
 

 

Los Angeles Unified School District 
Workers’ Compensation Alternative Risk Financing Options 

 
 

Introduction 
 

In mid-July 2002, the Los Angeles Unified School District’s (LAUSD) Office of General 
Counsel (OGC) engaged Ernst & Young LLP (E&Y) to lead a process to obtain and 
evaluate commercial insurance alternatives to the current method of self-insuring 
LAUSD’s workers’ compensation (WC) claims. The LAUSD has been self-insured for 
WC claims since 1976.  This means that the LAUSD currently bears the full costs of its 
workers’ compensation claims, without any stop loss or excess coverage.  Many large 
entities in California are currently self-insured, self-insurance is generally less expensive 
than a fully insured program which includes costs for the insurers’ profit margins, 
premium taxes, and other frictional costs. 
 
E&Y was engaged to actively market the LAUSD’s prospective and retrospective 
liabilities to insurers to determine if they have any insurance products or services that 
could assist the LAUSD in lowering its retrospective liabilities and prospective liabilities.  
For purposes of this exercise, retrospective liabilities include all of LAUSD’s past 
workers’ compensation liabilities.  Prospective liabilities include the annual cost to cover 
all of LAUSD’s future WC claims that occur in a given accident year.   E&Y then 
evaluated all financing alternatives received from commercial insurers. This effort is 
intended to supplement and not substitute for the structural and operational 
improvements that the LAUSD is making to its Insurance Risk Management Services 
Department. 
 
LAUSD’s retrospective liabilities include all existing WC liabilities.  Workers’ 
compensation claims can typically last a number of years, and the costs associated with 
particular claims continue to develop over time.  Thus, LAUSD has funded for workers’ 
compensation claims that have already occurred.   Arm Tech, the firm which prepared 
the LAUSD’s latest actuarial study, estimates that the LAUSD’s outstanding WC 
liabilities, valued as of July 1, 2002, have a present value ranging from $377.4 million to 
$503.2 million with an expected value of $419.3 million.  
 
LAUSD’s prospective liabilities include the annual cost to cover all future WC claims that 
occur in a given accident year. One insurer estimates that this will be $143.0 million for 
the year beginning January 1, 2003, the proposed effective date for a prospective 
insured program. 

 
 

Executive Summary 
 

The LAUSD received insurance proposals for both its prospective and retrospective WC 
exposures. The following are E&Y’s recommendations: 

 
Prospective Recommendation: The LAUSD should remain self-insured for its WC 
exposure and continue to work to control the current projected future claim costs by 
implementing the recently approved infrastructure and operational improvements.  Most 
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insurance industry professionals believe that insurance claim costs will continue to 
escalate in the near future.  One reason is the significant increase in the weekly 
indemnity benefits that will occur over the next three years.  The current maximum 
weekly indemnity benefit is $490 and it is scheduled to increase to $602 effective 
1/01/03, $728 effective 1/01/04, and $840 effective 1/01/05.  Other reasons for the 
increased WC claim costs include the projected rise in medical costs, benefits increases, 
and payroll increases.  The Workers’ Compensation Insurance Rating Bureau of 
California (WCIRB) estimates that WC claim costs will increase 11% annually over the 
next few years.  LAUSD’s goal is to stay ahead of the curve and hedge these trends with 
its current infrastructure and operational improvements. 
 
We also recommend that the LAUSD revisit a prospective insurance alternative in three 
years. The benefits of the current improvements will most likely translate into more well-
managed WC claim costs, which will enable the LAUSD to secure more favorable pricing 
in the future.  Secondly, the insurance market should be more competitive due to 
increased financial performance resulting from projected higher insurance premiums for 
the next few years.  Because the insurance industry is struggling financially and the 
stock markets and other financial instruments are not yielding as high a return as they 
have in the past, insurers are relying more on underwriting income than on investment 
income.  Consequently, insurers are not offering favorable pricing to their insureds until 
such time as these trends change. 

 
Key Supporting Reasons 
• The LAUSD only received one guaranteed cost proposal (a fixed premium covering 

the costs for all WC claims that occur in a policy year). The guaranteed cost proposal 
for calendar year 2003 offered by AIG has a total insurance premium of $172.0 
million.  The forecasted 2003 calendar year losses are only $143.0 million.  This 
would likely increase what the LAUSD would have to pay for workers’ compensation 
costs over the next year by almost $30 million.  This price is too high to substitute 
certainty for uncertainty. 

 
• The other insurers were only able to offer excess insurance with high deductibles.  

All deductible insurance alternatives have a very small degree of risk transfer (per 
occurrence deductibles range from $3 million to $5 million) and they have relatively 
high expenses ($1.4 million to $9.4 million).  This insurance would only cover the 
LAUSD for very high dollar value claims, and would be subject to several exclusions.  
In reviewing the LAUSD’s claims history, we can only expect one claim to exceed the 
$3 million threshold every 5 or more years.  We also recognize that exclusions may 
be included for certain latent injuries such as asbestosis. 

 
 
Retrospective Recommendation: The LAUSD should pursue the structured finance 
settlement alternative being offered by Near North Insurance Brokerage Inc. for the 
following reasons: 
 
Key Supporting Reasons 
• Some of the brokers offered products and services to reach the “low hanging fruit” in 

the claims portfolio of the claims that have already occurred and are currently 
reserved for LAUSD’s book of workers’ compensation liabilities.  Near North and Aon 
both proposed alternatives to settle certain open claims.  E&Y recommends the Near 
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North approach over the Aon approach. E&Y recommends that the LAUSD apply 
focused experienced resources (“SWAT” Team” approach) to settle open claims. 
The approach needs to be directed by experienced personnel with a proven track 
record. The vendor should have a proven methodology and supporting technology to 
achieve the desired results. Both Near North and Aon, who made proposals in this 
area, appear to have the resources to accomplish this task and have successfully 
done so for other organizations.   

 
• We do not recommend the AIG retrospective insurance alternative since the 

premiums quoted in relation to the limits of liability offered (see Exhibit 2) indicate 
that AIG will not dedicate resources to settle claims below existing reserve levels. If 
they did, it is our opinion that the LAUSD would have received a proposal with a 
lower insurance premium.   This option would also deplete the LAUSD’s current WC 
cash reserve of $245.7 million, and require the LAUSD to make available as much as 
another $250 million cash for the insurance company. 

 
• The projected Near North financial benefit of $5.94 million (as shown in Exhibit 2) is 

greater than the Aon projected financial benefit of $4.432 million. This is based on 
our understanding that both Near North and Aon will most likely achieve the same 
outcome of a 20% reserve reduction on approximately 50% of the cumulative 
reserves.  

 
• The Aon proposal requires an up-front fee of $320,000 and Aon will earn 20% of the 

cumulative savings for claims that close below the current reserve amounts. This 
equals $1,508,000 ($320,000 + $1,188,000), the difference in the projected financial 
benefit between Near North and Aon. 

 
• Near North is proposing a smaller claim sample (300 vs 1,300 claims) and shorter 

timeframe (15 days vs. 18 months) to determine if the concept works. This will cause 
less disruption to the current WC claim operation.  

 
• Near North is willing to dedicate twice the number of personnel than Aon is (8 vs 4).    
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Background and Methodology 
 

E&Y used a competitive bid process to secure the best bids for the LAUSD.  E&Y 
informed the LAUSD that an insurance broker would need to be part of the process 
since most WC insurers will only underwrite WC insurance policies through insurance 
brokers and not directly to the insured. E&Y began by identifying the following seven 
insurance brokers to participate in this process: 

 
• ABD 
• Aon 
• Arthur J. Gallagher 
• Hobbs 
• Marsh 
• Near North 
• Willis Corroon 

 
The selected insurance brokers included the four largest U.S. insurance brokers (Marsh, 
Aon, Arthur J. Gallagher and Willis Corroon) and the remaining three were each among 
the top twenty-five U.S. insurance brokers. E&Y selected these seven brokers since they 
represent approximately three-fourths of the U.S. premium volume for the top 25 U.S. 
insurance brokers and E&Y’s clients have historically received high quality work from 
these firms.   
 
E&Y requested that each broker identify which insurance companies and third party 
administrators (TPA) it would like to partner with in putting together a bid.  E&Y assigned 
the insurers and TPA’s to each broker for both the prospective and retrospective 
alternatives based upon each insurance broker’s initial request, while making sure that 
duplicate assignments did not occur.  These assignments were made taking into account 
the brokers’ preferences.   Where more than one broker identified an insurance partner, 
E&Y made the assignment based upon our experience and knowledge that a 
partnership would most likely result in a favorable result for the LAUSD. 
 
Exhibit 1 shows the insurers and TPAs assigned to each insurance broker. It 
demonstrates the significant insurance market penetration that was made to obtain the 
best commercial insurance alternative for the LAUSD. Neither ABD nor Arthur J. 
Gallagher appears in the exhibit since they declined to participate in this process.  
 
The following table is a timeline showing the key activities since the beginning of the 
process: 
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Date Activity 
7/26 Letters were sent from the LAUSD inviting six insurance brokers (not including 

ABD who verbally declined) to participate in the competitive bid process and 
provide us with their request for insurer and TPA assignments. 

  
7/31 Letters received from five insurance brokers (A.J. Gallagher declined to 

participate) with their requested insurer and TPA assignments.  
  
8/08 Letters were sent from E&Y to each of the five insurance brokers with the 

insurer and TPA assignments for both the prospective and retrospective 
insurance alternatives. 

  
8/15-16 The LAUSD and E&Y met with each of the five insurance brokers for two 

hours each to answer their questions relating to the process in pre-proposal 
meetings. 

  
9/13 Insurance proposals were received from four insurance brokers. Exhibit 2 lists 

each proposal along with a program description and some commentary. 
  
9/26-27 Aon, Hobbs, and Near North presented their retrospective insurance 

proposals to the LAUSD and E&Y.  
  
11/07 The LAUSD and E&Y present their findings and recommendations to the 

Board of Education’s BFAT committee. 
 

Some insurance brokers and insurers did not want to participate in this competitive bid 
process. The following are the reasons that were observed and communicated directly to 
us: 
 
• The underwriting effort to create a retrospective loss portfolio transfer option is very 

time consuming to the insurer.   An insurer would need to devote a large amount of 
resources, including actuaries and claims professionals, to the process.  A very small 
percentage of these proposals, historically less than 5%, are accepted by the insured 
since it requires a large outlay of cash and it is difficult to justify most purchasing 
decisions on a net present value after-tax basis at the expected loss projection level.  

 
• Currently, these types of insurance programs are even harder to sell for two reasons. 

The first is that insurers are charging an up-front fee to audit a sampling of claim files 
without any assurance that the final proposal will be cost-effective. The other is that 
the current interest rates are at historic lows and this translates into the insurers 
providing minimum discounting of the WC claim reserves.  

 
• Only one insurer provided a guaranteed cost insurance program for the prospective 

liabilities. The other insurers declined to offer a guaranteed cost proposal since 
underwriting these types of insurance programs in the state of California has 
historically been unprofitable. Underwriters still believe that WC guaranteed cost 
insurance programs will be unprofitable in the future because of the high litigation 
rates that increase the average claim cost, and the significant increase in the weekly 
temporary disability benefit amount from $490 to $602 effective January 1, 2003, 
$728 on January 1, 2004 and $840 on January 1, 2005. 
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LAUSD Broker Assignments – Prospective              Exhibit 1 
 

Broker Insurer Third Party Administrator 
AON 1. Hartford 

2. Kemper 
3. Discover Re 

1. Hartford/SRS 
2. Cambridge* 
3. Kemper/Natlsco 

   
Hobbs None Requested None Requested 

   
Near North 1. Midwest Employers 

2. Safety National 
3. CNA 
4. Employers Re 

1. Gallagher Bassett 
2. CNA 

   
Marsh 1. AIG 

2. Travelers 
1. CMS** 
2. Constitution State 

   
Willis Corroon 1. Liberty 

2. ACE 
3. Zurich 

1. LM/Helmsman  
2. ACE/ESIS 
3. Zurich 

 
 

LAUSD Broker Assignments - Retrospective 
 

Broker Insurer Third Party Administrator 
AON 1. AON 

2. Safety National 
3. Discover Re 

1. Cambridge* 
2. Gallagher Bassett 

   
Hobbs 1. AIG 1. Hazelrigg Risk Mgt 

2. Lindsay Cunningham 
   

Near North 1. American General Life 
2. Hartford 
3. Kemper 
4. Berkshire Hathaway 
5. First Colony Life 
6. Allstate Life 

1. American General Life 
2. Hartford/SRS 
3. Kemper 
4. Berkshire Hathaway 
5. First Colony Life 
6. Allstate Life 

   
Marsh 1. Swiss Re 

2. Zurich Re 
3. Commercial Risk 

1. Not specified 
 

   
Willis Corroon 1. Liberty 

2. ACE 
3. Gen RE 

1. Liberty/Helmsman 
2. ACE 
3. Gen RE 

 
* Cambridge Integrated Services is an AON owned company 
** CMS is a Marsh owned Company 
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LAUSD Broker Assignments – Prospective              Exhibit 2 
 

Broker(s) Insurer Program Description & Commentary 
Marsh  AIG AIG provided a guaranteed cost insurance proposal effective 

January 1, 2003. The total insurance premium is $172.0 
million and the forecasted 2003 calendar year losses are 
$143.0 million. The premium appears to be too high. We had 
planned to receive lower premium proposals that reflected 
the infrastructure improvements that the LAUSD has made 
in 2002 and ones that are planned for 2003.  

   
Near North 
and Aon 

CNA, Midwest 
Employers  

Several excess WC and paid loss deductible alternatives 
that have deductibles ranging from $3 - $5 million per 
occurrence, limits of liability up to $10 million per 
occurrence, annual premiums ranging from $1.2 - $5 million, 
taxes ranging from $3 - $4 million, and broker fees ranging 
from $200,000 - $400,000. The additional frictional costs 
seem excessive for the minimal excess insurance coverage 
being provided.  
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Broker Insurance Proposals – Retrospective           Exhibit 2 
 

Broker Insurer Program Description & Commentary  
Hobbs AIG A full loss portfolio transfer of all WC liabilities for specified 

premiums and limits of liability as follows: 
• Prior to 12/31/02; $500.2 million premium; $708.0 million 

aggregate limit 
• Prior to 6/30/01; $318.0 million premium; $450 million 

aggregate limit  
• Prior to 6/30/00; $237.2 million premium; $336 million 

aggregate limit  
These premiums appear high in relation to the risk being 
assumed. This is reflective of the current low investment rate 
of return, AIG not providing credit on the runoff for the recent 
and proposed organizational improvements, and recognition 
by the LAUSD that this may not be a good use of the LAUSD’s 
current cash reserve to pay WC claims of $245.7 million (as of 
7/1/02).  

Aon None Aon will have 4 Consultants work 18 months to examine 1,300 
open claims for the period 1976 - 1996 with reserves currently 
valued at $59.4 million. They project that they will be able to 
close 50% of the open reserves and achieve a 20% reserve 
reduction with final settlements. This equates to a $5.94 
million savings for the LAUSD. Aon’s cost to provide this 
service is an initial $320,000 flat fee plus 20% of savings 
(measured as current paid plus reserves less the final 
settlement amount), projected to be $1,188,000. The projected 
overall financial benefit to the LAUSD is $4,432,000 
($5,940,000 - $320,000 - $1,188,000).    

Near North First Colony 
Life and All 
State Life 

Near North will perform a file review of the top 300 open 
claims reserved over $50,000. The process will be as follows: 
• Three week lead time for Helmsman to prepare 300 files 

for review. 
• Near North will have 8 consultants review the claim files 

for 15 days. 
• Near North will prepare structured settlement proposals 

for the claims where a LAUSD savings opportunity exists. 
• The LAUSD does not pay a direct fee to Near North. Near 

North will be remunerated from the annuities (provided by 
Allstate Life and GE Colony Life) purchased if the WC 
claimant accepts the structured settlement. 

• If Near North is successful with the initial 300 claims, it will 
extend the review to additional claims (ie. open claims 
with an open reserve over $25,000). 

Near North expects to obtain a minimum savings equal to 15% 
of the current reserve. If Near North should examine the same 
1,300 claims being proposed by Aon, and we assume the 
same ability to close 50% of the open reserves with a 20% 
reserve reduction, the projected overall financial benefit to the 
LAUSD is $5,940,000.    
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