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A Stupy oFr WORKMEN’S COMPENSATION SCHEDULE
“W? AND THE ProBLEMS INCIENT THERETO.

BY

EDWARD 8. GOODWIN.,

The enactment of workmen’s compensation laws in this country
imposed upon the insurance departments of a certain few but rela-
tively important states a new function, that of approving, as to
their adequacy and non-discriminatory nature, premium rates in
connection with a line of business under which American experi-
ence results were not available. As such supervision required a close
scrutiny of the various expense items and a determination of the
amount of ultimate losses some method of accumulating actual
experience was necessary. To meet this requirement a form of
report known as Schedule “W?” waz devised for use in certain
states only. In each instance it was corfined to the workmen’s
compensation business of such state and was similar in form to
pages 2, 3, 5, 8 and 9 of the annual statement.

This report has now been prepared for the states of Massachusetts
and Wisconsin for four years and for New York for two years and
consequently ample opportunity has been afforded for studying the
results obtained with the idea of so rearranging the schedule as to
increase the value of the statistics resulting from its compilation.
To avoid unnecessary discussion of minor details, which may be
peculiar to any one state, and to make clear the suggested arrange-
ment a schedule in which the proposed changes are incorporated has
been prepared. The intent is that the form shall meet the require-
ments of supervisory hbodies, the public and the reporting com-
panies. Before treating the schedule in detail a preliminary con-
sideration of the underlying principles involved in the suggested
arrangement is essential.

Because of the technical nature of the record it should set forth
the required information clearly, concisely and in logical order of
sequence, not ouly in detail but also summarized by groups of
associated items. Such an arrangement will make possible an in-
telligent interpretation of the results without retabulating the items
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and will exhibit them in a form easily comprehended. With this
general idea in mind a schedule has been prepared which consists of
five principal divisions, viz., * Receipts,” “Disbursements,” “Li-
abilities,” “ Exhibit of Previous Estimates of Unpaid Losses,” and
“Gain or Loss Exhibit.” Within these divisions appear six groups
of associated items in the following order: “ Premiums,” © Losses,”
“ Service,” “Taxes, Licenses and Fees,” “ Acquisition” and “Ad-
ministration.” These groups are intended to produce in the Gain
or Loss Exhibit, in the form of ratios, such indications as are
necessary for the purposes of those entrusted with the supervision
of tha business.

Tte intent of the Premium group is, of course, to obtain a rec-
ord for purposes of comparison with the various expense groups.

The first group of expense items is Losses, which includes medical
aid, and this group is by reason of its size the principal factor in the
determination of premium rates. There are two principal reasons
why this item requires separate treatment, one of which is that it is
& fixed charge determined by law and the decisions of boards and
cannot arbitrarily be reduced except at the expense of injured work-
men. The other is that it is a particularly difficult item fo place
on & correct ultimate basis and requires careful individual
treatment.

The Service group includes those expenditures which though not
classed as losses are for the benefit of injured workmen and their
employers and which for that reason should be sufficient for the
purpose and must not be limited since to do so would be to defeat
certain of the most important purposes of workmen’s compensation
legislation—the elimination of preventable industrial accidents and
the rendering of claim service in connection with those which are
unpreventable. The first two subdivisions cover the cost of accident
prevention work and of making compensation payments and clearly
constitute service items. The third item, which is relatively of
much less importance, is payroll audit expense. It has been placed
in this group in preference to others for the reason that it serves
to protect honest and well-informed policyholders against under-
statement of payroll, intentional or otherwise, by their competitors.
In the final analysis, this ultimately produces for the benefit of the
first class of employers the lower average level of rates which experi-
ence must indicate when complete payroll reports are included.

The group Taxes, Licenses and Fees is self-explanatory and is
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maintained as a separate item because these also are charges over
which the companies have no control and which they consequently
cannot be required to limit.

The next two groups, which are Acquisition and Administration
respectively, are provided for in that portion of the premium charge
which is applicable to expenses which the companies and super-
visory bodies should limit and are limiting to the utmost extent
consistent with a proper handling of the business. As the agents
act in an advisory capacity to policyholders respecting matters of
law and insurance coverage, the payment to them must be sufficient
to attract capable men to the service and no limitation can wisely
be applied which will defeat that end. The Administration charge
in the case of well-managed companies is a minor item as com-
pared with most of the other group charges and, while it should
be carefully limited to what is actually necessary, will not materially
affect the premium charge. With this explanation of the reasons
governing the makeup of the suggested schedule, copies of all five
principal divisions are submitted as a prelude to further discussion.

RECEIPTS.

Premiums:
. Written and remewed ........vciiiiiiiianieniaenans $....
. Policies mot taken ......coiiieiiiniriiierrrieenas
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9. Total or remainder ......cvviiniiinninnrnecsneeainnns $..
10. ReiDSUIANee «ov.vnevnrrnevnroniiostnneanssennnesens
11. Remainder ..ovviiniiiariiiienrnraciesisesasnnacnson $..
12, Dividends to policyholders, less assessments ......vuvens
13. Net premiums ... ...ttt ininiieetenreennnnecannanns

DiISBURSEMENTS,

Losses:
14. Death (Incl. funeral benefits $....) ......coovevvain,. $....
15. Permanent tfotal ......................... e
16. Dismemberment ........covviiviinninnn.. N
17. Permanent partial ... ... oo il iiii i,
18, T eIMPOTAYY . i cvrtiee st rniennrernonrssoronansannnnns

8 TR ' 7 ) $...
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20, Medical aid ..... g AP
) O Y 3.
22. Cases dependent upon negligence, including medical aid.. ....
23. Total ............... e e eeieaea ereannan 5.,
24, Deduct reinsurance received .................... e e
25. Net benefits, including medical, surgical & hospital items...... $....
Service:
26. Safety inspection and aecident prevention, including
$.... specific inspection fees paid to ..............
Inspection Rating Board .......................... $....

27. Investigation and adjustment of losses, including arbi-
tration fees and legal and other expenses of hearings

and court proceedings ................. ..., eveeas

28. Payroll andit ...........ecialln e ieeraees

20, Total .ivriiiiieni i ienea it e e S
Taxes, Licenses and Fees:

30. State tax on premiums @ ....% ...ttt $....

31. All other items on business of this schedule ............ cees

L T P e B
Aequisition:

33, CommissIons . ....vvierennernneinenanaarnennaisonns $....

34, All other* ... . . i i i e e, R

B35, TOEAl v ret i ttee it e et et e e aaaaas U J
Administration:

36. Paid underwriting expense not listed abovet ................ $....

37. Total DiShursements ....veeerosovrnneesrnennnrsonncnnss. . ...

LIABILITIES.

Premiums Unearned:
38. Gross premiums upon all unexpired risks §....; un-
carned (Pro rata) ....c..iiiiiiiiiiiiiiiiiiiiiea, MR T

Losses Qutstanding, present values:t
39. Death (Imcl. fuperal benmefits $....) ...oooiveviii... $....

* There should be included in this item such amounts of acquisition ex-
pense, other than commissions, as are subject to the 173 per cent. limitation
of acquisition expense. Salaries and expenses of managers and agents and
& proper provision for rents and other overhead expemnses chargeable to
business of this schedule must be included. ITas this been done? Amnswer

t There should be included in this item those amounts which are charge-
able to the underwriting and administration of the business of this schedule.
Has this been done? Answer ...........

$There should be included in this item the present valuec of all future pay-
ments to be made on account of injuries sustained in connection with the
business of this schedule, the amount for each injury to be estimated sepa-
rately, Has this been done? Answer ...........
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40. Permanent total ..... et Ceeearaesan

41, Dismemberment . ......ouivrenriiernenrinriereises ..

42, Permanent partial ........... ... ... e

43, TeMPOTATY . tvvvntenennreceteres e ceasnasinns o eees
44, Total ..... et aa st P T
45, Medical aid .coiteiorieiieierint ittt VO

Y 7 Y P e
47, Cases dependent upon negligence, including medical aid. .

TR A - Y $....
49. Deduct reinSurance QUE .vaeveevisrenerrsooneareesnes e
50. Net benefits, including medical, surgical & hospital items...... $..

Service OQutstanding:

51, Safety inspection and accident prevention, including
$.... specific inspection fees due ..................
Inspection Rating Board ..................c. 0 i0nn. $....

52, Investigation and adjustment of losses, including arbi-
tration fees and legal and other expenses of hearings

and court proceedings .........vieunen

53, Payroll audit oo vviiiie ettt ettt .

54, Total ........... e e U T
Taxes, Licenses and Fees Outstanding :

55, State tax on premiums at ....% ... ..ol $...

56, All other items on business of this statement .......... v

57, Total oovvvvinerninarnnnnas e e DU TN
Acquisition Quistanding:

58, COmMMISSIONS vttt vveeanne et rieronrveennenns $....

59. ANl other* (SBee * on p. 450)...... ... .. i,

O Y ST T
Administration Outstending:

61, Outstanding underwriting expenses not listed abovet ........ $....
62, Total Liabilities ................ e e, §.

EXHIBIT OF PREVIOUS ESTIMATES OF UNPAID LOSSES.

Total Compen-

satlon Losses | Aqtun) Payments During Fach of the
Outstanding on | pollowing Years on Accidents Which Estimated

Dec. 31 of Each Future Pay-| Revised Ratlo
of the Following occé;’;,e.g_e ;:' gynﬁleﬂ(‘fﬂ g};;;‘;’ds ments on | Valuattons, | Col. (I
Years as per Outstandings Account of | Col. (VD) | to Col.
Item 50, - Sald Losses | Plus Col. | (VIID)
Each Year. on Dec. 31, (VID). |PerCent.
1016,
Amount.] 1913. | 1914. | 1915. | 1916. | Total. |
Year. -
. (an. (I10). av. . (VD. (VID. {VIID. ax).
1912 | § $ $ $ 3 $ $ $
1913 R
1914 P BN
1915 A P
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GAamv or Loss ExHIBIT,
Receipts.

Premiums:

63.
64.

65.
66.

67.
68.

Los
69

70.

- 71
72.

73.
74.

Net written (Ttem 13) ............ $....
Add unearned (Item 38 of year

Previous) .iieeeiiiiiieniiiianns
Total ...oviiiiiiiiieniiiiaiinnns $..
Deduct unearned (Item 38 of this

schedule} ...iiiiaiiiiiiieiiians
Earned premiums .......c.cciveeveiennns $....
Average of net writtem and earned

premiums; one half the sum of

Ttems 13 and 67 ......cviveieurrenennn $....

Losses and Expenses Incurred.

ses:
. Net paid (Ttem 25) ......vvvvnnn. $....
Add outstanding (Item 50 of this

schedule) ......cicviiiiiiiinnnn
Total vovvvivianminisreiananonrnans 3.
Deduct outstanding (Item 50 of year

previous)§ ... ... Ceeeeratnas
Tncurred 10sses .....vvvveiiiiieniiinnnns $....
Incurred loss ratio (Ttem 73 divided

by Tfem B7) . veuvnineriiiiii it A

Service:

75

76.

77.
78.

79.

80.

81.
82,

83.

$
pre

. Net paid safety inspection, etc.
(Ttem 26) ..ovivniveivnennaneann, $....
Add outstanding (Item 51 of this
schedule) ......cceveiiiiiiaiian
Total ..ovvvivenrrriniinennsiinnnss $.
Deduct outstanding (Ttem 51 of year
previous) ........... e
Incurred safety inspection and acci-
dent prevention .........cciiiiiiienan. $....
Incurred inspection ratio (Item 79
divided by Ttem 13) ...iooiiiiiieiiiiiienns cann %
Net paid investigation, ete. (Item 27) $....
Add outstanding (Item 52 of this
schedule) ........civevevnnnnnen. .

Total vveeevrenerrronenenarcannans $.

If the revised valuation of the outstanding losses of the year immediately
ceding, as indicated in Column VIIL of the Exhibit of Previous Esti-

mates of Unpaid Losses in this schedule, differs from the amount listed
under item 50 of last year’s schedule such revised valuation shall be hers

substituted for the earlier estimate. Has this been done? Answer
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84. Deduct outstanding (Ttem 52 of year

PTEVIOUS) s.eveevsvrioannsananns
85. Incurred investigation and adjust-
ment of losses, ete. ....civiiiiiiiiannn $....
86, Imcurred adjusting ratio (Item 85 di-
vided by Item 67) ............. Cevearieans Ve eens

87. Net paid payroll audit (Item 28)... §
88. Add outstanding (Item 53 of this

schedule) .........viiniiine, o
89, Total ...vvvvriiiiiniirnennnnnns . 8.
90, Deduct outstanding (Item 53 of year
previous) ....... Ceviieseanrens .
91. Incurred payroll audit ........ccvvvvenen $....
92. Incurred payroll audit ratio (Item 91
divided by Item 68) ............... reeaene PPN 4
93. Total incurred service ratio (Sum of
ratios under Ytems 80, 86 and 92) .......c..0000ann.
Tazxes, Licenses and Fees:
94. Net paid taxes, ete. (Ttem 32) ..... $....
95. Add outstanding (Ifem &7 of this
schedule) ......ccovvvennn
08, TOtAl vvvvevreceernorvenncanoonsas $....
97, Deduct outstanding (Item 57 of year
PTEVIOUS) ..ivviieieiiiiiiiacans
98, Incurred taxes, licenses and fees ........ $..

99. Incurred taxes, ete. ratio (Item 98 divided by Item 13)
Acquisition:
100, Net paid acquisition (Ttem 35) ..... B..00
101, Add outstanding (Ttem 60 of this
schedule) ..........iieiiiiienn,
102. Total ..evivvnrrrinnrrenannesanas $....
103. Deduet outstanding (Ttem 60 of year
Previous) ......cieiiiiiiiciinans .
104, Incurred acquisition .............vieunn. $..
105. Incurred acquisition ratio (Item 104 divided by Item 13)
Administration :
106, Net paid administration (Item 36).. $
107. Add outstanding (Item 61 of this

schedule) o .vveeviorinneninaanss N
108. Total c.-viivieriinonrernanennnns g ...
109, Deduet outstanding (Ttem 61 of year
PTEVIOUS) t.ivvviivinecnsannennnn
110. Incurred administration ................ $....

111. Incurred administration ratio (Item

110 divided by Item 68)......... 0000 Ceeeraansenaens

. 3

453
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Summary:
112. Total incurred expense ratio (Sum of

ratios under Items 93, 99, 105 and 111) .......coeviiiiians hen %
113. Total ineurred loss and expense ratio (Sum of Items 74 and 112) ....%

114, Ratio of underwriting profit or loss

(difference between ratio in Item 113 and 100.0Z).......... .... 4
115, Estimated amount of wunderwriting

profit or loss under earned premiinms

(Item 67 multiplied by ratio under Item 114) ............. $....

The first division of the proposed form is entitled “ Receipts™
and, like the annual statement, consists of a calendar year record
of items of income, which, in an underwriting exhibit of this class,
is composed entirely of premium amounts. The item, appearing on
line 12 and entitled “ Dividends to policyholders, less assessments,”
is inserted for the purpose of bringing the premiums of mutual com-
panies to a net figure, in order to place loss and expense compari-
gons on a correct basis. As the premiums are reported on the issued
basis, this dividend item should be the amount declared during the
year, as otherwise the record might be confused in some instances
by reason of the necessity of treating the unpaid portion of such an
item under “Liabilities.” There will be even greater need of such
an item should mutual companies find it necessary during the
next few years to increase their rates in order to make possible the
payment of dividends to their policyholders. Any such increases
above the levels established would otherwise result in erromeous
comparisons. The arrangement of the premium items is such that
there appears on line 5 an amount which may be compared with that
under line 8 for the purpose of estimating the future net increase or
decrease in premiums due to payroll audits or other causes. This
is important by reason of the fact that Schedule “Z?” which con-
sists of audited business only cannot exhibit current loss ratios and
consequently they must be checked up by reference to this schedule,
which consists of more Tecent business, some of which has not yet
expired and which can be placed on an estimated ultimate basis only
after making a careful study of current and probable future develop-
ments. For internal purposes, the companies should go further
than this and keep a record of additionals and refunds and also of
notices of accidents, by years of issue and by state, as more aceu-
rate estimates can be made from such sources. It does not seem
necessary to incorporate this feature in the schedule, however.
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The “Disbursements” division is largely self-explanatory and
consists of a calendar year record of cash expenditures as does the
similar section of the annwal statement.

Under the group entitled Losses the individual items have been
subdivided in such form that if any compensation law is amended
as to a particular benefit the value of the change can be most readily
ascertained. The items have been so arranged that line 19 gives
a total of what might be termed compensation payments to injured
workmen and their dependants, as distinguished from medical aid,
while lines 21, 23 and 25 also give totals which will frequently be
desired in connection with comparative analyses.

Under the Service group the items appearing on lines 26, 27 and
28 should include here, as they do in the annual statement, a proper
proportion of the overhead charges such as salaries, rents, postage,
ete. The items composing the adjusting charge are outlined in
detail in the footnote (d) appearing in connection with Schedule
“P” in the annual statement. The following method of apportion-
ing unallocated loss expense between lines of business is suggested
for the reason that it has been found to produce amounts which
fluctuate between the liability and compensation lines in accordance
with the service rendered during a given period of time. Charge
all unallocated legal claim expense to the liability business under
which it is accrued. Apportion the balance of unallocated adjust-
ing expense between the two lines by the use of the following
amounts: compensation claim payments in toto; liability unlitigated
claim payments in tote plus one fourth of the liability litigated
claim payments. Safety inspection and payroll audit items should
also include a proper provision for overhead expense. Unlike losses,
the items in this group cannot always be directly allocated and,
consequently, each company should report only that portion of
those charges and the proportionate overhead applicable to com-
pensation business of the state for which the report is being made
up. This limitation as to state location of risk holds true as to
all portions of the schedule.

The group headed Taxes, Licenses and Fees is also self-explana-
tory, including as it does only a proper portion of those charges
which are specifically designated as such in the annual statement.

The Acquisition group consists principally of commissions, al-
though in the case of companies operating under the branch office
system of agency organization the commission charges do not cover

2
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certain overhead items and the latter correspondingly increase in
importance. In the case of branch office companies considerable
amounts of acquisition expense appear under general headings such
as rents, etc,, in the annual statement and as this is the opposite
method of treatment from that accorded to Service items some
apportionment is necessary. The amount of such expense should
be determined by the reporting company and excluded from any
amounts used as & basis for determining the administration charge.
Unless this is done neither the acquisition nor the administration
expenses of branch office companies will be obtained upon & basis
properly comparable with those of general agency companies.

The Administration group should include all underwriting ex-
penses for which specific provision has not been made heretofore.
In the foregoing, underwriting expenses include only those having
to do with the insurance end of the business, and exclude all in-
vestment items.

The division entitled “ Liabilities” should include such portions
of similar items appearing in the annual statement as are charge-
able to the compensation business of the state under observation.
In order to accomplish this, items 32, “ Salaries, rents, expenses,
bills, accounts, fees, etc., due or accrued,” and 33, * Estimated
amount hereafter payable for federal, state and other taxes based
upon the business of the year of this statement,” on page 5 of the
annual statement should be subdivided more specifically and the
items obtained apportioned or charged direct as the case may be to
the business of thig schedule. In explanation of the necessity for
this action it may be stated that in the case of one company item
32 above mentioned is found to comsist of inspection service 16
per cent., payroll audit 10 per cent., acquisition 60 per cent., admini-
stration 10 per cent., and items chargeable only to lines of business
other than liability or compensation 4 per cent. As regards item
33 of the annual statement, no difficulty should be experienced in
dividing it so as to show separately premium taxes and all others.
With these requirements in mind we may proceed to discuss the
specific groups within this division.

That group headed Premiums Unearned should of course be com-
piled for this subdivision of business by the use of the same methods
applied in obtaining the total item which appears in the annual
statement.

The next group, which covers Losses Outstanding, is subdivided in
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the same manner as the disbursement item. There is an added
reason for doing so in the fact that loadings for underestimate can
be more accurately estimated if this is done. This phase of the
situation will be taken up in a later paragraph.

Under the Service Outstanding group the inspection and payroll
audit items should each be proportionate parts of the amounts
appearing therefor in item 82, page 5 of the annual statement. The
Adjusting item should be a proportionate part of item 17, line 5
of the same statement. The best method of obtaining this item
seems to be to multiply the amount of losses outstanding by the
ratio of paid losses to paid adjusting and to then make a deduection
for any preliminary work such as investigating which may have
been completed prior to the time of statement.

The items appearing within the group Taxes, Licenses and Fees
Outstanding should be obtained by taking proper proportions of the
smounts constituting item 33, page 5 of the annual statement.
Care should be taken, however, to see that the outstanding premium
tax includes the total amount acerued and unpaid upon the basis of
premiums written, including those which are not yet paid. Other-
wise, an improper comparison will be made in the Gain or Loss
Exhibit.

The Acquisition Outstanding group should include commissions
upon all uncollected premiums at the rates stated in the policies.
The balance of the acquisition cost outstanding should be a proper
proportion of the amount which constitutes a part of item 3%, page
5 of the annual statement.

The group styled Administration Outstanding should consist of
a proper share of the total amount of administration included in
item 32, page 5 of the annual statement.

The division headed “Exhibit of Previous Estimates of Unpaid
Losses ” is intended to serve as a reasonable check upon the accu-
racy of the estimates of previous years. The amounts entered in
column (I) represent the loss reserves carried at the close of the
vears specified and these figures are compared with those appearing
in column (VIIT) which contains the total of subsequent pay- -
ments under such accidents and the latest estimates of outstanding
thereon. There should be included in columns (II) to (VIII)
inclusive all amounts accruing under notices of accidents which
happened prior to the dates of the original estimates whether or not
they were included in the first instance. The ratio appearing in
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column (IX) indicates approximately whether or not subsequent
experience proves the accuracy of original estimates. It is true that
columns (I) and (VII) are present values and colummns (II) to
(VI) are actual payments, for which fact allowance should be made.
Footnote § contemplates the use for the latest year shown of the
item which appears in column (VIII) and, as only one year’s
actual payments are involved, there would seem to be no serious
objection to its use as the situation produced is no different from
that found elsewhere in the statement. In actual practice, an
examination of this exhibit will for early years of compensation
business indicate a considerable underestimate of outstanding losses
and the necessity for a loading to cover that factor. If individual
estimates are conscientiously made by claim adjusters such a con-
dition will necessarily exist. This is due to the fact that at the
time of estimate some accidents will not have been reported and
others will not have developed fo their full degree of seriousness.
Such a loading of individual estimates can best be made by dividing
the losses outstanding into items similar to those which appear in
the proposed schedule under the group entitled “Losses,” i. e,
medical aid, temporary total, death, etc. Under these divisions
groupings by years in which accidents occurred should then be
made. When this bas been done loadings can be applied o each
group graded according to the age of the case and the character
of the injuries. Careful observation of the results of the past few
years of business and the relative amounts of later estimates as
between items should enable one to produce results which will be
reliable. The advantages of such a method as contrasted with a
flat loading of the total losses outstanding is that it gives pro-
portionate weight to each of several fundamental influences. For
instance, it is obvious that more recent and, consequently, less fully
developed cases will require heavier loadings than those of earlier
origin and that the same relation will exist between the estimates
of the cost of minor injuries, such as temporary total, and those
for cases calling for the payment of more clearly defined benefits,
such as accrue under the fatal and specific dismemberment
provisions.

The “ Gain or Loss Exhibit” division of the schedule is largely
a recapitulation of preceding figures. It is by far the most impor-
tant part of the schedule, exhibiting as it does final results in that
form which most readily permits of comparisons—by means of
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ratios. The standard arrangement of items and groups of asso-
ciated items as to order of sequence throughout the other divisions
was intended to fit in with and to facilitate the compilation of
this division in its most useful form. The value of the results
is due to the fact that the ratio or ratios obtained in connection
with each group of associated items result from comparisons with
the particular premium groupings to which they are related. For
instance, the incurred loss and adjusting ratios are obtained by
comparison with the earned premiums. Inspection, tax and acqui-
sition items are related to written premiums as they have been
compiled upon a basis which renders them comparable with that
item only. Payroll audit and administration expenses have been
applied against the average of the written and earned premiums
for the reason that in the event of a sudden change in volume
of business such a basis is preferable to either a written or earned
one, Another factor contributing to the value of the results is
that the arrangement of the groups and the associated items
therein is such that one may see at a glance upon a correct basis
of comparison the ultimate loss, service, tax, acquisition and ad-
ministration ratios and, in addition, the ratios of the three specific
items constituting the service group. It also shows at a glance
whether or not the 17§ per cent. acquisition or the total expense
limitations have been exceeded. The total of the loss and expense
ratios being given, the ratio of underwriting profit or loss is obvious.
This ratio furnishes the means by which the estimated amount of
underwriting profit or loss in connection with the premiums earned
is determined. It does not seem advisable to attempt an adjust-
ment providing for the effect of future additional or refund pre-
miums in the schedule but the same might well be made a subject
for special consideration.

As the value of the return is absolutely dependent upon its accu-
racy and any state record of an individual line of business involves
the apportionment of many items of expense, it is of vital impor-
tance that the data called for shall be of such a nature and in such
form as to assure its accurate compilation. The facts brought out
in the foregoing forms all constitute essential information and
consist of a careful selection and arrangement of what experience
has shown can be obtained in reliable form from properly consti-
tuted accounting records. Further expense incident to the com-
pilation of any additional data should be avoided so far as pos-
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sible and no such data should be called for, unless it is demonstrated
in advance that it can be compiled so as to give accurate and con-
sequently valuable rather than misleading indications.

It is as a result of a full realization of the many practical diffi-
culties with which we are met that the suggested forms have been
submitted. It is hoped that a thorough {iscussion of the under-
lying principles of insurance accounting and practices which are
involved will be productive of resulis beneficial to all those inter-
ested in the compilation or use of this important schedule.

OraL DiscussioN,

Mr. I. M. RusiNow: Mr. Goodwin’s paper really discusses all
the problems in cost accounting in the casualty business. There
are g great many questions that may be raised in connection with
the suggestions made. Some of them, I think, are questions of
detail, as, for instance, apportioning the payroll.

I just want to raise one essential problem; that is, the purpose
of this blank is to be a gain and loss exhibit. T take it, it is not for
financial purposes, I mean for determining the solvency of the com-
pany, because that would have to include all lines of business in all
states. For that purpose the financial statement itself is available.
The purpose of this blank is to determine the financial results of
casualty business in various localities along specific lines—some
sort of a check on the general level of premiums,

The plan submitted is an improvement on Schedule W furnished
in the past by Massachusetts, New York and Wisconsin, but, not-
withstanding, it fails entirely in its purpose. To illustrate, let me
give you the story of ome of our schedules—I still say “our”
Schedule W-—of the Ocean Accident and Guarantee Corporation,
with which I was connected. I sent in Schedule W of 1914 show-
ing a loss ratio in Wisconsin of something like twenty-eight per
cent., which I knew myself was incorrect, but which was the mathe-
matical result of the figures stated accurately. Mr. Downey, then
with the Wisconsin Industrial Commission, went up in the air, that
we should rob the people of so much excess of premiums over losses
as the schedule seemed to indicate. I pointed out to Mr. Downey
that while the schedule answered his request it failed to show the
true loss ratio—that in order to obtain the actual loss ratio it was
necessary to combine Schedules W for 1913 and 1914 ; then you have
a fairly accurate picture. The reason for our Schedule W in 1914
showing so low a loss ratio, and 1913 showing so large a loss ratio was
two very disturbing factors. Those two sources of error were, first, the
possibility of inaccurate estimates on losses, and second, the point
Mr. Goodwin referred to and passed over, the question of addi-
tional payrolls. The supplementary statement in Schedule W demon-
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strates any possible error in the loss estimates. Of course, you may
start with an error which will reduce your loss ratio for a year if
you begin with underestimates. You begin' with a case which looks
like a serious case, and you make an estimate of five thousand dol-
lars, on which the man refuses to die, and you find that your loss
is small. There are other cases on which the total estimated loss is
one thousand dollars. You close business in that state with a total
loss of four thousand dollars, and you suppose you have made two
thousand dollars on accidents in that state, which, of course, is an
absurdity. You can adjust for that error, and you should, I think,
carry over the corrections made in that supplementary statement
into your account of what happened from year to year in the par-
ticular locality.

The second thing is your fluctuations in uncollected payroll
premiums. To begin with, there is a serious difference between
companies, some insisting on larger deposit premiums and some
being satisfied with smaller deposits. If you will remember the
footnote on page 2 of the financial statement giving the amount of
premiums due for the past year, you will find that the total of that
amount to the total premiums varies substantially. The Ocean
had a very large amount as compared with other companies, becanse
the system grew up of writing business on small deposit premiums.
In 1914 we collected on that Schedule W in Wisconsin a very large
amount of premiums that really were earned in 1913, because 1913
was a busy year. We were reasonably sure we were not going to
collect in 1913 anything like the amount we had collected the year
before. The sum total of it ig that we showed an earned premium
that was excessive, and a loss incurred which wag too high. Of
course, under those two conditions you have a loss ratio that is
absolutely wrong. Ii is true that at the time yon make out Sched-
ule W you cannot tell what the schedule at the end of the year will
be, but you can make corrections at the beginning of the year.
When you make out Schedule W for 1915 you know how far your
figures for 1914 were away from the truth, and you have fo make
a correction for that to begin with; and three or four months
later you can make a substantial correction for Schedule W at the
end of the year. If you make those corrections you might gecure
a true report of what has happened; and if vou do nol get a cor-
rect report, Schedule W is scientifically worthless.

In the Ocean T have tried to ascertain those quantities. It, of
course, necessitates a certain amount of clerical labor, which is not
prohibitive, as it probably kept one clerk busy for several months.
When the payroll reports begin to come in, they may be divided
into three classes, some coming in January, February and March;
especially January and February are all earned the year before.
You have a policy in March that had expired in December with a
net aditional premium of a few hundred dollars on it—every cent
was earned the year before, and to enter that in the year coming is
an accounting error, and we are dealing with accounting problems,
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There is the third group that has been entirely earned in the
current year. That does not present any difficulty. The difficulty
is on an additional premium on a policy which runs over from one
year to another. If you wrote a policy from February to February
at a hundred dollar deposit and collected another two hundred
dollars, which is not at all uncommon, the difficulty is how much
of that two hundred dollars was earned in the year you collected it,
and how much the year before. I have assumed that the total
premium of the risk was earned uniformly through the year, and I
think that assumption, on the whole, will hold more or less, con-
sidering the policies that expired at all times during the year. I
was able to prove that some sixty to seventy per cent. of all the
additional premiums collected the first six months of the year were
really premiums earned the year before, and unless you make those
corrections, Schedule W is not scientifically correct.

Mz. Epwarp S. Goopwin: Dr. Rubinow’s discussion convinces
me that a more thorough explanation of the purposes of my paper
is desirable, ¢

One purpose was to originate a form of return carefully arranged
and subdivided so that proper portions of the specific items com-
posing the annual statement of any company could be transferred
directly to it without any confusing or intermingling of unlike
items. In other words, a systematic and orderly system of account-
ing was sought.

Another was to provide within the schedule, if practicable, and
if not, by other means, for the proper treatment of items which
at the time of the statement might not have developed 1o an ulti-
mate basis,

The third was to set forth in the Gain and Loss Exhibit the nec-
essary data in such order of sequence and so arranged by groups of
assoclated items that when any information was desired, time would
not have to be wasted in the making of more or less complicated
recapitulations., Such an arrangement implies a treatment of the
various items involved which will place them on a correct basis.
For convenience, the results appear in the form of ratios.

Having in mind the limitations which arise from the necessity
of setting forth a method to be applied without modification to the
individual business of each of the several companies, the proposed
schedule appears to be adapted to the purposes for which it was
intended.

Dr. Rubinow states that the proposed blank is an improvement
over previous forms but questions the reliability of the final results.
He evidently refers to the fact that certain of the items composing
the schedule have not and cannot have reached an ultimate stage
of development at the time of statement and that consequently an
unavoidable element of uncertainty exists. That this is to a limited
extent true does not constitute a criticism of the proposed form so
far as respects the arrangement thereof. Consequently, the follow-
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ing remarks are limited to the suggested treatment outlined in con-~
nection with undeveloped items.

It is to Schedule Z that we must look for correct ultimate loss
ratios. Schedule W provides the record of expenses and in addi-
tion furnishes the first approximate indication of the loss ratio
under current business. To that extent only can it be expected to
supplement the more reliable loss data developed by the former
return. '

The rccord of losscs outstanding under Schedule W must for
some time to come result from individual estimates of the specifie
cases. We have used the method of loading outlined for two years
with satisfactory results. It recognizes the principal determining
factors, which are the age of the case and the character of the in-
juries. As a case develops more accurate estimates are possible
and, in like manner, more reliable estimates can be made of specific
beneflt cases than of those not so rated. A careful examination of
estimates will throw light upon their relation, as respects accuracy,
to those of a previous period and the further recognition of the
above factors will result in estimates sufficiently accurate for the
determination of current loss ratios.

The effect of premium changes resulting from payroll andits has,
in my estimation, been exaggerated. It is unfortunate that the
schedule must be uniformly applied to all companies, as this pre-
vents us from treating this item in the schedule. TUnless a company
follows the regrettable practice of habitually writing business for
advance premiums less than those which should be obtained the
effect of this factor will be limited to reasonable bounds, particu-
larly if some estimate of the ultimate is furnished as a supplement
to the regular schedule. Fortunately, the ratios representing the
commission and fax portions of expenses are on an incurred basis
and thus will follow the course of and will not be affected, as to
their accuracy, by payroll audit returns. They constitute a con-
siderable portion of the expense charge. The other expense items
would be affecled and it is for that reason that it is suggested that
each company should be requested to submit some estimate of ex-
pected premium developments, If such a return indicated 5 per
cent. greater ultimate premiums, the only change in the schedule
required would be to divide the loss and expense ratios already ob-
tained (except commissions and taxes) by 105 per cent.

From the foregoing it may be seen that the schedule in its final
form is as complete as prevailing conditions will permit. The
above remarks call for no change of precedure. They merely
emphasize the importance of what was in the first instance deemed
to be the best method of overcoming certain difficult and unavoid-
able features of the problem.

M=r. CravpE E. ScATTERGOOD: I would like to ask Mr. Goodwin
if he does not think that the plan outlined in my paper, entitled
“Cost Accounting in Casnalty Insurance” (Proceedings, Vol. II,

31
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p. 253), would not give a more accurate apportionment of unallo-
cated claim expense than the arrangement by apportionment as in-
dicated in his paper? A great deal of claim expense in the liability
business is incurred to avoid loss and therefore it would mnot be
accompanied by a corresponding denominator. Alse, should his
statement, “Further expense incident to compilation should be
avoided,” be construed to mean that the expense of cost accounting
should be avoided ?

Mr. Epwarp S. Goopwin: Replying to the latter part of Mr.
Scattergood’s discussion first, it may be stated that the warning
regarding additional expense was merely intended to call attention
to the fact that it is economically unwise to call upon the com-
panies to furnish exhaustive data unless the same is first carefully
considered and found reasonably certain to produce results which
would not be misleading but which on the contrary would be of
sufficient value to warrant the necessary effort.

The method of apportioning unallocated claim expense outlined
by Mr. Scattergood in his paper is an excellent one. That here out-
lined has beenr found to produce reliable results and has the addi-
tional advantage that very little work is involved in its application.
The close uniformity of the results obtained in connection with a
decreasing volume of liability and an increasing volume of compen-
sation payments was not accidental. Compensation payments being
made weekly the loss expense thereon follows the amount of total
payments very closely. The cost of investigating and adjusting
Liability unlitigated cases which are settled rather promptly in like
manner follows the total payments. It is true that the expense in
connection with liability suits does not necessarily follow the settle-
ments but the overlap will average up fairly well and in the final
analysis this is a minor matter, these settlements being reduced to
one fourth in size before being used for apportionment purposes.
As a matter of fact, suits take only a moderate amount of adjusting
expense as most of the work in connection therewith is done by
attorneys and charged to legal claim expense.

This method of apportionment follows the claim payments, which
in the final analysis determine adjusting costs. Giving due weight
to each of the different classes of claims, it is particularly well
adapted to conditions like those now existing when the propor-
tionate volumes of the various classes of claims are rapidly shifting,
No method of apportionment based on premiums only can accom-
plish this, particularly if the loss ratios and premium rates are
also changmg as is now the case. In other words, the method
recognizes the fact that adjusting costs must 1nev1ta.bly follow the
trend of claim payments.

Mz. JoserH H. WooDWARD: I was very much interested in some
of Dr. Rubinow’s comments on Mr. Goodwin’s paper, and it seems
to me the discussion of.the valuation of outstandings emphasizes
the necessity for the adoption by all companies of some kind of a
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mechanical system for valuing outstanding losses as distinguished
from individual estimates. I don’t believe that individual estimates
will ever give adequate reserves. They have been tried for a great
many years in the liability business, in the surety business, and in
other branches of casualty insurance, and the whole history of
estimated losses has been a history of underestimates. Possibly
one reason for this is that the claim adjusters have been called
upon to furnish these estimates, and a claim adjuster will almost
invariably underestimate a loss, He is compelled to psycholog-
ically protect himself by minimizing the loss. It seems to me that
as the various state requirements hecome more numerous, and as
the companies are called on to file statements in different states
similar to the Massachusetts Schedule Z and the Wisconsin 3ched-
ules, they will be compelled to resort to some sort of a mechanical
method of valuation, and by that T mean some such method as that
described in Mr. Fondiller’s paper. The experience of the New
York State Insurance Fund with that method has been on the
whole very satisfactory.

One point that was made by Dr. Rubinow I am afraid I cannot
agree with. I think it is his idea that in the returns in Schedule W
it would be preferable to correct from year to year the outstandings

_ag of the beginning of the year as of which the schedule was being
compiled. Now I think that is a very dangerous proposition.
Just as soon as you let a company start correcting its outstandings
as Teported at the end of the previous year, you immediately lose
control over the actual progress of the accounts. If you compel the
company to always start the beginning of the year with the esti-
mates furnished at the end of the previous year, then underesti-
mates are properly penalized and in the long run compensated for.
Certainly, if any corrections are permitted in outstanding items
brought over from the previous year, it seems to me they should
be specified in great detail. The same problem presents itself in
underwriting and gain and loss exhibits, If you let a company
correct its outstandmgs in the gain and loss exhibit, you will never
know whether the gain and loss exhibit is right or not. You have
no measure of the accumulative error that may be introduced. If,
on the other hand, you require the closing items of the previous
year to be carried over dollar for dollar w1thout any change, then
it is clear that in the long run the aggregate figures must be correct.

The other difficulty mentioned, viz., the question of what to do with
additional premiums, seems to me more troublesome. It is quite
a problem to get into the accounts of a particular calendar period,
receipts which it was not known were due the company until the
succeeding calendar period. It seems to me that with a schedule
devised for a particular purpose, like Schedule W, it might be wise
to call for a footnote giving an estimate of these additional pre-
miums in some such manner as Mr, Goodwin suggests, but I doubt
the advisability of requiring them to be actually brought into the
accounts showing profit and loss.



