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ABSTRACT

Thisarticleexploreswhetherthealternativerisk-transfertechniqueintheformofself-insurancecan
addvaluetothemanufacturersthathaveself-insuredforworkers’compensation(WC)losses.The
authorsfocusonpublicly-ownedmanufacturerswithatleast1,000employeesinCaliforniaoverthe
period1970–2015toexaminethevalueimplicationsofself-insuranceadoption.Thisstudyemploys
atreatment-effectsmodeltosimultaneouslyestimatethedeterminantsofself-insuranceandtheeffect
ofself-insuranceonfirmvalue.Theauthorsfindthattherelationshipbetweenfirmvalueandself-
insuranceistimedependent.Riskpreferenceforself-insurancereflectsinhighermarketvaluation
amongmanufacturersovertheperiodsof1970–1983and1986–1999.Theseresultssuggestthatself-
insurancehasapositiveimpactonfirmvalueinthe1970sthroughthe1990sexceptfortheliability
crisisyears1984–1985.However,thebenefitsofself-insurancefailtomaterializeforself-insured
manufacturersinthe2000s.
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1. INTRodUCTIoN

Workers’compensation(WC)insuranceisoneofkeycommerciallinesinthepropertyandcasualty
insuranceindustry.AsapartofthesocialinsurancesystemintheUnitedStates(U.S.),WCcoverageis
mandatoryinallstatesbutTexas(McLaren&Baldwin,2017).Almostallemployersbearresponsibility
for injuriesandillnesses that theiremployeessufferedonthejob,andtheyhavetofundthefull
costofWCcoverage.Asamatterofrisk-financingchoice,theycanselectbetweenthepurchaseof
commercialinsuranceandtheuseofself-insurancefortheirWCliability.Typically,employerstransfer
toinsurersthefinancialresponsibilityforWClosspaymentsbypayingpremiumsupfront.Premiums
aretax-deductibleinthetaxyeartheyarepaid.Alternatively,employersmayretaintheirWCriskby
implementingself-insuranceprograms.Self-insuredemployerscanonlytaketaxdeductionsinthe
yearwhenlossesareactuallypaid.Thatis,self-insurerschooseriskretentionoverrisktransferin
theirrisk-financingstrategyeventhoughtheirtaxdeductionsmaybedelayed.Thechoicebetween
twotechniquesrevealsemployers’riskattitudetowardWClossexposure.Inaddition,companiesthat
self-insuremayperformdifferentlyfromthosethatdon’twhenitcomestofirmvalue.

Self-insuranceoffersseveralpotentialbenefitsovermarketinsurance.ChangandWeiss(2011)
assertthattheprimarydriverforself-insuranceisitscapacitytolowercostsandmitigateinefficiencies
intheWCinsurancemarket(e.g.,thehightransactioncostsofdealingwiththeinsuranceindustry
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related to adverse selection, moral hazard, and other imperfections). The fundamental rationale
behindself-insuranceisthebeliefthatitwillbelessexpensiveinthelongrun(Vaughan,1997).
Someemployersmayadoptthisalternativeapproachinthequestforcost-effectiveness.TheSelf-
insuranceInstituteofAmerica,atradeassociationforself-insuredWCprograms,indicatesthatthe
self-insuranceoptionhelpscontrolcostandmaximizecashflow.1Self-insuranceallowsemployers
toassumethefinancialresponsibilityforWClossesthatdooccur—andthusgainbettercontrolover
claims.Toprovideabetterunderstandingofwhyfirmsuseself-insurancetohandleWClossesin
thenation,thisstudyanalyzeswhetherthisalternativetechniqueincreasesfirmvaluewithevidence
frommanufacturersthathaveself-insuredforWCriskinCalifornia(CA).

Theobjectiveofthisstudyistoexaminetherelationbetweentheuseofself-insuranceandthe
marketvalueof largemanufacturers thathire1,000ormoreworkers inCA.Manufacturershave
beenselectedasthesubjectbecausetheirworkplacesaresusceptibletohigherlevelsofoccupational
injuriesandillnesses(Kwon&Grace,1996;Butler&Worrall,1991).Furthermore,self-insurance
isanimportantrisk-financingtoolinthemanufacturingindustry.AccordingtoChang,ChiuandJin
(2018),28percentofemployeesinthisindustryinCAarecoveredbyself-insuranceprograms.The
authorsfocusonthemanufacturingindustrytocontrolfordifferencesthatmightarisebecauseof
regulatoryandmarketdivergenceacrossindustries.Inaddition,theauthorsselectpubliclytraded
manufacturerssothatmarket-basedmeasurescanbecollectedtoobservewhetherusingthisalternative
risktransfertechniqueimprovesfirmvalue.

InaclassicworldwithperfectcapitalmarketsbasedonModigliani&Miller’s(M&M)model,
riskmanagementshouldbeirrelevant.Withoutinformationasymmetries,taxes,andtransactioncosts,
self-insuringforWCriskshouldnotaddvaluetothefirm.Neithertaxprovisionsnorriskpreferences
areable toexplainobservedvariations incorporatepolicies (Smith&Watts,1992). Inpractice,
inefficienciesintheWCmarketrelatedtoadverseselection,moralhazard,andotherimperfections
maydrivefirms toself-insurebecausemarket insurance isunaffordableorunavailable. In2015,
self-insuredemployerspaidalmostaquarterofevery$100ofWCbenefitspaidintheUnitedStates
(McLaren&Baldwin,2017).

Thispaperhelpsopenthedoortothevalueimplicationsofthealternativerisktransfertechnique
intheformofself-insurance.Tothebestofourknowledge,thisisthefirstattempttoassessthe
self-insurance premium. Arguments of self-insurance based on market inefficiencies imply that
self-insuranceprovidesapotentialbenefitofbetterlosscontrol,sothistechniquemayincreasethe
firm’smarketvalue.Totestthishypothesis,theauthorsexaminetheself-insuranceactivitiesof70
publiclytradedmanufacturersfrom1970to2015withasampleof2,030firm-yearobservations.
The researchers employed maximum-likelihood treatment effects model to jointly estimate the
determinantsofself-insuranceandtheeffectofself-insuranceonfirmvalue.Themodelcontrols
forfirmcharacteristicsandthelikelyendogeneityissuesofself-insurancedecision.Tobin’sQwas
usedasaproxyforfirmvalue.Theauthorsfindapositiverelationshipbetweenfirmvalueandself-
insuranceimplementationamongthemanufacturersduringthepre-crisisperiodof1970–1983and
thepost-crisisperiodof1986–1999.However,thisresultdoesnotholdupinthecrisisperiodof
1984–1985andthenewmillennialperiodof2000–2015.

Therestofthispaperisorganizedinthefollowingmanner.Section2presentsabriefreview
ofriskmanagementtheoriesandtheempiricalevidence.Section3describesthedata,sample,and
methodsusedforanalysis.Section4providesstatisticalresults.Section5concludesandsuggests
avenuesforfutureresearch.

2. RISK MANAGEMENT THEoRy ANd EMPIRICAL EVIdENCE

Corporateriskmanagementcanbeachievedviainsurancepurchaseoralternativerisktransfervehicles,
suchasusingself-insurance.Thereare twostrandsof theories thatexplore the relationbetween
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