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Gauging Current Conditions:
The Economic Outlook and Its Impact on Workers Compensation

The gauges below reflect the consensus economic outlook for 2006 and for 2007 for key factors that typically impact
workers compensation. Each gauge also provides some context for the outlook, relative to a historical average of the
previous five years.

Slowing Job Gains Bode Well for Ongoing Frequency
Declines

Job growth is expected to ease a bit in 2007, following a
marked pickup in 2004 and continued healthy gains in
2005 and 2006. The 2004 and 2005 job gains, which
significantly increased the number of new and less well-
trained workers, help to explain the reduced rate of
decline in claim frequency during those years. (Frequency
has been declining since the early 1990s, but the rate of
its decline has slowed somewhat recently.) The expected
slowing in job growth in 2007 is likely to result in less
upward pressure on claim frequency due to changes in

employment. (For a discussion of the factors that 2000 1:9% 2007 0.9%
influence frequency changes see link to frequency paper Exhibit 1—Private Sector Employment Growth Slows in 2007

on ncci.com.)

Continued Wage Gains Will Likely Push Up Indemnity
Severity

Wage gains are expected to continue to trend higher, with
gains averaging roughly 4% a year in 2006 and 2007,
reflective of generally tight labor markets and continued
economic expansion. Since indemnity benefits are tied to
wage growth in most states, the rise in wages suggests
further increases in indemnity severity. The growth in
payrolls will also cause premium growth, mitigating the
potential pressure on premium rates

2006 4.4% I 2007 3.2%

Exhibit 2—Average Weekly Wage Gains Moderating
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Accelerating Price Increases for Medical Care Imply
Further Increases in Medical Severity

Medical care price inflation continues to accelerate, with
increases in the medical care component of the CPI
expected to average 4.2% this year and 5.3% in 2007.
Those increases are likely to be reflected in continued
upward pressure on medical severity

2006 4.2% | 20075-3%]

Exhibit 3—Medical Care Price Increases Continuing

Recent Rise in Interest Rates Suggests a Guarded but
Favorable Outlook for Investment Income

Bond yields have been fluctuating in a narrow range in
recent months after moving sharply higher during the first
half of 2006 (in a lagged response to the Federal
Reserve’s tightening). The consensus forecast of modest
increases in bond rates in 2007 is largely based on
inflation remaining in check. If inflation picks up, the Fed is
likely to resume its tightening ways, with longer term
yields following suit. Rising long-term rates may place a
brake on stock prices (and carriers’ ability to achieve
realized capital gains), especially if earnings growth slows
in line with the expected slower growth for the economy
as a whole. Of course, higher yields will provide a boost to Exhibit 4—Interest Rates — Pausing for Now
fixed-income returns on newly invested funds. (The

average maturity of Treasury securities held by P&C

carriers is roughly seven years.)
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Behind the Gauges

Labor Market Conditions

The following set of charts focuses on labor market
conditions and their implications for the P&C industry.

Claim Frequency

Employment

e Private sector job gains are expected to average
1.5% this year, a bit less than in 2005, and then
slow to 0.9% in 2007. Some 1.1 million jobs are
expected to be added during 2007. This
compares with a 1.5 million increase in 2006.

e In general, increases in employment tend to
increase the relative number of inexperienced
workers, putting upward pressure on injury rates;
this will partly offset longer term forces that are
contributing to ongoing declines in claim
frequency. The expected slowing in job growth
this year and next suggests such offsets may be
of lesser importance on a going-forward basis.

Manufacturing and Construction

¢ Manufacturing employment is expected to
continue to decline this year and next, although
declines will be far less than in the earlier stages
of the economic expansion.

e Growth in construction employment, which was
especially brisk in 2005, began to ease in 2006
and will continue to slow in 2007, reflecting the
“deflating” of the housing bubble, due in part to
higher mortgage rates. In contrast, commercial
construction appears to remain strong.

Regional Prospects

o Employment prospects are strongest in the West
and South and weakest in the Northeast and
Central states.

e Gains in the West and South are in no small part
related to the markedly stronger population
growth in those regions, along with lower
business costs, and the presence of many high-
tech industries.

. Weakness in the Northeast, and in the Central
states as well, reflects the presence of old-line
(and often less safe) manufacturing facilities in
those areas as well as their relatively higher
business costs (especially in the Northeast) and
weak demographic trends.
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Mixed Outlook for Manufacturing and
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Job Growth Strongest in the West and South

Private Employment, Annual Percent Change

West

South

us.

Central

Northeast

0%
Source: Moody's Economy.com

1% 2% 3%

Exhibit 7




Indemnity Severity
Wage Increases

The key factor affecting the change in indemnity
payments in many states is the increase in state
average weekly wages.

The pace of wage gains is expected to trend
higher in 2006 and 2007, reflecting prospects for
further economic expansion and additional gains
in productivity. This suggests continued upward
pressure on indemnity severity this year and
next.

Unemployment Rate

One factor helping to boost wage gains is the
tightening in labor markets, reflected in declines
in the unemployment rate. Nationally, the rate
stood at 4.5% in November 2006, down from a
high of 6.1% in the second and third quarters of
2003.

The anticipated slower pace of the expansion in
2007 suggests that the unemployment rate is
likely to be little changed in the year ahead.

Premium Growth
Wage and Salaries
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After languishing during the economic recession
in 2001, wages and salaries moved up
substantially, with especially large gains in 2006,
reflecting the underlying strength of the
economy. Some slowing in wage growth is likely
in 2007 as the overall growth in the economy
moderates.

Since workers compensation premiums are
based on payrolls, prospective increases in
wages and salaries suggest premiums will also
be moving higher.

Average Weekly Wages Continue to Trend Higher
Through 2007
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Exhibit 8
Unemployment Rate: Little Change in 2006-2007
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Exhibit 9
Ongoing Gains in Wages and Salaries
Private Nonfarm Wages and Salaries, $Millions
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