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Revenue and Cost Trends Indicate Deficit in Volunteer
Safety Workers’ Compensation Fund in FY 2020-21

As directed by the North Carolina General Assembly’s Joint Legislative
Program Evaluation Oversight Committee, this evaluation examines the
Volunteer Safety Workers’ Compensation Fund. The General Assembly
created the Fund in 1995 to provide workers' compensation benefits to
emergency first responders for compensable injuries or deaths.

Summary

The Program Evaluation Division projects that, without an increase in the
revenue base, annual Fund expenditures will exceed total assets in Fiscal
Year 2020-21. Incrementally increasing member premiums would allow the
Fund to meet its future financial obligations.

Statute limits the Department of Insurance’s actuarial responsibility to
evaluate the different sources of revenue needed to maintain Fund
solvency. State law directs the department to determine the State’s financial
obligations to the Fund without considering other revenue sources.

The Volunteer Safety Workers’ Compensation Board could enhance the
Fund’s cost-containment efforts by using a more data-driven approach.
The board could realize cost savings in the areas of loss prevention,
experience-rating premium surcharges, legal claims, and fraud by collecting
more data and doing more sophisticated analysis of that data.

The statutory provision on minimum weekly compensation can result in
injured volunteers earning more compensation than they were earning in
their regular occupations, and volunteers can collect indemnity wages
even if they are able to return to their regular occupations. The board does
not analyze claim data to determine the frequency of these occurrences.

The board’s Fund eligibility determinations do not conform with statute.
Although statute specifies that a fire or rescue /EMS unit must be a volunteer
unit to be eligible, the Fund currently covers some non-municipal departments
staffed exclusively with paid personnel and some associations.

To address these findings, the General Assembly should

e direct the State Fire and Rescue Commission to increase annual
member premium income to $14.3 million by Fiscal Year 2017-18;

e modify the Department of Insurance’s actuarial responsibilities with
regard to the Fund;

e require the commission to direct the board to collect and track data on
the Fund’s cost-containment efforts and the effect of indemnity wage
determinations and the minimum weekly compensation provision, as
well as to design a model return-to-work program; and

e amend statute to clarify Fund eligibility requirements.
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Introduction and Background

The Volunteer Safety Workers Compensation Fund (“Fund”) began operations in 1996, with the
legislature providing funding of $4.5 million per year for the first four years. The program
rapidly grew to provide the worker compensation coverage to over 40,000 North Carolina
firefighters in approximately 1,400 fire departments, rescue squads, EMS units, etc. The larger
municipal fire departments with salaried firefighters have not been part of the program. The most
recently completely fund year, which ended on June 30, 2012, included 43,477 firefighters, of
which nearly 90% were classified as “volunteer”, with the remainder being classified as “full-
time” or “part-time”. A total of 1,156 fire departments are current members of the Fund. There
IS great variation in the number of first responders in each covered department from just 1 to
over 100. Note that throughout this report, the term*“firefighters™ includes all emergency first
responders.

The Fund is administered by the State Fire and Rescue Commission. Pursuant to N.C.G.S. 58-
87-10(d) the Commission has been contracting with a third-party administrator, Key Risk
Management Services, located in Greensboro, North Carolina, to handle the Fund’s operations
since 2002.

Starting in Fund Year 2001, the contributions from the state began to be irregular. Despite urgent
pleas from the Commissioner and the State Fire and Rescue Commission, only three times since
then has the state contributed the original amount of $4.5 million. The General Assembly cut 2
million from the fund in 2009. The average annual contribution by the state since 2001 has
averaged about $2.5 million, a cumulative shortfall of over $20 million. The Fund is now in
strained financial condition.

During its history, the Fund has collected premium from the fire departments, charging $55 per
volunteer, $125 for each part-time firefighter, and $250 for each full-time firefighter. In 2011,
those amounts were increased to $65, $250, and $500 respectively. With the higher premiums,
the Fund collected $4.3 million in premium for the year beginning July 1, 2011.





Recommendations as to the level of funding required to ensure that the Fund
can meet its financial obligations.

| estimate that the Fund Year 2012 will incur $10.5 million in losses. Absent a premium increase,
the Fund is expected to collect $4.3 million in premium again. The Fund’s assets will produce,
by my estimate, investment income of approximately $750,000, which will be (roughly) offset
by the Fund’s operating expenses. Thus, to ensure the Fund can meet its financial obligations for
that year, it would need a contribution of $6.2 million ($10.5 million less $4.3 million) from the
state. Again, that assumes there is no premium increase, or any other new source of revenue.

Fund losses are projected to increase by 8% per year per insured firefighter. The number of
insured firefighters has not changed significantly since 2002, which is oldest year for which |
have such information. With no premium increase, the state contribution would have to increase
from $6.2 million to $7.0 million the following year, and then to $7.8 million.

Note that the loss amounts cited above are projected estimates. Actual losses will vary, and in
any case, not be exactly determined until the last claim is closed, which could be 10 or more
years later, given the way the workers compensation benefit structure is set up. Nevertheless,
funding should be pegged to expected losses, which could be adjusted on an annual basis per the
actuarial report that is done for the Fund. (The actuary who has done the report in recent years is
Danny M Allen, ACAS, MAAA of Allen Consulting, Sarasota, FL).

The level and duration of funding required for the Fund to become self-
sufficient in the future.

| take self-sufficiency to mean the Fund becoming like the other self-insured workers
compensation groups that exist in North Carolina, none of which rely on public monies. To
become self-sufficient in this way would entail two changes: one, the Fund would need to raise
the premiums it charges its member departments (see below for details), as well as shoring up its
asset base to a level commensurate with workers compensation insurers that operate in this state.

A general rule of thumb for worker compensation insurers in acceptable financial condition is
that assets are 140% of liabilities (loss and unearned premium reserves). As of June 30, 2012, the
Fund had $19.7 million of assets and $22.1 million of liabilities. Thus, the Fund’s current ratio of
assets to liabilities is 89%, well below the 140% standard of a typical, financially sound WC
insurer. Bringing its asset level up to recommended levels would require a capital infusion of
$11.2 million. However, the financial condition of the fund is deteriorating, as reflected in the
fact that the asset-to-liability ratio was 102% just one year prior. One would expect that at June
30, 2013, the capital infusion needed to achieve self-sufficiency would probably be at least $12
million. This capital infusion could occur over two or three years.





The nature of the claims paid by the Fund and any claims-related trends that
impact the health of the Fund.

| obtained a file showing details of every claim incurred by the Fund since inception (13,422
claims) and detected no unusual patterns beyond normal statistical deviations. | make the
observation that claim frequency (defined as number of claims divided by number of insured
members) has been generally flat over the last several years. The average amount of claims is
increasing at an estimated annual rate of 8.0% per year, as mentioned above. These trends in
number of claims and size of claims are both somewhat higher than but not out of line with what
is happening in the North Carolina workers compensation market as a whole, as can be discerned
in annual filings supplied by the North Carolina Rate Bureau.

Recommendations as to the appropriate level of premiums to be paid by
members or their departments.

Whether the Fund should be partially subsidized by the state’s general budget is for the
legislature to decide. Current premiums are charged per capita at $500 for full-time, $250 for
part-time, and $65 for each volunteer. If the Fund were to charge premiums with the goal of
achieving self-sufficiency (no state funding) then the loss experience suggests that the premiums
for full-time and volunteer firefighters should be significantly increased. The actuarially
indicated appropriate premiums for the Fund for this fund year would have been:

$1,470 for each full-time
$250 for each part-time (no change)
$185 for each volunteer

These premiums would have generated $10.5 million, which is the total revenue needed to make
the fund year 2012-2013 actuarially sound.

| have been informed that the average salary of the full-time firefighter covered in the fund is
$27,000. Given this fact, a premium of $1,470 per capita works out to be 5.44% of payroll.

It should be noted that such a large increase in the amount of premium paid for volunteer
coverage could cause an exodus of insureds, especially the larger departments, from the Fund to
the Assigned Risk market, which recently instituted rules that would produce an average annual
premium per volunteer of about $37 (my estimate). However, should the loss experience remain
the same as it has been, the Assigned Risk market would soon be seeking similar rate increases
to achieve profitability.





A projection of revenues to the Fund from sources other than State funding.

Absent a premium change, the annual revenues to the fund are expected to be $4.3 million. In
addition, investment income for this fund year is expected to be approximately $750,000. There
are no other significant sources of revenue other than state funding.

A comparison of the projected timing and risk of the cash flow from
investments with the cash flow needed to pay claims.

If this item refers to the technical financial question as to the interest rate risk that would be
caused by a mismatch of asset and liability durations, | don’t have enough information on the
investment portfolio to answer it. Nevertheless, | would deem this risk to be negligible.

Due to the fact that assets (investments) are currently lower than liabilities (obligations to make
claim payments for injuries that have already happened), it is expected that, without a capital
infusion, the Fund’s cash flow could result in unpaid claims starting about 2016.

A comparison of the premiums paid into the Fund and premiums paid by
municipal fire departments for their employees' workers compensation
insurance.

| obtained the following information from the Associate Director of the North Carolina League
of Municipalities (NCLOM): Full time firefighters in that organization are charged for their
workers compensation coverage at a rate of 4.70% of payroll. After various discounts are applied
based mainly on good loss experience, the average overall rate charged during this fund year is
4.26%. By way of comparison, the estimated typical rate that the regular insurance market would
charge for full-time firefighters would be 5.19% of payroll. Lastly, it appears that the rate
charged by the league is actuarially sound, based on my review of collected premiums and
incurred losses.

The NCLOM charges its volunteer firefighters $69 each, which is comparable to the rate charged
by the VSWCF ($65). It should be noted that the loss experience of the volunteer firefighters
over the last four years suggests that the actuarially sound rate should be closer to $200 each.
This parallels the experience of the VSWCF.
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