Self-Insurance Pools and Trusts
Banding Together to Share Risks |

.M. Best Co. has performed a quantita-

tive and qualitative analysis on a group

of 16 selfinsurance pools and trusts,
which are alternative risk transfer vehicles,
that have met the stringent requirements nec-
essary to obtain an A.M Best rating. The results
of this study are based on the latest five years
of reported financial data and operating infor-
mation from these organizations.

Self-Insurance Pool Profile

These entities differ from traditional com-
mercial carriers and- have characteristics
that are materially different from other alter-
native risk transfer entities such as captives
and risk retention groups. Self-insurance
pools and trusts (self-insurance pools) are
formed by members with a common intér-
est.qf banding together to share risk. Rather
th'z.i"xi,igurchasing insurance through a tradi-
tiondl insurance program or forming a cap-

tive carrier, these entities become members -

of an organization offering pooled selfinsur-
ance.The poc»l' is established by each mem-
ber pledging an amount of “capital” that is
treated as paid-in-capital on the entity’s
books and records. This is in some ways
similar to the mutual concept.

One major difference between a small
mutual insurance company and a self-insur-
ance pool is that the members of the pool
have similar risk profiles, by type of industry,
geographical location or both. For instance,
small contractors in the state of Illinois may,
through a sponsoring contractors’ associa-
tion, pool their risks for the mutual benefit of
each member. '

Another distinguishing characteristic of
self-insurance pools is that each member
shares the losses and profits of the pool
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with all the other members. Typically, the
participation is more formally defined if the
pool employs the joint and several liability
concept. Indeed, some states will allow the
formation of a self-insurance pool only if the
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members contractually agree to joint and
several liability among all members. Most
states tend to exclude business written
through a self-insurance pool from the guar-
anty fund of the state. Instead, the state has
the ability to assess members to pay losses
in the event of the pool's insolvency. Joint
and several liability contractually states that
all members guarantee the losses of each
other member, without limitation other than
policy terms.

In no small part because of the joint and

several liability tie, as well as each member’s

capital being exposed to potential losses
generated by other members, admission cri-
teria for these entities tend to be very strict.
In addition, pool members commonly com-
mit to significant investment of time and
resources to promote loss control and engi-

necriﬁg, prudent claims handling, and shar-.
ing of loss information. These activities are -

not found as frequently in traditional insur-
ance programs.

In addition, A.M. Best has observed distinct

differences between management’s goals and

objectives for a traditional, publicly held -

commercial insurer and those for a self-insur-
ance pool. Traditional insurers emphasize

“return on equity, cash flow and other objec- -

tives that drive retained earnings and share

" price, while pools emphasize members’ risk:
"mitigation needs through value-added ser-

vices coupled with substantial d1v1dends and
return of capital when deemed prudent.

General Requirements for Self-

Insurance Pool Formation
State-determined premium start-up

requirement (ranging from $0 to $1 million).

» Self-insurance group must be adminis-
tered under the direction of an elected board
of trustees.

» Must provide a copy of bylaws and trust
agreement of the proposed group with
application.

» Groups must include a minimum num-

" ber of members with separate ownership.

» Members must be private employers in
the same industry or same state.
» Individual application per member,
including:
- Acceptance or execution of the trust
agreement.
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- Current financial statements.

- Experience modifications worksheet.
- Premium worksheet.

- Three years of loss experience.

Market Conditions

Size

Aggregated, the 16 entities wrote $686

million of net premiums for the year ended
Dec. 31, 2003. Surplus for the same popula-
tion and period was $630 million, and total
admitted assets were $1.8 billion. The small-
est entity ahalyzed had surplus of $7 million
at year end 2003, and the largest had surplus
_of $99 million for the same period. Member-
ship ranged from as few as 20 members to as
maiy as 7,700. Net premiums written ranged
from a low of $8 million for 2003 to a high of
$129 million for the same pcnod

Growth :

Aggregated net written premiums grew
almost 95% over the four-year period ended

Dec. 31, 2003, while surplus grew 70% for -

the same period. The growth in membership
of self-insurance pools is the result of two
- main factors.

First, since member msureds of a pool or
- association ‘have similar risk proﬁlcs and

therefore similar insurance product needs as -
other member insureds, the pool or sponsor- -

ing association generally has a focused prod-
uct compared with other options that exist
in the commercial insurance market. Self-

insurance pools generally have customized

policy language and focused loss-mitigation
products developed specifically for a partic-
ular industry or geographic area.

Also, self-insurance pools, like other alter-

native risk transfer vehicles, generally do not

participate in the premium vagaries that

determine policy rates in the commercial
insurance marketplace. One of the objectives
of self-insurance -pools is the stabilization of
net premium costs to 4 member insured over
the long term. This is accomplished by a

combination of loss control and claim-cost:

mitigation to reduce insurance expense in a
targeted manner, supplemented by the
return of substantial amounts of premium to

members via membership distributions or:

rate reductions.

Operatlng Results
The tables in this report provide key mea-
sures of the aggregated, quantitative apalysis

report on all rated self-insurance pools for

which data has been reported to A.M. Best.
The aggregated data indicate that self-insur-

ance pools continued to post significant

~ increases in net written premium and surplus

through year end 2003. Net income has been
growiﬁg substantially in all years except 2003,
which was affected by decreasing investment
yields. The self-insurance pools gencrally

Quantltatlve Comparlson, Self-lnsurance Pools vs.
Commercial Casualty Composite—1999-2003 -
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have lower net investment yields as a result
of & more conservative investment portfolio
policy. Over the past five years, the aggregat-
ed net investment yield for self-insurance
pools has averaged 40 basis points less than
the commercial casualty composite.

The combination of at-risk member capi-
tal, as well as joint and several liability, is a
strong incentive to control losses, minimize
frictional expenses, and detect and control
fraud. These factors benefit the results, with

- the five-year average loss and loss-adjust-

ment-expense ratio for rated self-insurance
pools at 60.6, vs. 89.3 for captives and 80.8
for A.M. Best's commercial casualty insur-
ance industry composite. The five-year aver-

‘age underwriting expense ratio of self-insur-

ance pools, which is 23.6, is somewhat
above the comparative 19.4 for captives, but
compares favorably with the 28.0 under-
writing expense ratio of the commercial

‘casualty insurance industry composite.

Overall, the five-year average combined ratio

after policyholder dividends of 95.0 for self-

insurance pools compares favorably with
the 116.9 of captives and the 109.9 of the
commercial casualty insurance industry
composite. o

It should be pomted out, however, that
the captive ratio is affected substantially by
the tendency of captives issuing sizable policy-

holder dividends, while pools and trusts more
frequently offer up-front premium discounts to

‘members following favorable experience.

Nonetheless, these impressive results are
reflected in the ratings of the 16 selfinsurance
pools currently followed by A.M. Best. The aver-
age ratihg is A- (Excellent), which reflects the
degree of excellence -exhibited by these enti-
ties. Dominant characteristics of the rated self-
insurance pools are'management expertise,
excellent operating results, strong capital posi-
tion and a defined market presence.

To date, relatively few selfinsurance pools
have chosen to be rated by A.M. Best. Howev-
er, recently there is added pressure for self-
insurance pools to obtain ratings due to
changes in the regulatory environment and
corporate governance, Also, self-insurance
pools could benefit from a sales and market-
ing perspective because an A.M. Best rating
tends to validate the financial strength and
credibility of these entities.

Summary

Self-insurance pools are alternmve risk
transfer vehicles that are organized primari-
ly to meet the rxsl\-mmganon needs of mem-
bers. These members are bound together by
similar risk profiles and an interest in reducing
claim frequency and aggressively mitigating
those losses that do occur. The results of the

Summary Financial Data, Self—lnsurance Pools—1999- 2003
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Financial Indicat :
%
Year Change
1999 N/A
2000° 14.7
2001 121
2002 141
2003 : : 4 +08;301: ;21,80 i 19 gt 1 6205208 16.1
4-Year % Change 94.9% 131.7% 49.6% 37.1% 70.8% °
4-Year § Change 5333,894 $39,431 £598,097 $254,504 $260,052
Profitability Analysis Underwriting Leverage Ratios
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selfinsurance pools that A.M. Best interactively
rates bear out the effectiveness of the strin-
gent entrance requirements of members,

focused loss-mitigation activities, and owner-

ship interest in both the loss exposure and
frictional expenses of the entity.

The substantial growth of membership in
selfinsurance pools is evidence of the desire to
gain control over the product, particularly poli-

¢y terms, and to stabilize premium to the maxi-
mum extent possible. Although the pools likely
will be affected to some degree over the next
few years as the commercial insurance market
softens, the management teams operating the
pools are confident that most of their members
are committed to the longterm stability of their

. selfinsurance programs and the benefits they. -

derive from their participation in them.




