
 
© 2005 National Council on Compensation Insurance, Inc. 

Gauging Current Conditions: 
The Economic Outlook and Its Impact on Workers Compensation 
 
The gauges below indicate the economic outlook for the current year and for 2006 for 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. 
 
 
 
Strengthening Job Growth Suggests Slowing Rate of 
Frequency Decline 
Employment growth is expected to pick up in 2005, 
following five years of recession-affected sluggishness. 
Prospects are for further-but-moderating gains in 2006. 
Since newly hired workers tend to be less skilled/ 
experienced, the pickup in job growth suggests some 
upward pressure on claim frequency. 

 

Private Sector Employment Growth Much Improved 
 
 

 
 
Ongoing Wage Gains Imply Further Increases in 
Indemnity Severity 
Average weekly wage increases are expected to be 
relatively strong in 2005 and 2006, reflecting the impact of 
the ongoing economic expansion on labor markets. That 
wage growth, considerably faster than in the 2000–2004 
period, implies continued increases in indemnity severity. 

 
Average Weekly Wages on the Rise 

 
 

 
 
Rising Medical Care Prices Should Push Up Medical 
Severity 
Medical care prices are likely to increase at a slightly 
stronger rate than the already fast pace of the past 
five years. This implies continued upward pressure on 
medical severity. 

 

Medical Care Price Increases Continuing 
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Higher Interest Rates Will Have a Mixed Impact on 
P&C Carriers 
Interest rates are forecast to increase in 2005–2006 
(reflected here by the yield on seven-year Treasury notes, 
roughly the average maturity of Treasury securities held 
by P&C carriers). The projected increases, which will 
bring rates to above the levels of the past five years, will 
improve carriers’ fixed-income returns, but will also reduce 
the market value of debt securities held in their portfolios. 

 

Interest Rates Rising 
 

Behind the Gauges 
Macroeconomic Outlook for 2005√2006 
Macroeconomic factors affect the workers compensation line; this section presents separate charts and commentary 
focusing on real GDP growth and its components, labor markets, inflation, interest rates and the dollar exchange rate 
  
Real Gross Domestic Product (GDP) 
• The economic expansion is expected to continue 

through at least 2006, with growth in real GDP easing 
from its peak in 2004 to a rate close to its long-term 
average. 

• This forecast suggests some upward pressure on 
claim frequency (which tends to rise in expansion 
periods). The ultimate course of frequency will reflect 
the balance between GDP-related cyclical forces and 
ongoing improvements in workplace safety (which 
have dominated frequency trends since the early 
1990s). 

 
 
 

Economic Growth Drivers 
• Consumer spending, exports, and business 

investment are expected to be the major sources of 
economic growth in 2005–2006. 

• The main drags are expected to come from continued 
increases in imports (which are subtracted from GDP 
since GDP measures domestic production) and 
residential construction—a key industry for workers 
compensation because of the hazardous nature of the 
building trades occupations. 
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Labor Markets 
• Although the overall economy turned up in 2002, 

labor markets remained weak until this year, as 
employers were able to rely on productivity gains 
rather than hiring to support increased output and 
sales. 

• With growth now on solid footing and productivity 
growth easing, hiring has picked up and the 
unemployment rate has stabilized. All this suggests 
moderate near-term increases in the exposure base 
for workers compensation as well as some upward 
pressure on claim frequency due to the relative 
inexperience of newly hired workers. 

 
 
 

Inflation 
• Consumer price inflation, as measured by the 

Consumer Price Index (CPI), picked up a bit in 2004, 
largely due to sharply higher oil prices. With oil prices 
expected to ease somewhat over the forecast period, 
prospects are for a return to more moderate rates of 
inflation in 2005–2006. 

• In contrast, increases in the medical care component 
of the CPI are expected to accelerate through 2006—
suggesting ongoing upward pressure on medical 
severity. 

 
 
 

Interest Rates 
• After a three-year decline, interest rates began 

moving higher in 2004. Prospective increases reflect 
a continued tightening by the Federal Reserve, rising 
credit demands from an expanding economy, and the 
impact on financial markets of likely further declines in 
the dollar’s international value (see accompanying 
“Implications” article for further discussion). 

• Higher interest rates will have multiple impacts on the 
workers compensation industry. For example, higher 
rates will reduce the market value of long-term 
securities held by P&C insurers, but they will also 
increase investment income on new investments. 
Also, higher mortgage rates will likely crimp the 
housing sector—and as noted previously, that will 
impact construction-related employment. 
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Dollar Exchange Rate 
• Contrary to media reports of a dollar free fall, the 

dollar’s recent weakening has been well-behaved 
when viewed on a trade-weighted and inflation-
adjusted basis (that is, on the basis of the real 
effective exchange rate). Indeed, the dollar’s recent 
fluctuations are relatively mild versus its marked rise 
in the early 1980s and its dramatic declines in 1986 
and 1987. 

• The “Implications” article, which follows, discusses 
how changes in the dollar’s international value are 
likely to impact the US economy and workers 
compensation. 

 

 
 

Implications 
≈The Declining Dollar∆ƒImplications for the U.S. Economy and 
Workers Compensation 
What’s been happening to the dollar has been very much in the headlines; this article discusses the factors underlying the 
dollar’s recent slide and the implications for the U.S. economy and particularly for workers compensation. 
 
 
The popular media has devoted extensive coverage in 
recent weeks to the possibility of an impending “dollar 
crisis.” Typically the decline is attributed to the large and 
continuing US trade deficit; the potential crisis is linked to 
the threat that foreign central banks, especially those in 
China and Japan, may “dump” their massive holdings of 
US Treasury debt on world financial markets. This, the 
argument goes, would drive down the value of the dollar, 
drive up domestic inflation, lead to a surge in interest 
rates, and spark a sharp decline in the stock market. 
 
This article takes a somewhat different perspective. First, 
it looks at the dollar’s current situation from the 
perspective of financial economics. In particular, actual 
and anticipated changes in international financial markets 
will make investors rebalance their portfolios. Any change 
in the value of the dollar will be the consequence of these 
adjustments to differences in anticipated rates of return 
and the shifting mix of assets and liabilities in their 
portfolios. 
 
The article then examines how prospects for continued 
dollar weakness may impact the U.S. economy and the 
workers compensation line. Two alternative scenarios are 
discussed: 
• A replay of the conditions that occurred in 1987—a 

period also characterized by an overhang of dollars in 
foreign hands, where, despite stock market 
disruptions, the impact of the dollar’s decline on 
overall economic activity was modest, suggesting little 
impact on workers compensation, and 

• A less favorable outcome, characterized by rapidly 
rising interest rates and weakening domestic demand. 
Such an outcome is likely to have substantial 

spillovers to P&C industry financials and key workers 
compensation metrics. 

The Future Value of the U.S. Dollar: A Matter of 
Portfolio Choice 
Between April 2002 and December 2004, the U.S. dollar 
lost an average 16 percent of its value vis-à-vis the 
currencies of the major U.S. trading partners, after 
adjusting for international inflation differentials (see chart, 
"U.S. Dollar: Recent Declines Follow a Prolonged Period 
of Appreciation" in the Behind the Gauges section of this 
newsletter). In consequence of this dollar depreciation, 
the terms on which the United States exchanges goods 
and services with the rest of the world has deteriorated: 
For every bundle of goods and services the United States 
purchases from abroad (that is, imports), the U.S. now 
has to pay with (that is, export) a higher number of its own 
goods and services. The deterioration of the U.S. terms of 
trade weakens the purchasing power of the U.S. 
consumer, but also strengthens the competitiveness of 
the U.S. economy on the world market. What follows is an 
outline of the causes of the decline of the value of the 
dollar and its consequences for U.S. economic activity 
and workers compensation. 
 
Economic theory about the value of a country’s currency 
reduces to two hypotheses, which are not mutually 
exclusive. 
• First, there is the purchasing power parity theorem, 

which states that exchange rates move to eliminate 
price level differentials in goods and services between 
countries. Purchasing power parity implies that 
countries with higher rates of inflation see their 
currencies depreciate vis-à-vis countries with lower  
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rates of inflation. Empirical evidence suggests that 
exchange rates oscillate around their purchasing 
power parities in cycles that may last for one or more 
decades. 

• Second, there is the portfolio theory of exchange 
rates, which states that exchange rates move to 
eliminate differentials in risk-adjusted expected 
returns on assets—mainly government and corporate 
bonds, and stocks. According to this hypothesis, 
countries that offer higher expected returns, possibly 
due to higher productivity growth, see their currencies 
appreciate. Note that, for given returns in U.S. dollar 
terms, an appreciation of the dollar increases the 
returns on dollar-denominated assets to foreign 
investors in their respective domestic currencies. 

In recent years, differences in actual and expected rates 
of inflation across the major currency zones—the United 
States, Japan, and the Euro zone—have been small and 
fairly stable, conceptual dissimilarities in measurement 
notwithstanding. By way of exclusion, it is the portfolio 
theory of exchange rate determination that explains the 
recent development of the value of the dollar and holds a 
prediction about its future path. Besides, the exchange 
rate index displayed in the chart is adjusted for and, 
hence, unaffected by international inflation rate 
differentials. 
 
During the period shown in the accompanying chart—
1973 through 2004—the United States has been a net 
importer of capital from the rest of the world. Recently, 
these capital imports have increased greatly. For 
instance, during the first three quarters of 2004, the 
United States imported slightly over $1 Trillion (seasonally 
adjusted) in capital from abroad, which is an increase of 
67 percent over the same time period in 2003. In 2003, 
U.S. capital imports amounted to 7.54 percent of GDP. By 
comparison, during the same time period 10 years ago, 
the net capital import amounted only to 4.24 percent of 
GDP, and another ten years earlier this ratio ran at 2.51 
percent. As a consequence of the increased capital 
imports, the United States net international investment 
position has deteriorated steadily: At the end of 2003, 
U.S. liabilities vis-à-vis the rest of the world stood at 22 
percent of GDP. 
 
Will foreign investors eventually become weary of loading 
up their portfolios with dollar denominated assets? 
Federal Reserve Chairman Alan Greenspan, in a speech 
on November 19, 2004, pondered the consequences of 
such a scenario. He suggested that to keep attracting 
capital from abroad, the United States would have to 
compensate foreign investors with higher expected 
returns. 
 
When investors demand higher expected asset returns, 
the price of the respective assets must fall to allow for 
higher future asset appreciation. To the foreign investors, 
there are two (non-mutually exclusive) ways in which 
dollar-denominated assets may decrease their values 
and, hence, increase their expected returns: The dollar 

declines or the dollar value of the assets decline. In 1987, 
both developments occurred. In that year, the U.S. dollar’s 
real effective exchange rate dropped by more than 12 
percent, following a 10% drop in 1986, and the stock 
market crashed—both of these revaluations contributed to 
an increase in the expected returns on dollar-
denominated assets to foreign investors. 
 
What lessons can we learn from dollar’s earlier 
weakness? 
• First, the decline of the dollar lasted for several years, 

starting in 1985 (see chart, "U.S. Dollar: Recent 
Declines Follow a Prolonged Period of Appreciation" 
in the Behind the Gauges section of this newsletter), 
suggesting that the current decline may also extend 
for some time into the future. 

• Second, the dollar depreciation had no measurable 
effect on U.S. economic activity—real GDP, 
employment and other key indicators all held up 
surprisingly well in 1988 and 1989, considering the 
financial disruption that occurred with the stock 
market’s collapse. In part that reflected a deliberate 
effort by the Federal Reserve to supply liquidity to the 
financial system immediately after the stock market’s 
collapse. 

• Third, the lower dollar contributed to a rise in import 
prices and to an increase in overall inflation of about 
one and a half percentage points as measured by the 
Personal Consumption Expenditure deflator, the 
Federal Reserve’s favorite measure of inflation. 

• Finally, the stock market recovered quickly from the 
1987 crash: The total return on the Dow Jones 
Wilshire 5000—the broadest stock market index—
returned 17.94 percent during the year after the 
crash, after a still respectable 2.27 percent in 1987. 

Implications for Workers Compensation 
So far, the slide in the dollar has had a minimal impact on 
workers compensation, although the improved 
competitiveness of U.S. manufacturers may have boosted 
exposure in this more-hazardous sector. The risk, of 
course, is that the dollar’s decline does not remain 
orderly—possibly out of concerns over mounting federal 
budget deficits, continuing trade imbalances, and the 
underlying strength of the U.S. expansion. Under a “worst-
case” scenario, there could well be substantial 
implications for our industry. For example: 
 
• A sharp sell-off in dollars could place significant 

upward pressure on interest rates and lead to sharp 
decline in stock prices. Investment income on newly 
acquired fixed income assets would rise, but 
unrealized capital gains would likely decline, as would 
the market value of bonds held in P&C portfolios. 

• These various developments would have a mixed 
impact on underwriting pressures. 

• Since common stocks are carried at market value, the 
drop in stock prices would directly reduce statutory  
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surplus, a common measure of underwriting capacity, 
which would tend to tighten underwriting conditions. 

• On the other hand, the higher potential investment 
income on new fixed income investments might 
stimulate more aggressive underwriting. 

• The net outcome could well depend on the scope of 
the decline in the market value of insurers’ bond 
portfolios; bonds are carried at their amortized value, 
so lower bond prices stemming from rising interest 
rates would not impact statutory surplus. However, 
the decline in market values might lead to more 
cautious underwriting because of the reduced ability 
of insurers to take down capital gains on their bonds 
to offset unforeseen underwriting disappointments. 

• Inflation, meanwhile, would be expected to accelerate 
with a plunge in the dollar. The result would likely be 
increases in both indemnity and medical severity as 
higher prices work their way into wages and into the 
prices of all goods and services. 

• Federal Reserve efforts to both halt the dollar’s slide 
and dampen inflation could contribute to a renewed 
recession. Under such circumstances, employment 
declines would be likely in both the construction and 
manufacturing sectors—among the more hazardous 
sectors of the economy in terms of injury rates. That 
suggests reduced pressures on claim frequency and 
premium income relative to what would have been the 
case in an expanding domestic economy. (Improved 
foreign demand for U.S. exports, due to the lower 
dollar, might mitigate job losses in the manufacturing 
sector.) 

Fortunately, at this time, the most likely outcome is that 
the impact of a lower dollar on economic activity and 
workers compensation will be muted. The Federal 

Reserve, who has learned from the 1987 episode, will 
likely proceed cautiously. That is, it will keep a watchful 
eye of foreign exchange markets, providing liquidity as 
needed to absorb any dumping of dollar-denominated 
securities by foreign central banks and investors. Within 
this context, the Fed will continue to pursue a gradual 
tightening in policy, raising short-term interest rates to 
counter the inflationary pressures that arise from the 
dollar’s appreciation as well as from the increased 
demands of the ongoing expansion. Under these 
circumstances, the economy should continue to grow 
moderately, with export-related industries doing especially 
well. For workers compensation, all this means continued 
modest upward pressures on both claim frequency and 
severity along with some gradual improvement in P&C 
investment income. 
 
 

________________________________________________________________________________________________  
NCCI CONTACTS: 
Harry Shuford, Chief Economist—Harry_Shuford@ncci.com 
 
Martin Wolf, Economist—Martin_Wolf@ncci.com 
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