
Indirect Costs of Workers’ Compensation
Direct Workers Comp Costs Significantly Understates Cost of Workplace Accidents

Workers’ compensation managers normally underreport the cost of work related accidents to the risk manager or to the chief financial officer of the company.  It is not the intent of the workers’ compensation manager to be deceitful, but the amount paid in work comp claim benefits or work comp insurance premiums significantly understates the cost of work place accidents.

When a work-related injury occurs, the cost to the employer quickly escalates and includes far more than the direct cost of medical benefits and indemnity benefits paid out.  Indirect cost can include training a replacement worker, repair to damage property, accident investigation cost, corrective action implementation cost, schedule delays and a reduction in morale.

Liberty Mutual Study Shows $2 - $5 of Indirect Cost for Each $1 of Direct

Research completed by Liberty Mutual Insurance Company noted that the indirect costs of workplace injuries are far larger than the direct cost.  Per their research, businesses incur between $2 and $5 of indirect cost for each $1 of direct injury cost.  In a 2002 study, Liberty Mutual calculations showed the cost of all workers’ compensation claims to be $40.1 billion.  The estimated indirect cost were $80 billion to $200 billion, making the total combined direct and indirect cost of workers’ compensation in 2002 to be $120 to $240 billion.  The range of indirect claim cost to direct claim cost in the Liberty Mutual research reflects the fact that every workers’ compensation claim will not have the same ratio of indirect cost to direct cost.  
Frontline Study Shows Indirect Costs Comprise 71% of Work Related Costs

Another study published by Frontline entitled ‘Costs of Occupational Injuries and Illnesses’ concluded that direct costs comprise 29 percent of work injury related cost and indirect costs comprise 71 percent of work related cost.  Per this study, the ratio of indirect cost to direct cost is 2.45 to 1, or $2.45 in indirect cost for every $1 spent on direct workers’ compensation claim cost.

OSHA Published Study Shows Indirect Costs 1.1 – 4.5 Times Direct Costs

A third study of the indirect cost of workers’ compensation claims was conducted by the Stanford University Department of Civil Engineering for the Business Roundtable.  Their publication ‘Improving Construction Safety Performance’ was quoted on the website of the Occupational Safety & Health Administration (OSHA).  Per this study, indirect claim cost runs from 1.1 to 4.5 times as much as the direct cost.  Per the table on the OSHA website, the ratio of direct cost to indirect cost is as follows:



Direct Costs


Indirect Cost Ratio


$0 - $2,999



4.5



$3,000 - $4,999


1.6



$5,000 - $9,999


1.2



$10,000 or more


1.1

What this means to the employer is the ‘insignificant’ medical only claim costs a lot more than the emergency clinic visit.  The ‘major’ indemnity claim costs are more than double the amount paid out in benefits.  Using the OSHA guidelines, the following examples show a truer cost of work related accidents.










Total Claim

   Type of Claim
Direct Cost 
Indirect Cost


Costs to Business
   Medical Only
$500 

$2,250 (4.5 X $500)

$2,750 

   Medical Only
$2,000  
$9,000 (4.5 X $2,000)
$11,000

   Indemnity

$8,000
$9,600 (1.2 X $8,000)
$17,600

   Indemnity

$50,000
$55,000 (1.1 X $50,000)
$105,000

The ratio of indirect cost to direct cost will depend the industry, the productivity and skill level of the injured employee, the length of time the injured employee is off work, and the cost of medical treatment.  The indirect costs are lower for an employee that requires little training and is easily replaced. The indirect costs are much higher for an employee with an extensive skill set and who is difficult to replace.  A study published by the American Society of Engineers states the indirect cost to direct cost ratio is as high as 20 to 1.  The highest ratios would be for the high skilled employee and could be as low as 1 to 1 for the low skilled employee.

Factors That Make Up Indirect Costs

The non-financial members of a company’s management may inquire as to how the indirect cost of a work related injury could exceed the direct medical and indemnity cost of the injury.  There are many factors that make up the indirect cost including:

· Loss of production by the injured employee

· Supervisor’s time and co-workers’ time providing immediate aid at the time of the injury

· Supervisor’s time, management’s time and co-workers (witnesses) time completing the accident report, reporting the claim to the work comp insurer, reporting the accident to OSHA and reporting the accident to the safety manager

· Other employees being distracted from their work when the accident occurs and afterwards as the employees stand around discussing the accident while the injured employee is being transported to the medical provider

· Reduced morale as co-workers realize the accident could have happen to them

· Supervisor’s and management’s time spent handling the workers’ compensation claim

· Expense of rescheduling the work the injured employee would have done

· Cost of hiring and training a temporary replacement or a permanent replacement

· Lower productivity of the replacement employee until the replacement employee is up to speed or the injured employee returns to work

· Overtime pay (until the injured employee is replaced) to other employees to complete the work that the injured employee would have done

· Continuation of employee benefits while the injured employee is off work

American Society of Safety Engineers Survey Study

The American Society of Safety Engineers published a Survey of the Safety Rules & Costs of Injuries in the Roofing Industry.  The survey questions were intended to gather information in order to determine a roofing company’s safety performance, and specific factors that contribute to injuries internally.  The participants were asked to rank indirect costs from 1 to 7 with 1 being the most expensive.  The results of the survey are as follow:

Mean Response of Most Expensive Indirect Costs:

1.8: 

Loss of Productivity

3.0: 

Disruption of Schedule

4.5: 

Training a Replacement Worker

4.7:

Administrative Time For Investigation

4.8: 

Clean Up & Repair

5.2: 

Third Party Liabilities

5.8: 

Equipment Damage

Additional Indirect Costs & Expenses

The above indirect costs are related to productivity.  However, there are significant other indirect costs to a company when an employee is injured on the job.  These additional costs and expenses include:

· OSHA imposed fines and/or penalties

· Management time spent on OSHA reporting and responding to OSHA inquiries

· Stress and psychological impact on co-workers who witness fatalities or other sever injuries

· Corrective actions by the safety department to prevent similar future accidents

· Damage to equipment, tools, machinery or vehicles being used by the employee at the time of the accident

· Spoiled work product that has to be replaced

· Missed delivery dates dues to the disruption in workflow

· Missed sales if the injured employee is a salesperson

· Lower profits that result in delays in purchasing new equipment or business expansion

· For public traded companies, lower profits which result in lower stock value

· Loss of “Goodwill” from bad publicity

· An increase in the experience modification factor resulting in higher workers’ compensation premiums

· Legal expenses

Decrease Workers Comp Costs Through Safety & Management

Worker related accidents have a cumulative effect on indirect costs.  The higher the number of work place accidents the higher the ratio of indirect cost to direct cost.  This is a reflection of the overall lower level of business efficiency created by the higher number of work place accidents.  

Employers can decrease both their indirect cost and their direct cost by putting into place a strong safety program or strengthening their existing safety program as part of their workers compensation management program.  A properly managed safety program will prevent work place accidents from occurring, which eliminates both the direct cost of workers’ compensation claims and the resulting indirect cost associated with those injuries.
