in providing workers compensation insurance 
as the benefits are defined by law, either state or federal, and unless there is an exclusive 
state fund, private insurers provide the insurance coverage. 

Workers compensation programs covering most employees are enacted and administered 
at the state level in all fifty states, the District of Columbia and the five U.S. territories. 
Federal government employees and certain categories of workers, such as longshoremen 
or railroad workers, are covered by federal workers compensation programs.  

A) Federal Workers Compensation Programs 
 
Various federal programs compensate certain categories of workers for disabilities caused 
on the job and provide benefits to dependents of workers who die of work-related causes. 
The federal government works to ensure these programs perform well under the U.S. 
Office of Management and Budget and Federal Agencies. The following are some major 
federal programs: 
 
1) The Federal Employee Compensation Act (FECA) provides compensation benefits 
to non-military, federal employees for disability due to personal injury sustained while in 
the performance of duty and for employment-related disease.  It is administered by the 
Office of Workers’ Compensation Programs (OWCP) in the U.S. Department of Labor. 
 
The Act is the exclusive remedy for federal civilian employees who suffer occupational 
injury or illness. There is some claimant overlap with other federal programs; however, 
regulations generally bar the receipt of dual benefits for the same injury/illness and 
mandate the reduction in benefits to offset other sources of compensation. 
 
The program’s purpose is to return individuals to work while containing the costs of the 
system.  Designed as a non-adversarial system (i.e., no judicial review and limited 
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employer ability to contest claims) the program limits administrative and litigation costs, 
which may account for a substantial share of payout in some systems. 
 
2) The Longshore and Harbor Workers’ Compensation Act of 1927  requires 
employers to provide workers compensation protection for longshore, harbor, and other 
maritime workers who are injured or suffer occupational diseases while working on or 
near navigable water in the United States. These benefits are provided by employers by 
either procuring insurance coverage from private insurers or by qualifying to self-insure.  
In some special circumstances, such as second injuries or default in payment of claims by 
insurers or employers, benefits are paid by a special fund administered by the Department 
of Labor Employment Standards Administration, Division of Longshore and Harbor 
Workers’ Compensation (DLHWC). The DLHWC is responsible for adjudicating 
disputed claims and ensuring that employers and carriers pay benefits.  
 
The Act was created to provide workers’ compensation coverage for categories of 
workers who were not seamen and were injured while working on or near navigable water 
in the United States and for which no state act coverage applied.  Since the enactment of 
the Act, there have been questions regarding when coverage under the Act ends and state 
act coverage begins, particularly when the injury occurs “near” navigable water.  In 1984 
the scope of the program was amended in an attempt to clarify the extent to which 
shoreside coverage applied.  However, about 40 states allow concurrent receipt of state 
and longshore benefits. The Act provides for the offset of compensation paid to 
individuals under any other workers compensation law for the same disability or death. 
The possibility of an injured worker pursuing either longshore benefits or state act 
benefits is an issue that employers need to be aware of so that they have adequate 
insurance protection for their exposure. 
 
3) The Black Lung Benefits Act (BLBA) provides wage-replacement and medical 
benefits to coal miners who are totally disabled due to pneumoconiosis (black lung 
disease) and to eligible survivors.  
 
The program was established in 1969 out of concern that black lung victims were not 
receiving adequate recompense from state workers compensation systems.   States have 
sometimes been slow to recognize chronic occupational diseases such as black lung as 
compensable injuries.  Coal miners frequently change employment, which made it 
difficult to assign responsibility for a chronic disease to a particular employer.  In 
addition, the BLBA acts as a form of disability insurance, providing compensation to 
survivors and dependents over and above medical care and loss of earnings.  Black lung 
victims do remain eligible for ordinary workers compensation benefits, but if an 
individual receives both state and federal benefits, the federal benefit is reduced by the 
full amount of the state benefit. 
 
 
 Federal benefits are paid by the Black Lung Trust Fund which is financed by coal mine 
operators through a federal excise tax.    In years when payouts exceed revenues, the fund 
borrows from general government revenue.  These deficits are intended to eventually be 
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paid back with interest.  In 2008, however, the Trust Fund deficit had grown so large that 
Congress made a one-time appropriation to reduce the deficit out of general funds.    The 
hope as of 2016 is that the deficit will eventually be paid down without further excise tax 
increases or appropriations from general revenue. 
 
 
B) State Workers Compensation Programs 
 
The state government can act as a partner with private insurers, a competitor of private 
insurers, or an exclusive insurer. 
 
Partnership with Private Insurers  
 
State programs vary concerning who is allowed to provide insurance, which injuries or 
illnesses are compensable, and the level of benefits. State laws prescribe workers 
compensation benefits, but these laws assign to employers the responsibility for providing 
benefits. Employers can obtain workers compensation coverage to provide benefits to 
their employees by purchasing insurance from a private carrier or a state workers 
compensation fund, depending upon the options available in their state. They can also use 
self-insurance in almost every state if they demonstrate the financial capacity to do so by 
meeting certain requirements. 
 
Private insurers are allowed to sell workers compensation insurance in all but a few states 
and territories that have exclusive state funds. Where private insurers may sell workers 
compensation, a public-private partnership exists since the benefits are established by 
state law, but insuring those benefits is the role of private insurers.  
 
State Funds 
 
With enactment of state workers compensation laws, the need for workers compensation 
insurance created its own set of problems, while solving others. Employers feared they 
would be forced out of business if refused coverage by insurance companies. They were 
also fearful that insurance carriers might impose excessive premium rates that would be a 
financial burden. High premium rates could negatively affect a state’s economy and 
ultimately limit opportunities for employment. Another fear was that because the 
mandatory nature of the coverage reduces elasticity of demand, insurance rates might 
soar, enabling insurers to reap unfair profits. Some state legislators addressed these 
concerns by establishing state workers compensation insurance funds to provide a stable 
source of affordable insurance coverage.  

Washington was the first state to adopt the state fund approach in 1911 and by the end of 
1916, thirteen states had established state funds.  As of 2016, a total of twenty- three 
states have state funds that provide workers compensation insurance [7]. 
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In general, state funds are established by an act of the state legislature, have at least part 
of their board appointed by the governor, are usually exempt from federal taxes, and 
typically serve as the insurer of last resort – that is, they do not deny insurance coverage 
to employers who have difficulty purchasing it privately.  

Among the twenty-three states that have state workers compensation funds, four have 
exclusive state funds and nineteen have competitive state funds.  The four states with 
exclusive funds are North Dakota, Ohio, Washington and Wyoming.  The South Carolina 
state fund is a hybrid; it is an exclusive insurer for state employees and is available to 
cities and counties to insure their employees, but it does not insure private employers.   

Competitive State Funds 
 
In states with competitive state funds [8], state funds sell workers compensation 
insurance, at least theoretically, in competition with private insurers in insuring and 
administrating the workers compensation laws. In some states, Oklahoma is one example, 
the state fund is not permitted to refuse coverage to an employer, no matter how 
undesirable the risk, so long as past and current premiums are paid. In this regard they are 
referred to as “insurers of last resort”. In other states such as Oregon, the state fund does 
not operate as the insurer of last resort.  The mission of the state fund is set out in the 
Oregon statute that authorizes the existence of the state fund. This mission is to “make 
insurance available to as many Oregon employers as inexpensively as may be consistent” 
with protecting the integrity of the Industrial Accident Fund and sound principle of 
insurance [9]. 
 
Exclusive State Funds 
 
In states with exclusive state funds, private insurers are not permitted to provide workers 
compensation insurance and state funds enjoy the exclusive right to sell workers 
compensation insurance. All employers are required to procure their workers 
compensation insurance from the state fund, or, in some jurisdictions, an employer may 
also self-insure.  
 
Residual Markets 
 
In states without a state fund, or with a state fund that does not serve as an “insurer of last 
resort”, it will sometimes happen that an applicant for workers compensation insurance is 
unable to obtain coverage.  Private carriers are limited by regulation in the rates that they 
can charge.  If they believe that the maximum rate will be inadequate for a particular 
insured, they simply decline to write the policy.  This may be because the prospective 
insured has an inherently hazardous business model, or poor safety practices, or a poor or 
inadequate loss record. 
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If states took no action on behalf of such applicants, the applicants would have little 
choice but to go out of business.  This would increase unemployment and impair tax 
revenues.  As a result states without state funds have set up residual market mechanisms 
to act as insurers of last resort. 
 
The details of this mechanism vary from state to state.  Applicants generally enter the 
residual market after being declined by at least two private carriers.  In some states such 
applicants are assigned to carriers based on their workers compensation market share, 
with the carriers writing policies and collecting premium and paying claims just as if they 
were serving the applicants voluntarily. 
 
In other states, carriers reinsure undesirable applicants via a reinsurance pool, and profits 
or losses from the pool are shared among carriers in proportion to market share.  In still 
other states, the state authorizes a Joint Underwriting Association to serve the residual 
market, and with carriers sharing on a pro-rata basis profit or loss.  Note that these 
residual market mechanisms closely parallel the automobile liability residual market 
mechanisms described by Cook [10]. 
 
The market share within the residual market varies from state to state and year to year, 
depending on filed rate adequacy and the risk appetites of insurers.  In 2014 the aggregate 
residual market share was about 8% within the states for which the National Council on 
Compensation Insurance (NCCI) collects data.  The combined ratio for residual market 
business, over the last several years, has been running between 105% and 115% [11].  As 
one would expect, residual market business is generally written at a loss despite generally 
higher rate levels for residual market risks.  This results in a higher combined ratio for 
workers compensation insurers, either directly as residual risks are assigned to carriers, or 
indirectly as reinsurance or JUA losses are pro-rated.  The voluntary market effectively 
subsidizes the higher-risk residual market, despite higher rate levels for residual market 
risks. 
 
 
C) Evaluation of Workers Compensation Insurance 
 
Private carriers remain the largest source of workers compensation benefits. In 2013, they 
accounted for 56% of benefits paid in the nation, with state funds at 15%, self-insurers at 
23%, and the federal government at 6% [12].  The trend in the share of benefits paid by 
state funds has decreased in recent years, down from 20% in 2004. 
 
 Nevertheless, the state funds have created significant competition in the workers 
compensation insurance business in the states where they operate. State funds have a 
significant market share in virtually every state where they are located.  In 2013, state 
fund market share (as measured by benefits paid) in competitive state ranged from 7% in 
Pennsylvania to 59% in Idaho [12].  
Proponents of state funds argue that because the state funds are specialists in workers 
compensation they can be expected to offer more intensive levels of rehabilitation and 
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other services than some private insurers whose workers compensation plan is only one of 
several types of coverage offered.  However, there are private insurers who also specialize 
in providing only workers compensation coverage and may offer the same level of service 
and expertise as the state funds. 

 
State funds are, by law, designed to be self-supporting from their premium and 
investment revenue. Overhead expense ratios of both exclusive and competitive funds 
may be lower than expense factors for private carriers in part because of absence of some 
administrative costs such as agency commissions and other marketing costs. As nonprofit 
departments of the state, or as independent nonprofit companies, they are able to return 
dividends or safety refunds to their policyholders, just as some private insurers do. This 
further reduces the overall cost of workers compensation insurance both for the state fund 
as well as the private insurer that offers these types of programs [2] [3].  While lower 
administrative costs for state funds may reduce the cost of providing workers 
compensation coverage, the fact that more states have not created state funds, and some 
state funds have been privatized recently, suggests that private insurers are also able to 
provide this coverage in an efficient manner. 
 
The evidence suggests that both state funds and private insurers are able to provide 
workers compensation coverage in an efficient manner. 
 
D) Interaction of Workers Compensation Insurance with Medicare 
 
Background 
 
In 1965, Congress created the Medicare program to provide health insurance for elderly 
Americans.    The authors of the law creating Medicare recognized that it might overlap 
with other private or government insurance programs—especially workers compensation 
insurance. 
 
For example, a 67-year-old worker might be injured in a job accident.  That worker would 
be entitled to have his or her medical costs reimbursed by his or her employer’s workers 
compensation insurer.  However, that worker, being more than 65 years of age, might also 
be eligible for Medicare.  To save Medicare costs, Congress therefore stipulated that 
workers compensation insurance would be primary in such a case.  Medicare would be 
secondary and would begin to pay only if and when workers compensation benefits were 
exhausted. 
 
In 1980, Congress passed the Medicare Secondary Payer Act, which stipulated that 
Medicare was also secondary to liability insurance.  For example, if an elderly American 
were injured by another driver in an auto accident, the responsible driver’s insurance 
would be primary and Medicare secondary. 
 
The 1980 act also introduced the notion of a “conditional payment”.  In many cases 
persons begin incurring medical costs before eligibility to collect insurance has been 
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determined.  In such cases Medicare will make “conditional payments” to medical 
providers, subject to later reimbursement by an insurer subsequently determined to be 
primary. 
 
In some cases workers compensation claims are closed via a settlement which provides 
compensation to the injured worker for anticipated future medical payments.  These 
payments can also overlap with Medicare.  For example, a 63-year-old worker may be 
injured on the job.  That worker is not eligible for Medicare.  However, the worker’s 
claim may be closed with a settlement that allows for medical treatment anticipated to last 
five years.  By the end of that time the worker will be Medicare-eligible. 
 
Federal regulators therefore introduced (1989) the Medicare Set-Aside Allocation (MSA), 
in which all parties to a settlement would agree to “set aside” a portion of the workers' 
compensation or liability settlement to be used to pay for future medical costs related to 
the workers' compensation or liability injury.   The MSA funds are primary over Medicare 
and are limited to services that are related to the injury that would be covered by 
Medicare after the injured party becomes Medicare eligible. 
 
Despite these laws and regulations, the status of Medicare as secondary insurer remained 
mostly notional through the Twentieth Century.  Medicare administrators simply did not 
know when Medicare eligible (or soon to be eligible) parties were collecting workers 
compensation or liability payments.  In the absence of aggressive collection, parties had 
little incentive to agree to MSA’s. 
 
Medicare Set-Aside Allocations since 2001 
 
This became increasingly untenable as Medicare costs rose due to medical cost inflation 
and longer life expectancy.  In 2001 the Center for Medicare and Medicaid Services 
(CMS), which administers Medicare, established its first guidelines for the review and 
approval of MSA’s.  The implied threat was that, where MSA’s were not submitted, or 
not approved, Medicare would refuse payment for future care, and be more aggressive in 
seeking reimbursement for past conditional payments. 
 
Since 2001, the submission and approval process for MSAs has changed several times.  
The changes have generally been in the direction of making MSA approval more difficult. 
A new sub-industry of MSA consultants has emerged to assist Third Party Administrators 
and insurers to evaluate settlements for MSA requirements and gain the approval of 
CMS. 
 
As of 2012, CMS will review all workers compensation MSA’s where: 
• The claimant is either a Medicare beneficiary and the settlement is greater than 
$25,000 or  
• The claimant is expected to be Medicare eligible within 30 months of the 
settlement and the settlement or expected future medical costs and lost wages of the 
injury exceeds $250,000. 
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The CMS thresholds do not create a safe-harbor, so even smaller medical settlements 
should consider Medicare’s interests. 
 
In 2016, the CMS announced that it will also begin reviewing liability and no-fault 
insurance MSA's. 
 
After an MSA is approved, the injured worker must comply with reporting requirements 
and use the MSA appropriately. Claimants must agree to pay their workers compensation-
related medical bills, using an interest-bearing account, and to complete reporting of their 
payments before Medicare will make any payments for claim-related conditions.  
 
CMS can reject or revise MSA proposals, increasing the estimated lifetime medical need, 
to assure that Medicare rarely becomes liable for claim-related expenses throughout the 
claimant's life. Two specific issues – pharmacy costs and life expectancy – are often cited 
as areas of concern. With Medicare Part D, pharmacy costs were added to Medicare. In 
2009, CMS issued pharmacy guidelines for MSAs, which essentially priced drugs at the 
retail cost level without regard to negotiated price arrangements that the insurer may 
have. However, many drugs commonly used for pain management are not included in 
Medicare Part D.  
 
Due to industry concerns [13], in May 2010 Medicare issued clarifying language that 
drugs which were not included in Medicare Part D did not need to be considered in a 
MSA. This reduced the prescription costs in MSAs and was hailed as a significant victory 
in the insurance industry.  
 
Another issue which can raise the costs of a MSA is use of a “rated age” or impaired life 
expectancy versus the claimant’s actual age. If a  rated age is used,  that means the injured 
person's life expectancy is less than normal which allows the settlement amount to be less 
than would be needed for an individual with a normal life expectancy. If CMS protocols 
for rated ages are not followed, CMS will recalculate the MSA using the claimant’s actual 
age rather than the impaired life expectancy. Due to the nuances of CMS approval, many 
insurers use specialists to review their MSA proposals prior to submission to CMS and to 
shepherd the claim through the process. Use of specialists increases the administrative 
costs of settling such claims. 
 
New Reporting Requirements since 2007 
 
On December 29, 2007, President George W. Bush signed the “Medicare, Medicaid and 
SCHIP Extension Act of 2007” (MMSEA).  This law sought to address the problem of 
CMS being unaware of primary payer responsibilities, whether or not a claim involved an 
MSA.  The law requires claim payers, known as Responsible Reporting Entities (RREs), 
to report claim data to the CMS.  Specifically, Section 111 of the act requires the 
providers of liability insurance (including self-insurers), no fault insurance and workers’ 
compensation insurance (hereinafter “insurers”) to determine the Medicare-enrollment 
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status of all claimants and report certain information about those claims to the Secretary 
of Health and Human Services, through the CMS.  
 
The implementation of the reporting requirement was delayed, as regulations and 
technology issues were ironed out, but reporting became mandatory on January 1, 2011 
for insurers with workers’ compensation claims. Reporting of liability claims was phased 
in (with the largest claims first) beginning on January 1, 2012. 
 
CMS uses the Section 111 data to assist Medicare in coordinating benefits and in 
uncovering potentially reimbursable claims. There are substantial penalties for non-
compliance with the required reporting of claims - $1,000 per day per beneficiary for each 
day the insurer is out of compliance. This penalty is in addition to a “Double Damages 
Plus Interest” penalty that defendants (as primary payers) can be fined if Medicare’s right 
to reimbursement is ignored in any settlement. This rule applies to settlements on or after 
October 1, 2010. 
 

Property/Casualty Actuarial Implications of the Recent Changes 

From 2008 through 2010 there may have been an increase in claim closings, lump-sum 
payments or settlement in advance of the Section 111 reporting deadline. Some RREs 
may have taken the opportunity to decrease the volume of relatively minor claims that 
would otherwise need to have the Medicare eligibility status of the claimant determined 
and reports made to CMS. For actuaries reviewing both insurers’ and self-insurers’ loss 
data, such claim activity can distort both paid and reported losses.  
 
 Slowdowns in claim settlement rates are sometimes attributed by Workers Compensation 
claims professionals to the CMS changes in procedures and increased emphasis on 
MSAs. CMS approval of MSAs generally takes 60 to 90 days, which can contribute to a 
slowdown in settlements. It is possible that some portion of increasing WC medical 
trends is due to MSAs. In the past, claim settlements may not have specifically identified 
medical vs. indemnity components and the settlement costs may have been entirely 
attributed to indemnity. With MSAs, a clear portion of the settlement is identified as 
medical cost, and the CMS procedures may also have increased the average size of the 
settlements due to future medical considerations. However, to date there are no publicly 
available studies to quantify the impact on overall costs or severity trends.  
 
In addition, for some entities, a significant risk factor could be that some injured workers 
currently receiving Medicare payments should be classified as workers compensation 
claims. The Section 111 reporting could uncover Medicare payments that should shift to 
workers compensation claims, causing actuarial estimates to increase as CMS files liens 
to recover payments. Over the last three years before claim reporting was required, the 
number of recovery demands from CMS increased significantly to 74,000 in 2010 from 
43,000 in 2007 [14]. The number may continue increasing after 2011, or it may spike and 
then settle down as CMS catches up.  Note that recovery can affect claims that were open 
in prior years, even if they are closed now. 
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Successful recoveries naturally increase claim severity to an insurer.  The General 
Accounting Office (GAO) estimates total saving due to Medicare claim denials and 
recovery of payments of $737 million in 2008, rising to $861 million in 2011.  These are 
costs that are borne by insurers instead of Medicare.  Furthermore the GAO notes that 
“(A)n accurate estimate of savings could take years to determine because of the time lag 
between initial notification of Medicare Secondary Payer situations and recovery, the fact 
that not all situations result in recoveries, and the fact that mandatory reporting is still 
being phased in.” [15] 
 
In 2012, new legislation affecting the interaction of Medicare and private property-
casualty insurance was passed. A key provision of the Strengthening Medicare and 
Repaying Taxpayers Act, or SMART Act, was the implementation of a 3-year statute of 
limitations on Medicare conditional payment recovery. This provision became effective 
on July 10, 2013 and provides that an action by the federal government for recovery must 
be filed no later than 3 years after the date of the receipt of notice of a settlement, 
judgment, award, or other payment. 
 
While the statute does not define how notice of the settlement, judgment, award or other 
payment is to be made to Medicare, the provision was put in place with the understanding 
that notice would be through Section 111 Mandatory Insurer Reporting. It is unclear then 
whether other types of “non-Section 111 Mandatory insurer Reporting” to Medicare will 
trigger the limitations period, or whether the statute of limitations will be effective in 
curtailing increased workers compensation claims should Medicare not cover certain 
claims. 
 

Changes in the Future? 

Section 111 reporting is in its infancy.  It is uncertain how CMS will use the huge volume 
of data that it is collecting, whether this will lead to a significant further increase in set-
asides or recovery demands, and whether the statute of limitations will temper claim 
volume.  It may take years for changes to be fully apparent, especially for liability lines 
for which mandatory reporting didn’t begin until 2012 and will be phased in. 
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