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4, each with its larj’e forebay.
To  increase I he potential of the La Granite 

River, the. La Grande Complex also involves the di­
version of two other rivers—the Kastmain to the 
south and the Caniapiscau to the east—resulting in 
the formation of two immense reservoirs. However, to 
hold the waters of the forehays anil reservoirs, the 
construction of 203 dikes and eight dams was neces­
sary. The. longest of these structures is nearly 2.5 
miles and the highest is approximately .‘>25 feel. All 
are constructed of natural materials found in the area, 
including moraine, sand, (‘ravel and rockfill.

Hy January 1082, construction was 77 percent 
completed. With its 57 generating units, Phase I of 
the La Grande Complex has an installed capacity ot 
10,282 megawatts, and its annual |>roduclion will 
reach 02 billion kilowatt-hours. The La Gran le Com­
plex will enable the province of Quebec to increase 
its installed capacity by (* 1 percent and its generation 
of electricity by about 70 percent.

Converting Water to Power
Located about 70 miles from the mouth ot the 

La Grande River, LG 2 is the largest of the three 
generating stations of the La Grande Hydroelectric 
Complex Phase I, and, in fact, is the largest under­
ground powerhouse in the world. Its l(> generating 
units, each with a capacity of 535 kilowatts, have 
already been delivered to 1 lydro-Qudbec for opera­
tion. With its total installed capacity of 5,328 mega-

i began in 1071, when a Quebec government 
law created the Societc d'energie de la Maie 

Evt James (SKM.I) and mandated the construction 
_Jk>5L_and exploitation of the hydroelectric resources 
of . h i  immense, nearly inaccessible and practically 
uninhabited territory n northern Quebec. La Grande 
Complex, as it has come to tie known, is almost
110.000 square miles n area, 450 miles from east to 
west and 400 from north to south. It forms an enor­
mous jigsaw puzzle—the pieces of which are all es­
sential. When work was at its peak in 1078 and 1070,
18.000 workers braved isolation, solitude and ex­
treme cold to double Quebec's hydroelectric power.

Involution of the La Grande Complex

The La Grande Complex is being constructed 
around the La Grande River, which is Quebec's third 
largest major watercourse. The river lias a drainage 
basin of approximately 55,000 square miles and an 
average flow of 5,500 cubic feet per second. The La 
Grande, the main tributary of James May, flows over 
407 miles, with a drop in elevation of 1,235 feel.

Construction was divided into two phases. The 
first of which included construction of three power 
stations on the La G*ande River: LG 2, I.G 3 and LG

Man I hii In/ is director of risk mnnayement and insurance 
(nr La Snciclc il'eneryie tic I.a Iklic James, Montreal. Mr. 
Darby lias serve ‘ as president at llie RIMS Quebec Chapter, 
Inis been a member of tbe Society's board since I!>77 and is 
currently the first vice president of RIMS.
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The LI!reservoir us it 
looks wh •/) it is partially 
filled: //.<? main dam, 
spillw ay and power 
house.

w.ills, LG 2 can generate T'i.K billion Uil<>w;il(-Inmrs 
annually. Thu situ also features an impressive spill­
way where water cascades down wliat looks like a 
gigantic stairway. This structure can discharge up to 
5.i/i 11 cubic feel ol water per second.

LG it is the site o( the longest ilam of the La 
Graiule Complex. Kngineers chose ;i location where 
an island once divided the rivei. This island, because 
of its rock bed, was also chosen to be the seat of the 
spillway that appears to di ide the dam into two sec­
tions. The LG .’I powerhouse was built on the south­
ern bank ol the river in a deep trench excavated just 
below the downstream toe of the dam. It houses 12 
generating units that will generate LLd trillion kilo­
watt-hours annually, and its installed capacity is 

megawatts. The Inst generating unit became 
operative in June, LINT

The LG ■/i powerhouse, which' is planned to be 
commissioned in February, 15)84, is also a surface 
structure. With its installed capacity of II,MO mega­
watts, it will become the second most poweilul power 
station in Quebec after LG 2. Annual uninterruptible 
energy from the nine generating units to lie installed 
there will reach approximately 14.1 bill'an kilowatt- 
hours.

Harnessing River Power

About ‘ Id miles south of the La Grande River, 
the Kaslmain and its tributaries, the Opinava and 
Petite Opinaca, have been diverted into the LG 2 
forebay. T h is  additional inflow increases the 
generating capacity of LG 2 by 25 percent.

Located at the northeast end of the territory, fl'.e 
Caniapiscau River used to flow north into Ungava 
Bay. Knginecrs, however, cut it off and directed the

water How Inwards La Grande river resulting in the 
formation of a reservoir more than 2,485 square 
miles, the largest surface of water in (Quebec. Its us­
able storage of 124 billion cubic feel contributes 85 
percent of ail the electricity generated by the three 
powerhouses.

The enerpy transmission system, which brinps 
the electricity to the consumption centers, required 
the construction of five 7.'hr>-kilovolt lines in three 
separate corridors. These lines, 200 miles lonp, re­
quired 11 ,(>50 lowers.

The overall cost of the La Grande Complex, in- 
cludinp the enerpy transmission system and interest, 
will linally be !f>l4.(i billion (Can.).

Infrastruclures and Livinp Conditions

The rivers of the James Bay territory were not 
uncharted. Between l ‘Jl>5 and 15)71, I lydro-Quebec 
had sponsored several exploration campaipns and, 
when it was decided to develop the potential of the 
La Grande River, SKB.I inherited this data. SKM.I 
then conducted further exploration work.

The first task was to build a road to the sites of 
the future hydroelectric projects. In 15)71, an army of 
men and machines went to work to build the road 
linkinp LG 2 and the town of Matapami. This road, 
approximately 450 miles lonp, was built in 450 days 
at a cost of $450 million (Can.). While construction 
ol this north-south road was bcinp completed, SKBJ 
began construction of an east-west axis which led to 
the other job sites of the La Grande Complex. A total 
of 5)112 miles of roads was required to be constructed 
ilurinp this stape of the project. A fleet of planes was 
also acquired. And, when work was at its peak, 
SR B J's  six Convair 580 aircraft transported more



than 100,000 workers annually. Between 1072 ami 
1080, SKB.I used its own Hercules aircraft to trans­
port freight.'

Coinciding wiih road construction activities, 
preparations were made for the arriva l of I In* 
thousands of project workers. This hardy lot would 
he living in isolated and remote areas, far from their 
families, in an inhospitable envirouinenl and harsh 
climate, in order to offer workers as many of the 
comforts ol modern lile as possible, SKB.I resolved !o 
devote special attention to living conditions.

Major resources were invested so that every 
large campsite (a minimum o! 1,000 residents for 
three years or more) could he favorably compared to 
an average town. Besides municipal services, a whole 
range of community services, including a hospital, 
laundry, administrative center and chapel, were pro­
vided. Kqually significant investments were spent on 
recreation, to provide pleasant forms of relaxation for 
the workers. To direct these activities, SKB.I hired 
recreation and sports specialists, liven in the early 
years, a satellite and microwave communications sys­
tem was in place, so that workers could receive radio 
and television programs and communicate with their 
families by telephone. Major daily newspapers are 
also available on I he sites only a lew hours after 
publication.

Obviously, construction of the Ka Grande Com­
plex has been an immense logistical problem. A final, 
example: 11 (),()<)() tons of food will be consumed 
tween l'T/2 and l*)8.r>. In U>78, the 18,000 work, 
breakfasted oil some 80,000 eggs and a ton of bacon!

S K B .I—A Project Management Company

SKB.I acts as the project management company 
on behaif of Hydro-Quebec, Quebec's stale-owned 
monopoly electrical utility. Its role consists of super­
vising all activities, from exploration to the deliveryCM J I
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of the powerhouses and supporting structures to 
Hydro-Quebec, and assuring that budgets and 
schedules are respected.

Thu first challenge faced by S E B J in building 
the La Grande Complex was the formation of an 
appropriate administrative structure. This structure 
had to be flexible and dynamic, because of the lim­
ited duration of the construction and the fluctuations 
in the size of the work force.

SKB.I decided to fill its manpower needs with 
available Hydro-Quebec resources and two outside 
firms: Lalonde, Valois, Lamarre, Valois et Associds, 
Inc. and Bechtel Quebec Ltd.

The construction of I he first phase of the La 
Grande Complex, which is now nearing completion, 
has had a major economic impact. Of the overall cost 
ol $M.ti billion (Can.), actual construction will take 
some $l().7f) billion (Can.), $.‘1.7 billion in wages and 
$7.0 billion lor the purchase of goods and services. 
Since SKB .I entrusts all work to outside firms, 
Quebec contractors and manufacturers have greatly 
benefited from the development of the La Grande 
River. Companies located outside Quebec Province 
have also benefited from the project. For instance, 
purchases of goods and services outside Canada have 
amounted to nearly $1.72 billion (Can.).

Phase I of the La Grande Complex is only lire 
first of the hydroelectric projects to be built by S E B J . 
During the next 10 years, whenever requested by 

/dro-Quebec. tbe company will undertake construe- 
n of three other hydroelectric projects; Phase II of 

La Grande Complex, the Grande Baleinc project 
i the Notlaway-Broadback-Rupert (NBR) project. 

These three projects will require investments of at 
least three limes those required to build Phase I.

The Risk Management Program 

The risk management mechanisms that must he 
developed when starting a project of the scope and 
nature of the James Bay project are as varied as they 
are complex. Since SKB.I was ordered to build this 
" megaproject" according to a budget approved in 
I ‘171, it was essential to cushion the financial losses a 
disaster might entail, in order to minimize the risks 
of exceeding this budget's parameters. It was decided 
that insurance would be one. of the major financial 
tools. Thus, the mechanisms to cover potential risks 
were progressively instituted shortly after the crea­
tion of S E B J .

In early 1972, an Insurance Committee was 
formed and given the mandate to take the steps 
necessary to protect the company against risks re­
sulting from expanding activities. The committee's



W r a p p i n g  U p  Big Construction Projects*

Wrap-up insurance, an idea that first was popular in 
the late HMDs and early 1050s, is again proving attrac­
tive to owners of some of today's most imposing con­
struction ventures.

Hospitals, synfuel projects, shopping malls, office 
towers, industrial facilities—oven gambling casinos— 
have all found "wrap-up" ideal tor their purposes.

Wrap-up insurance combines key units of construc­
tion coverage, such as workers compensation, general 
liability and builder's risk, into a single package placed 
and financed by the project owner. The general contrac­
tor and subcontractors are thus relieved ot the necessity 
to buy required insurances (or that particular project.

When first developed, wrap-up insurance appealed to 
owners beer,use they realized they were paying for con­
tractors' coverages in any case (since these costs were 
part of the construction companies' bids). The idea of 
marketing a coordinated program to a single under­
writer made practical sense.

Because of tin larger dollars involved, the owners ob­
tained reduced | remiuin rales and belter coverages and 
Hie underwriter, who got more dollars k> work with, 
could alford to give the owner more services.

Wrap-up insurance hit a lull in .he early 1970s when 
construct ion activity declined and underwriters became 
indiilerent to the coverage due to economic conditions,

In 1974, however, many stales passed enabling legis- 
latino that revitalized the wrap-up concept. These laws 
allowed the combination ot several construction pre­
miums to be viewed as a group premium for discount 
and retrospective rating purposes. Prior to this, each 
premium had been viewed individually.

Ensuing activity in office conslruction, trade enters 
and other large projects caused "wrap-up" to return in 
style. Owners of those projects valued at a construction 
cost ol $2!) million (minimum) in suburban areas, and 
$.ri() million (minimum) in urban centers were the first 
buyers.

The owners achieve live key benefits: 
o ,-t coordinated loss control ar.d claims handling 

Imigrant that applies to all ter a  at the site. 
Each party in tbe construct,on project is 
thoroughly familiarized with the loss control pro­
gram and agrees to support it. With the owner's

'Tins article appeared in Hit- Spring I'.I.-IZ edition ol J 'nettle Opinion, 
published quarterly by Johnson Si I liprjius, and is reprinted with its 
permission.

first task was to arrange for flic selection of Hie 
broker(s) best able lo provide adequate services to 
insure properly under construction. Tbe insurance of 
other risks was relegated to relatively minor status.

In order lo obtain a versatile "talent” , it was

unqualified support, the single, well-structured 
safety program usually reduces the ultimate pro­
ject cost. The coordinated claims program allows a 
uniform approach to claims handling. This, in turn, 
reduces intercompany insurance disputes and 
costly subrogation, and results in rapid and satis­
factory claim settlements. Uniformity and reduced 
claims costs also contribute to sound relationships 
among all parlies to the project, 

o Concurrent a nd  uniform coverage fur the 
owner, contractor and all subcontractors. The 
greatly reduced administrative requirements of the 
insurance program also cuts costs, 

o Improved public image. The owner, who will be 
identified with the site for many years, is seen by 
the public as the one responsible for prevention of 
serious injury or damages. The contractor or sub­
contractor is less visible. The combination of an 
effective safety program and a responsive claims 
procedure that yields (air and equitable settle­
ments avoids adverse publicity. Centralized com­
munication with media by one insurance company 
in case of an incident avoids tbe proh.em of sev­
eral underwriters '"eking io lay financial responsi­
bility on each oilier. 

o Contractor involvement. Since wrap-up makes 
insurance available lo all approved contractors, 
those who might not otherwise be able to secure 
insurance are covered automatically. This helps 
promote the use of minority contractors on major 
projects.

o Reduced cost. Mass buying from one underwriter 
gives the owner leverage with insurance com­
panies. A combination of safety, claims control 
and mass buying often produces significantly 
lower costs.

Keys to tbe cost efficiency of wrap-up insurance are 
both the safely program and the rating plan developed 
by the insurance broker and accepted by the under­
writer. Because there is a substantial premium to be 
placed with one underwriter, tbe broker can design a 
variety of premium funding mechanisms.

Wrap-up insurance is a lime-tested construction 
coverage concept. It is having a well-deserved revival, 
not only for its convenience and efficiencies, but also for 
its broader advantages—building protection for human 
life and keeping the owner's image at its brightest.

decided lo innovate and, instead of selecting a sing 
broker, a consortium of brokers was formed. In Ma 
1972, the brokerage firms of Dupuis, Parizen 
Tremblay, Inc., Gerard Parizcau Lttfe. and Slew, 
Smidi (Canada) Ltde. were selected to form Le Co

h'isk M tiniiiienwid -  October I!



sortium ties Courtiers d'assurances de la Socidtc 
d'encrgie lie la Baie James. This brokerage group 
became known as the Consortium.

Working in close collaboialion, the Insurance 
Committee arid the Consortium were responsible for: 
o evaluating the potential risks as construction pro­

gressed;
o dralting the texts of insurance policies for builder's 

risks and public liability that were adapted to tho 
project; and

o underwriting and renewing various oilier insurance 
policies necessary (or protection against incipient 
risks.

Meanwhile, a risk management and insurance 
consultant was hired lo evaluate Ihis approach, make 
a risk evaluation of the projected construction ac­
tivities and submit any recommendation to cope with 
the corporation's eventual risk management exposure.

The consultant confirmed that most of risk 
treatment measures, taken lo that point, were satis- 
laclory, and further recommended the appointment 
of an insurance coordinator. The title of Ihis posi­
tion, filled on November S. 1972. has since been 
changed to Director ol Risk Management and Insur­
ance lo more accuialely relied I he department's ac­
tivities.

By the end of 1972, I he lexis of the policies, as 
well as the negotiations willi the numerous insurers, 
were nearing completion. In fad, Hie policies were 
underwritten on Mav I, 1974.

1 ■■w.. •

/t view ot thi1 uiitli'Hiiiiiiiul gini'er Imtiitv in I.C 2.

Underwriting the Builder’s Risk and CGI, Policies

The eventual adjudication of numerous contracts 
to consulting engineers, contractors anil various 
suppliers presented a situation of a special naluro.

In order lo avoid a situation wherein each com­
pany under contract underwrites its own policy, each 
xvilh ils different conditions, and lo prevent the pre­
miums split among many insurers, the two policies 
were designed lo insure each and every company— 
engineers, contractors and suppliers—under contract 
wilh S E B J .

The errors or omissions ol consulting engineers 
or architects entering into contract wilh SEB .I pre­
sented a different and specific pm.'dem. Since most of 
these contracts were long-term, S E B J  wanted to 
avoid that a claim be publicly discussed in a court of 
law. Therefore, the Buildei's Risk policy was drafted 
wilh a section insuring S E B J against damages re­
sulting from the error or omission of an engineer 
without having to prove the legal liability of the en­
gineer or the architect.

Since the Builder's Risk policy insured the pm 
erlies of all those working on Hie project site, H 
Comprehensive General Liability (CGI.) policy w. 
designed to exclude the indemnification <>( damag> 
lo goods or properties owned by any ol the insure 
Thus, a substantial reduction of the CG L preiniu 
was obtained. The CG L was to indemnify only (• 
damages to residents of the territory, lo visitors or, 
case of damages, to any person not in urt-d under II 
Builder's Risk policy.

The two policies contained, amon j others, tl 
following conditions:
o wrap up form, insuring the SEB .I. its constitue 

corporations and any engineer architect contract 
or supplier to perform on the territory, 

o specific waiver of subrogation by the insure 
against any insured person or legr.i entity; and 

o designation of S E B J as agent of all oilier insur- 
(or any negotiation relative to the policies.

The underwriting of the policies coincided wi 
the star A construction. The policy limits, therefoi

20 I'isk Mutuu/eincnl -  (Mnber I1
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had lo reflect the possible maximum loss lo which 
the properties were lo be exposed over the next two 
or three years. A ll parties concerned were cognizant 
of the fact that a revision ol said limits was possible 
and, in fact, probable.

The Builder’s Risk policy was uiulerwrillen with 
an original limit of $1:1 million (Can.) with a sub-limit 
of $20 million (Can.) for damages caused by an en­
gineer or architect error or omission. Since works 
were lu he performed in a remote area and most of 
the properties were insured by the Builder’s Risk 
policy. I he limit of Ihe CC I. policy was chosen lo he 
$25 million (Can.).

The projected annual investments of Ihe corpo­
ration (approx. $1.25 billion), the premium credits for 
different levels ol deductibles and SKB .I’s capacity lo 
assume losses were some of the considerations that 
led to the selection of a $1 million (Can.) deductible

j i u i n '  ^L i. I.-1 i I L J , : Q . ±  '
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under the Builder’s Risk policy and $100,000 (Can.) 
under the CGL policy.

Disseminating Information to Insureds

Since these policies were underwritten by S EB J 
to its benefit and that of others insured, it became 
necessary to fully inform all other insureds. This was 
accomplished by supplying Ihein wilh excerpts of the 
policies. Since then, extracts of the policies are sup­
plied lo all bidders by means of a section of the call 
for tender document. This insurance section eventu­
ally becomes pari of the contract between S E B J , ils 
engineers, contractors or suppliers. This section also 
describes the obligations of S E B J and that of oilier 
insureds in insurance mailers (quolasharc, loss re­
porting procedures, etc.).

With policy deductible levels loo lngh to he 
fully absorbed by any of Ihe oilier insureds, il became 
necessary to set a lower quota-share fur them. How­
ever, the level of this different deductible had lo be 
high enough lo keep the other insureds aware of the 
necessity lor them to install adequate safety mea­
sures. At the same lime, the deductible had to he at a 
level such that the oilier insureds would not look lo 
insurance lo cover the financial losses and llius defeat 
the advantages of the wrap-up program. The self 
assumed or imposed deductibles lo other insured: 
was set at $5,1)00 (Can.). The hid document imposes 
such obligations on all parlies lo the contract.

On July I, 1977, S EB J underwrote a new CGI 
policy lo replace Ihe one in (one since 1974. Cerlaii 
insurers, experiencing reinsurance difficulties, wilh 
drew. The new policy carried a $1,000,000 (Can.) do 
duct il ile as opposed lo Ihe previous $100,1)00 (Can.).

Major Insurance Revisions in 1981

The aforementioned insurance program re 
i i i . lined in full lone until the end of 1981 when . 
major revision of Ihe loss financing tools was under 
taken.

Dining the course of Ihe pioject, S E B J became . 
wholly owned subsidiary of Hydro-Quebec, and tin 
Grown Corporation was mandated lo generate am 
distribute electricity to Ihe residents of Quebec Brnv 
ince. Furthermore, Ihe approaching completion o 
the first powerhouse (LG  2) and ils  transfer h 
I lydro Quebec was changing Ihe whole context.

Considering Ihe above (■iclors, plus Ihe fact lha 
Ihe loss experience was uniquely good, i! was de 
tilled to;
o terminate the underwriting of the errors or omis 

sions insurance; 
o increase the levels of the self-assumed retention

AVsA- Mtnnit/enu 'U -  Ot'tnlvr IfM
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© look (or increased policy limits commensurate 
wit i the possible maximum loss.

The levels n( deductible nr sell insured retention 
lot damages lo properties muler conslmclion have 
been set al $10 million (Can.) and at $!U) million 
(Can.) lor damages to fully operative completed prop- 
e ilies. The quotations received from the under- 
wiiters, as well as their reaction, seemed satisfactory. 
They were to pailieipale only to losses above Ihe 
levels ol operation type ol losses. At the same lime, 
these sell-assumed levels could he salcly assumed by 
SKB.I and/or Hydro Quebec. A new policy wording, a 
technical report and a projected investment schedule 
were prepared and presented lo dillerent insurers. 
And, much lo SKBJ'.-. salistaction, two policies, one 
primary with a limit of $!H)l) million (Can.) in excess 
ol Ihe sell-assumed lelention, Ihe other wilh a $700 
million (Can.) limit m excess ol the primary, were 
underwritten on January 1. I'JHT In addition, the 
higher sell-assumed retention levels, plus the fact that 
Ihe errors or omissions insurance was not needed 
anymore, considerably reduced Ihe insurance pre­
mium volume.

rims, an additional retention of $(.) million 
(Can.) meant a premium saving of %22X> million 
(Can.) over the next five years. Based on :e same 
investments, the premium for Ihe propram cancelled 
on January I, l ‘J82, would have been $U0/i million 
(Can.) while the projected cost ol the new propram is 
$7.8 million (Can.).

(mod loss experience, ihe safest constructii 
methods selected and the conlidence in the cxperti; 
of Sl-ilU's designers and managers allowed such hi) 
levels of self retention.

Satisfactory l.oss Kxpcrience 
'f'he losses incurred previously, considering tl 

scope of the works and related activities, are mo 
satisfactory.

As of May I, 1‘ lSii, h .O iiti  incidents have her 
reporleil. They represent all kinds of losses, from c 
accidents to damages to permanent structures; Iro 
tires in dormitory to Ihe cost of forest fire fightii 
expenses. The net total expenditures, plus reserv 
for losses that have not yet been paid for, lot 
$'.),!71,208 (Can.).

In most cases, contractors or suppliers are i 
sponsible for the first $.r>,()0() (Can.) of damag 
caused, and such recoveries are deducted from I 
totals of damages caused. Thus, as mentioned abo> 
there is approximately $‘J million (Can.) left for i 
disbursements.

Wilh that commendable loss experience, c< 
pled wilh the success of the construction project, 
can now be safely said that SKB.I's policy on safety 
bringing its dividends. Kleclricity has been general 
some six months ahead of the original schedule, and 
company now assumes a greater self retention.

The good loss record, as well as insurance cover; 
above a known self-assumed level, provide all St! 
managers their "quiet night’s sleep” . Y i

AVsA- M t in n i /e in e n t  -  Oclnlier I
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W V L P Y T H Z  
T R I  M E T  P T L  
2 / 8 / 0 3
J O H N  H A Y W O O D ,  R I S K  M G R  
S T A T E  OF A L A S K A

T O  C O N F I R M  O U R  T E L E P H O N E  C O N V E R S A T I O N  OF 2 / 7 / 8 3  R E  D E S I R A B I L I T Y  

O F  (WRAP U P  I N S U R A N C E  P R O G R A M S  F O R  L A R G E  C O N S T R U C T I O N  P R O J E C T S •

THE. P U B L I C  I N T E R E S T  IS W E L L  S E R V E D  'iN T H A T  C E N T R A L I Z E D  C L A I M S  
A D M I N I S T R A T I O N  P R O V I D E S  O N E  F A C I L I T Y  TO F I L E  C L A I M S ,  R E D U C I N G  
T H E  F R U S T R A T I O N  O F  T R Y I N G  TO I D E N T I F Y  T H E  P R O P E R  C O N T R A C T O R  O R  

S U B C O N T R A C T O R  W H O  ( - A L L E G E D L Y )  C O V E R E D  T H E  C L A I M S .  P R E M I U M , 7 
S A V I N G S  W I L L  BE R E A L I Z E D  IN A L L  A R E A S  OF I N S U R A N C E  D U E  TO V O L U M E  
D I S C O U N T S .  P R O J E C T I O N  OF A 2 P E R C E N T  S A V I N G S / I N  P R E M I U M  F O R  
P R O J E C T  T E R M  IS N O T  O U T  O F  L I N E .  /

V I R G I L  W E L L B O R N ,  tfGR 

I N S U R A N C E / C L A I M S V ' *  
D E P T  A D M  JNU



B O  A r ^ p  O P ' C O U N T Y  C O  Jc*3VH © S I O N E F ? S
P1MELLAS CCUWTY. FLORIDA

3 1 5  C O U R T  3 T T S H T  

(XSAfTeVATSa FLORIDA 33510

B A F S A P . A  S H E E N  T O C - D .  C H A I R M A N
J C W N  C H £ S N U T .  J R . .  V I C E - C H A I R M A N  _  ,
c a g r i c l  c a z a r e s  F e b r u a r y  / ,  1 9 B J
C K A R L & 5  E .  R A I N E Y  
C R U C E  T Y N C A U .

Hr. John Eaywaxd 

Director of Risk 'Honagejnent 

Scare of Alaska

Dear Mr. Hayward:

Pinellas County, Florida instituted an investigation of a wrap-up 
concept after presentation of a conventional quotation for an $80 4 

million resource recover plant was received at approximately $4.7 
million premium. The original insurer submitted a reviced quotation 

of $2.55 million with the v r G p - u p  being quoted at a> total cost of 

$2.25 million. The following day the original conventional quotation 
vas revised frcm $2.55 million to $1.85 million.

The contractor1s insurance company provided tbe conventional quotes 

and Pinellas County’s agent of record developed the builder’s risk 
quotes.

Sincerely,

U  .
Robert J. Ellis

Risk Manager

3G

RLE ACE AOOfiSSS REPLY TO. 
OFFICE CF RISK MANAGEMENT
5 ? 0  O A K  A V E N U E  
C L E A R W A T E R .  F L O R I D A  3 3 5 1 6
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D E P T  A D M  J N U  
B E 2 - 7 - 8 3  5 : 0 0

F S J A M E S  A G T N

J O H N  H A Y V O O D  
J U N E E A U  A L A S K A  
T E L E X  NO 0 9 9  4 6 - 3 0 8

S T A T E M E N T  OF J A M E S  M MURPHY.* C E O  jL 

O F  W A S H  I N G T O N  D C O F F I C E  OF F R E D  S J A M E S  & CO-  *■   -  ■ « I ,  ,

S I N C E  19 6 4.* F R E D  S J A M E S  A CO H A S  D E S I G N E D  A N D  A D M I N I S T E R E D  

C O O R D I N A T E D  I N S U R A N C E  P R O G R A M S  ( W R A P  U P )  F O R  S I X  OF T H E  E I G H T  
H E A V Y  R A I L  R A P I D  T R A N S I T  C O N S T R U C T I O N  P R O J E C T S  IN T H E  U N I T E D  

S T A T E S :

1. B A R T  - S A M  F R A N C I S C O  C A L I F
2. M A R T A  - A T L A N T A  G E O R G I A

3* M T A  - B A L T I M O R E  M A R Y L A N D
4. M E T R O  D A D E  C O U N T Y  M I A M I  F L A
5. TRI M E T  P O R T L A N D  O R E G O N
6. P A T  T R A N S I T  P I T T S B U R G H  P E N N A

T H E  R E S U L T S  OF T H E  I.'RAP U P  P R O G R A M S  H A V E  R E T U R N E D  S I G N I F I C A N T  
S A V I N G S  TO T H E  O W N E R - S P O N S O R S  OF T H E  R E S P E C T I V E  P R O J E C T S

E X A M P L E S :

M T A  P R O J E C T /  B A L T I M O R E /  M D  - T H E  S T A T E  OF M A R Y L A N D  HAS P A I D  A 

P R E M I U M  F R O M  1 2 / 1 / 7 6  TO 7 / 1 / 8 1  OF $ 2 1 / 0 0 0 / 0 0 0 .  F O R  W O R K E R S  
C O M P E N S A T I O N  A N D  P R I M A R Y  L I A B I L I T Y .  T H E  R E T U R N  DIVI D E N D /  TO T H E  

S T A T E  F O R  F A V O R A B L E  L O S S  E X P E R I E N C E  F O R  T H E  S A M E  p E R 1 0 D H A S  B E E N
IN E X C E S S  OF $4/ 300/ 000. *

■ ' -*•'

T H E  D A D E  C O U N T Y  P R O J E C T  H A S  G E N E R A T E D  A P R E M I U M  L E V E L  OF 
$ 1 / 3 1 2 / 4 1 3  IN A P O L I C Y  P E R I O D  F R O M  9 / 2 1 / 7 9  TO 9 / 2 4 / 8 1  A N D  T H E  
D I V I D E N D  D U E  TO F A V O R A B L E  E X P E R I E N C E  H A S  B E E N  $ 5 6 4 / 4 4 4 .  j

N O T  O N L Y  H A V E  T H E  O W N E R S  A C H I E V E  T H E  E C O N O M I C  B E N E F I T S  OF T H E  
W R A P  U P  C O N C E P T  B U T  T H E  P R O G R A M  HAS R E S P O N D E D  TO T H E  S O C I A L  
R E S P O N S I B I L I T Y  IN C L A I M  A D M I N I S T R A T I O N  fWITHIN T H E  U R P AN E N V I R O N M E N T .

O N E  O F  T H E  M A J O R  C O N S I D E R A T I O N S  OF G O I N G  W R A P  U P  IS S A F E T Y  A N D  
L O S S  C O N T R O L  C A N  BE E A S I L Y  A D M I N I S T E R E D  W H E N  A SINGLE'
P H I L O S O P H Y  IS A D O P T E D  T O W A R D  A C C I D E N T  P R E V E N T I O N  ON M A J O R  
C O N S T R U C T I O N  P R O J E C T S .

\ J M M U R P H Y  )
‘ E X E C T  V I C E  P R E S I D E N T  

I? F S J A M E S  A R L  V A
T E L E X  8 9 9 4 7 3
4-

i’ D E P T  A D M  JNU

4-
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D E P T  ADM. JNU
/ 3 0 8 0  2 - 7 - 8 3  U T I N T E R N A T  AUS 
I NT MR. IRA P E E R  
R I S K  M A N A G E R  

S T A T E  OF A L A S K A

/ R E :  V R A P - U P  I N S U R A N C E

B A S E D  ON D E T A I L E D  R I S K  A N A L Y S I S  OF T H R E E  R A P I D - T R A N S I T  P R O J E C T S  ? 

( B U F F A L O ,  LOS A N G E L E S  A N D  O R A N G E  C O U N T Y  - T O T A L  V A L U E  O V E R  S3 B I L L I O N ) f  
1 B E L I E V E  T H E  O P T I O N  OF U S I N G  V R A P - U P  I N S U R A N C E  IS A B S O L U T E L Y  * 

" N E C E S S A R Y .
V  . 1 1

S U P P O R T :

P R O J E C T  S S A V I N G  F R O M  S A V I N G  AS /

V R A P - U P  f OF C O N S T R U C T I O N

B U F F A L O  6 M I L L I O N * }  f 2 . 0  1

L. A .  6 3 . 5  M I L L I O N  j  If3* 2 3

O R A N G E  C O U N T Y  5 . 3  M I L L I O N ' I  1 . A .A

V O R K E R S '  C O M P E N S A T I O N  S A V I N G S  ON A V E R A G E  A R E  A 3 A OF T O T A L  S A V I N G S -

V O P K E R S  C O M P E N S A T I O N  V A S  58/ (ON A V E R A G E )  OF T O T A L  I N S U R A N C E  C O S T  
( E X C L U D I N G  E N G I N E E R ' S  E 8. 0). '

T H R E E  D E T A I L E D  R E P O R T S  E N R O U T E .  *j

I DAV I D  B. A S H L E Y  
A S S O C I A T E  P R O F E S S O R  
T H E  U N I V E R S I T Y  OF T E X A S  AT A U S T I N  }"• -v e il  ■

9 I 0-874-1305/ / *
D E P T  ADM JNU

U T I N T E R N A T  A U Si  •  *  t  •
• • • • +
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Jhcsc&i Pow er CcfTspony: ^
220 Wes; S«m SVstf. Pest Oft 03 Box 71 \

Tucson Anrcna 85702

February 7* 19&3 a.u9 Cocfe 6 0 2
To'oĉ tonri 622-5S6T

ftr. Jcte Haacodt 
E i s i  E u n a g e r  
State of AXtusm 
Telecopy So. 9^^65-2563

E c :  I n s u r a n c e  G a v i n ^ s  i n  W r a p  “U p  P r o g r a a B

Dear Mr, Btscocfc:

It Is very d ifficu lt to quantify aaviBga attributable to a 
wrap-up vs. -c. convention program, bcwexur, savings of 2$ of to ta l project 
coat ere ccriaiely  within rcacon.

th is Cczrpsuxj presently has two wvap-upe. Gas f i r s t  baa been 
in piece for about two years end tea other Just started. Attacked i s  a. 
irmsrary of trtnndaixi oorfcsra0 cccp^nratioc ana general liab ility  preaiuoa 
of about $13 d l l lo n  through 1907. Kbu.t is  not reflected, io a "manual 
standard prvrsias." Itae to the czsa purchasing puvcr va were able to 
negotiate basic prentivm and loss ccarsurcion factors Bigolficantly Lever 
than Eomal rates.

I t s  h a v e  s u b s t a n t i a l  a d d i t i o n a l  c a v i n g r  i n  t h e  r g y b  f l o w .  Wo 
p a y  *t-0$ o f  s t a n d a r d  p r e s i t n  u a s t i i l y  w i t h  g. 9 0 ~±crj d e l a y ,  a b o u t  $ 5  m i l l i o n  
f o r  t h e  p r o j e c t .  !i!h e  c o n s o l i d a t e d  c i t e  c a f e t y  p r c g r e a  i s  c u r r e n t l y  h o l d i n g  
l e a s e s  t o  1 0 $ .  T b s  c y t i a a t c d  loss r a t i o  f o r  t h e  p r o j e c t  i s  a b o u t  2 0 $  
w h i c h  w i l l  r o o m  a b o u t  n. $ 1  m i l l i o n  r e t r o  r e t u r n  c r  c . n e t  o o e r t  o f  n l l l i o o .

Chin Cerrpany’ n cxparbtz.ee hno dmocjstrated that that maes buyer 
power and tbs ellaintttioo of duplicate services in a cron-up allows tb* 
owner to ttinledge its instance costs in a ssajor project*.

1 ■ - ■ -i- .... /

Very truly ycurn, ^

Robert C. Garin
E L lok  K h X K v p cr

B C G r f c
Eac.



RISK PREPAREDNESS C O N S U L T A N T S
41 OH Monet Atomic
Woodbind 11 ills. California *>|.3(i.|

M c C a r t h y  &  associates, inc.

Daniel R. McCarthy 
President

rvhni.ftv i. i •• i .*•;f;

:■/}") -if/:y  /’iii S

i: ! " * * • . tr.> tv*: wrap-•. 41 i :*• ;tir.ita:*.* Irjr trjrtst ruction
ji'rrt.r..

■ .• •• •'.t!kM:c.i» or ousrasri twivi.tyjs by uso o; a wiap-vtfi <n« t.iir, it rv-.!
. ,'j niiti. intone uil savirinsr in Alar.kn arv pn'ihoh.l.y qrcvitnr !ir: vtw 

■ b.p liiCjlxT Vie Ik'iv.'! :Mi aui ruto:: ip. Abxvka. LC pnwrivirc ir. probably 
v- <.i. pnvritan. !t, jvrviiwyj on txmr;t.uc:t.ion cost and dividend >

yr. M*pj of wYli IV, ;jm voL\ii isitiiiulusj/

• Jiv; r.iiu/y tor our Vt.T.LV. ;:xU».vtU!*.; r)to to I low inn fotontial uavincpi:

• r. '-.u
t.'Jl. 127.
OX K>%

I). R. K xY trO v/

(213) 738-9973 
(213) 348-600?
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Rcr. Wrap-Up Savings

As par\. o f  Corroon & Black s p r o p o s a l  prepara t io ns  for  wrop-up 
programs, we are o f te n  r sked to  qu ant i f y  the a n t i c i p a t e d  s a v i n g s  
a s s o c i a t e d  ifUh the  Implement ot i on of  a wrap-up i n s u r a n c e  
program. Our e x p e r i e n c e  has  shown t h a t  s a v i n g s  have a v er ag ed  
30-50X o f  th< p r o j e c t ’ s normal s tandard insurance premium. This 
conver t s  t o  2- >/> of  the p r o j e c t ' s  co ns t r uc t i on  costs , .

This  e s t i m a t e d  s a v i n g s  i s  c a l c u l a t e d  by f i r s t  determining the * 
r  normal insurance cos t  a s s o c i a t e d  with the p r o j e c t .  For w o r k e r ’ s 

compensation,  the in formation needed i s  the current  premium r o t e s  
per  $100 o f  p a y r o l l  and the  p e r c e n t a g e  o f  the p r o j e c t ’ s c o s t  
which i s  l a b o r / p a y r o l l .

Our e x p e r i e n c e  i n d i c a t e s  t h a t  l a b o r  c o s t s  nor mal ly  r e p r e s e n t  
30-507. of  the p r o j e c t  c o s t s .  With A la sk a ' s  workers compensat ion  
rnteG for  c o n s t r u c t i o n  worker s  rang ing  frcm $10-20 per $100 of  
p a y r o l l ,  workers compensation premiums a l o n e  can r e p r e s e n t  6-71 
of t h e ^ p r o j e c t ' s c o s t s .

S a v i n g s  f r o m  a w r a p - u p  c o m e  f r o m  t h r e e  s o u r c e s :

( 1 )  Reduced A d m i n i s t r a t  iv e  E x p e n s e s . Kconcmics of  s c a l e  
reduce  c e r t a i n  f i x e d  c o s t s  oi insurance ,  i . e . ,  acqui­
s i t i o n  e x p e n s e ,  c l a i m  handl ing, ,  e n g i n e e r i n g ,  nnd 
audit  ing.

(2) Loss E x p e r i en c e  C r e d i t s . Wrap-ups a r e  normal ly  
e ' t r u c i u r e d  r.o ’t h a t  e f f e c t  i vo  Joss  co ntro l  w i l l  r e s u l t  r 
in s u b s t a n t i a l  premium s a v i n g ^  Thin r e t r o s p e c t  i v e l y -  
rnlcd premium approach a l lows  the St a t e  r a t h e r  than the 
c o n t r a c t o r s  t o  r e c e i v e  premium reduct ions for good los s  
e x p e r i e n e e .

(3) Cashf low S a v i n g s . Ry s e l f - i n s u r i n g  or s t r u c t u r i n g  the 
wrap-*up Tn o c a s h f l o w  s e n s i t i v e  manner, the Sta te  can 
r e t a i n  use of  the premium do l la r s ;  o therwise  held by the 
Insurance  c a r r i e r .  Depending on the current  in te r e s t  
r a t e  and the payment schedule of l o s s e s  in the wrap-up, 
c a s h f ) o\f s a v i n g s  con reduce the cost  of  the program by 
15-257.. *

John,  I truGt the  shove  information c l e a r l y  o u t l i n e s  the poten- t
t i a l  sav in gs  to  be r e a l i z e d  by the Sta te  from o wrap-up program. 
Please l e t  me know i f  X can provide any a dd i t io na l  a s s i s t a n c e .

U Kit: kb
•f ' 'j  » r  * »r*«*

c c : J o h n  M c C n d e m  1
I.ynn Burgess

From: D o n  H e i m  ^

1 1  § i
mt i
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A T T N :  IRA P E E R
D E P U T Y  R I S K  M A N A G E R  
S T A T E  OF A L A S K A

IN' R E P L Y  TO Y O U R  I N Q U I R Y ;  T H E  H O L L O W I N G  I N F O R M A T I O N  IS F O R  Y O U R  

U S E :

G U L F  S T A T E S  U T I L I T I E S  E S T I M A T E D  U • J • D L R S  • 7 . 8  M I L L I O N  SAVINGS.! ON
O W N E R - C O N T R O L L E D  C O N S T R U C T I O N  P R O G R A M . /  R A S E D  ON P R O J E C T I O N S  ON

W H A T  I N S U R A N C E  P L A C E D  BY C O N T R A C T O R S  C O U L D  H A V E  C O S T ; G U L F  S T A T E S
E S T I M A T E D  S A V I N G S  OF U . S .  DLRS* 6 M I L L I O N  F R O M  0 / 7 4  - 3 / 8 0  A N D  AN

A D D I T I O N A L  U.S. DLRS. 1*8 M I L L I O N  F R O M  3/8 - 5 / 8 1 .  P V N E R -
C O N T R O L L E D  P R O G R A M  S A V I N G S  W E R E  F R O M  T H R E E  M A J O R  C O N S T R U C T I O N
P R O J E C T S  IN L O U I S I A N A  W O R T H  U.S., D L RS. 3 M I L L I O N .\

N E B R A S K A  P U B L I C  P O W E R  D I S T R I C T  E S T I M A T E D  U-S- DLR S .  2 ; 2 4 9 ; 4 6 5  
F R O M  O W N E R - C O N T R O L L E D  C O N S T R U C T I O N  P R O G R A M .  T H I S  F I G U R E  B R O K E N  
D O W N :

U - S *  DLRS. 1 2 1 ; 3 1 2  P E R F O R M A N C E  B O N D S

U . S .  DLRS* 1 3 9 ; 9 1 3  G E N E R A L  L I A B I L I T Y

U . S .  DLRS* 1 ; 9 8 8 ; 2 4 0  W O R K E R S '  C O M P E N S A T I O N

O W N E R - C O N T R O L L E D  P R O G R A M  S A V I N G S  W E R E  F R O M  C O N S T R U C T I O N  OF G E R O L D  
G E N T L E M E N  G E N E R A T I N G  S T A T I O N  . NO I D E A  OF V A L U E  OF P L A N T ;  PUT 
P A Y R O L L  WAS A P P R O X I M A T E L Y  U.S.' DLRS. 76 M I L L I O N .I

IF I C A N  BE OF F U R T H E R  A S S I S T A N C E ;  P L E A S E  CALL.

R E G A R D S ;
T . ,*;.»! CC IN

W Y I N T S F 6 7 7 035 
♦
D E P T  A D M  JNU 
M M M M M V



EQASCO  R ISK M A N A G Q ^E H T  CO fJSULTANTS , fMC.
* 5vW.'JKrto(t£>i/Xi'»t̂ .VJfc-.»iCC'<̂ C*tiTtCi 
1 * 0  Woctd TfBde CtrC.^-f N £ *  VO't N Y K jO ig

F. F. Abtfoo
Vt-re P'evoer*'

Hr. Ira Peer, Deputy Risk Manager 

State of Alaska 
Dcpc. of Administration 

Division of Rir.k Management 
Juneau, Alaska 99811

Dear Ira:

February A, 1983

Ebasco has been involved ip an advisory capacity with esaoy wrap-up 

programs especially in che utility industry in the construction of large 

power plants. All have produced savings in premiums and large pavings in
n Att* »* rtv-rt am A'mm ' ‘ ‘ --‘“•-j •* •- • -  ' .adxnrlnistrative expenses. V"

There have also been non-utility wrap-ups which are probably more 
meaningful to you. The Port Authority of RY & NJ usee a wrap-up on all 
their large projects and have had dramatic savings.

The Lincoln Tunnel project would have normally cost about $20,000,000 
in premiums. The final wrap-up cost was closer to $13,000,000.’ The Bus 
Terminal Project which is just being completed should save about 2-1/2 '
million dollars on nn estimated standard premium of 8 million.

The World Trade Center itself was under a wrap-up nbd produced savings 
of close to $10,000,000 on an estimated cost of $25,000,000.

. - • \ "tA f.* I ./H *11 r - 4 , I

Ihese savings do not reflect the addition savings that accrue from a 
more efficient and aimplier administration.

Sincerely,

’* '• , t '-d-» L 'rv'
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fcv*'*-’ .r ’
i&L__

While ve bflve not based tho covicgu on construction eostr. wir

Ottr esrnerience har, not beeis io ASaska bat tire bencfito ond prcsniuass 
. i c  A l a s k a  a r e . i i i j ^ i u i r .  a n d  t h e r e f o r e  c h o a l d ; g * n e t a t e  i a a r g e s :  ' S w i n g s . , - . ' /

i 1 • •• ' v •' •«•• v ‘. 1 • .• t- •.* H .V’ • . ivv''* , ’ , . • : ',v, • ’ ‘ .. •• ! . " • .* 1■<v. *. *f [ _• _ «».*y . j i*. :•• 1 *t .• 'V  . • ** '• . . • •

• Sis
' " * • ,

 ̂ . ■ » • * . ( , . • • •  »' •.*. 1 •• > • . • ■ • • •
' ■ i r ” ■ ■ m  ' ' ' ■ , • S  "•• .. ■ , -----

‘ ' • • ' ■ • .• .     . * ,i  » • • j . . .• . /• ....    . V. * • * , •• • , .. . ■ ■ .. . , ... ; . . . .

P F A : I b  .

Siacerel’?,

t . • . ■ * •• .



7 FE ? 83

F O R  J O H N  H A Y W O O D  
R I S K  M A N A G E R  
S T A T E  O F  A L A S K A

A C K N O W L E D G I N G  Y O U R  P H O N E  C A L L  A N D  I N Q U I R Y  A B O U T  C O N S T R U C T I O N  
P R O J E C T  O W N E R  C O N T R O L L E D  O R  W R A P - U P  P R O G R A M S .  I N  O U R  I N V E S T I G A T I O N  
O F  T H E  L A T E S T  P R O J E C T  WE  A R E  I N V O L V E D  I N ,  A  1 . 2  B I L L I O N ,  8  Y E A R  
C O N S T R U C T I O N  P R O J E C T  C O N S I S T I N G  O F  P H A S E  O N E  O F  F O U R  P H A S E S ,  WE 
F I N D :

1 )  W O R K E R S  C O M P E N S A T I O N  P R E M I U M S  A R E  A P P R O X I M A T E L Y  5 1  P C T .  O F  
T O T A L  P R E M I U M S P M  P O T H E R  S I M I L A R  P R O J E C T S  I N  A T L A N T A  5 6  P C T . ,  
B A L T I M O R E  5 1  P C T . ,  S A N  F R A N C I S C O  4 7  P C T .  A N D  W A S H I N G T O N  D . C .
6 6  P C T .

2 )  I N S U R A N C E  S A V I N G S  I N  H O U S T O N  P R O J E C T  S E E M  TO-  P E  A P P R O X I M A T E L Y  
1 . 9  P C T .  O F  T H E  T O T A L  P R O J E C T  C O S T .  O T H E R  S I M I L A R  P R O J E C T S
W E R E  S T A T E D  A S  A T L A N T A  2 . 8  P C T . ,  B A L T I M O R E  3 - 7 5  P C T . ,  S A N  
F R A N C I S C O  1 . 6  P C T .  A N D  W A S H I N G T O N  D . C .  1 . 0  P C T .

3 )  O V E R A L L  E S T I M A T E D  C O N S T R U C T I O N  C O S T S  A M D  T I M E  P E R I O D S

4 )  I N S U R A N C E  S A V I N G S  O N L Y  S M A L L  P A R T  O F  R E A S O N  F O R  W R A P - U P .  
W E  C O N S I D E R  F O L L O W I N G  E Q U A L L Y  I M P O R T A N T .

A V A I L A B I L I T Y  O F  H I G H  L I M I T S  A N D  C O N S I S T E N T  F O R M S • 
P R O F E S S I O N A L  L I A B I L I T Y  I N S U R A N C E  F I R S T  A N D  T H I R D  P A R T Y .  
E F F E C T I V E  S A F E T Y ,  P R O G R A M  T O  R E D U C E  A C C I D E N T S .
E L I M I N A T E S  D U P L I C A T I O N  O F  I N S U R A N C E  C O S T S .
A V O I D S  I N T E R C O M P A N Y  L I T I G A T I O N  B E T W E E N  I N S U R A N C E  C O M P A N I E S .  

Y O U R  2  P C T .  W O U L D  S E E M  T O  T R A C K .

C .  M .  B U R T O N  
C H A I R M A N
C O R R O O N  A N D  B L A C K ,  H O U S T O N

C C  M R .  J O H N  D R E W  
P R E S I D E N T
C O R R O O N  A N D  B L A C K  H O U S T O N

M R .  T .  V .  M O H L E ,  J R .  
E X E C U T I V E  V I C E  P R E S I D E N T  
C O R R O O N  A N D  B L A C K  H O U S T O N

A T L A N T A  
B A L T I M O R E  
S A N  F R A N C I S C O  
W A S H I N G T O N  
H O U S T O N

7 5 0  M I L L I O N  
5 0 6  M I L L I O N  
9 9 0  M I L L I O N  

4 . 7 6  B I L L I O N  
1 . 2  B I L L I O N

7  Y E A R S  
5  Y E A R S

1 0  Y E A R S
8  Y E / aR S  
8  Y E A R S

C O R R O O N  H O U

♦

D E P T  A D M  J N U
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February 7, 1983

Mr. John Haywood 
Director of Risk Management 
State of Alaska 
Department of Administration 
Division of Risk Management 
Pooch 3C"
Juneau, Alaska 99811

O W M R R - C O H T E O L L K D  WRAP-UP D5SUHAIICE P R O G R A M

Dear Mr. Haywood:

This letter is in response to your Telex of February 4, 1982.

In our opinion your wrap-up insurance cost savings of 1% of construction costs plus 1% in 
dividend* Is conservative. 11k; majority of available titcruturc on the subject quote a 
range of 2%-i% total cost savings. f

Baaed on our considerable pest experience and additional research, we can estimate the 
insurance coats and savings of the wrap-up vs. conventional contractor-supplied 
insurance. The various components of the insurance premium consist of the following 
percentages (approximate) of total insurance cost:

Coverage 

Workers’ Compensation

%  of Total

70%

Comprehensive General Liability 

Bunders’ Risk

20%

1 3 %

100%



Mr. John H a y w o o d - 2 - Fcbruary 7, 1983

The following reductions in p r e m i u m  can be expected utilizing a wrap-up program:

Tfarfcgm* Cor:̂ ygyrctka

Factor
\

Elimination of tbe contractor mark-up 
insurance premiums

Reduction in insurance company expense loading

Reduction in Ices ratio via an improved 
safety program

Total Change

C hange 

- 6 %

- 6 %  

- 1 5 %

-27%

CcaBprcjjgadye Gsacanal L&aMHty %
■ i •••

Foctor

Elimination of the contractor mark-up oa 
insurance premiums

Premium savings arising from the volume 
purchase

Differential effects of market conditions 
on premiums by combining with workers* compensation
Potential effect of safety program on 
premiums and absorbed losses

Reduction in insurance company expense 

Total Change

DriMgrrf Bisfe

Factor

Elimination of tlm contractor mark-up 
on Insurance premiums

Premium savings arising from the volume 
purchase

Differential effects of market conditions 
on premiums by combining with workers' compensation 
and liability

Reduction in insurance company expenses 

Total Change

W a rre n , 62c\fcfcsf> a  £ r2 3 Sa , te c .

Change

- 7%

-15%

-10%

-12%

-10%

-54%

Change

- 5 %
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Total Pezise.'e

%  of Total
%  Change 
of Total

T akers’ Compensation 70% -27% -18.9%

Comprehensive General Liability 20% -54% -10.8%

Builders’ Risk 10% -38% - 3.6%

Total Wrap-Up ikiving3 -33.3%

Based on the assumption that a conventional insurance program cost represents 6% of 
total construction cxwts wc can quantify wrap-ip prc^rom savings cm a $100 million 
project as follows:

Coverage

Workers' Com pensa ticm 

Comprehensive General Liability 

Builders’ Risk

Ocnvcstkinal Program

% of Total

70%

2 0 %

10%

100%

Covered

Pi'pRp-Up Program

Conventional 
Program Premium

Workers’ Compensation $4,200,000

Comprehcusive General Liability 1,200,030 

Builders' Risk 600,000

17iup-up 
B&vinffa (%)

17.0%

M . 0 %

56.0%

33.3%

Premium

$4,200,000

1,200,000

600,000

$6,000,000

Dollar
Savings

$1,134,000

648.000

216.000

$1,990,000$6,000,000

The $l.S9fl million savings outlined above compares favorably with the 2% savings you 
have projected. However, it doc3 not include cash-flovr advantages or investment 
income, which will increase the wrap-up savings substantially.

Please call me if you have any questions or if wc can l>e of further service.

a *

L, GrifiUi, 
Senior Consultant

VTesrcn, ffictMsb a CrKJa, toe.



Arizona Public Service Company
D r\ ony Tvr-v/i » cwvrwi'r I n>7rvij i a'/vvcP 0  B O X  • P H O c N I X  A R I Z O N A  &5S36

February 7, 1983

T E L E C 0 P Y

Mr. John Haywood 
Risk Manager 
S ta te  o f  Alaska 
Juneau Alaska

Dear Mr. Haywood:

RE OWNER CONTROLLED INSURANCE PROGRAMS

Arizona P ub lic  S e rv ice  Company has and is using Owner Controlled 
Insurance Programs (0CP) on several major projects over the last ten 
years. The use of wnp-up programs have been exceedingly successful and 
cost beneficial to APS and our customers in reducing the capital cost of 
the project.

An' OOP"requires"^cbrefuT a'cfnihistration' ahd auditing, as we"11‘as 'the" 
control of ti*e overall safety and loss prevention effort for a successful 
construction project. A program properly designed and addressed in the 
contractual agreements will return 30 to 50 percent of the Insurance/ 
premium to the project owner. That return 1n addition to the cash flow 
^benefits available under such a unified insurance approach makes an OCP 
a very viable option on all major construction projects.

Verv t.ml v vnnrc.

I
Manager, Risk 
Management Services

/dd

cc: J, Mullen
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D E P T  A D M J N U .
4 - 0 4 6 7 1 5 S 0 3 8  0 2 / 0 7 / 8 3  '  , .  !
I C S  I P M M T Z Z  C S P  

2 1 5 8 3 6 1 4 0 0  T D M T  P H I L A D E L P H I A  P A  1 7 6  0 2 - 0 7  0 5 3 0 P  E S T  
P M S  S T A T E  O F  A L A S K A *  T L X  0 9 9 4 6 3 0 8  
A T T N  I R A  J  P E E R  
D E P U T Y  R I S K  M A N A G E R  

J U N E A U . . .  A K  ‘ ' .
I N S U R A N C E  P R E M I U M S  A N D  R E L A T E D  M A N A G E M E N T  S E R V I C E S  T Y P I C A L L Y  R U N  3  T O  *> 
1 0  P E R C E N T  O F  T O T A L  C O N S T R U C T I O N  P R O J E C T  C O S T S  I F  C O N V E N T I O N A L  /  
P R O G R A M S  A R E  U S E D .  V R A P  U P  C O S T S  A ^ E  I N  F O U R  T O  S I X  P E R C E N T  R A N G E  ON 
T H E S E  P R O J E C T S .  W O R K E R  C O M P E N S A T I O N  U S U A L L Y  M A K E S  U P  5 0  T O  6 0  P E R C E N T  
O F  T O T A L  P R O G R A M  C O S T .  A S S U M P T I O N  T H A T  N E T  S A V I N G S  B E C A U S E  O F  V R A P  U P  
U S E  W I L L  E Q U A L  T W O  P E R C E N T  O F  O V E R A L L  P R O J E C T  S E E M S  T O  B E  V E R Y  
C O N S E R V A T I V E .  B A L T I M O R E  M T A  S A V I N G  I S  6  P E R C E N T .  }

.................................. • •  ? l  ’* i l  i i i

P R O P O S E D  A L A S K I  A N  H Y D R O - E L E C T R I C  F R O J E C T S  I N V O L V I N G  R O C K  T U N N E L I N G *  
U N D E R W A T E R  W O R K ,  A N D  C O M P R E S S E D  A I R  C O N S T R U C T I O N  C O N D I T I O N S  W I L L  B E  
R A T E D  S A M E  A S  T R A N S I T  P R O J E C T S  E Y  I N S U R A N C E  C O M P A N I E S .  A R G U M E N T  T H A T /  
T H I S  I S  D I F F E R E N T  F R O M  T R A N S I T  I S  N O T  A C C E P T E D  B Y  I N S U R A N C E * " '  '

U N D E R W R I T E R S .  T H E Y  D O N ' T  C A R E  W H E T H E R  T U N N E L  I S ' '  T O  C A R R Y  W A T E R *  
- P O W E R L I N . e s *  S E W E R A G E *  A U T O S  o p  T R A N S I T  C A R S  • I T  I S  T H E  S A M E ' S E T  OF*  

C O N S T R U C T I O N  H A Z A R D S  F O R  A L L .

H E R E  A R E  S P E C I F I C S  O N  F O U R  R E C E N T  M A J O R  P U E L I C  C O N S T R U C T I O N  P R O J E C T S *  
A L L  I N V O L V I N G  H E A V Y  U N D E R G R O U N D  W O R K .

P R O J E C T C O N V E N T ’ L W R A P  U P S A V I N G S  I
S  A N  F R A N C I S C O 4 6 .  3 2 9 . 8 ' 3 5 . 6
W A S H I N G T O N 9 8 .  4 6 2 .  2 6 0 .  0
A T L A N T A 6 1 . 3 3 9 .  9 3 4 .  9
B A L T I M O R E 4 6 .  0 2 7  .  5 4 0 .  2

( S M I L L  I O N S )

J I M  B A R R E T T  
. C R E S H E I M  

P H I L A D E L P H I A

1 7 5 1  E S T

I P M A F U B  A H G

*' 3  0  5  P
A
D E P T  ADM J N U



224 Soulh IO81I1 Avenue 
Poul OMice E1o< 3330
Omaha. NebrasVa 68103 
Telephone (-102) 691-2100

PjpcSaiiic Compan/
N<?w Natural  G a s  (or A m e r ic a

February 10, 1983

Mr. Ira Peer

Deputy Director

Division of Risk Management

Pouch "C" State Office Building

Juno, Alaska 9 9 8 1 J

Dear Ira:

We are telecopying you the information you requested on April 9, 1983. 

Hopefully, it will provide you with enough information that will lie 

helpful in support of the Owner Control led Insurance concept.

I found our conversation to he extremely interesting, and if 1 can 

provide any further assistance, please let me know.

Sinecrcly,

j Dick C. E. Davis, Manager 

\  General services/Insurant
S . /

NORTIIJiRN BORDIiR PIPIil.fNK COMPANY

General 3 c rvi ccs / J. nsu ra n cc Department

hkp

attachment

Norltium Plains Natural Gas Company, Managing Paunnr 
Norlhwcst Border Pipeline Company r  Pan Border Gnu Company 
Ttanr,Canada Bordet PipoLinu » Ui.led Mid-Continent Pipolino Company



. Northern Border Pipeline Company 

Owner Controlled Insurance Program (OCIP) 

Pact Sheet

The Northern Border Pipeline is the eastern U. S. leg of the Alaska Natural Gas Transportation System. 
The 42-inch diameter pipeline was recently completed, extending across five (5) north central states —  

from Port of Morgan, Montana to Ventura, Iowa. One of the largest pipeline construction projects in 
U. S. history is now in operation.

The insurance coverage on the 823-mile, SI.3 billion Northern Border Pipeline included over 5,000 

employees, 40 contractors and subcontractors, nine different construction spreads, three major river 
crossings, and all the related support facilities.

Northern Plains is the managing partner for Northern Border. The Northern Plains Insurance Department 

nas been responsibile for developing and managing the OCIP for the Northern Border construction 

project. Northern Plains lias assembled an insurance staff where present and past experience has been 

involved in the proposal development, broker services, and/or management services ror five major OCIPs 
including po»er plants, pipeline, and building construction. All projects have been financially 

successful to date and represents over 13.5 billion in total project costs. Northern Border results 
are present below:

0 $1.3 billion —  (total project cost)

Pre-construction, construction, and procurement costs are included in the total project cost. 

Specific construction-related costs are not yet available, however, it is estimated that 
construction-related costs arc approximately 25% of the total.

* 10.4 million —  (contractor's insurance cost)

Northern Border provided contract language that. . -nobler! cost anal vs in prior to the awarding of 
contracts.

1 13.4 mi 11 ion -- (Northern Border initial cost)

North Dakota has a state w o r k e r s’ compensation fund which is Included in this initial cost. A 

state fund is a guaranteed insurance cost that dues not allow the owner to p a rt icipate in the 
savings from a safety program.

8 13.8 mil lion —  (Northern Border OCIP cost)

This dollar figure e x c l u d e s  North Dakota premium and represents c maxi mu m  amount that c ould be 

returned to the owner for a good safety program.

4 51.4 million i - (Northern Border safety returns)

Northern Border's pipeline construction had an approximate 30% reduction of the national avc age 

for lost workday cases. The pipeline constri ction (including “water and sewer lines) nvr ge 

incidence rate of list workday cases (frequency) according to the National Safety Counr 1 
statistics in 1901 was 5.61 while Northern Border's is currently 2.93.

Ihe Northern Border OCIP basically provides three types of insurance: Workers' Compensation, which 

provides coverage or medical, temporary and/or permanent disability nnd death benefits to survivors; 

Comprehensive General Liability (CGL), which is protection against third party claims for bodily injury 
and property damage; and Longshoreman's Insurance, which is protection for employees that work on 

navigable waters that are subject to the Longshoreman's Acl (a federal act which provides for worker's 

benefits), the Longshoreman's Insurance is needed during river crossing consLruction.



COMMENTS FROM THE OWNERS AND THEIR INSURANCE COMPANIES RE; ALYESKA P IPELIN E WRAP UP



THE STANDARD OIL C O M P A N Y
MIDLAND BUILDING. CLEVELAND. OHIO A4115

PLEASE TELECOPY THE FOLLOWING

TELEPHONE: (2161 575-4141
TELECOPY NUMBER 907-465-2563

February 9, 1983

Mr. Ira Peer 

Deputy Risk Manager 

State of Alaska 

Juneau, Alaska

Dear Mr. Peer:

This is in response to your request that I submit my comments and opinion 

concerning the use of an Owner Controlled (wrap up) Insurance Program for the 

construction phase of the Trans Alaska Pipeline System (TAPS).

As explained to you, I am firmly convinced that the decision to implement 
an Owner Controlled Insurance Program (O.C.I.P.) for the construction phase of 

the TAPS project was a correct one. The O.C.I.P. involved three types of 

risks - Workers' Compensation, General Liability, and Builders Risk. My 

comments here arc directed to the Workers' Compensation program. The decision 

to control workers' compensation costs through an O.C.I.P. was a sound one for 

the following reasons:

1. All construction contracts were on a "cost plus" basis. If fin O.C.I.P. 

had not been used the thousands of contractors working on the project 

would have had to arrange for their own workers' compensation coverage and 

the TAPS owners through Alyeska would have had to separately monitor and 

audit each contractors' coverage and claims. This would have created a 

completely unmanageable situation.

2. It is extremely doubtful that fill of the individual contractors working on 

the project would have been able to arrange workers' compensation 

insurance because of the high benefits in Alaska and the unwillingness of 

insurers to underwrite guaranteed cost coverage at the then existing 

Alaska manual rates for a project the size of the TAPS project.

3. Although the workers' compensation claims costs generated from the 

construction phase were quite high., T. am satisfied that these costs would

have been dramatically higher if the contractors had arranged their own

insurance (assuming that they would have been able to do so). The retro
plar employed in the O.C.I.P. had a very low basic premium factor to cover

the insurer's expenses and small profit. No individual insurer for a 

contractor would have been willing to offer a comparable plan.



THE STANDARD OIL C OMP ANY

Mr. Ira Peer
February 9, 1983

Page Two

4. The control of the contractor employees' claims by Alyeska and the single 

insurer was also of critical importance. Had multiple insurers been 

involved in the claims handling, there would have been no continuity in 
the claims handling procedures, and the ultimate costs would have been 

substantially higher.

5. During the course of c.ontruction of TAPS, Alyeska had a number of common 

law suits filed against it by injured contractor's employees. The fact 

that Alyeska was controlling both workers' compensation and the first

$1 million of liability risks for all contractors under an O.C.I.P. was 

significant in minimizing Alyeska's liability claims costs.

In summary, the use of an Owner Controlled Insurance Program for any major 

construction project is essential in order to minimize insurance and claims 

costs, and maximize control of claims and losses.

Very truly your

T. E. Dougl.uifr

Director, Insurance & Risk Management

TED:ams

18151
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D E P T  A  DU J N U

a r c o  p l a z a  l s a

M S G  N B R  0 1 7 0 2 - 1 0 - 8 3 1210 HRS

M R .  I R A  P E E R
D E P U T Y  I N S U R A N C E  M A N A G E R  
S T A T E  C P  A L A S K A  
A N C H O R A G E ,  A L A S K A

C C :  D A V I D  F .  H A R P O U R
G O V E R N M E N T  R E L A T I O N S  
A T L A N T I C  R I C H F I E L D  C O M P A N Y  
A N C H O R A G E ,  A L A S K A  ( A N D - 1 0 0 3 )

I N  C O N F I R M A T I O N  O F  Y E S T E R D A Y ' S  T E L E P H O N E  C O N V E R S A T I O N ,  I W I S H  T O  
A F F I R M  T H A T  A T L A N T I C  R I C H F I E L D  C O M P A N Y  WAS V E R Y  P L E A S E D  W I T H  T H E  
O W N E R  P R O V I D E D  I N S U R A N C E  P R O G R A M  C O V E R I N G  T H E  C O N S T R U C T I O N  O F  
T R A N S  A L A S K A  P I P E L I N E  S Y S T E M .  S O M E  O F  T H E  B U S I N E S S ' S  n E M E F I T S  
A R E  A S  F O L L O W S :

1 .  P R I O R  T O  C O N S T R U C T I O N  T H E R E  W E R E  M A N Y  U N K N O W N S ,  T H E R E F O R E  
L I M I T E D  M A R K E T  C A P A C I T Y .

2 .  WE W E R E  A B L E  T O  C O N T R O L  I N S U R A N C E  C O S T .  I F  E A C H  C O N T R A C T O R  
P R O V I D E D  H I S  OWN I N S U R A N C E ,  WE W O U L D  H A V E  B E E N  S U B J E C T  T O  
R A T E  D E B I T  M O D I F I E R S  E X I S T I N G  A T  T H E  T I M E .  WE  A L S O  H A D  T H E  
B E N E F I T  O F  B U L K  P U R C H A S I N G .

3 -  WE W E R E  A B L E  T O  S T A N D A R D I Z E  T H E  A M O U N T  O F  I N S U R A N C E  I N  F O R C E ,  
O T H E R W I S E  I T  W O U L D  H A V E  B E E N  U N W I E L D Y -

i \.  WE E L I M I N A T E D  C R O S S  L I T I G A T I O N  A M O N G  C O N T R A C T O R S .
5 .  V E  W E R E  A B L E  T O  G E T  I N V O L V E D  I N  T H E  S A F E T Y  P R O G R A M S  O F  T H E



F E B R U A R Y  9, 1983»

T E L E X  TO: IRA P E E R
R I S K  M A N A G E M E N T  DEPT.
S T A T E  OF  A L A S K A
J U N E A U  , A L A S K A  *

R E T E L E C O N  ON W RA P- U P S ,  T H E  IMA G R O U P  OF C O M P A N I E S  F E EL S
• 1 1 *

S T R O N G L Y  TH A T W R A P - U P S  ARE A D E S I R A B L E  C A S U A L T Y  I N S U R A N C E  

O P T I O N  ON M A J O R  M J L T I - C O N T R A C T O R  PROJECTS. TO S U B S T A N T I A T E  

T H A T  PP051TI ON VE C A L L  A T T E N T I O N  TO THE A L E Y E S K A  P R O J E C T  

V R A P - U P  WHICH WAS A V E R Y  E F F E C T I V E  AND E F F I C I E N T  M E A N S  OF 

I N S U R I N G  THAT E X T R E M E L Y  C O M P L I C A T E D  OP ERATION. I AM S U R E  

T H E  JOINT O W N E R S  W O U L D  S U P P O R T  T H A T  POSITION.

J O H N  C. M O R R I S O N  
I NA

I N A C O R P N Y  NYK 
♦ *

D E P T  ADM JNU



D E P T  A D M  JNU

P A P A  M I K E  S E A  
2 - 8 - 8 3  1 0 - 5 0

J O H N  H .  H A L E
P A C I F I C  M A R I N E  I N S U R A N C E  C O M P A N Y  
♦
D E P T  A D M J N U

P A P A  M I K E  S E A  
M

A T T N  J O H N  H A Y W O O D

F R O M  M E M O R Y  T H E R E  W E R E  I N  E X C E S S  O F  1 7 3 0 0  WC C L A I M S  O P E N E D  D U R I N G  
P R O J E C T  L I F E .  A S  O F  D E C .  7 9  O N L Y  A P P R O X  6 0 0  W E R E  S T I I . L  O P E N .  
T H I S  C O U L D  N O T  H A V E  B E E N  A C C O M P L I S H E D  W I T H  M U L T I P L E  E M P L O Y E R  
C O N D I T I O N S .  A L S O  T H E  P R O J E C T  I N C L U D E D  B I / P D  A S  W E L L  A S  WC A N D  
A U T O .  I T  W O U L D  H A V E  B E E N  AN I N D U S T R Y  N I G H T M A R E  O N  C O N V E N T I O N A L



COMPILATION OF 

CONTRACTOR AN!) SAFRTY RNG1NRHR 

STATOMRNTS ON WRAP-UP ADVANTAGES



A p ri l 6, 1982

Mr. J o h n  H a y w o o d  
R i s k  M a n a g e r  - D i v i s i o n  of 

R i s k  M a n a g e m e n t  
S t at e of A l a s k a  
P o u c h  C
Ju n e a u ,  A l a s k a  99811

■ -
Re: T y e e  L a k e  P r o j e c t  - O w n e r  W r a p - U p  / 

I n s u r a n c e  P r o g r a m

D e a r  John:

I ju s t w a n t e d  to w r i t e  yo u  to let y o u  k n o w  that we c o n­
sid e r  the t r a n s i t i o n  to the W r a p - u p  I n s u r a n c e  P r o g r a m  
on the T y e e  Lake P r o j e c t  to have b e e n  a c c o m p l i s h e d  in a 
ve r y p r o f e s s i o n a l  mann er.  As you ar c aware, I e x p r e s s e d  
some c o n c e r n  at m a k i m  this t r a n s i t i o n  at the time it 
was sug ge st ed . M y c o n c e r n s  w i t h  r e s p e c t  to tlie a d e q u a c y   ̂
of c o v e r a g e s  and  o t h e r  p o t e n t i a l  d i f f i c u l t i e s  p r o v e d  to 
be u n f o u n u e d’wh i c h  J. a t t r i b u t e  to the e f f e c t i v e n e s s  of 
y o u r  o f L i c e .

We look forward to w o r k i n g  w i t h  yo u on this p r o j e c t  in 
t lie future and are c e r t a i n  t hat y o u r  d e c i s i o n  to p r o v ide 
the W r a p - u p  I n s u r a n c e  on this p r o j e c t  will  p r o v e  f i n a n c i a l l y  ' 
r e w a r d i n g  for the S t a t e  of Alaska.'

Y o u r s  very truly,

H A R R I S O N  W H S T H R N  C O R P O R A T I O N

. „ Ji dwa rd F . Michal i*k 
V' V i c e  P r e s i d e n t

E F M : c s



metro
Washington Metropoiitan Area Transit Authority

GOO Filth SlfOL’t, N.V/., Washington, D.C. 20001 

(202) 637-1234

A u g u s t  2 8 , 1981

M r .  J o h n  H a y w o o d  
D i v i s i o n  o f  R i s k  M a n a g e m e n t  
D e p o r t m e n t  o f  A d m i n i s t r a t i o n  
S t o t r >  o f  A l a s k a  
P o u c h  C
J u n e a n  , AK 9 9 8 1 1

R e :  S a f e t y  A w a r e n e s s  P r o g r a m

D e a r  M r .  H a y w o o d :

I am e n c l o s i n g  c o p i e s  o l  o u r  " S a f e t y  A w a r e n e s s  P r o g r a m "  a n d  s u p p o r t i v e  
i n f o r m a t i o n  a s  d i s c u s s e d  i n  o u r  t e l e p h o n e  c o n v e r s a t i o n  o f  A u g u s t  2 6 ,  1 9 8 1 .

O u r  i n s u r a n c e  c o v e r a g e  i s  a  l o s s  r e s p o n s i v e  w r a p - u p  p o l l c y ' a n d  w e  a r c  
a b l e  t o  c o n f i r m  t h e  c o n t r a c t o r s  r e p o r t i n g  d o c u m e n t a t i o n  b y  r e v i e w  o f  o u r  
l o s s  r u n s  a t  t h e  c l o s e  o f  t h e  c o n t r a c t .

f o .  t h e  p r o g r a m  t o  h e  e f f e c t i v e  a  b a s e  i n c i d e n c e  r a t e  m u s t  b e  e s t a b l i s h e d  
f o r  e a c h  t y p e  o l  c o n s t r u c t i o n .  T h r u  J u l y  o u r  c o n t r a c t o r s  h a v e  w o r k e d  a  t o t a l  
o f  8 3 , 3 2 9 , 2 9 6  m an  -  h o u r s ,  w e  b r e a k  d o w n  t h e  m an  -  h o u r s  t o  t y p e  o f  c o n s t r u c ­
t i o n  a n d  a c c i d e n t  e x p e r i e n c e ,  t h e n  e s t a b l i s h  a n  i n c i d e n c e  r a t e  f o r  e a c h  n e w  
c o n t r a c t .

T o  d a t e  o u r  p r o g r a m  h a s  a s s i s t e d  w i t h  a  s i z e a b l e  r e d u c t i o n  i n  o u r  l o s t )  
w o r k d a y  c a s  mi a n d  i n s u r a n c e  c o s t s ,  r

* :'.U. '* «vk... . . . - .•>■> 1

I f  I c a n  b e  o f  f u r t h e r  a s s i s t a n c e ,  p l e a s e  c o n t a c t  m e .

S i n e e r e  1y ,

S a f e t y  E n g i n e e r  
O f f i c e  o f  D e s i g n  a n d  C o n s t r u c t i o n "1

A PUBLIC TRANSPORTATION PARTNERS! IIP O f  11 IE DISTRICT OF COLUMBIA. MARYLAND AND VIRGINIA



COMMENTS BY THOMAS J. LASKOWSKI

In coord ina t ed  i nsurance  programs (wrap-ups)  a s a f e t y  program a t t empt s  to 
e s t a b l i s h  a c o n s i s t e n t ^  system-wide approach.  Usual ly  the  c o n s o l i d a t i o n  of  
premium d o l l a r s  in a l a rge  program provides  t he  needed budget  f o r  a broad ,  
e f f e c t i v e  program.

My exper i ence  wi th t h i s  type o f  .program extends  back approximate ly  30 
year s  on many l a r g e ,  m u l t i - m i l l i o n  d o l l a r  p r o j e c t s ,  i . e . ,  New York S t a t e  Power 
Author i ty  Cons t ruc t ion  Program, New York; The Bay Area T r a n s i t  System, C a l i f o rn  
The O r o v i l l e  Dam, C a l i f o r n i a ;  and the  ARMCO Republ ic S t e e l ,  i ron ore  p r o j e c t  
in Minnesota.  Some of  tjjesfc p r o j e c t s  were owner-sponsored;  o t he r s  were prime, 
c o n t r a c t o r - s p o n s o r e d .  'Each p r o j e c t  was s ucces s fu l  from a s a f e t y  s t a n d p o i n t .  
Most f i n i s h e d  ahead of  schedule  and,  f o r  the most p a r t ,  l a b o r  r e l a t i o n s  were 
above par  wi th no work stoppage due to  s a f e t y - o r i e n t e d  problems.

Thomas J .  Laskowski ,  Safe ty  Consul t an t

JH/ je
5/0207-02/RM1



Construction .'lationalSafety Council

' W r a p - U p '  I n s u r a n c e  O f f e r s  A d v a n t a g e s  f o r  C o n s t r u c t i o n

During the  past 20  years, m ost c o n ­
struction insurance has b e e n  purchased  
by  the  owner, to  cover th e  owner, the  
general contractor,"and all su bcon trac ­
tors. This insurance plan assumes that 
the  owner,  m ore  than the  various c o n ­
tractors a n d  subcontractors,  has the  
greatest interest in the  costs of insur­
an ce  premiums, th e  oiderly processing 
of claims, sa le  working conditions an d  
accident prevention, and  public rela­
tions as affected  by claims an d  safety 
on the  project.

Under this plan the  general con trac­
tor an d  all subcontracto rs  are required 
to  b id  •. i thout requirem ents for 
purchasing certain specific insurance 
c o v e ra g e s .  However, the  o w n e r ’s 
safe ty  requirem ents  must be  spelled 
out in the  bidding d o c u m e n ts  so that 
safety com pliance and safety m a n ag e ­
m ent can b e  influenced. Ii)' bringing to 
a single insurance co m pan y  all the 
workers' co m pensa t ion  and  liability 
premiums on a partir ular projer l, the 
purchasing p o w er  of the  ow ner  is 
greatly en h a n c e d

W h en  separa te  insurance policies 
are underw rit ten  by different insurance 
com panies,  the  total premium lor 
higher limits ol liability coverage is Irag- 
m en ted .  W h ere  large limits a ie  re­
quired, combining premiums with on e  
insurance c o m p an y  achieves su bs tan ­
tial reduc.lic >n in premium costs.

An additional ad van tage  is th e ,  
gieater safety services whir h can be  
ob ta ined  from a single insurance 
co m pan y  handling all insurance lor the

Industrial Division 
Sets Meetings
The Industrial Division of the  Na­
tional Safety Council has s c h e d ­
uled tw o  meetings in Chicago 
(or the  ba lance of 19112. The Divi­
sion will m ee t  on  May 11-13 at 
the  Palmer H ouse  Hotel, and  on  
O c to b e r  1G-1R at th e  Conrad 
Hilton Hotel. The 13 standing 
co m m it tees  will m eet at these  
limes.

M em bers of the  Industrial Di­
vision will receive further infor­
mation by  mail. ■

entire project.  W h en  th e  entire project 
is in he  hands  of o n e  insurance c o m ­
pany, a regular claim and  investigation 
p rocedure  can h e  inaugurated at the  
ou tse t  a n d  followed throughout the  
job, with o n e  or tw o  p eop le  becom ing 
familiar with the  work an d  the  claim as­
signments.

The sam e thing is true of safety engi­
neering. In m any instances th e  premi­
um  genera ted  by  som e of the  smaller 
subcontractors  will not b e  sufficient to 
p ro m a te  m uch engineering in terest on 
th e  part of each insurance com pany. 
W h e ie  the insurances are com bined  
with on e  company, the ow ner 's  insur­
an ce  representative can m ake certain 
tha t there is an orderly safety program 
tha t has the  ow ner 's  unqualified su p ­
port, an d  tha t is applicable to  all u'ork 
at  the  site. Under these  circumstances/ 
o n e  safety and  loss engineer w o u ld  be  
assigned to  the  project an d  w ould  he  
required to  give it as m uch time as 
necessary.

The ow ner 's  vital interest in the  
public relations aspects  of job safely is 
perhaps best dram atized  by the  col­
lapse of o n e  of th e  t o r n  role floors at 
New York's Coliseum w h en  it was 
under construction several years ago.

[ve ryon e  rem em bers this ca tas trophe  
at the  Coliseum, yet hardly a n y o n e  can 
rem em b er  th e  nam e of the  contractors.

The insurance an d  safety program 
should  h e  effected  by  the  owner, in 
coopera t ion  with the  general co n trac ­
tor, for the  benefit  of the  o w n er  an d  all 
pe rsonnel engaged  in th e  work.

Although th e  insurance coverage 
piem ium s under  a w rap-up  program 
are paid directly by th e  owner, this in 
no  w ay  relieves a con trac to r  from acci­
d e n t  experience - responsibility. The 
co n trac to r’s accident experience on  
th e  project will still b e  reflected in his 
Experience Modification Factor (EMF) 
for tb e  s ta te  in which the project takes 
place. The EMF will b e  used to  d e te r ­
mine his w orker’s com pen sa t io n  insur­
an ce  prem ium s for that s ta te  on  future 
projects for a period of of three  years. 
Ilis liability accident experience  is also 
rev iew ed by his o w n  insurance c o m p a ­
ny  in de te im inm g future prem ium  
rati-s. It is therefore still in the  co n tra c ­
tor's best interests Ineffective!} con tr i­
b u te  to  an d  co o p e ra te  with the  pro- 
jec t ’s safety  program  efforts..

—Stephen I. Perron 
Johnson a n d  / tiffins 

New York, N. Y.

Safety Cost Problem: W hat's Your Answer?
The president of your com pany, AIM Construe tion Co.. returns you- salelv 
statistics and  asks, "I low d o  our mpiry costs co m pare  with XY1 Construction 
Co. a n d  with th e  OSHA industrial a v e r a g e r  W hat is your an sw erf  

I lere are your data.

(lutes pci 2 0 0 , 0 0 0  Wnrlc H oc u s

U.S.
ADC XYZ A verage

Fatality Cases 03 01 .008
lo s t  Workdays (Away) Cases G.5 .4 3 7
I ost Workdays (Restricted) Cases 1 1 0 3
More Than first Aid Cases 9 1 5.0 4.7

Total Recordable) C ases 15.7 G.4 8.7
Number of Lost Workdays (Away) 1 10 15 5G
Number of l ost W orkdays (Restricted) 5 40 9

Your answers should cover th e  costs of injuries as a p ercen tage of the  U.S.
average for b o th  AfJC Co. an d  XY7, Co., assuming the  U.S. average is 100%. You 
should also indicate the  total cost of injuries, expressed  as a dollar figure per 
2 0 0 ,0 0 0  work hours.

Send your answers to  th e  new slet ter  ed itor at the  address in th e  box on 
page  2. W e will publish your answers and  credit the  sourc e  as you  wish,

—G eorge Yousko 
Newsletter [Jitor

0 Printed in U.S.A. Stock No. 112.03-08



M I L L I O N  DOLLAR C H E C K — L c l a n d  J. H o a g l a n d ,  i n s u r a n c e  d i r e c t o r  f o r  T r an s i t  I n s u r ­
a n c e  A dm i n i s t r a t o r s ;  W i l l i a m  M .  Re ed y ,  v i c e  p r e s i d e n t  o f  BART; a n d  T h o m a s  J. 
l a s k n o w s k i ,  s a f e l y  a n d  c l a i m s  s u p e r v i s o r  f or  T IA  a s s e m b l e  (left l o  r i gh t )  fo r  the p r e ­
s e n t a t i o n  o f  a $1,302,120 che ck p r e s e n t e d  r e c e n t l y  l o  BART b y  F i r em a n ' s  F u n d  
A m e r i c a n  I n s u r a n c e  C o m p a n i e s  a n d  A rg o t  n u t  I n s u r a n c e  C o m p a n y .  IT o I d i n g; tho 
c h e ck  a r e  Lynn  B ro u ca r e l ,  l ef t ,  of  F i r ema n ' s  F u n d ,  a n d  C a r o l  B u r k c l  o f  BART .  T r a n ­
si t I n s u r a n c e  A dm i n i s t r a t o r s  m a n a g e s  BAFT's i n s u r a n c e  a n d  s a f e l y  p r o g r a m s .
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ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION: Why did the State prov ide  i n su ran ce for both the State and the 

contractoi'S on the Tyee Lake H yd ro e l e c t r i c  Project?

The main reason was the savings to the State in a period of time 

in w hi c h  de c r e a s ed  revenue pro jec tio ns and i n c r eas ed costs of 

running g o v e r n m e n t  are bec o m i ng  a g r e at er  problem. The Tyee 

In surance P ro g r a m  cost 4.25 perc ent  of c o n s t r uc ti on  costs and 

if the losses are m a n ag ed  pr ope rl y will return a portion of  that 

to the State a ft er the com pl et i o n  of  construction.

Who has the g r ea t e s t  interest in the pro jec t?

The o wne r ra th e r  than the various cont rac tor s has the greates t 

interest in costs; safe w o r k i n g  conditions; cla ims  processing; 

c er tai nty  and u n i f or m i t y  of  i nsurance p ro t e c t io n to c over  in­

herent hazards o f  the project; and adverse p ubl ic  relations from 

poor claims and safe ty services.

Are these o w n e r  c on t r o l l e d  pr ograms legal?

Insurance o w n e r  c o n tr o l l e d  p rog ram s are ap pro ved  in 46 states, 

including D.C., and onl y four states mak e a d i s t i n c ti on  betwee n 

public and p ri vat e owners. T her e have been no successful legal 

challenges to an o w n e r  p r o v i d i n g i n s u ran ce for both the, ow ner  and 

c ontr act or h o w e v e r  t he re hav e been some states that have  passed 

p r o h ibi tiv e le g i s la ti o n  such as the State of Wa shi ngt on.  Some of 

tie problems of the W a s h i n g t o n  Public P ow er Supply S y s te m in 

c o n t rac tin g w i t h i n  budget s could be traced to the ina bil ity  to 

w r i t e  an o wn er  c o n t r o l l e d  program.

If the State w er e  p roh i b i t ed  from w r i t i n g  insurance to prot ect  both 

itself and the c on t rac tor s on these very large projects who w o ul d  

I) ?nef i t?

There w ould  be a b s o l u t e l y  no be ne f i t  to the State as its costs 

w o u l d  increase by two to three p er cen t ov e r  that nee ded  to p r o p e r l y  

prot ect  the project. Most of the Ala ska  agents and b r oke rs and 

m em ber s of the Ala sk a General Cont rac tor s w o u l d  also de riv e no 

be nefi t since the large c on tr a c t or  or joint vent ure  w o u l d  p r ovi de 

th eir  own c o n t r a c t o r  c ont r o ll ed  insurance. The only  clear be nefits 

w o u l d  be to the Board of Directors of the six or e igh t large out 

side co nst r u c ti on  compa nie s w h o  w ou ld  be the general c on tra cto rs 

and also provid e the insurance.

INSURANCE PROGRAM QUESTIONS AND ANSWERS



ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION:

ANSWER:

QUESTION: D o e s n ' t  t h e  owner  c o n t r o l l e d  program expos e  t h e  S t a t e  t o  more 
l i a b i l i t i e s  t ha n  i f  t h e  c o n t r a c t o r  c a r r i e d  i n s u r a n c e ?

No. The p r o j e c t s  t h e m s e l v e s  c r e a t e  t h e  l i a b i l i t y  e x p o s u r e .
The S a t e  and Al a s ka  Power A u t h o r i t y  a r e  b e s t  p r o t e c t e d  by 
p r o v i d i n g  a Ri sk  Management  program whi ch  g u a r a n t e e s  t h a t  t h e  
i n s u r a n c e  c ov e r a g e  i s  s u f f i c i e n t  t o  p r o t e c t  t h e  owner  and 
c o n t r a c t o r s .

How does t h e  S t a t e  s a ve  money?

1. Lower i n s u r a n c e  premiums
2. Reduced l e g a l  e x p e n s e s
3. Ea r n i ngs  on r e s e r v e  funds
4.  Reduced a c c i d e n t s  t h r o u g h  c e n t r a l  s a f e t y  programs
5.  Reduced c o s t  o f  change  o r d e r s

I s n ' t  i t  unusua l  f o r  t h e  owner  t o  p r o v i d e  i n s u r a n c e  t o  p r o t e c t
t h e  owner  and t h e  c o n t r a c t o r ?

No. S i n c e  World War I I  most  o f  t h e  l a r g e  ( o v e r  50 m i l l i o n )  
c o n s t r u c t i o n  p r o j e c t s  have  been h a n d l e d  by owner  c o n t r o l l e d  
p r o g r a m s .

Why do owner  c o n t r o l l e d  programs  g i v e  b e t t e r  p r o t e c t i o n ?

One i n s u r a n c e  p rogram p r o v i d e s  b l a n k e t  c o v e r a g e  f o r  l o s s e s  
w h e t h e r  c a us e d  by t h e  a r c h i t e c t ,  t h e  e n g i n e e r ,  t he  c o n t r a c t o r ,  
o r  t h e  o w n e r ' s  r e p r e s e n t a t i v e .  There  i s  no r e q u i r e m e n t  t o  sue 
t h e  o t h e r  p a r t y  t o  o b t a i n  i n s u r a n c e  c o v e r a g e .

Why d o n ' t  you have  tho c o n t r a c t o r  p r o v i d e  i n s u r a n c e  c o v e r a g e ?

The owner  c a n n o t  g u a r a n t e e  t h a t  t h e  p r o p e r  c o v e r a g e  i s  m a i n t a i n e d  
w i t h  f i n a n c i a l l y  r e s p o n s i b l e  i n s u r e r s  d u r i n g  t h e  c o n s t r u c t i o n  
p e r i o d .  I f  a l o s s  o c c u r s  2,  3,  o r  5 y e a r s  a f t e r  c o n s t r u c t i o n ,  
t he  owner  has  no way t o  make s u r e  c o n t r a c t o r  c o mp l e t e d  o p e r a t i o n s  
c o v e r a g e  i s  i n  p l a c e .  To make t h i n g s  more d i f f i c u l t ,  n e i t h e r  
t h e  c o n t r a c t o r  o r  h i s  i n s u r a n c e  company has  any i n c e n t i v e  t o  
r e s o l v e  t h e  l o s s .

Won' t  t h e  Al aska  c o n t r a c t o r  be p e n a l i z e d  f o r  h a v i n g  a good 
s a f e t y  r e c o r d ?

No. The c e n t r a l i z e d  s a f e t y  pr ogram s h o u l d  r ed u c e  l e s t - t i m e  
a c c i d e n t s  which would enha nce  t h e  c o n t r a c t o r ' s  e x p e r i e n c e  
m o d i f i c a t i o n  f o r  a l l  j o b s .

D o e s n ' t  t h i s  p rogram d i s c r i m i n a t e  a g a i n s t  t h e  Al aska  c o n t r a c t o r ?

Not a t  a l l .  Many s m a l l e r  Al a s ka  c o n t r a c t o r s  s i m p l y  c o u l d  n o t  
o b t a i n  t ho  b r oad  c o v e r a g e  and h i gh  l i m i t s  r e q u i r e d .  Thi s  
program p e r m i t s  them t o  p a r t i c i p a t e .



QUESTION: Have there been any studies of the benefits of owner controlled
insurance and why i t  works?

ANSWER: The Federal Government in a report for the U.S. Department of
Transportation in June, 1979 studied four major transit authority 
owner controlled programs. They referred to the programs as 
coordinated insurance programs or CIP. The following statements 
are from that report:

^Projects larger than the f i f ty  to sixty million dollar range 
should be handled through CIP because of the human and financial 
cost savings.

*In considering savings with one CIP about 60 percent was due 
to purchasing power and 40 percent to eliminating tiers of 
acquisition expense (commissions) and administrative 
costs.

*0wners interviewed noted that with conventional insurance, 
contractors put the estimated premium into their bid price 
and then mark it  up 20 percent.

*In comparing claims handling the quick comparative answer 
on conventional versus CIP programs is that CIP's are better.

*The main distinction from conventional insurance is cost. 
Dramatic cost savings have been achieved and are anticiuated 
by use of CIP.

*The numbers toll a very convincing story. For large trans­
portation construction projects, coordinated insurance programs 
are the way to go.



Wrapping Up B ig Construction Projects*
Wrap-up insurance, an idea that first was popular in 

the late 1940s and early 1950s, is again proving attrac­
tive to owners of some of today's most imposing con­
struction ventures.
Hospitals, svnfuel projects, shopping malls, office 

towers, industrial facilities— even gambling casinos—  
have all found "wrap-up" ideal for their purposes.
Wrap-up insurance combines key units of construc­

tion coverage, such as workers’ compensation, genera! 
liability and builder’s risk, into a single package placed 
and financed by the project owner. The general contrac­
tor and subcontractors are thus relieved of the necessity 
to buy required insurances for that particular project.
When first developed, wrap-up i ranee-appealed to

owners because they realized they were paying for con­
tractors’ coverages in any case (since these -costs were 
part of the construction companies' bids). The idea of 
marketing a coordinated program to a single under­
writer made practical sense.

Because of the larger dollars involved, the owners ob­
tained reduced premium rates and better co 'erages and 
the underwriter, who got more dollars to work with, 
could afford to give the owrar more services.

Wrap-up insurance hit a lull in the'early u)?0s when 
construction activity declined and underwriters became 
indifferent to Ihe coverage due to economic conditions.

In 1974, however, many states passed enabling legis­
lation that revitalized the wrap-up concept. These laws 
allowed IJie combination of several construction pre­
miums to be viewed as a group premium for discount 
and retrospective raling purposes. Prior to this, each 
premium had been viewed individually.

Knsuing activity in office construction, trade centers 
and other large projects caused "wrap-up" to return in 
style. Owners of those projects valued at a construction 
cost of $25 million (minimum) in suburban areas, and 
$50 million (minimum) in urban centers were tire first 
buyers.
The owners achieve five key benefits:
• A  coordinated loss control and claims handling 
program that applies to all uiork at the site. 
Each party in the construction project is 
thoroughly familiarized with the loss control pro­
gram and agrees to support it. With the owner's

* I his .illicit! iippo. red in the Sprmi; I vsC edi t ion o'. Pri \iW Opinion, 
p.itilbtu-J gu-Wiily t>> Jotlinsi.it X  Higgins. v J  Li rip mic-t >.;th it.;

unqualified support, the single, well-structured 
safety program usually reduces the ultimate pro­
ject cost. The coordinated claims program allows a 
uniform approach to claims handling. This, in turn, 
reduces intercompany insurance disputes and 
cuslly subrogation, and results in rapid and satis­
factory claim settlements. Uniformity and reduced 
claims costs also contribute to sound relationships 
among all parties lo the project, 

o Concurrent and uniform coverage for the 
owner, contractor and all subcontractors. The 
greatly reduced administrative requirements of the 
insurance program also cuts costs, 

o Improved public image. The owner, who will-be 
identified with the site for many years, is seen by 
the public as the one responsible lot prevention of 
serious injury or damages. The contractor or sub­
contractor is less visible. The combination of an 
effective safety program and a responsive claims 
procedure that yields fair and equitable settle­
ments avoids adverse publicity. Centralized com­
munication with media by one insurance company 
in case of an incident avoids tbe problem of sev­
eral underwriters seeking to lay financial responsi- 

. bility on each other.
o Contractor involvement, oince wrap-up makes 

insurance available to all approved contractors, 
those who might not otherwise be able to secure 
insurance are covered automatically. This helps 
promote Lhe use ot minority contractors on major 
projects.

o Reduced cost. Mass buying from one underwriter 
gives the owner leverage with insurance com­
panies. A combination of safety, claims control 
and mass buying often produces significantly 
lower costs.

Keys to the cost efficiency of wrap-up insurance are 
both the safety program and the rating plan developed 
by the insurance broker and accepted by the under­
writer, Because there is a substantial premium to be 
plated with one underwriter, the broker can design a 
variety of premium tunning mechanisms.

Wrap-up insurance is a time-tested construction 
covcrag ■ concept. It is having a well-deserved revival, 
not only for its convenience and efficiencies, but also tor 
its >ader advantages— building protection lot human



EXTRACTS FROM 1972 ADDRESS TO ATLANTA TRANSIT AUTHORITY BOARD 
PURSUANT TO DECISION TO WRAP-UP PROJECT

ADVANTAGES OF WRAP-UP INSURANCE

Wrap-up insurance produces lesser premium costs than traditional insurance. 
Savings of 50% or more can be realized. There are many reasons why wrap-up 
produces lower cost. Let me enumerate a few, and not necessarily in the order 
oi importance.

1. Fewer accidents and safer place to work from one central program and 
one insurance company.

2. More realis tic  claims awards from prompt investigation and payment.

3. Elimination of coverage disputes which reduces litigation between
parties.

4. Broader coverage and uniform protection of all parties.

5. Catastrophe limits to protect both owner and contractor.

6. Lower insurar-.e costs from pooling of buying power.

7. Reduced administrative costs from one negotiated fee fo r  central
program.

8. Financial stability of insurers by owner selection.

DISADVANTAGES OF WRAP-UP INSURANCE

When discussing disadvantages, in fact you are talking about objections 
to wrap-up. Over the years, objections have been voiced primarily by the 
construction and the insurance industry.

1. Insurance brokers object because they are deprived of some of their 
income from their clients who are involved in wr. -up.

2. The contractor objects principally because dividends and refunds on 
the insurance redound to the benefit of the owner.

3. A contractor will contend that he has a lesser interest in safety; 
exactly the opposite has proven to be true. A soundly-conceived 
safety program under a wrap-up plan will minimize the number and 
severity of accidents.

4. The contractor will object because he will lose the benefit of his 
good experience. In fact, a safe job should improve his workmens' 
compensation experience, which would apply to other work as wMl.



j . The contractor will contend that he loses his right to select his 
own insurer. This is not peculiar to wrap-ups. Owners usually 
specify the forms and amount of insurance and reserve the right to 
approve the insurance company.

Leland Hoagland, Insurance Director 
BART
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14 Manchester Road 
Winchester, MA Ul890 
February 5, 1982

Mr. Richard Gallagher 
Manager/Chief Engineer 
Metro Rail Project 
6th Floor
Southern California Rapid 

Transit D is tr ic t  
42b South Main Street 
Los Angleles, CA 90013

Dear Mr. Gallagher:

It is a pleasure to provide you with the final report, insur­
ance Alternatives Analysis for Southern California Rapid Transit 
D istr ic t 's  Metro Rail Project Construction," as the deliverable 
under your audit number 2349. I have incorporated comments from 
you, your staff, Mr. Pollack and Dr. Dyer.

I believe that the value and applicability of this analysis 
has been greatly enhanced by your contributions and interaction.
1 thank you for the opportunity of preparing this insurance study; 
i t  has been my pleasure to consult for tl.o Metro Rail Project.

Sincerely yours,

David B. Ashley
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EXECUTIVE S U M ^ R Y

w

S/A-03

Los Angeles's planned Metro Rail Project faces numerous uncertainties 
or risks during its period of construction. Many risks can be eliminated or 
reduced by proper management, scsne can be transferred to others by means of 
contracting procedures, and some remain. Of those remaining several are 
normally replaced with insurance coverage; cost of such insurance, however, 

may amount to as much as seven and four-tenths (7.4) (10) percent of direct 
construction costs. Such costs are not insignificant, sucn risks are net

completely unmanageable. By taking over the construction insurance program, 
Southern California Rapid Transit District (SCRTD) can both reduce risk 

exposure of the entire Metro Rail project and achieve major cost savings; cost 
benefits of three and two-tenths (u.2) percent of construction costs can be 
anticipated from an owner-controlled insurance program (OCIP).

A  quantitative, risk analysis of insurance options is used to resolve 
the best approach and potential cost differences. Included in the analysis 
process is the determination of major factors influencing costs., structuring 

interrelationships among these factors, generating and testing insurance 
alternatives, and performing sensitivity analyses on important assumptions and 
data. Formulating and investigating the insurance decision in this manner 
allows the author to reach conclusions and make strong recommendations on 
definition and implementation of SCRTD's insurance program.

The best insurance approach is a comprehensive, owner-controlled program 
containing workers' compensation, general liability, builders' risk and 
engineers' professional liability coverages. Savings over a conventional 
program are estimated to be forty-three (43) percent. A  majority of savings 
derives from a loss-responsive workers' compensation policy: dedicated vrorker 
safety efforts in tunnel vork are necessary to realise expected savings.
SCRTD accepts a major risk by adopting a loss-responsive policy; anticipated 
reductions in worker-accident frequency make this risk worth bearing.

More detailed analysis of insurance components reveals appropriate 
deductible levels on general liability and builders' risk policies, as well as 
implementation strategy for engineers' professional liability coverage. SCRTD 
obtains nuch of the expected cost reductions by participating in 
loss-retention (i.e., deductible level) at a high level; values determined for 
cost savings assume that SCRTD has a two-million (2,000,000) dollar deductible 
level on both general liability and builders' risk. Ci .tiging general 

liability deductible to five-hundred thousand (500,000) dollars still affords 
most of the foreseen benefit. Contractors, on the other hand, only share a 
small portion of deductibles in the optimal program. Some level of deductible 

responsibility should be given tc contractors as an incentive device; too high

a deductible level will force contractors to purchase base-level policies, 
thus negating cost benefits. As long as dedutible exposure is not too great,

the contractor will find it more cost-competitive to accept this risk and thus 
incentives. A  two-thousand five hundred (2,500) dollar contractor deductible 
is chosen as reasonable and effective.

■01



Recommended SCRID Actions

SCRID has already taken the first and perhaps most difficult step in 
implementating an OCIP, obtaining a legislative exception to permit this 
approach to be used on this transit project. The next step is to prepare a 
request for insurance administration proposals; particular care should be 
taken in defining expected scope of professional services. Evaluation 

criteria for administrator selection should concentrate on qualifications and 
OCIP experience of both key personnel and parent firm; other criteria include 
technical approach to insurance program and cost. Working closely with the 
chosen administrator during specific program design and insurance marketing is 

necessary, since it is the actual response of the insurance marketplace that 
fine-tunes deductible levels and coverage limits. To achieve estimated cost 
savings it is necessary to select an insurance administrator at least five (5) 
months before start of major construction activity; this duration should be 
sufficient for OCIP initiation and marketing tc insurrance carriers. Earlier 

program start-up woula allow additional use of the insurance administrator's 
risk management skills in project planning. Finally, SCRID must monitor 
operation of the owner-controlled insurance program to obtain an on-going 
measure of its performance.

To achieve these savings. SCRID must actively participate in liability 
exposure risk sharing; with this role also comes additional administrative 
burden. The final balance, however, is clearly In favor of an 
owner-controlled program; SCRID should proceed confidently toward OCIP 

adoption.

$
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SECTION I

INTRODUCTION

A  thorough, quantitative risk analysis of insurance alternatives facing 
the Southern California Rapid Transit District (SCRTD) on its new Metro Rail 
Project demonstrates conclusively that a comprehensive, owner-controlled 
insurance program (OCIP) is more effective than any other examined approach.
In reaching this finding the author examined both major program components and 
detailed specifications for eac't component. Rirther study was necessary to 
verify analysis procedures and <ata assessments. Ihis report presents the 
total analysis oerforroed, major results., data sensitivity testing and signifi­
cant insights gained.

1 .1 Summary of Report Content

Each of fcur report sections contributes uniquely to the total. Ihe 
remainder of Section I, aside from this sunmary, concisely answers insurance 
issues addressed in the consulting agreaDent Scope of Services.* All seven 
responses are cross-referenced to further report subsections and Appendices to 
provide detailed explanations.

Section II furnishes the most significant results and insurance program 
design specifications. SCRTD’s most cost-effective insurance option is an 
owner-controlled and purchased program consisting of workers' compensation, 
general liability, builders' risk and engineers' professional liability 
coverages. Contractors are given small deductible levels on general liability 
and builders' risk exposure as a safety incentive, while SCRID takes a high 
deductible level. Ihis District risk-taking combined with a loss-responsive 

workers' compe'isation insurance policy results in significant cost reductions.

Impacts of different deductible levels for both contractors and SCRID 
receive special study in Section III. ”his section is devoted to detailed 
analyses of insurance component design, as well as sensitivity testing of 
critical data assessments. Both types of examination reveal the overall study 
to be robustj the report recommendations can thus be used vdth confidence.

Sunma*y of important results and reconniended SCRTD insurance actions 
highlight the final section. In Section IV, comparative results are 
emphasised over absolute values; prefe ;ee for insurance alternatives and 
deductible levels are felt to lie parti* .arly reliable- Of t:he many steps 

necessary to effectively implement the proposed OCIP, the onv̂  most strongly 
stressed is evaluation and selection of an insurance program administrator.
To this end, evaluation criteria are suggested, ranked in order of importance.

Refer to Agreanent between D,.. D. Ashley and S c u t h e m  California Rapid 
Transit District for the development of thi« report, Audit No. ?349.

3
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Following are summary replies to Scope of Services Task 2; Included are
locations where more detailed answers can be found:

Task 2.a "Which of the coverages (workers' compensation builders'
risk, and/or general liability) should be included in the 
[owner-controlled] program?"

Response: Worker's compensation, builders' risk, general liability 
and engineers' professional liability coverages should 
all be included in SCRTD's owner-controlled insurance 
program.

Appropriate Report Sections. All of II and Appendix B.

Task 2.b "What are the most cost-effective levels of deductible
for both [SCRTD] and the contractors?"

Response: SCRID should accept at least a five-hundred thousand 
($500,000) dollar deductible on general liablity 
coverage. SCRTD‘ most cost-effective deductible level 
on builders' coverage is two-million (2,000,000) 
dollars. The District should not accept a 
self-retent ion loss level (or deductible) on engineers' 
professinal liability exposure.

Contractor deductible levels above a mininum, on the 
other hand, do not have a major effect on total program 
costs. Contractors should be required to accept some 
deductible level; one-thousand (1,000) to two-thousand 
five-hundred (2,500) dollars per occurence should 
provide adequate contractor incentive l ' maintain a safe 
workplace.

Appropriate Report Sections. II1.1 (SCRID deductible) and III.2 
TContractor dedutible).

Task 2.c "What are the additional premium costs for increasing the upper 
levels of coverage?"

Response: The estimated cost of extending the general liability
coverage limit from the seventy-five million (75,000,000) 
dollars used in this analysis to one-hundred million 
(100,000,000) dollars Is three-hundred thousand (300,000) 
dollars. The builders' risk coverage level of one-hundred 
million (100,000,000) dollars is perceived to be a realistic

I .2 Response to Scope of Services

S/A-03-01
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maximum; reducing this limit by twenty-five million 

(25,000,000) dollars would result in an approximate 
fcxir-raillion (4,000,000) dollar premium savings. Reducing 
engineers' professional liability coverage frcm 
fifty-million (50,000,000) to twenty-five million 
(25,000,000) dollars may yield a four-million (4,000,000) 
dollar premium savings.

Appropriate Report Section. III.5

Task 2.d "For vrorkers' compensation insurance within an [owner- 
controlled] program which is more efficient for the 

[District], using a [loss-responsive]* approach or a 
rixed-rate policy?"

Response: A  loss-responsive vrorkers' compensation policy is 
much more cost-effective.

Task 2.e

Appropriate Report Sections . II.2

"Should engineers' erroio and omissions [engineers' 
professional liability] insurance be included? If it

is, should coverage extend down to the section designer 
level?"

9
Response: As stated in the response to 2.a above, engineers' 

professional liability coverage should he included; 
incorporation of section designers in this program leads 

to lower expected total preniun costs.

Appropriate Report Sections. II.5 and Appendix C.

Task 2.f "Expected costs for the [owner-control led] program shall 
be determined. These costs are to be presented in two 
ways: 1) total Insurance program costa (including
absorbed losses and contractor insurance costs passed on 
to the [District] in bids) and 2) costs to be included 
directly in the [District's] construction budget".

* Discussions with California insrrance brokerage firms indicates that the 
graip retrospective-rating workers' compensation insurance approach used in 
roost other owner-controlled transit insurance programs is not applicable in 

California. Other approaches yielding approximately the 6arae benefits include 
dividend policies purchased by the owner; "loss-responsive" is the term used 
here to indicate this range of options. A  critical difference from the 
retrospective-rating approach is that "loss-responsive" policies may not 
guarantee dividends to the owner from a good safety experience.

5
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Response to 1)° Total insurance cost including absorbed losses 
and costs passed on by contractors is 
approximately eighty-four million (84,000,000) 
dollars*; this is the appropriate value to be 
used in selecting the insurance option.

Response to 2 )- The above figure can be disaggregated into
three portions: 1) direct line-item costs to 
SCRTD. 2) SCRTD contingency reserve amounts 
and 3) indirect costs passed on through bids. 

First, direct budget items include "total 
premiums' and "insurance administrator fee"; 
these amount to approximately sixty-seven 
million (67,000,000) dollars*. Next, SCRTD 
should hold in reserve an estimated sixteen 
million (16,000,000) dollars for "SCRTD 
absorbed losses, insurance claims handling 
fee," and "risk premium" for accepting 
additional risk. Th" small difference between 
the sura of these values and the total used 
above is hidden in contractor bids.

Appropriate Report Sections. II.1 and Appendix B.

Task 2.g "Recommendations as to the Insurance Administrator's
required qualifications. These recommendations may take 

the form of suggested evaluation criteria."

Response: Qualifications and experience of the director of the 
insurance administration function far outweighs any 
other single evaluation criterion; contracts between 
SCRTD's and its insurance administrator should clearly 

state SCRTD's rights of review and dismissal of key 
personnel. Service and marketing capabilities of the 

parent firm should be ranked aecond as a selection 
criterion. Following, in order of importance are:

company experience in cwner-controlled insurance 
programs, technical approach, administrator management

organization and cost.

Appropriate Report Sections. IV.2 and Appendix D.

$

* All insurance dollar costs are based on a total construction cost of $2 
billion (in 1986 dollars) and a construction start of mid-1982; eighty-one 
(81) percent of construction was assumed to occur between 1985 and 1989. See 
Appendix E for insurance cost adjustments for different total construction 
costs.
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SECTION II

ANALYSIS O F  TOTAL INSURANCE PROGRAM

Analysis of insurance alternatives is separated into two parts; analysis 
of total program (this section) and Special Studies (Section III), .analysis 
of the total insurance program is presented first as the overall best program 
and then each coverage component is discussed individually. For purposes of 
clarity and brevity, this section gives only a synopsis of factors considered 
in insurance selection and the resulting analysis for SCRID; Appendix A, ''The 
Insurance Decision," and Appendix B, "Detailed Comparison of SCRID Insurance 
Alternatives," provide a more complete back-up to this section.

I I .1 Best Program

The Southern California Rapid Transit District can reduce its expected 
insurance costs by approximately forty-three (43) percent by electing to use a 
totally owner-controlled program. This program includes workers' 
compensation, general liability, builders' risk and engineers' professional 
liability* coverages. A  detailed description of each component can be found 
in following subsections. Expected total cost of this comprehensive 
owner-controlled program is estimated to be four and two-tenths (4.2) percent

•
of total construction costs. This value is comparable, through slightly 
lower, to experiences of other urban mass transit properties adopting a 
coordinated insurance program approach.

Cost-effectiveness of this proposed ( wner-controlled avenue derives 
primarily from savings in the workers compensation and builders' risk 
eLements; they account for fifty-one (51) and twenty-six (26) percent of total 
savings, respectively. Such savings in turn rely or. a strong and effective 
safety program to reduce both accident frequency and severity; controlling 

safety has been the key to other successful owner-controlled programs, a  sub­
stantial portion of anticipated savings come also from SCRTD's participation

in directly absorbing losses. Due to the District's comparatively large asset 
position vis-a-vis other project participants it is relatively risk neutral 

over a wider range of potential losses; by taking on a substantial portion of 
these risks it can avoid risk premiums that others would add. A third major 

contributor to cost savings appears to be the current and anticipated future 
insurance market. It is forecast that the Metro Rail Project will achieve its 

construction peak during the years when insurance premium rates should also 
peak. Combination of higher self-retention levels with poor insurance market 
conditions leads to a significant cost reduction. A  fourth and final factor 
influencing cost differences is the insurance volume purchasing power of an 

owner-controlled program. All four factors favor an OCIP.

^Engineers' professional liability insurance is often referred to as "errors

•
and omissions" or "E&O" insurance.

7
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A  more detailed study of the program as a whole shows impacts of 

including or removing various coverage elements from the package. Figure 1 
and the accompanying Table 1 show results of redefining program elements.
This study shows rather convincingly that all four major coverage elements 
should be included. Table 2 complements this finding by demonstrating 
absolute and percentage differences of each element in the two insurance 
approaches. Workers' compensation,, general liability, builders' risk and 
engineers' professional liability coverage costs are reduced approximately 
fifty-fair (34), fifty-nine (59), forty-rive (45) and Lwenty-one (21) percent, 
respectively; these amass a total expected savings of approximately 
sixty-fair (64) million^dollars. An insurance administration fee of roughly 
one (1) million dollars provides a slight offset and yields a total expected 
savings of sixty-three million (63,000,000) dollars.

Distribution of the total owner-controlled insurance program costs bv 
both insurance type and work type provides some interesting insight. Ufcing*

the base case data frcm Table 1, one can derive a "pie-chart" distribution of 
costs to insurance coverage component. The results displayed in Figure 2 
indicate workers' ccmpensation and engineers' professional liability combine 
to almost seventy (70) percent of expected total insurance dollar expenditure.

By contrast, Figure 3 and supporting data in Table 3, indicate distribution of 
insurance dollars by work type: station, tunnel and system consume fifty-four 
(54) forty-twa (42) and fair (4) percent of total insurance costs. More 

detail on distribution by work type for each insurance type can be found in 
following subsections,

An interesting comparison between a conventional and owner-controlled 
insurant.1 program can be made by analyzing costs incurred and passed on by 
each participant. Table 4 demonstrates such a study for workers' 
compensation, general liability and builders' risk coverages. Column 1 gives 
total insurance prenium costs charged by the insurance carriers; in the
conventional case these charges pass through the contractors who in turn add a

profit fee as well as anticipated absorbed losses. In the OCIP approach the 
contractor only adds anticipated absorbed losses and a small amount to protect

against claims not allowed by the insurance carriers; contractors intereviewed 
felt that approximately one (1) percent of claims normally honored by their 
own insurors would be disallowed by an OCIP. These contractor additions can 
be found by subtracting column 1 from column 2. SCRTD costs including

absorbed losses and a premium for accepting more risk are given by column 3, 
"SCRTD costs." Combining "Total cost contractors pass to SCRTD" with "SCRTD
costs" gives a value corresponding to totals used previously.

More detailed discussions of workers' co.npensation, general liability, 
builders' risk and engineers' professional liability coverages are contained 
in the following subsections. These discussions focus on specific coverage 
assumptions/definitions and distributions qf cost among construction, work 
types.

This fee estimate is derived from disaissions with several insurance 

industry experts. It includes the insurance administrator's profit and 
general overhead expenses; it does not include reimbursible expenses derived 
from claims handling administration. Reimbursible expenses are included 
directly in estimates of insurance cost components.
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Base Case (Conventional)

Insurance I t e m  Cost %  of Total

Workers' Compensation $ 59,972,000 41%

General Liability 13,309,000 9%

Builders' Risk 36,084,000 24%

Engineers' professional 38,000,000 26%
liability

$ 147,365,000* 100%

7.4% of construction cost

Base Case (Owner-controlled Insurance Program) 

Insurance Item Cost % of Total

Workers' Compensation $ 27,699,000 33%

General Liability 5,419,000 6.5%

Builders' Risk 19,714,000 23.5%

Engineers' Professional 30,000,000 35.8%
Liability

Fee $ 1,009,000 1 .2%

$ 83,841,000* 100%

4.2% of construction cost

TABLE 1 - Insurance Program Base Cases

All insurance dollar costs are based on a total construction cost of 
$2 billion, in 1986 dollars. See Appendix E for insurance cost 
adjustments for different total construction costs.

S/A-03-01
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JitfPe Conventional C O P Difference
% f r c x i  

Conventioral
% of 

Total Savings
w

Total $147,365,u00 $ 83,841 ,000 $ 63,524 000 43% 100%

Workers ’ 
'"orap. $ 59,972,000 27,699,000 32,273,000 54% 51%

Jineral 
L.ability $ 13,309,000 5 . < o r'n 7,890,000 59% 12%

Builders'
Risk $ 36,084,000 19," t v, 16,370,000 45% 26%

Engineers'
Professional

Liability $ 38,000,000 30,000,0Go 8,000,000 21% 13%

Fee 0 $ 1,009,000 -1,009,000 NA. -2%

TABLE 2 - Summary Comparison of Insurance Alternatives

I I .2 Workers' Compensation

Workers' compensation insurance coverage is a legal requirement of the 
employer. When this coverage becomes an element in an owner-controlled 
insurance program, the project owner must guarantee that these legal require­
ments are fulfilled. Two options face the owner in adopting this element: 1) 
fixed-rate policy and 2) loss-responsive policy. Appendix A pre-ents in 

limited detail differences between these tro approaches. In the case of a 
fixed-rate policy, total insurance cost depends on the loss-ratio established

as a basis; assumption of an industry-wide average yields workers' 
compensation costs on par with die conventional cost of approximately sixty

million <'60,000,000) dollars. Negotiating with the carrier a lower loss-ratio 
basis reduces total cost, but would not normally achieve the OCIP case of

abcut twenty-eight million (28,000,000) dollars. Adopting an O H ?  thus seems 
to also require using a loss-responsive option.

The majority of workers' compensation insurance cost is incurred in 
tunnel construction work. As can be seen in Figure A and Table 5, costs are

distributed sixty-three (63) percent tunneling, thirty-two (32) percent 
station work and five (5) percent systems work. Safety p 'ograras instituted by

SCRTD should this emphasize worker safety in the tunnels; these programs 
should be especially concerned with potential methane ga° hazards during 

tunneling.

S/A-03-01
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I I .3 General Lia b i l i t y

The base case general liability coverage assumes a contractor 
deductible level of two--thousand five-hundred (2,500) dollars per occurrence 

and a SCRTD retention amount of two-million ($2,000,000) dollars. Insurance 
coverage is assumed to a total limit of seventy-five million ($75 000,000) 
dollars; this can be compared to the limit of thirty-million (30,o00,000) used 
in analyzing the conventional base case. Impacts of deductible/retention 
levels and upper-level coverage limits are further explored in Section III of 
this report.

As demonstrated by Figure 5 and Table 6, general liability costs arise 
primarily from station construction work; sixty-two (62) percent of total 
cost derives from this source. TUnnel and system construction contribute 
thirty-six (36) and tvro (2) percent, respectively. This distriixition makes 
intuitive sense; SCRID's greatest third-party liability exposure occurs in the 
open-excavation of work connected with stations. Adjacent buildings are 
especially sensitive to this type of construction.

II.A Builders' Risk

Builders' risk insurance coverage as defined for the base case has 
deductible levels of two-thousand five-hjndred (2,500) dollars and two-million

(2,000,000) dollars for contractors and SCRID, respectively. Total limit on 
coverage extends to one-hundred million (100,000,000) dollars compared to the 
conventional case of thirty-million (30,000,000) dollars. As with the general 
liability insurance, further study of deductibles nnd coverage limits is 
contained in Section III.

Cost 
(Excl. Fee

Work Types and E&O) % of Total

TVinnel $ 22,006,000 42%

System $ 2,262,000 4%

Station $ 28,564,000 54%

$ 52,832,000 100%

TABLE 3 - Distribution of Program Costs Among Work Types



FIGURE

GENERAL LIABILITY (6.5%)

- OCIP Base Case: 
Distribution by 
Insurance Type

FEE (1.2%)

FIGURE 3 - OCIP Base Case: 
Distribution by 
Work Type
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Total . 
Premium

Total Cost 
Contractors 

Pass to 
SCRTD2

SCRID.
Costs-3 Total

Workers' Conv. $ 53,042,000 $ 59,972,000 $ 0 $ 59,972,000

Compensation OCIP 22,051 ,000 22,051,000 5,648,000 27,699,000

General Conv. 10,942,000 13,309,000 0 13,309,000

Liability OCIP 548,000 1,392,000 4,027,000 5,419,000

Builders' Conv. 31,628,000 36,084,000 0 36,084,000

Risk OCIP 13,339,000 13,487,000 6,227,000 19,714,000

Total Conv. 95,620,000 109,365,000 0 109,365,000

(Excl. E&O 
& Fee)4

OCIP 35,938,000 36,930,000 15,902,000 52,832,000

TABLE 4 - Insurance Costs by Participant

‘includes insurer's expected losses, risk premium and handling costs on covered 

loss amounts.

^Includes total prenium from first column and expected contractor absorbed 
losses, uninsured losses, risk preniura and associated profit.

^Includes expected SCRID absorbed losses, risk premium and handling costs on 

uninsured loss amounts.

^Engineers' professional liability insurance and insurance administrator's fee 
are omitted due to their different estimate bases; these bases are disc used 
in Sections II.1 and II.5.

14
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FIGURE 4 - Distribution of Workers' 
Compensation Insurance Dollar by Work Type

Work Type Cost % of Total

TVinnel $ 17,469,000 63%

System 1,504,000 5%

Station 8,726,000 32%

$ 27,699,000 100%

TA B L E  5 - D  stribution of Workers'
Compensation J isuranee Cost b y  W o r k  Type

#

S/A-03-01
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FIGURE 5 - Distribution of General 
Liability Insurance Dollar by Work Type

Work Type Cost % of Total

'runnel $ 1,950,000 36%

System 88,000 ?%

Station __3,361 ,000 62%

£ 5,419,000 1007

TABLE 6 - Distribution of General

L i a b i l i t y  Insurance Cost b y  W o r k  Type

16
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I I .5 Engineers' Professional Liability

Analysis of engineers' professional liability, coumonly called 

"errors arid emissions" insurance, was performed in a different manner than the 
previous three insurance program components. Unlike these others, engineers' 
errors and oraissiors is quoted on an expected insurance premium rate basis.
Two reasons contribute to this approach. First, actual claims against this 
policy will not typically be made until the transit system is in operation, or 
at least substantially finished with construction. The second reason is that 
experience of claims in this area are much more limited than other insurance 
areas.. The second reason argues against accuracy of claims assessments while 
the first demonstrates premium quotations to be more appropriate anyway. A  

summary analysis of options s^d estimated costs to SCRID is given in Appendix
C . ; tliese estimates snould be considered as more "rough" or approximate than 
values presented for other program elements.

Hie chosen engineers' professional liability option, number three (3) 
in Apjiendix C, covers both prima,‘y engineering/architectural consultants and 
section designers from five-million (5,000,000) to fifty-million (50,000,000) 
dollars. Coverage for the first five-million (5,000,000) dollars must be 
obtained by the individual design firms; this "deductible" has the advantage 
of a 1 lowing engineering/architectural firms to maintain continuity in their 
corporate-wide professional liability insurance policy. .\s an additional 
advantage, this assures SCRTD that all designers still ha\/e incentives to 
follow good engineering practices." These policies typically contain 
deductibles that require a firm to be financially sound to absorb. The 
five-million (5,000,000) dollar deductible • not explicitly determined as 

m W  best, but it does reflect actual experiences on other transit projects. To 
obtain cost-reduction benefits, premium costs includ.C in the firm's overhead 
rat? should be limited to the first five-million (5,000,000) dollars of

coverage.

m

Engineers' professional liability policies are often written on a 
"claims made" basis. Instead, SCRTD should insist on policies being written 
on an "occurrence" basis. The latter guarantees coverage available to cover 

losses resulting from engineering errors and emissions regardless of when 
tiie actual claim is made, while the former provides coverage only if the

policy is in force when the claim is actually made. If the firm goes out of 
business after finishing work on the original project, or fails for any 
reason to renew its "claims made" policy, then there is no coverage available 
at the time a claim is actually made. An "occurrence" based Engineers' 

Professional Liability Policy is thus preferred for this Project.

This paragraph was contributed by F. Frederick Pollack, Insurance 
Manager, SCRTD.

17
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FIGURE 6 - Distribution of Builders' 
Risk Insurance Dollar by Work Type

Work Type 

Tunnel 

System 

Station

Cost 

$ 2,586,000

670,000

16,458,000 

$ 19,714,000

% of Total 

13%

3%

84%

100%

TA B L E  7 - Distribution of Builders'

Risk Insurance Cost b y  W o r k  Type

18



SECTION III

SPECIAL STUDIES

This section covers studies intended to explore various insurance 
strategiec and sensitivity analyses to test robustness of assumptions used. 
Strategies considered are deductible policies for both SCRTD and contractors, 
inclusion of a safety incentive program to share good-safety cost savings with 
contractors and extension of coverage limits. Two sensitivity analyses are

performed: 1) SCRTD risk preference and 2) accident rate assessments. Both
the strategy and sensitivity analyses reinforce the values determined 

previously.

111.1 SCRTD Deductible

SCRTD's self-retention or deductible levels on both general liability 
and builders' risk coverages are examined to determine an optimal level for

the owner-controlled insurance program. Figures 7 and 8 and Table 8 show 
results of the examination; both general liability ar builders' risk benefit 

substantially from SCRTD assuming a high self-retp -1' on level. Costs 
indicated in both figures and tables include not >>,.ly expected premium costs 

but also expected absorbed losses and a premium tor accepting additional risk.

Figure 7 suggests a two-million (2,000,000) dollar cost savings for 
SCRTD participating in deductibles up to a five-hundred thousand (500,000)

dollar level: extending this to two-million (2,000,000) dollars may yield an 
additional three-hundred thou0’.id (300,000) dollar savings. Although all 

previous analyses used the higher deductible figure due to its "optimal" cost 
fmplic&tions, a reduction to the five-hundred thousand (500,000) dollar level 
would have a minimum to negligible impact on total costs.

Results from the builders' risk deductible analysis do not indicate the 
same flexibility. In this case, assumption of five-hundred thousand (500,000) 

dollars as a self-retention amount leads to an approximate savings of five 
million (5,000,000) dollars, while a two-million (2,000,000) dollar deductible 
provides an additional three-million (3,000,000) dollar expected savings. By 

participating in builders' risk coverage self-retention to the higher level, 
SCRTD can expect a total savings on the order of five-million (5,000,000) 
dollars.

-01
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TOTAL GENERAL LIABILITY INSURANCE OOST 
($1,000,

Figure 7 - General Liability Insurance Cost as a Function 

of SCRTD Deductible
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TOTAL BUILDERS' RISK INSURANCE COST 
($1,000,000)

Figure 8 - Builder's Risk Insurance Cost as a Function of SCRTD 
Deductible
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SCRTD
Deductible

Total 
(Excl. E&O 

and Fee)
General

Liability
Builders' 

Risk

rBase] 2,000,000 $ 52,832,000 $ 5,419,000 $ 19,714,000

25,000 63,072,000 7,857,000 27,516,000

100,000 60,261 ,000 6,724,000 25,839,000

250,000 57,943,000 6,075,000 24,169,000

500,000 56,068,000 5,702,000 22,668,000

2,000,000 5z,831,000 5,418,000 19,714,000

TABLE 8 - SCRTD Deductible Levels

III.2 Contractor Deductible

One of the tools for providing incentives for good safety practices to 
the contractor is the specification that he/she accept a deductible amount

on both general liability and builders' risk coverages. This approach 
appropriately ass\ames that concern for work-site safety can mitigate many

hazards and potential losses. Care should be taken, however, to avoid a 
deductible so high that contractors are forced to acquire their own insurance 

policies; such behavior would significantly reduce the benefits derived from 
SCRTD's risk sharing.

Total insurance cost, excluding engineers' professional liability 
coverage and fees, as a function of contractor deductible levels is shown 
graphically in Figure 9, and is supported in more detail by Table 9. The range 
of cost savings extends from none at a "no contractor deductible" point to 

approximately one-million four-hindred thousand (1,400,000) dollars at a 
one-hundred thousand (100,000) dollar deductible level. Any contractor 
deductible beyond say twenty-five thousand (25,000) dollars would potentially 

encounter the contractor purchasing insurance; as stated earlier, this should 
be avoided. Thus, the expected savings up to this twenty-five thousand 

(25,000) dollar level is only cne-raillion (1,000,000) dollars; at two-thousand 
five-hindred (2,500) dollars, the value used in prior analyses, anticipated 
savings are seven-hundred thousand (700,00) dollars. This study points out 
that some contractor deductible is desirable, but that a minimal amount will 
achieve much of the hoped for incentive effect.

< 1
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Unlike the contractor deductible mechanism just discussed, that only 
penalizes poor safety performance, a safety incentive program directed toward 
worker safety both penalizes and rewards on the basis of safety experience. 
Table 10 indicates an approximate eight (8) percent additional cost reduction 
by using a safety incentive program; this does not consider, however, haw much 
of the savings is returned to contractors as a safety bonus. If for example, 
an even-shading rule were instituted, then this figure wculd devalue to an 
estimated three-million four-hundred thousand (3,400,000) dollars. The reader 

should also note that data for this analysis is independent from that 
previously used.

Ill .3 S afety I n centive Program

Ill .4 Extending Coverage Limits

Choice of coverage limits is indeed a difficult task; the basic trouble 
lies in assessing likelihoods and values for very rare events. The effort 
required to accurately perform such analysis is beyond the scope of this 
report. An alternate avenue, however, is to catalog expected premium costs for 
extending the upper coverage limits. Such a listing is presented in Table 11 

and represents data collected directly from insurance industry experts.

I l l .5 SCRTD Risk Performance

As one might expect, SCRTD's willingness and ability to accept financial 
risk plays a critical role in defining the best insurance program alternative.
A sensitivity analysis of total insurance program costs to SCRTD's risk 
preference is included; this sensitivity testing shows the robustness of 
pervious results to the crucial assumption on SCRID's risk attitude.

Before showing sensitivity analysis results it is important to define
the terminology used. Risk tolerance is a notion used to capture an 
individual's or agency's ability to take on risk. An approximate measure for 
risk tolerance is a value, X, at which an individual is just indifferent 

between taking a gamble where the gamble is a coin flip with prize X for heads 
and a cost 1/2X for tails; Figure 10 demonstrates this notion. For example, 
assume SCRTD is faced with the choice of taking no action on a water-related

construction problem or taking an action which has a fifty (50) percent chance 
of saving two-million (2,000,000) dollars and a fifty (50) percent chance of
costing an additional one-million (1 ,000,000) dollars; if SCRTD were just
indifferent between the action involving the gamble and no action, then SCRTD's 
risk tolerance would be two-million (2,000,000) dollars. This risk tolerance 

would then be an appropriate measure for other SCRTD decisions involving risk.
A  ~ore ojmolete discussion of risk preference can be found in Raiffa (1968).

S/A-03-01
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FIGURE 9 - Impact of Contractor Deductible 
on Total Insurance Cost
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Contractor
Deductible

Total (Excl. E&O 
ana Fee)

General
Liability

Builders'
Risk

[Base] 2,500 $ 52,832,000 $ 5,419,000 $ 19,714,000

0 53,507,000 6,072,000 19,736,000

1,000 52,879,000 5,454,000 19,726,000

2,500 52,831,000 5,418,000 19,714,000

25,000 52,544,000 5,258,000 19,587,000

50,000 52,371 ,000 5,187,000 19,484,000

100,000 52,12,000 5,105,000 19,324.000

TABLE 9 - Contractor Deductible Levels
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All prior analyses assumed a risk tolerance of one-million five-hundred 
thousand (1,500,000) dollars; evidence from current SCRID insurance practices 

indicate this assumed value to be reasonable. A  sensitivity analysis on risk 
tolerance should therefore test the range of risk tolerances that still have an 
OCIP preferred over a conventional approach. Ihis test is displayed in Figure 
11 and supported by Table 12. Results clearly indicate that choice of OCIP is 
not sensitive to the assumption on SCRID risk tolerance. Risk tolerance must 
reduce to approximately one-hundrnd fifty-thousand (150,000) dollars before a 
conventionai insurance option is preferable; this is a factor of ten difference 
from the assumed value. In addition, risk tolerances between five-hindred 
thousand (500,000) dollars and tw:r-million (2,000,000) dollars have relatively

small impacts on the insurance program cost. Selection of insurance approach 
is thus not sensitive to SCRID's <issumed risk preference.

III .6 Accident Frequency Assessment

Accident frequency and severity play a dominant role in determining 
total insurance costs. In the situation of an owner-controlled insurance 
program, actual experience dictates actual costs; forecasting project safety

f
erformance is tlus key to accurately estimating insurance program costs, 
nsurance industry experts and construction contractors are major soirees for

accident data assessment. Results stated thus far are based primarily on 
accident data assessed from Mr. James Murphy of the Fred S. James Company. A

second, completely independent source was provided by Mr. Roger Thomas and his 
firm, Johnson & Higgins of California, and provides a verification of values 
already ascertained. A  second sensitivity analysis of this critical data U s t s  

impacts of increasing accident frequencies above the assessed levels.

New accident data assessments lead to a significantly new distribution 
of program cost, but agrees within five (5) percent on total cost to SCRID. 

Table 13 presents a comparison of data assessments and their associated 
insurance items percentage distributions. Major differences are in the 
workers’ compensation and builders' risk components. As shown previously in 
Table 10, much of this larger workers’ compensation cost can be reduced by a 
safety incentive program; total costs would then deviate only slightly. An 
independent accident data assessment demonstrates to a reasonably high Level of 
confidence that total cost figures are reliable enough for decision-makLng.

A  second sensitivity analysis to test robustness of original accident 
data assessments reveals that accident frequency rates irust be increased by 
approximately one-hundred sixty (160) percent before they affect selection of 
insurance approach; this analysis is graphically presented by Figire 12. It is 
improbable that assessments could be off by such a high degree. Comb in Lr this 
conclusion with results from the independent assessment removes concern over

any possible Inaccuracies in accident data values used.

S/A-03-01
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Insurance Program 

OCIP without SIP 

OCIP with SIP

Difference:

% Difference:

Worker's 
Compensation Cost

$ 42,545,000

35,741,000

$ 6,804,000

16%

Total Cost 

$ 88,031,000 

81 ,227,000 

$ 6,804,000

8%

TABLE 10 - Safety Incentives Program (SIP)

$ 0 Indi fferent To

$ X

-$X/2

X IS DEFINED AS THE "RISK TOLERANCE" OF THE DECISION MAKER.

FIGURE 10 - Risk Tolerance Definition

S/A-03-01

Data assessments for this comparison were supplied by Johnson & Higgins 
of California. Total insurance cost does not correspond to previous 
total since this assessment is independent.
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Insurance Type 

General Liability

Engineers'
Professional
Liability

Coverage Range

$ 100,000 

$ 1 Million 
$ 5 Million

to $1 Million $ 16. M i l h  Dn

to $5 Million s 4.8 Mil1ion
to $25 Million s 3.2 Million

to $75 Million $ 1.6 Million

to $100 Million $ .3 Million

Builders' Risk $ 25,000 to $5 Million $ 14 Million

$ 5 Million to $30 Million $ 6 Million
s 30 Million to $55 Million $ 4 Million
$ 55 Million to $80 Million $ 4 Million

$ 5 Million to $10 Million
$ 10 Million to $25 Million
$ 25 Million to $50 Million

Premium Cos^s

$ 8 Million 
$ 4 Million 
$ 4 Million

TABLE 11 - Premium Costs for Extending Coverage Limits

I P
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SCRTD Risk Tolerance

[Base] $ 1,500,000 

100,000 

500,000 

1,500,000 

2,000,000

Total Cost (Excl. E&O and Fee)

$ 52,832,000 

157,350,000

67.763.000

52.831.000

50.965.000

TABLE 12 - Sensitivity Analysis of SCRID Risk Preference

Owner-Controlled Insurance Program

#
NEW DATA PREVIOUS DATA

INSURANCE
ITEM COST % OF TOTAL COST % OF TOTAL

Workers1 
Compensation

$ 42,545,000 48.3% $ 27,699,000 33%

General

Liability

$ 3 ,73S,000 4.3% $ 5,419,000 6.5%

Builders' 
Risk

$ 10,744,000 12.2% $ 19,714,000 23.5%

Engineers'
Professional
Liability

$ 30,000,000 34.1% $ 30,000,000 35.8%

Fee $ 1,009,000 1.1% $ 1,009,000 1 .2%

$ 88,031,000 100.00% $ 83,841,000 100.00%

TABLE 13 - Comparison^of Accident 
Rate Data Assessments

# ew values were provided by Johnson & Higgins of Calfomia.
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CONCLUSIONS

SECTION IV

Conclusions to f’ 's insurance alternatives study are organized to convey and 
reiterate the roost important results, recommend the next actions for the Southern 
California Rapid Transit District, and comment generally on the report validity and 
applicability.

IV. 1 Summary of Important Results

Of the variety of insurance approach alternatives tested, an owner-controlled 
insurance program proved to be most cost-effective. Workers' compensation, general 
liability, builders' risk, and engineers' professional liability coverages are all 
components of this "best'* program. Savings over a conventional insurance approach 
are estimated to be over forty (40) percent; this corresponds to approxiraatel) three
(3) percent of total construction costs. A  majority of the savings derive fiora a 
loss-responsive workers' compensation policy; workers' compensation insurance 
costs, in C u m ,  originate primarily in tunnel construction. A comprehensive worker 
safety effort directed toward tunneling activities is thus where leverage is gained 
in achieving anticipated cost savings.

More detailed analyses of insurance components reveals appropriate deductible 
levels on general liabilitv and builders' risk policies, as well as implementation 

strategy for engineers' professional liability coverage. SCRTD obtains niich of the 
expected cost reductions by participating in loss-retention at a high level; values 
determined for cost savings assume that SCRID has a two-roillion (2,000,000) dollar 
deductible level on both general liability and builders' risk. Changing general 

liability deductible to five-hundred thousand (500,000) dollars still affords roost 
of the foreseen benefit. Contractors, on the other hand, only share a small portion 
of deductibles ir. the optimal program. Some level of deductible responsibility 
should be given to contractors as an incentive device; too high a decoctible level 
will force contractors to purchase base-level policies, th.is negating cost benefits. 
A two-thousand five hundred (2,500) dollar deductible is chosen as reasonable and 
effective.

Analysis of engineers' professional liability insurance does not benefit from 
the same depth and rigor as the study of other insurance components. Although 
results arise more-or-less directly from premium estimates, they point to a major 
cost savings from including this coverage in an owner-controlled program. By 
including section designers, their coverage limits can be extended from ten-million-

00,000,000) to fifty-million (50,000,000) dollars with minor additional cost. 
Coverage of the first five-million (5,000,000) dollars of potential claims is

considered the responsibility of the engineering firms, both primary consultants and 
section designers; this encourages good engineering practice and maintains an appro-• priate relationship between a firm and its professional liability insuror. Coverage 
beyond five-million (5,000,000) dollars may not be necessary for section designers;
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these lower limits wooid implicitly place more liability cn primary consultants and 
perhaps result in mo £ conservative design.

The selection of insurance approach seems to be quite clear. 3v acceptingS eater risk exposure and administrative burden, SCRTD can expect to reduce 
surance costs. Kow the District proceeds toward this goal is discussed in the 
next subsection.

IV.2 Recommended SCRTD Actions

SCRID has already taken the first and perhap* roost difficult step in 
implementing an owner-controlled insurance program, obtaining a legislative 
exception to permit this approach to be used on this transit project. The next step 
is to prepare a request for insurance administration proposals; particular ''are 

should be taken in defining expected scope of professional services. The e ,le 
roost important task of selecting a firm to act as insurance program administrator

during specific program design and insurance marketing is necessary since it is the 
actual response of the insurance marketplace that fine-tunes deductible levels and 
coverage limits. Finally, SCRTD must monitor operation of the owner-controlled 
insurance program to obtain an on-going measure of its performance.

The one step mentioned above that is critical to successful implementation is 
evaluation and selection of insurance administrator. Evaluation criteria for firms 
and tlieir proposals should include:

, Qialifications and experience of the director, 
of the insurance administration function,

. Service and marketing capabilities of the 
sponsor firm,

. Company experience with owner-control led 
insurance programs,

. Technical approach to SCRID's insurance 
program,

. Administrator management organization, and

. Cost

These criteria are listed in approximate order of decreasing importance. 
Criteria developed from other sourci s can be found in Appendix D; these provide a 

comparison to those listed above. Troposed criteria above concentrate on personal 
and company capabilities; much less emphasis i placed on design and operation of 
the insurance program aid cost. SCRTD assure' overall program quality by tightly

defining "Scope of Services" and by continuous participation in program evolution.
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Insurance administrator selection should occur at least five (5) months prior 
to start of major construction activity; this timing strengthens chances of 
realizing projected savings. Earlier selectior would allow active participation of 
the insurance administrator in establishing contract general conditions and in 
overall review of program risk management.

IV.3 General Comments on Study

How far should SCRID trust these results? The comparative studies such as 
which program is most cost-effective and relative impacts of deductible levels 
should be very reliable. Percentage differences and relative alternative rankings 
are accurate enough for confident decision-making. Absolute values, however, are 
more suspect. Detailed information is lacking in several important areas. One 
would normally expect an OCIP to be four (4) to six (6) percent of total 
construction cost. This study's estimate of approximately four (4) percent is at 
the low end of the anticipated range; caution in accepting absolute figures is 
therefore advised.

No specific discussion has been presented on management of reserve accounts; 
any insurance program with a large owner loss-retention such as an OCIP will

typically set aside an expected loss amount for each claim presented. It may be 
many months before an actual award is made. Interest gained on these reserve

accounts has not been factored into this analysis. To properly consider these 
investment effects it would also be necessary to consider timing of other financial 
flows of an OCIP. To a first order of analysis interest earned tends to balance 
delavs in receiving dividends from a loss-responsive workers' compensation policy, 
this a time-based study of cash flows does not appear necessary. Estimated costs 
quotid in this analysis can be considered as being in 1986 dollars.

Selection of a comprehensive OCIP and use of high SCRID loss-retention levels 
are the tvv most important conclusions of this study; both are eminently defendable. 
Section III contains a wide variety of sensitivity analyses designed to test the 
validity of these results; all provide reinforcement to the accuracy of the 
comparative studies. Southern California Rapid Transit District should implement 
an owner-controlled insurance program for the construction of the Metro Rail 
Project; such an action can be taken with assurance and confidence.
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APPENDIX A 

The Insurance Decision

‘‘‘Most of the material in this appendix is extracted from "Analysis of 
Construction Insurance Alternatives for Niagara Frontier Transportation 
Authority's Light Rail Rapid Transit Project," David R. Ashley and Thomas W. 

Parkinson, November 19, 1979.
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Characteristics of the Decision

Insurance is a hedge against risk. By paying a fixed, predetermined 
premium, one can avoid the possibility, however, unlikely, of large 
catastrophic losses. At the very worst, such losses could easily bankrupt an 
economic concern. In any case, the uncertainty surrounding the actual amount 
of losses incurred makes planning difficult.

This protection, however, comes with a price. The insurance premium 
includes an amount equal to the expected losses as well as a factor termed

production loading. Production loading, which generally ranges from 40-60% of 
the premium, covers overhead, administrative costs, taxes, and pro-fit. The 
decision to buy insurance involves the balance between paying this production 
loading to the insurer and incurring the risks.

Consider a loss-responsive workers' compensation policy in the OCIP 
case. Under the loss-responsive plan, premiums are tied directly to loss

experience. The loss ratio, the ratio of loss dollars paid out to premium 
dollars taken in, resulting frcm a project can never be known beforehand, 

although insurance carriers use 6l>% as an average. The effect of the safety 
program would reduce this average to about 51%. The actual loss ratio, 
however, might range from 30% to 80%. Figure A1 shows the distributions on 
loss ratio with the safety program.

At a loss ratio of about 67%, the costs of the retrospective policy 
will equal the costs of a fixed-rate policy. There is an 11% chance (shown as

shaded area in Figure A1) that the loss-responsive policy would cost more than 
the fixed-rate. Thus, wnile the loss-responsive policy will be cheaper on 

the average, it may not necessarily be cheaper in actuality.

Obviously, the uncertainty in the cost of the loss-responsive policy is 
undesirable. It is entirely reasonable to prefer a fixed-rate policy in spite

of the fact that the average cost of the retrost ective policy wculd be 
cheaper. If the cost of the fixed-rate policy were varied up and down, there

would be a point at which the Southern California Rapid Transit District 
(SCRTD) would be indifferent between the two policies. The differences 
between the fixed cost of the standard policy and the average cost of the 

retrospective policy is termed the risk premium. This risk premium is the 
amount of money the SCRTD will foregi. , on the average, in order to eliminate

the risk of yet greater losses.

The concept applies directly to the determination of a proper 
deductible size. A large deductible will decrease the production loading cost 
but will increase the risk. A  proper deductible level is that size which 

minimizes the total of production loading costs and risk premium, with the 
risk premium reflecting SCRTD's ability to absorb risk.

The Costs of Insurance

tost comparative studies of insurance compare only premium costs. Yet 
premiums are only part of the problem. To make any decision between OCIP and
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conventional insurance packages, one roust consider all effects on the SCRID's 
cash flows. These cash flow effects include not only the direct cost of 
insurance to the SCRID, but also the indirect costs reflected in che 
contractor bids.

Consider a contractor's behavior under a conventional insurance 
program. A  contractor's normal irode of operation is to determine his 
expenses, adding on top a profit share. Thus the cost of the insurance item 
to the authority is the cost of the insurance itself plus the associated 
profit share. The size of the associated profit share is difficult to 
determine. The only sure method would be to obtain two bids, one with and 
one without, the insurance item.

As such information is presently unavailable, we must make some 
reasonable inferences as to the contractor's behavior must be made. First, 
the insurance premium must be pre-paid by the contractor. Thus, he will add a 
certain margin to cover the cost of capital tied up. If he takes a 
deductible, he will have some expected amount of absorbed losses. This amount 
he will pass on to the District. While the premium itself is generally fixed 
and incurs no risk, the absorbed losses from the deductible are uncertain. To 
cover this risk, the contractor will tack on a margin representing his risk 
premium.

If the contractor requires subcontractors to purchase their own 
insurance, the situation is even more complicated. The subcontractors will 
alter their bids accordingly. In turn, the contractors add another mark-up in 
calculating their bids. Hence there are two profit margins added to the 
premium itself. Even if the contractor insures his subcontractors as part of 
a package, in some cases they obtain their own insurance, <nd thus end up with 
duplicate coverage.

Under an owner-controlled insurance program, the contractor does not 
purchase the insurance. He will still have his absorbed losses accruing from 
the deductible. In addition, because the DCIP insurer is not his regular 
insurer, he anticipates that some percentage of the claims will be declared 
uninsurable, leaving him liable. Again, this expectation is reflected in the 
bid.

SCRTD itself faces some of the same concerns. Instance premiums in 
the OCIP case are an obvious expense. If SCRTD were to take on some level of 
deductible, then it would have some amount of absorbed losses, including 
handling fees passed on by the insurer to cover the costs of processing 
third-party claims. Because of the uncertainty resulting from the deductibles 
or retrospective policies, SCRID would also incur some risk premium. Finally, 
there is the cost of the insurance administrator to manage the DCIP program.

The sum total of all these figures constitutes the cost of insurance. 
This cost includes items not normally considered in comparative studies. In 
addition, these items do not correspond directly to budget and bid line Items. 
Yet, because this analysis considers total effect on cash flow, this "total" 
cost is the most useful value for insurance decison-making.
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An understanding of the structure of insurance premiums is essential to 
deciding between OCIP and conventional coverage. In the study four main 
insurance items are considered: workers' compensation, comprehensive general
liability, builders' risk and engineers' professional liability. The forces 
affecting the premiums are different fcr each item.

Determination of Insurance Premiums

Workers' Compensation — Workers' compensation is the most structured of 
the four. Book rates for each trade are set by law. For the decision 
between OCIP and conventional coverage, the actual rates are much less 
important than the differential effects between the two programs. The 
following representative rates were used:

Tirmel Line 
Systems
Stations (Cut and Cover)

$15.17/81 on 
$23.14/8100 
$ 7.00/$100

These manual premiums are modified by the contractor’s experience 
factor to obtain the standard premium. Depending on the amount of premium 
dollars generated, these standard premiums may be reduced up to 14 or 16 
percent (depending on whether the insurer is a stock or mutual company).

A loss-responsive policy may be attractive under an OCIP. In this 
case, the premium is not fixed, but rather depends on the loss ratio. The 
premium is calculated as follows. SCRID under any circumstances pavs a basic 
premium (13% of the standard premium) to cover certain overhead and profit 
charges. Added to this are all losses plus a handling fee to cover claim 
investigation and adjustment (10% of the loss total). These costs are further 
increased by a tax multiplier of 1 .0 4 .  The total workers' compensation 
premiums for the loss-responsive policy work out to be slightly less on the 
average. Reucued losses as a result of the safety program add significantly 
to savings.

General Liability —  General liability coverage is a wide open market 
for insurance carriers. Premiums depend strongly on the individual circum­
stances on each project. Furthermore, there are two or more layers of 
coverage (primary and excess) which must be marketed and auoted separately.

General liability rates depend strongly on the volume of premium 
dollars generated, not only from the general liability coverage itself, but 
from workers' compensation premiums as well. Therefore, including general 
liability and workers' compensation together in the same package will result 
in lower premiums than would marketing the general liability coverage by 
itself. This volume effect is quite significant.
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On top of these volume effects are the effects of the fluctuating 
market. The peculiar incentives of insurance company economics produce a 

regular cycle in insurance rates. In favorable times, insurers will lower 
rates in order to attract premium dollars for investment. While the invest­
ment returns create an initial cash surplus, the inevitable losses produce 
a cash crunch. When this happens, the insurers decrease their volume, raise 
their rates, and attempt to quickly rebuild their cash position.

The insurance market currently appears to be in an approximately nine 
to ten year cycle compared to historical five-year cycles. A  relative peak in 

premium rates should occur around 1985 or 1986. Rates for the excess layer at 
the peak should be about 40% higher than those at the bottom of the trough.

Because the rate increases are intended to produce a quick cash recovery, 
there is a tendency to have larger increases on those policies generating the 

most premium dollars. Thus policies with small deductibles will encounter 
proportionately larger increases than those with high deductibles. In fact, 
the increases for such policies can be 50% greater than the increases on 

excess coverage (on a doliar-for-dollar basis).

Lastly, because general liability rates are somewhat negotiable, the 
potential effects of a good safety program can exert a downward influence on 

premiums.

Builders' Risk —  The effects on builders' risk are similar to those on 
general liability, but are less marked. Again the builders' risk coverage is 
composed of a primary and one or more excess layers.

As with general liability, builders' risk premiums depend somewhat on 
the volume of premium dollars. In this case, however, the rates are not 

ccxipled to premiums generated by workers' compensation or general liability 
coverages. Also the effect is much smaller; the rates for tne smallest

anticipated contracts would be approximately 40% greater than for the project 
as a whole.

Market conditions still play a major role. Timing is similar to the 
general liability case; the difference between the lowest an highest rates is 
also 40%. Unlike workers' compensation and general liability, however, 
builders' risk premiums are unaffected by any potential safety program.

m
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APPENDIX B

DERAILED COMPARISON OF SCRTD INSURANCE ALTERNATIVES
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5 B r o k e r ' s  F ee 0 0 0 0 0 0 0 0
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9 C a n c e l l a t l o n 0 0 0 0 0 0 0 0

10 I’ r n f  1 t 6 3 fi 5 . 9  9 0 13X3 . 09 0 3795. .1 0 11 4 7 4 . 4 0
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t o  SCRTI) 5 9 9 7 1 . 9 22051 13 30 9 . 4 13 91 . 9 1 3 0 0 0 4 . 1 1 14 no. 7 1 0 93 05 . 4 30 97 9 . 6
12 Ab so r b ed  l .onocn 0 0 0 3 2 0 2 . 2 7 0 4 2 ) 7 . 0 (I 7515 . 1 1
13 R i sk  Premium 0 504 0 0 116 . 747 0 14 01 . 41 0 7465 .  b5
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APPENDIX C

ENGINEERS' PROFESSIONAL LIABILITY 

INSURANCE COVERAGE COSTS



Option

1. All instance placed conventionally 
(Limits: Primary consultants to
$50 Million; section designers to 
$10 Million) 2 ,3

Estimated
Component

Cost^

Estimated 
Option 
Total 
'Cost^

$ 38 Million

2. OCIP (except section designers)
. Primary consultant to $5 Million 
. Section designers to $50 

Million 2 ,^
. SCRTD, $5 Million to $50 

Million for n H m a r v  con­
sultants only

$ 7 Million 

$ 24 Million

$ 8 Million
$ 30 M illion

3. OCIP (including section designers)
. Primary consultant to $5 Million 
. Section designer to $5 Million 
. SCRID, $5 Million to $50 Million 

for both

$ 7 Million 
$ 7 Million

$ 16 Million
$ 30 Million

4. OCIP (except primary consultants)
. Primary consultant to $50 Million 
. Section designers to $5 Million 
. SCRID, $5 Million to $50 Million 

for section designers only

$ 24 Million 
$ 7 Million

$ 8 Million
$ 39 Million

Option 1 is used throughout this analysis as the conventional base 
case, while Option 3 represents the OCIP best option. They are not strictly 
comparable since the conventional base uses a section designer coverage limit 
of $10 Million and the OCIP uses $50 Million. Each appears, however, to 
represent most likely choices for each insurance approach; equating coverage 
limits would increase OCIP cost advantages.

^All costs are based on premium rate assessments supplied by Mr. James Murphy 
of Fred S. James Co. Estimates assume a $ 2 Billion construction cost and a 
$250 thousand deductible for engineering firms.
2It may be difficult for section designers to obtain coverage to $50 Million.
3By increasing section designer coverage to $50 Million an estimated cost 
increase to $48 Million will occur.
^By lowering section designer coverage to $10 Million a cost reduction to $29 
Million can be achieved.
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APPENDIX D

EVALUATION CRITERIA FOR INSURANCE ADMINISTRATOR PROPOSALS

Appendix D consist of tvro major components: D.1 SAMPLE EVALUATION
CRITERIA FROM OTHER SOURCES and D.2) SUGGESTED SCRTD PROPOSAL EVALUATION 
PROCESS.



D.1 SAMPLE EVALUATION CRITERIA FROM OTHER SOURCES

This Section contains two sets of criteria for insurance administrator 
proposal evaluation. The first list was used by the Mass Transit Administra­

tion (MIA) in Baltimore, Maryland, to select their insurance intermediary. A 
second list was solicited from Johnson & Higgins of California.

MIA PROPOSAL EVALUATION CRITERIA

Criteria Weight % *

1. Quality and Responsiveness 5 
of Proposal
a. Completeness
b. Organisation & Conciseness

of Material
c. Deviations from RFP

2. Technical Approach 10
a. Identification of Problems
b. Reasonableness of Technical

Approaches
c. Use of Imagination
d. Logic of Plan

3. Managerial Approach 10
a. Organization Makeup

b. Adequacy of Procedures
c. Use of Resources
d. Adequacy of Schedules

4. General Capabilities 20
a. Experience (companies & Individuals)

b. Reputation (quality of work, schedule,
cost, degree of cooperation)

5. Staff and Facilities 20
a. Manpower (numbers & skills)

b. Facilities (size, type,
condition)

6. Cost Proposal 25
a. Reasonableness of Cost
b. Reasonableness of Fee

7. General Evaluation 5

*"Weight % does not add up to 100 %.
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J O W S C N  & HIGGINS SUPPLIED CRITERIA

These criteria relate more to capabilities of the responding firra than 
to proposal evaluation.

1. Depth and professional quality of local safety, fire prevention 
and claims staff.

2. Regional service capabilities relative to finance plan 
structure, insurance marketing and insurance marketplace 
penetration.

3. Project management system.

@
4. Experience with Wrap-up insurance programs [owner-controlled 

insurance programs] including administration, bid specifica­

tions and on-going related services.

m
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The following presentation is modeled after the current SCRIP proposal 
evaluation process. It takes into account lessons learned from other transit 
systems using an owner-controlled insurance approach and SCKID-specific 
insurance program characteristics. The weightings provided are given as 
ranges rather than single values; final determination of weighting values must 
come from SCRIP management.

D.2.1 PROPOSAL EVALUATION PROCESS

The Proposals will be evaluated as follows:

The overall evaluation process will be performed by a Proposal Review 
Board (PRB). The evalution criteria are set forth at the end of this 

sub-section and will be the sole basis for determining the technical 
acceptability of proposals. The technical presentation should be specific and 

complete in every detail.

A. Qualification and experience of the Director of the insurance
administration function.

i) Does the proposed Director have direct experience 
in managing an owner-controlled insurance program?

ii) Does his/her experience include claims administra­
tion, insurance marketing and safety program

administration?

iii) What are the general administrative capabilities 
of this Director?

iv) Does the Director's experience or educational 
background include significant exposure to cons- 
struction or engineering disciplines?

B. Service and Marketing Capabilities of the Sponsor Firm

i) Does the firm have internal capabilities for market­
ing coverage to potential insurance carriers?

ii) What is the firm's access to "off-shore" insurance 
markets?

iii) What are the service and administrative
capabilities of local offices of the firm ?

iv) What are the service and administrative 
capabilities of the firm's main office ?

D.2 SUGGESTED SCRIP PROPOSAL EVALUATION PROCESS

9
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C. Firm Experience with Owner-controlled Insurance Program

i) What are the numbers and sizes of owner-controlled 
insurance programs that the firm has supervised?

ii) What experience does the firm have with owner- con­
trolled insurance programs for rapid transit construc­
tion project?

iii) What experience does the firm have in implementing 
owner-controlled insurance programs in California?
If no direct experience, does the firm exhibit 
detailed knowledge of California laws applicable 
to structuring and implementing owner-controlled 
insurance programs?

iv) If the insurance administrator is proposed as a joint 
venture of firms, how do the skills and experiences 
of the individual firms complement each otner?

D. Technical Approach to SCRID's Insurance Program

i) What insurance coverages does the respondent 
suggest including in the program?

ii) What is the proposed scope of services?

iii) What is the proposed financial plan, including 
reserve management?

E. Insurance Administrator Organization/Management Plan

i) What is the insurance administrator's organiza­
tion structure?

ii) Which of the proposed scope of services Items are 
to J.e performed by staff specific to the Metro 
Rail Project?

By regional office support? By main office support?

iii) What are the skills and experiences of staff designated
for claims administration? Safety Program Administration?
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i) MBE Participation

ii) Local Participation

iii) Timing of scope of service items

iv) Completeness of response

F. Other

D.2.2. EVALUATION CRITERIA

Each element of the evaluation of criteria will be based on a rating of 1 to 
10 points using the following schedule:

(I) ' (2)--------- (37 (4)

Numerical
Evaluation Element Rating (1-10) Weight*

Col. 2 x Col. 3 = 
Weighted Rating

A. Qualifications of Director (2.5 - 4.0)

B. Capabilities of Firm (2.0 - 3.0)

0 c Firm's Experience with 
Owner-Controlled Insurance (0.8 - 2.0)

D. Technical Approach (0.5 - 1.5)

E. Organization/Management Plan (0.5 - 1.5)

F. Other ( 0  - 1.0)

m r

D.2.3 SELECTION

The respondents whose written proposals are rated highest by the 
Proposal Review Board will be asked to make oral presentations of approximately 
one hour to the Proposal Review Board. The Proposal Review Board will then 
make recommendations to the District Board of Directors. Ihe District Board of 
Directors may desire to interview the top-rated responsents before authorizing 
the Project staff to enter into contract negotiations.

* Weights should be selected from the range such that maximum possible 

’'Weighted Rating = 1 0 0 .
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a p p e n d i x  e

SUMMARY INSURANCE COSTS 

AS A  FUNCTION OF CONSTRUCTION COST



APPENDIX E

CONSTRUCTION
COST

OCNVENTICNAL 
INSUR. COST

1 ,000 ,000 ,000 $ 73,683,000

1 ,200,000,000 88,419,000

1 ,400 ,000 ,000 103,156,000

1 ,600,000,000 117,892,000

” 00 ,000 ,000 132,629,000

2 ,000 ,00 0 ,0 0 0
[BASE]

147,365,000

2 ,200 ,000 ,000 162,102,000

O CIP
CO ST D IFFER EN CE

42,425,000 $ 31 ,258,000

50,708,000 37,711,000

58,991,000 44,165,000

67,275,000 50,617,000

75,558,000 57,071,000

83,841,000 63,524,000

92,124,000 69,978,000

SCRTD
SCRTD 

D IR EC T  CO ST

$ 34 ,483 ,000

40 .572.000

47 .166.000

53.759.000

60.353.000

66.947.000

73.541.000

CONTINGENCY
RESERVE

$ 7 ,951,000  

9 ,541 ,000

11.131.000

12.722.000

14.312.000

15.902.000

17.492.000

SUW ARY INSURANCE CO STS AS A FUNCTION O F CONSTRUCTION CO ST
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P U R P O S E  O F  T H E  R E V I E W

In a c c o r d a n c e  w i t h  the p r o v i s i o n s  of T i t l e  24 of the A l a s k a  
S t a t u r e s  and a special r e q u e s t  of the L e g i s l a t i v e  Bu d g e t  and 
A u d i t  Com m i t t e e ,  ve have r e v i e w e d  c e r t a i n  issues r e l a t i n g  to 
a n  i n s u r a n c e  " w r a p - u p "  p r o g r a m  for A l a s k a  P o w e r  A u t h o r i t y  
c o n s t r u c t i o n  projects. Our r e v i e w  e n c o m p a s s e d  a c t i v i t i e s  of 
the A l a s k a  P o w e r  A u t h o r i t y  (APA) a n d  the D e p a r t m e n t  of 
A d m i n i s t r a t i o n ,  D i v i s i o n  of R i s k  M a n a g e m e n t ,  as w e l l  as 
f h o s e  of i n s u r a n c e  b r o kers a n d  a g e n t s  h a n d l i n g  A P A  accou n t s .
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B A C K G R O U N D

In the Sp r i n g  of 1981, l e g i s l a t i o n  was enacted that b r o a d e n e d  
t he scope of A P V s  a u t h o r i t y  and r e s p o n s i b i l i t y  for a d m i n i s­
teri n g  A l a s k a ' s  e n e r g y  program. APA b e c a m e  di r e c t l y  involved 
i n  the c o n s t r u c t i o n  and a c q u i s i t i o n  of p o wer projects 
t h r o u g h o u t  the State.

T h e  first c o n s t r u c t i o n  project to come o n  line was the Tyee 
L a k e  h y d r o e l e c t r i c  project. This project, located a p p r o x i­
m a t e l y  40 m i les s o u t h e a s t  of Wrangell, was to be c o n s t r u c t e d  
i n  three phases. Bids for P h a s e  I w e r e  solicited in early 
J u n e  1981, w i t h  c o n s t r u c t i o n  s c h e d u l e d  to begin the following 
O c t o b e r .

T h e  R e q u e s t  for P r oposal (RF?) for T y e e  L a k e  conta i n e d  g e n­
er a l l y  s t a n d a r d  w o r d i n g  in which the b u r d e n  for pur c h a s i n g  
a n d  m a i n t a i n i n g  a d e q u a t e  i n s u r a n c e  was placed on the c o n­
tractor. Sim u l t a n e o u s  to the Tyee L a k e  bid process, A P A  also 
s o u g h t  advice from the D i v i s i o n  of R i s k  M a n a g e m e n t  about the 
i n s u r a n c e  r e q u irements and l i a b ility ramifi c a t i o n s  of APA 
c o n t r a c t s  in general. The D i v i s i o n  of R i s k  M a n a g e m e n t  in 
turn c o n s u l t e d  wi t h  the State's m a j o r  insur a n c e  broker, M a r s h  
& M c L e n n a n  Inc. During J u l y  1981, a series of discussions 
a n d  c o r r e s p o n d e n c e  ensued among APA, Ri s k  Management, M a r s h  & 
M c L e n n a n  Inc. and various consultants, w hich u l t i m a t e l y  
r e s u l t e d  in a d e c i s i o n  to s u b s t i t u t e  an owner p rovided i n s u r­
ance  p r o g r a m  for c o n t r a c t o r  p r o v i d e d  insur a n c e  on the Tyee 
L a k e  project. Th a t  is, rather than r e q u i r i n g  the c o n tractor 
to p u r c h a s e  i n s u r a n c e  and to see that his sub-contractors do 
likewise, the owner (APA) w o u l d  "wrap-up" all parties and 
e x p o s u r e s  into a co m p r e h e n s i v e  saf e t y  a n d  insurance program.

C o r r e s p o n d e n c e  b e t w e e n  M a r s h  & M c L e n n a n  Inc. and A P A  i n d i­
cates that the d e c i s i o n  to employ a w r a p - u p  p r o g r a m  for Ty e e  
L a k e  was reached during the latter r-rt of July. Bid o p e n­
ings w e r e  scheduled for Au g u s t  11, i981. G iven the time 
c onstraints, APA e l e cted to have c ontractors submit bids with 
i n s u r a n c e  costs included, as s p e c i f i e d  b y  the RFP. U p o n  the 
award, APA w o uld then d e t e r m i n e  w h e t h e r  the con t r a c t o r  would 
a g r e e  to an owner p r o v i d e d  i n s u r a n c e  p r o g r a m  and, if so, 
w o u l d  n e g o t i a t e  an amount to ba c k  out of his bid.

Bids w e r e  opened as s c h e duled on A u g u s t  11, 1981. Proposals 
w e r e  e v a l u a t e d  and the contract e v e n t u a l l y  awarded on 
S e p t e m b e r  25 to the joint venture of S o u t h e a s t  D r i l l i n g  Co., 
Inc. - H a r r i s o n  W e s t e r n  Corp. (SE-HU) for a bid of 
$44,952,000. S E - H W  s u b s e q u e n t l y  agreed to owner provided 
insurance, and a change order was signed O c t o b e r  2D r e ducing 
the c ontract amount by $1,798,867.
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O n  O c t o b e r  28, 1981, s u b s c r i p t i o n  po l i c i e s  effec t i v e  O c t o b e r  
f or P h a s e  I of the T y e e  L a k e  p r o j e c t  we r e  is s u e d  b y  the two 
f i r m s  that h a n d l e  the S t a te's m a s t e r  i n s u r a n c e  policies:
M a r s h  a M c L e n n a n  Inc. and C o r r o o n  & B l a c k / D a w s o n  & Co., Inc. 
D u r i n g  N o v e m b e r  and Decem b e r ,  the brokers and the D i v i s i o n  
o f  R i s k  M a n a g e m e n t  w o r k e d  out details on h o w  to s t r u c t u r e  
a n d  a d m i n i s t e r  the wrap - u p  program. This i n v o l v e d  a r r a n g i n g  
f o r  claims adjusting, safety c onsulting, a c t u a r i a l  and 
r e l a t e d  services, as well as n e g o t i a t i n g  w i t h  u n d e r w r i t e r s  
for i n s u r a n c e  placements. In addition, the two b r o k e r a g e  
f i rms w o r k e d  out internal a g r e e m e n t s  on h o w  to j o i n t l y  
h a n d l e  the APA account.

T h e  c o n t r a c t  b e t w e e n  APA a n d  the brok e r s  to p r o v i d e  the 
a b o v e  s e r v i c e s  was not f i n a l i z e d  u ntil D e c e m b e r  22, 1981.
T h i s  contract, b a c k d a t e d  to O c t o b e r  1, 1981, p r o v i d e s  for 
APA to use R i s k  M a n a g e m e n t  as a c o n s u l t a n t  for risk m a n a g e­
m e n t  services, and for M a r s h  & M c L e n n a n  Inc. and C o r r o o n  & 
B l a c k / D a w s o n  & Co., Inc., to p r o v i d e  for s p e c i f i e d  services 
n e c e s s a r y  to a d m i n i s t e r  the Al a s k a  P o w e r  C o n s t r u c t i o n  P r o­
g r a m  (APCOP). Co n t r a c t  terms are stated in g e n e r a l  language, 
but the a p p e n d i x  on  c o n s i d e r a t i o n  c l e a r l y  limits the c o n­
trac t u a l  agreement- to the S E - H W  p o r t i o n  of the Ty e e  L a k e  
p roject. C o n s i d e r a t i o n  for this con t r a c t  was to be 
$ 1 , 7 9 0 , 0 0 0 ,  but a p r e m i u m  d i s c o u n t  of $ 1 0 0 , 0 0 0  was s u b s e­
q u e n t l y  applied. First p a y m e n t  on the c o n t r a c t  in the 
a m o u n t  of $ 5 4 0 , 0 0 0  was m a d e  D e c e m b e r  23, 1981.

STATE OF ALASKA - 3 - DIVISION OF LEGISLATIVE AUDIT



I S S U E S  AND A L L E G A T I O N S

During Che Spring of 1982, several issues and alleg a t i o n s  
we r e  raised abouC the series of events o u t l i n e d  in the 
preceding paragraphs. Various m e m b e r s  of the Legislature, 
r e p r e s e n t a t i v e f r o m  i n t e rested p r o f e s s i o n a l  groups, and 
State a d m i n i s t r a t o r s  que s t i o n e d  w h e t h e r  owner "wrap-up" was 
a n  appro p r i a t e  or a l l o w a b l e  insurance m e t h o d  for State a g e n­
cies. Specific allega t i o n s  surfaced r e g a r d i n g  the p r o c e d­
ures for b i d d i n g  and a warding the T y e e  Lake c o n s t r u c t i o n  and 
insur a n c e  contracts, and the brokers' and D i v i s i o n  of Risk 
M a n a g e m e n t ' s  a d m i n i s t r a t i o n  of the APA i n s u r a n c e  programs.

We have not i ncluded in this report a g e n eral d i s c u s s i o n  of 
the pros and cons of wrap-up insurance. This issue was the 
subject of c o n s i d e r a b l e  debate during the last session of 
the Legisl a t u r e  and resulted in the p a s sage of SB 831, w h i c h  
p r o h i b i t e d  State agencies fr o m  p r o v i d i n g  i n s u r a n c e  to c o n­
tractors awarded State c o n s t r u c t i o n  projects. SB 831 was 
vetoed by the Go v e r n o r  b e c a u s e  he did "not f i n d  this p r o h i­
bi t i o n  in the best interests of the State". W h e t h e r  or not 
this l egislation is pursued is a m a t t e r  of legisl a t i v e  and 
e x e c u t i v e  d e c i s i o n  during the next session.

W e  have, however, ixamined the various a l l e g a t i o n s  and legal 
issues that have b e e n  raised. A d i s c u s s i o n  of each i s sue
and our findings thereon follow:

A. Contractual Procedures - Tyee Lake C o n s t r u c t i o n  Contract

No allegations have be e n  raised and we f o u n d  no i m­
prop r i e t i e s  on the b i d d i n g  and p r e l i m i n a r y  award of the 
Tyee Lake - Phase I contract to SE-HW. Allegations 
have been raised, however, that S E - H W  failed to p rovide
proof of a d equate insurance as required by REF, and that
as a result a change order was issued w h e r e i n  APA w o uld 
Drovide insurance instead.k

We found that the insurance p r ovided by S E - H W  was 
inadequate, but that this was due to m i s u n d e r s t a n d i n g  
rather than the fact that SE-HW was uninsurabLe. The 
c h r o n o l o g y  of events is outlined below:

09/10/81 APA Board approves con t r a c t  award to SE-HW.

09/11/-- Negotiations begin b e t w e e n  S E - H W  and Div i s i o n
of Risk M a n a g e m e n t  on amount of bid a t t r i b u t a­
ble to insurance. Dates uncertain, but no 
in d i c a t i o n  that n e g o t iations pre-data Board
approval. APA copied on at least one related
letter dated 09/21/31.
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09/15/31 C o n t r a c t  a w ard c h a l l e n g e d  by  P a c i f i c  Ventures, 
a lower b i d d e r  r e j e c t e d  b e c a u s e  p r o p o s a l  did 
n ot c o n f o r m  to RFP. T e m p o r a r y  r e s t r a i n i n g  
order placed.

0 9 / 2 5 / 8 1  T e m p o r a r y  r e s t r a i n i n g  order lifted. Notice of 
Award sent to SE-HW, subj e c t  to c e r t a i n  
r e q u i r e m e n t s  i n c l u d i n g  p r o o f  of a d e q u a t e  
i ns u r a n c e .  This letter signed by  same APA 
i n d i v i d u a l  i n v o l v e d  in e a r l i e r  i n s u r a n c e  
d i s c u s s i o n s  w i t h  M a r s h  & M c L e n n a n  Inc. and 
R i s k  M a n a g e m e n t ,  and copied on 0 9 / 2 1 / 3 1  
letter r e g a r d i n g  cost of c o n t r a c t o r  insurance.

10/08/81 S E -HW r e s p o n d s  to Notice of Award, signs
contract, and s upplies p e r f o r m a n c e  b onds and 
c e r t i f i c a t e s  of insurance.

1 0 /16/81 A P A  a c k n o w l e d g e s  receipt of sig n e d  co n t r a c t  
b u t  n o t i f i e s  S E - H W  that p e r f o r m a n c e  b o n d s  
d e f i c i e n t  and i n s u r a n c e  i n a d e q u a t e .  Letter to 
S E - H W  states: "Purs u a n t  to a d v i c e  of the
S t a t e  D i v i s i o n  of Risk M a n a g e m e n t ,  the Alaska 
P o wer A u t h o r i t y  p r o p o s e s  to p r o v i d e  a w r a p - u p  
i n s u r a n c e  p r o g r a m  . . . .  A ch a n g e  o r der has 
b e e n  p r e p a r e d  to effect these m o d i f i c a t i o n s  
. . . ." S E - H W  g i ven o p t i o n  of a g r e e i n g  to 
c h a n g e  order or s u p p l y i n g  e v i d e n c e  of a d e q u a t e  
i n s u r a n c e .

1 0 / 2 0 / 8 1  Change Order No. 1 s u b s t i t u t i n g  owner p r o v i d e d  
i n s u r a n c e  for c o n t r a c t o r  p r o v i d e d  i n s u r a n c e  and 
d e c r e a s i n g  c o ntract by $ 1 , 7 9 3 , 3 6 7  signed.

10/20/31 Notice to P r o c e e d  issued.

From d i s c u s s i o n s  we have held w i t h  i n v o l v e d  parties, it 
a p p e a r s  that by  the time S E-HW r e s p o n d e d  to the 0 9 / 2 5 / 3 1  
t e n t a t i v e  Notice of Award, an u n d e r s t a n d i n g  had be e n  
r e a c h e d  that APA w o u l d  be p r o v i d i n g  i n s u r a n c e  cov e r a g e  
and thus little a t t e n t i o n  was g i v e n  to e v i d e n c e s  of 
i n s urance. T h e r e  is no i n d i c a t i o n  that S E - H W  was 
u n i n s u r a b l e .

T h e r e  is some q u e s t i o n  as to w h e t h e r  Ri s k  M a n a g e m e n t  
e x c e e d e d  its a u t h o r i t y  by d e a l i n g  d i r e c t l y  w i t h  the 
c o n t r a c t o r  w i t h o u t  APA's k n o w l e d g e  and b e f o r e  APA had 
oCfricially p r o p o s e d  the idea of owner p r o v i d e d  i n s u r­
ance. We ha v e  r e c e i v e d  c o n f l i c t i n g  i n f o r m a t i o n  about 
this. Most likely, this was a case of bad c o m m u n i c a t i o n  
b o t h  w i t h i n  APA and b e t w e e n  APA and Risk M a n a g e m e n t .
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C o n t r a c t u a l  P r o c e d u r e s  - A P A  B r o k e r a g e  Contract:'1;

To date, all APA insurance reviews or b r o k e r a g e  services 
have b e e n  p e r f o r m e d  by M a r s h  & M c L e n n a n  Inc. and C o r rccn 
& 3 1 a c k / D a w s o n  a Co., Inc. (A schedule of APA contr a c t s  
w i t h  and p ayments to the brokers is p r e s e n t e d  in A p p e n­
dix A). This has g e n e r a t e d  c o n s i d e r a b l e  controversy, 
with specific quest i o n s  raised about:

® Meetings of Ri s k  Management, APA, and M a r s h  &
M c L e n n a n  Inc. prior to Tyee Lake b r o k e r a g e  c o n­
tract .

O  A warding of Ty e e  Lake contract to M a r s h  & M c L e n n a n
Inc. and C o r roon & B l a c k / D a w s o n  & Co., Inc. w i t h o u t  
c o m p e t i t i v e  bid.

O  E x p e c t a t i o n s  by brokers that T y e e  Lake c o ntract
w o uld be e x panded to future APA c o n s t r u c t i o n  
proj e c t s .

Q  E x p a n s i o n  of bro k e r ' s  i n v o l v e m e n t  to cover c o m­
pleted or a c quired projects.

O  Awarding of APA insurance r e v i e w  contract to
b r o k e r s  w i t hout c ompetitive bid.

Each of these areas is discussed below.

P r e - c ontract m e e t i n g s : It is u n c lear wh e n  w r a p - u p
d i s c u s s i o n s  first took place and who it was that first 
pro p o s e d  the concept. Our r e v i e w  indicates, however, 
that wrap-up on Ty e e  Lake was not e x p l i c i t l y  agr e e d  to 
until late July, w h e n  r e p r e s e n t a t i v e s  f r o m  APA, Risk 
Management, and M a r s h  & M c L e n n a n  Inc. met in M a r s h  & 
McL e n n a n ' s  Seat t l e  offices. T h e r e  is no e v i d e n c e  to 
suggest that there was anything c o n s p i r a t o r i a l  about 
this meeting, or that the d e c i s i o n  by APA and Risk 
M a n a g e m e n t  to utilize owner provided insurance was 
a ny t h i n g  more than an attempt to explore e c o nomical 
i n s u rance alternatives. Undoubtedly, M a rsh & M c L e n n a n  
Inc. wished to secure the State's business, but as a 
profit making firm this is only normal.

Awarding of Tyee Lake contract w i t h o u t  c o m p e t i t i o n : In
our .July 1930, p e r f o r m a n c e  review of the D i v i s i o n  of 
Risk Management, we c r i ticized the D i v i s i o n  for not 
u t i l i z i n g  c o m p e t i t i v e  procedures in its s e l e c t i o n  ot 
brokers. During FY'81, the Division went through an 
exten s i v e  broker selection process, and in May 1981, 
M a r s h  & M c L e n n a n  Inc. and Corroon & B l a c k / D a w s o n  & Co., 
Inc., were con t r a c t e d  with to provide risk m a n a g e m e n t  
and insurance programs for the State. W h e n  APA sought 
advice frcm Risk M a n agement about the insurance r a m i f i­
cations of its newly expanded role, then, it was r e a s o n­
able that Risk Management in turn sought advice f r o m  its 
p r i mary consultant, Marsh & M c L e n n a n  Inc,
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T he q u e s t i o n  is w h e t h e r  it w a s  also r e a s o n a b l e  to 
c o n t r a c t  w i t h  M a r s h  & M c L e n n a n  Inc. for the T y e e  Lake 
w r ap-up. In the f i r s t  place, if a c o n s u l t a n t  b e l i e v e s  
h e  wi l l  be  a w a r d e d  the c o n t r a c t  for a n y  s e r v i c e s  he 
r e c o m m e n d s ,  t h e n  he is m o r e  l i k e l y  to r e c o m m e n d  that 
t hose se r v i c e s  are n e c e ssary. Secondly, it is State 
p o l i c y  to u t i l i z e  c o m p e t i t i v e  s e l e c t i o n  p r o c e d u r e s ,  and 
no a t t e m p t  was ma d e  to do so in this case.

It is our b e l i e f  tnat A P A  and Risk M a n a g e m e n t  tried to 
o b j e c t i v e l y  evaluate, the w r a p - u p  option, a n d  d e c i d e d  
that it was in the best e c o n o m i c  i n t e r e s t s  of the 
State. The fact that the time f r ame for T y e e  Lake was 
too short to go t h r o u g h  a broker s e l e c t i o n  p r o c e s s  was 
not c o n s i d e r e d  a m a j o r  problem. Th i s  had ju s t  b e e n  done 
for the S t a t e ' s  o t h e r  coverages, and it was rea s o n e d  
that that s e l e c t i o n  p r o c e s s  w o u l d  s a t i s f y  s i m ilar r e­
q u i r e m e n t s  for T y e e  Lake. T h e r e f o r e ,  it w a s  d e c i d e d  to 
u t i l i z e  the S t a t e ' s  current brokers.

W h i l e  we do not q u e s t i o n  APA or Risk M a n a g e m e n t ' s  
m o t i v e s  b e h i n d  this decision, we do t h i n k  they acted in 
haste. If there was i n s u f f i c i e n t  time to go t h r o u g h  a 
b r o k e r  s e l e c t i o n  for T y e e  Lake or to look into the legal 
q u e s t i o n s  raised later in  this report, then it w o u l d  
p e r h a p s  h a v e  b e e n  b e t t e r  to u t i l i z e  c o n t r a c t o r  p r o v i d e d  
i n s u r a n c e  on T y e e  Lake and r e c o n s i d e r  w r a p - u p  for future 
p r o j e c t s  instead.

E x p e c t a t i o n s  of f u t u r e  APA w r a p - u p  c o n t r a c t s : M a r s h  &
M c L e n n a n  Inc. c o r r e s p o n d e n c e  i n d i c a t e s  that the f i r m  was 
v y i n g  for and in fact e x p e c t e d  to p r o v i d e  b r o k e r a g e  
s e r v i c e s  on f u t u r e  APA w r a p - u p  programs. In addition, 
the c o n t r a c t  b e t w e e n  APA and the b r o k e r s  w a s  w o r d e d  in 
such a way that f u t u r e  p r o j e c t s  c o u l d  simply be a p p e n d e d  
to it. However, the co n t r a c t  as signed D e c e m b e r  22, 
1981, is c l e a r l y  l i m ited to T y e e  Lake - P h a s e  I (with 
the i m p l i c i t  u n d e r s t a n d i n g  that Ph a s e s  II and III w o u l d  
be a d d e d ) , and A P A  and Risk M a n a g e m e n t  m emos d e m o n s t r a t e  
that the i n s u r a n c e  a l t e r n a t i v e s  for other A P A  c o n s t r u c­
tion p r o j e c t s  w o u l d  be d e c i d e d  on a c a s e - b y - c a s e  basis. 
T h i s  i n t e n t i o n  is also e v i d e n c e d  b y  t e s t i m o n y  of AP v 
staff at the O c t o b e r  ?., 1981, A P A  Board meeting.

We cannot v e r i f y  w h e t h e r  APA and Risk M a n a g e m e n t  w o uld 
in fact h a v e  go n e  t h r o u g h  a b r o k e r  s e l e c t i o n  p r o cess on 
fut u r e  proje c t s ,  since the APA Board o p ted that c o n t r a c­
tor p r o v i d e d  i n s u r a n c e  be used on the only o t her c o n­
s t r u c t i o n  p r o j e c t  to date, T e r r o r  Lake. C e r t a i n l y  no 
p r o c e d u r e s  for b r o k e r  s e l e c t i o n  we r e  b e g u n  prior to the 
B o a rd's April 15, 1982, T e r r o r  Lake decision, though 
this m a y  be a t t r i b u t a b l e  to the c o n t r o v e r s y  and q u e s­
tio n a b l e  f u t u r e  of State a g e n c y  w r a p - u p s  at that point 
in time.
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E x p a n s i o n  to cover c o m p l e t e d  or acq u i r e d  p r o j e c t s : The
i ssue or w h e ther or not: no use owner p r ovided insurance 
a p p l i e s  only to c o n s t r u c t i o n  projects. Another issue is 
h o w  best to i n s u r e  c o m p l e t e d  or acquired projects, the 
i m m e d i a t e  cases in point b e ing S o l o m o n  G u l c h  and S w a n  
L a k e .

The D i v i s i o n  of Ri s k  M a n a g e m e n t  has taken the stand 
that, as State o w n e d  property, compl e t e d  pr o j e c t s  such 
as S o l o m o n  G u l c h  a u t o m a t i c a l l y  become a R i s k  M a n a g e m e n t  
r e s p o n s i b i l i t y .  As is done for other State owned 
property, R i s k  M a n a g e m e n t  would negotiate the cost and 
c o n d i t i o n s  of co v e r a g e  and bill APA accordingly. 
Furthermore, it is Ri s k  Man a g e m e n t ' s  r e s p o n s i b i l i t y  to 
d e t e r m i n e  w h e t h e r  c o v e r a g e  in place on a c q u i s i t i o n s  such 
as Swan Lake a d e q u a t e l y  protects the State, and, if not, 
to cover exposures. In bo t h  of the above instances, the 
m e t h o d  for p r o v i d i n g  insur a n c e  has b e e n  to fold the 
p r o j e c t s  into the State's master insur a n c e  programs 
w h i c h  are b r o k e r e d  through M a r s h  & M c L e n n a n  Inc. and 
C o r roon & B l a c k / D a w s o n  & Co., Inc. The b r o k e r s  have 
ad o p t e d  the a c r o n y m  "APOP" for these projects, w h i c h  
stands for Alaska Power Ope r a t i o n s  Program.

V a g u e  a l l e g a t i o n s  have b e e n  rai s e d  about the nature and 
extent of APOP, and that it is b e ing thrust upon t h e’ 
en t i t i e s  f r o m  w h i c h  p r ojects are b e i n g  acquired. We 
found no s u b s t a n c e  to these allegations, and to our 
k n o w l e d g e  APOP is no more than as d e s c r i b e d  above. In 
addition, until or unless a separate risk m a n a g e m e n t  
p r o g r a m  is d e v e l o p e d  for APA, we concur wi t h  the D i v i­
sion of Risk M a n a g e m e n t ' s  j u dgment on h o w  to handle 
c o m p l e t e d  or a c q u i r e d  projects.

A w arding of i n s u r a n c e  review c o n t r a c t : APA also c o n­
tracted with M a r s h  5c M c L e n n a n  Inc. and C o r roon & Black/ 
Da w s o n  & C o ., Inc., to p e r f o r m  an insurance r e v i e w  of 
all APA contracts. This agreement, signed the same day 
as the APCOP - T y e e  Lake contract, i n volved an e v a l u a­
tion of c o n t r a c t  insurance language and evidences of 
insurance, e s t a b l i s h m e n t  of o n - g o i n g  contract review 
procedures, and other related services. Contract 
c o n s i d e r a t i o n  was to be for services rendered, not to 
exceed $40,000.

Results of this c o n t r a c t  demons t r a t e  that APA contr a c t s  
g e n e r a l l y  did not have a d equate insurance language and 
that APA's e x p o s u r e s  were greater than intended. H o w­
ever, the fact that there was evide n t l y  a legitimate 
need for this c o ntract does not justify its b e ing 
a w a r d e d  w i t hout c o m p e t i t i v e  bids. Nor was there any 
pa r t i c u l a r  time pressure, as there was w i t h  the APCOP - 
T y e e  Lake contract, that would preclude normal c o m p e t i­
tive bid procedures.
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A d m i n i s t r a t i o n  of A P C O P  - T y e e  L a k e  Contract:

Several q u e s t i o n s  have also be e n  raised about the 
a d m i n i s t r a t i o n  of the APCOP - T y e e  Lake contract; that 
is, h o w  the b r o k e r s  and the D i v i s i o n  of R i s k  M a n a g e m e n t  
are p e r f o r m i n g  those services they we r e  c o n t r a c t e d  with 
to provide. T h e s e  q u e s t i o n s  are d i s c u s s e d  below.

One q u e s t i o n  is w h e t h e r  the Workers' C o m p e n s a t i o n  (WC) 
r e s e r v e  e s t a b l i s h e d  for State e m p l o y e e s  is c o m m i n g l e d  
w i t h  or has in fact b e e n  used for T y e e  Lake employees. 
T h e  APCOP - T y e e  Lake and State W C  r e s e r v e s  are not 
commingled, and as of J u l y  1, 1982, they will also be 
h a n d l e d  by d i f f e r e n t  adjusters. Prior to the e s t a b l i s h­
ment  of an APCOP r e s e r v e  account, however, a T y e e  Lake 
e m p l o y e e  was i n j u r e d  and $9,417 w a s  paid out of the 
S t a t e  W C  r e s e r v e  to cover r e l ated claims. The Stat e ' s  
reserve was s u b s e q u e n t l y  r e i m b u r s e d  u p o n  e s t a b l i s h m e n t  
of the APCOP W C  r e s e r v e  account in J a n u a r y  19S2.

Another q u e s t i o n  has to do with w h e t h e r  the b r o k e r s  
and/or Risk M a n a g e m e n t  have c o n d u c t e d  b u s i n e s s  u sing 
"secret" b a n k  accounts. We have f o u n d  r e f e r e n c e s  to 
three b a n k  accounts. The first was e s t a b l i s h e d  wi t h  
First I n t e r s t a t e  Bank in Seattle, and was used by the 
b r o k e r s  for p a y i n g  all b i lls r e l a t e d  to their APCOP * 
account. This a c c ount was s u b s e q u e n t l y  closed and 
r e p l a c e d  wi t h  an a c c o u n t  w i t h  the Nat i o n a l  Bank of 
Alaska. A third account, also w i t h  the Na t i o n a l  Bank of 
Alaska, is a d e p o s i t o r y  account used b y  N o r t h e r n  A d j u s t­
ers roc p a y i n g  APCOP Workers' C o m p e n s a t i o n  claims. All 
three of these a c c o u n t s  are u t i l i z e d  i n t e r n a l l y  by the 
b r o k e r s  or their s u b - c o n t r a c t o r s  to p e r f o r m  se r v i c e s  
n e c e s s a r y  to f u l f i l l i n g  the APCOP contract. Risk M a n­
agem e n t  n e i ther d e p o s i t s  nor w i t h d r a w s  funds f r o m  these 
accounts. T h e refore, these ac c o u n t s  are not subj e c t  to 
the r e q u i r e m e n t  that as S tate a c c o u n t s  they be r e p o r t e d  
to the Dep a r t m e n t  of Revenue.

Q u e s t i o n s  have also b e e n  raised about the p r o p r i e t y  of 
pa y m e n t s  fr o m  the APCOP b a n k  accounts, p a r t i c u l a r l y  for 
such things as lunches, dinners, or drinks. We think 
these q u e s t i o n s  are moot. M a rsh & M c L e n n a n  Inc. and 
Corroon & B l a c k / D a w s o n  & Co., Inc., are b e i n g  paid a 
f ixed sum, a p o r t i o n  of w h i c h  is a t t r i b u t a b l e  to b r o k e r­
age fees. In general, it is not w i t h i n  our control to 
d i c t a t e  to the b r o k e r s  and their r e s p e c t i v e  m a n a g e m e n t s  
h o w  those fees may be used.

Another issue is w h e t h e r  State c o m p e t i t i v e  bid p r o c e d­
ures have b e e n  b y p a s s e d  by c o n t r a c t i n g  w i t h  b r o k e r s  who 
:*hen in turn s u b - c o n t r a c t  with other firms to p e r f o r m  
c e r tain services. Par t i c u l a r  q u e s t i o n s  h a v e  b e e n  raised 
about the s u b - c o n t r a c t s  for claims adjusting. We think
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that w h i l e  State p r o c e d u r e s  may be bypassed, there is 
v e r y  little i n c e n t i v e  on the brokers' part for not 
em p l o y i n g  c o m p e t i t i v e  p r o cedures of their own. As noted 
before, the b r o k e r s  are b e i n g  paid a fixed sum to 
p e r f o r m  c e r t a i n  services. It is c e r t a i n l y  not in their 
be s t  interests to o v e r - p a y  sub-contractors. As far as 
the claims a d j u s t i n g  s u b - c ontract is concerned, State 
c o m p e t i t i v e  p r o c e d u r e s  were not bypassed. The contract 
RFP and award p r o c e s s  was a d m i n i s t e r e d  through the 
D i v i s i o n  of Risk M a n a g e m e n t  along w i t h  the claims 
a d j u s t m e n t  contr a c t s  for other State accounts, and met 
standards- for o b j e c t i v e  and c o m p e t i t i v e  review.

Two final questions, w h i c h  u n d e r l i e  all the above, are 
w h a t  APA is b u y i n g  in its APCOP - T y e e  Lake contract, 
and w h e t h e r  it is less expen s i v e  than con t r a c t o r  p r o­
vided i n s u r a n c e  w o u l d  have been. A bud g e t  for all 
p hases of the Ty e e  Lake wrap-up p r o g r a m  is b e i n g  p r e­
pared but has not b e e n  finalized. Once the b u d g e t  is 
established, the D i v i s i o n  of Risk M a n a g e m e n t  has i n­
forme d  us that in its c a p a c i t y  as ri s k  m a n a g e m e n t  
co n sultant for APA, it will a r r ange for audits of APCOP 
e x penses and actua r i a l  reviews of loss reserves.

It is also too e a rly to d e t e r m i n e  if w r a p - u p  for T y e e  
Lake will be cost effective. T y e e  Lake - Phase I wa$ 
bid w i t h  insurance, w i t h  $1, 7 9 8 , 8 6 7  s u b s e q u e n t l y  backed 
out. The APCOP Phase I insurance contract .ost, after 
p r e m i u m  discount, $1,690,000. Therefore, there is an 
immed i a t e  a p parent cost savings of $198,867. Since the 
other Ty e e  Lake contracts were bid net of insurance, no 
easy "upfront" n u m b e r s  are available, and it is be y o n d  
the scope of this report to project them. A s chedule of 
claims as of May 31, 1982, is p r e s e n c e d  in Appendix B, 
but the total i n s u r a n c e  costs of T y e e  Lake will not be 
k n o w n  for several years.

Legal Issue;:-

In add i t i o n  to the legal issues i m p lied in the m a t t e r s  
a l r e a d y  discussed, several specific legal quest i o n s  have 
b e e n  raised. T h e s e  include:

O  Is the State i n s ured on Tyee Lake and has it been 
from the start?

O  Do wra p - u p s  by State agencies violate e x isting law?
Q  Is the State self-i n s u r i n g  Workers' C o m p e n s a t i o n  

for Tyee Lake, and if so, is thxs in c o m pliance 
w i t h  law?
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Is the S t ate i n s u r e d  on T y e e  Lake and has it b e e n  from 
“he s t a r t ? The basis for this q u e s t i o n  is two-fold, 
i r s t ,  w h i l e  w o r k  on the Ty e e  Lake p r o j e c t  b e g a n  in 
N o v e m b e r  1931, the i n s u r a n c e  contract b e t w e e n  APA and 
the b r o k e r  was not signed until De c e m b e r  22, 1981. 
Second, w h i l e  APA was pro v i d e d  wi t h  " s u b s c r i p t i o n  p o l i­
cies "  b y  the b r o k e r s  in October 1981, these p o licies 
w e r e  not ag r e e d  to b y  und e r w r i t e r s  until, in some cases, 
m o n t h s  later.

F r o m  our r e v i e w  of legal opinions and documents, it 
a p p e a r s  that the S t a t e  is and has b e e n  c o v e r e d  on T y e e  
Lake, if for no o ther rea s o n  than that it has clear 
r e c o u r s e  a g a i n s t  the b r o k e r s  themselves. This is 
e s t a b l i s h e d  t h r o u g h  letters of intent and b r o k e r a g e  
w a r r a n t i e s  in w h i c h  the b r o kers c e r t i f y  that they ha v e  
p l a c e d  i n s u r a n c e  as s p e c i f i e d  in the " s u b s c r i p t i o n  
p o l i c i e s . "  M a r s h  & M c L e n n a n  Inc. and C o r r o o n  & Black/ 
D a w s o n  & Co., Inc., it should be noted, have assets 
v a l u e d  far in e x c e s s  of dollars b e i n g  i n s u r e d  u n der the 
A P C O P  - T y e e  Lake contract. In addition, the State's 
m a s t e r  i n s u r a n c e  c o n t r a c t  is b r o a d l y  w o r d e d  and w o uld 
i n c l u d e  T y e e  Lake exposures.

Do w r a p - u p s  by S t a t e  age n c i e s  violate e x i s t i n g  l a w ? We 
h a v e  r e v i e w e d  seve r a l  legal opinions and d i s c u s s e d  this 
q u e s t i o n  w i t h  r e p r e s e n t a t i v e s  of the A t t o r n e y  G e n e r a l ' s  
Office. To our k n o w l e d g e  there is no Alaska law or b o d y  
of laws that g e n e r a l l y  prohibit w r a p - u p  insur a n c e  
p r o g r a m s  by p r i v a t e  or public entities.

Is the S t a t e  s e l f - i n s u r i n g  Workers' C o m p e n s a t i o n  for 
T y e e  Lake, and if so, is this in c o m p l i a n c e  with l a w ? 
T h i s  is the p r i m a r y  legal question on the owner p r o v i d e d  
i n s u r a n c e  p r o g r a m  that is in place for T y e e  Lake, and to 
d a t e  it is u n r e s o l v e d .  T h r o u g h  our d i s c u s s i o n s  w i t h  the 
two a g e n c i e s  who ha v e  j u r i s d i c t i o n  ov e r  Workers' C o m p e n­
sa t i o n  - the D i v i s i o n  of Workers' C o m p e n s a t i o n  and the 
D i v i s i o n  of I n s u r a n c e  - we have i d e n t i f i e d  the key 
i s s u e s  to be:

1. All e m p l o y e r s  must provide Workers' C o m p e n s a t i o n
c o v e r a g e  for their employees. T h i s  may be done one 
of two ways: T h e  e m ployer may p u r c h a s e  a W C  p o l i c y
t h r o u g h  an i n s u r e r  a p proved by the D i v i s i o n  of 
Insurance, or may be granted a s e l f - i n s u r a n c e  
c e r t i f i c a t e  by the Workers' C o m p e n s a t i o n  Board.

E a c h  q u e s t i o n  is d i s c u s s e d  below.

STATE o r  ALASKA - 1 1 - DIVISION OF LEGISLATIVE AUDIT



2. The W C  c o verage for T y e e  Lake c o n t r a c t o r s  and their 
e m p l o y e e s  is p r o v i d e d  under a p o l i c y  b y  an a p proved 
insurer, but is, in the end, s e i f - i n s u r e d  by the 
State. Th i s  is i l lustrated as follows:

(J APA contr a c t s  with brokers for APCOP services.
O  Brokers co n t r a c t  with Paci f i c  Marine Insurance

Co., an a p p r o v e d  Alaska insurer.
0  Pacific M a r i n e  issues policy, m a kes n e c e s s a r y

f i l i n g s  w i t h  D i vision of Insurance, W C  Board.
£) P a c ific Marine, in effect, r e i n s u r e s  total

l i a o i l i t y  ba c k  through APCOP brokers.
O  3rokers e s t a b l i s h  loss r e s e r v e  fund f r o m  w h i c h

T y e e  Lake W C  claims, up to 5 3 0 0 , 0 0 0  per o c c u r­
rence, are paid (insurance p u r c h a s e d  for excess 
c o v e r a g e ) ; amount of fund c o m e s  out of lump 
sums paid by  APA to brokers. The final amount 
to be set aside for WC r e s e r v e s  is still being 
n e g o t i a t e d .

O  Brokers r e c e i v e  assurance f r o m  D i v i s i o n  of Risk
M a n a g e m e n t  that if actual losses exceed loss 
reserves, "the State loss r e s e r v e  fr.nd w ould be 
m a d e  avail a b l e  to pay losses after e x h a u s t i o n  
of the APCOP loss reserves."

3. T h e  q u e s t i o n  now becomes, by what a u t h o r i t y  can phe 
S t ate self- i n s u r e  Tyee Lake e m p l o y e e s ?  The State of 
Al a s k a  has b e e n  granted a s e l f - i n s u r a n c e  c e r t i f i c a t e  
and sel f - i n s u r e s  Workers' C o m p e n s a t i o n  for State 
employees. . A c c o r d i n g  to the Workers' C o m p e n s a t i o n  
Board, however, this certificate does not a l l o w  the 
S t ate to insure n o n - S t a t e  employees, such as the 
c o n t r a c t o r s  and their employees on Ty e e  Lake.

4. A related q u e s t i o n  is whether the State is, in 
effect, acting as an insurance company.

5. Finally, a s i gnificant question e x i s t s  as to w h ere 
the funds would come f r o m  if the W C  loss reserves 
e s t a b l i s h e d  for Ty e e  Lake claims p r ove to be i n a d e­
quate. This q u e s t i o n  has not b e e n  a d e q u a t e l y  
considered, let alone answered.

One s c enario is that these excess losses w oulu be 
c o v e r e d  under the State's a g g r e g a t e  of excess 
coverage. Under this insurance, v i r t u a l l y  all State 
losses above a g i v e n  aggregate are covered. For the 
year ended May 15, 1981, the a g g r e g a t e  b a s e  was 
57,500,000; for the current period, the base is 
reduced to $7,000,000, Actuarial e s t i m a t e s  indicate 
that State losses will exceed the a g g r e g a t e  for the 
year just ended, and the trend of losses has be e n  to 
increase each year.
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A s e c o n d  s c enario is that State losses will not ex c e e d  
the a g g r e g a t e ,  and t h e r e f o r e  the e x c e s s  losses on T y e e  
Lake wi l l  have to be a b s o r b e d  els e w h e r e .  It is u n c l e a r  
h o w  this w o u l d  be done.

A t h i r d  s c e n a r i o  is that losses on T y e e  Lake w i l l  be 
less than the reserves. In this event, funds w o u l d  be 
r e t u r n e d  to APA.
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C O N C L U S I O N S  A N D  R E C O M M E N D A T I O N S

In general, we found the a l legations that APA, Risk M a n a g e­
ment, or b r o k e r s / a g e n t s  acted i m p r o p e r l y  to be u n s u b s t a n t i­
ated. We do believe, however, that APA, r e l y i n g  h e a v i l y  on 
the a d v i c e  of Ri s k  Management, acted h a s t i l y  in its d e c i s i o n  
to e m p l o y  owner p r o v i d e d  insurance for Ty e e  Lake, even 
t h o u g h  d e l a y  would have p r e c l u d e d  this option. By so doing, 
they did not a d e q u a t e l y  consider the legal r a m i f i c a t i o n s  or 
impact of w r a p - u p  as viewed b y  other State i n s u r a n c e  a g e n­
cies, and entered into a major contract w i t h o u t  u t i l i z i n g  
c o m p e t i t i v e  procedures. In any event, while time c o n­
stra i n t s  m a y  a r g u a b l y  support the Tyee Lake sole source 
contract, they do n o 1*, j u s t i f y  the a w a r d i n g  of a separate 
$40,000 c o n t r a c t  b y  APA to the b r o kers w i t h o u t  competitive- 
b i d .

in c o n j u n c t i o n  with the T y e e  Lake w r a p - u p  p r o g r a m  and in 
a n t i c i p a t i o n  of this concept b e ing a p p lied to future APA 
projects, we make the follo w i n g  r e c ommendations:

1. The Divis i o n s  of R i s k  Management, Insura,.ce, and W o r k­
ers' C o m p e n s a t i o n  should discuss, in a formal setting if 
n ecessary, the Workers' C o m p e n s a t i o n  and other i n s u r a n c e  
q u e s t i o n s  that have b e e n  raised. Using a S t a t e - f u n d e d  
loss r e s erve for non-State employees is c l e a r l y  a d i v i­
sive and u n r e s o l v e d  issue. It is i n c u m b e n t  on these 
a g e n c i e s  to c l a r i f y  what is a very gray area.

2. APA and Rick M a n a g e m e n t  should m o n itor and e v aluate the 
T y e e  Lake w r a p - u p  p r o g r a m  in order that some c o m p a r a t i v e  
d a t a  be a v a i l a b l e  for future projects. T h i s  would 
e ntail audits and actuarial reviews of payments and loss 
reserves, as well as an. independent e v a l u a t i o n  of owner 
vs. c o n t r a c t o r  p r o v i d e d  insurance.

3. APA should decide whet h e r  or not to u t i l i z e  owner 
p r o v i d e d  i n s u r a n c e  far enough in advance to incorp o r a t e  
this into the c o n tractor REP. For example, contra c t o r s  
could submit bids wi t h  insurance, w i t h o u t  insurance, or 
b o t h  w i t h  and without insurance and then be m e a s u r e d  
a g a i n s t  some p r e - d e t e r m i n e d  criteria.

In addition, suf f i c i e n t  time should be a l l o w e d  to go 
through a broker selection process on c o n s t r u c t i o n  
p r o j e c t s  where APA opts for owner p-o v i d e d  insurance.

4. APA and Risk M a n a g e m e n t  should clar-1' < their respective 
r e s p o n s i b i l i t i e s  over APA projects, w h e ther under 
co n stru tion or completed. In December 19S 1, the two 
ag e n c i e s  signed a m e m o r a n d u m  of u n d e r s t a n d i n g  o u t l i n i n g  
the role each played in providing risk m a n a g e m e n t
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services for APA. However, this " u n d e r s t a n d i n g "  has 
b e c o m e  s o mewhat strained. For example, b r o k e r s  ha v e  
b e e n  gi'-an c o n f l i c t i n g  signals over c e r t a i n  coverages, 
and A P A  is ev e n  c o n s i d e r i n g  e m p l o y i n g  its own risk 
m a n a g e r .

We w o u l d  h o p e  that APA's d e c i s i o n  w i l l  be b a s e d  on 
e c o n o m i c s  and need, and will c o n s i d e r  all those issues 
i n h e r e n t  in w r a p - u p  r e g a r d l e s s  of w h o  a d m i n i s t e r s  it.
In any event, u ntil and un l e s s  APA e s t a b l i s h e s  its own 
risk m a n a g e m e n t  program, the e x i s t i n g  m e m o r a n d u m  of 
u n d e r s t a n d i n g  sh o u l d  be f o l l o w e d  to e n s u r e  c o m p r e h e n s i v e  
and c o n t i n u o u s  c o v e r a g e  on A P A  projects.
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A P P E N D I X  A

SCHEDULE OF APA CONTRACTS WITH 

ALT) PAYMENTS TO BROKERS 

As of June 15, L982

Contract
Encumb ra n c e  Contract Payments at

Num be r   Descri p t i o n____________________________  Amount 06/15/32

2
CC082307 Alaska P ower Construction P r og r a m  $1,790,000 $540,000

(APCOP) - T yee Lake, Phase I

CC082304 AP A  Contract Insurance R e v i e w  $ 40,000 $ 20,000

1 To date, no provisions for T yee Lai:? - Phases II-III have been

appended to the APCOP contract. The.ve phases were bid net of insurance, 

but how and through whom A P A  will provide insurance has not been 

f i n a l i z e d ,

2 Scheduled payments are:

10/01/81

Less P-emium Discount

$ 640,000

(100,000)

540,000

03/01/32

02/01/33

530,00G 

570,000

$ 1 , 6 9 0 ,000
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A P P E N D I X  B

T Y E E  LAKE L O S S E S  AND P A Y M E N T S  
As of May 31, 1982

E s t i m a t e d
Lo s s  Loss

Loss Type  I n c u r r e d  P a yments

Workers' Compensation'*' $ 1 1 1 , 8 4 6  $ 3 3 , 1 0 8

P r o p e r t y  2 0 , 0 0 0  _____ -0-

$ 1 3 1 . 8 4 6  $ 3 3 . 1 0 8

1 As of M a y  31, 1982, 14 Workers' C o m p e n s a t i o n  e-aims had 
b e e n  s u b m i t t e d  for adjust m e n t .  L a r g e s t  e s t i m a t e d  loss 
for a single c l a i m  was $25,000.
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JAYS. HAUUONO. GOVERNOR

POUCH C
OFFICE OF THE COMMISSIONER JUNEAU. ALASKA 99811

D E P A R T M E N T  O F  A » M B N I I S T » A T a O N

Re: Response to a Special Review of the Alaska
Power Authority Insurance Programs Administered 
Through the Alaska Power Authority and the 
Department of Administration, Division of 
Risk Management, Dated June 29, 1982

The decision to recommend the Wrap-up program to the Alaska Power 
Authority (APA) was completely the responsibility of the Division of Risk 
Management. Wrap-up insurance has been the normal way to cover large 
:onstruction projects for the last 30 years. This is not to imply that 
wrap-ups are not controversial because they are. This controversy, however, 
does not deter from the cost effective nature of wrap-ups. There are three 
valid reasons for not considering wrap-up insurance:

1. T'ne construction project is not largo enough (50 million or 
greater);

2. The Risk Management Program of the owner or contractor is not 
sophisticated enough to adequately coordinate the required 
services.

3. The politica l considerations which have resulted in several 
states passing res tr ic t ive  legislation prohibiting wrap-ups.

Prior to recommending wrap-up to the APA, meetings were held between Risk 
Management and the Division of Insurance. Even though wrap-ups are acceptable 
in Alaska, the Division of Insurance is responsible for setting up guidelines 
and i f  required, adopting regulations. After reviewing the guidelines and 
discussing Risk Management's program, the Division of Insurance decided to not 
adopt regulations. Most of the questions regarding wrap-ups had been answered

August 2, 1982

Mr. Gerald Wilkerson, CPA 
Legislative Auditor 
Division of Legislative Audit 
Legislative Budget and Audit Committee 
Pouch W
Juneau, AK 99811

<r 1982
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several years ago when Alyeska Pipeline Co. was given approval to provide an 
owner wrap-up for the Taps Construction.

Before answering the individual recommendations, we would l ike  to make 
two observations: F i r s t ,  the atmosphere surrounding the in it ia t io n  of this
audit was inflammatory in that there were a considerable number of rancorous 
accusations made against the Division of Risk Management, APA and the APCOP 
urokers. We believe that the auditors were able to cut through the periphery 
issues and produce a professional report which is  notable for i t s  ob jectiv ity .

Second, many of the legal issues on closer examination did not have 
substance. In order to completely counteract the questions, we had legal 
research done on several of these legal questions and they were not found to 
be meritorious.

The conclusion that there were no improprieties are concurred with. The 
decision to use the State's recently appointed brokers for the f i r s t  wrap-up
program is ju s t i f ie d  from a Risk Management standpoint and the brokers who
participated in the RFP understood i t  to be for Risk Manageir nt services over 
a three to five  year period.

The $40,000 contract review program has received more publicity than i t  
warrants. This contract review had two facets: 1. To determine what existing
l i a b i l i t ie s  were outstanding, and to provide coverage i f  reeded. Since the 
State's brokers were responsible for providing the coverage ex commission, 
there was no logical way to select another contractor. Also, there was a
sense of urgency due to the pending acquisition of the Solomon Gulch and Swan
Lake projects and the need to become immediately involved in the contract 
negotiations between the APA and the project attorneys.

Recommendations

1. The Divisions of Risk Management, Insurance, and Workers' Compensation 
should discuss, in a formal setting i f  necessary, the Workers' 
Compensation and other insurance questions that have been raised. Using 
a State-funded loss reserve for non-State employees is  c learly  a d iv is ive  
and unresolved issue. I t  is incumbent on these agencies to c la r i f y  what 
is  a very gray area.

Agreed. Attached is a memo (Appendix I)  which has been sent to both the 
Division of Insurance and the Workers' Compensation Board which should 
resolve the problem. I f  not, we are prepared to meet with appropriate 
personnel to answer any questions.

2. APA and Risk Management should monitor and evaluate the Tyee Lake wrap-up 
program in order i;hat some comparative data be available for future

- 1 9 -
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projects. This would entail audits and actuarial reviews of payments and 
loss reserves, as well as an independent evaluation of owner vs. 
contractor provided insurance.

Agreed. This recommendation is  an excellent one and one in which Risk 
Management is quite interested in pursuing. We believe that the Tyee 
Program w ill prove to be extremely cost effective and w il l  also have a 
considerably better safety record than similar projects of this type. In 
addition, we believe that we are using a maximum of Alaska Risk 
Management contractors on the Program and that we are making i t  available 
for the smaller Alaska contractor to participate by furnishing raw 
coverage insurance that the smaller contractor might not be able to 
purchase on its  own. See Appendix I I  and I I I  for allocation of costs.

3. APA should decide whether or not to u t i l iz e  owner provided insurance fa r  
enough in advance to incorporate this into the contractor RFP. For 
example, contractors could submit bids with insurance, without insurance, 
or both with and without insurance and then be measured against some 
pre-determined c r ite r ia .

In addition, su ffic ient time should be allowed to go through a broker 
selection process on construction projects where APA opts for owner 
provided insurance.

Agreed. Risk Management was limited by the decision process that the APA 
and its  board of directors were operating under. There is no question 
but that the insurance language should be incorporated prior to the bids 
being put out. In addition, we would recommend that a l l  insurance 
specifications include the owner wrap-up language and that after the bid 
is let that the contractor's firm be given the option of proposing its  
price to write the coveraga. In this way a direct comparison of 
advantages of owner or contractor wrap-up could be made and a decision 
made at that time.

4. APA and Risk Management should c la r i fy  their respective responsibilities 
over APA projects, whether under construction or completed. In December, 
1931, the two agencies signed a memorandum of understanding outlining the 
role each played in providing r isk  management services for APA. However, 
this "understanding" has become somewhat strained. For example, brokers 
have been given conflicting signals over certain coverages, ana APA is 
even considering employing its  own risk  manager.

We would hope that APA's decision w ill be based on economics and need, 
and w il l  consicer a l l  those issues inherent to wrap-up regardless of who

- 2 0 -



Gerald Wilkerson -4 - August 2, 1982

administers i t .  In any event, until and unless APA establishes i t s  own 
risk  management program, the existing memorandum of understanding should 
be followed to ensure comprehensive and continuous coverage on APA 
projects.

Agreed. There have been meetings with the APA and Risk Management since 
the pressure of the leg is la t ive  a c t iv ity  has been reduced. The result of 
the last  meeting was that Risk Management would take over the adminis­
tration of the contract between the APA and the APCOP brokers. In this 
way the APA would not be responsible for understanding and administering 
a Risk Management Program but instead, w il l  pass this responsibility to 
Risk Management pending any decision to set up the ir  own program. In 
this regard there is  presently a Request for Proposal (RFP) for a Risk 
Management consultant to study the whole wran-up insurance question for 
the APA.

Although i t  is  d i f f ic u l t  to quantify the exact savings to the State, a 
Federal government study has verif ied  savings of 30-40 percent of 
conventional insurance costs. This relates to two percent of 
construction costs. In addition, since the State holds on to the loss 
reserves, an additional one per cent of costs is  realized through 
investment earnings. I f  the present construction schedule of the APA is 
realized, the savings would amount to $192,600,000.

I t  is important that the controversy surrounding this program not obscure 
the potential savings to the State, which would be lost i f  the program 
were terminated.

Sincerely,

i
Commissioner

CB/JH/jbh
3/0802-02/RM2



A P P E N D I X  I

MEMORANDUM State of Alaska
T0: M s . Jackie McClintcck 

Director
Division of Workers' Condensation 
Deparnrant of Labor

TELEPHONE NO: 465-2180

FILE NO:

DATE: August 2, 1982

.s~Tl A
FROM SUBJECT: Tyee Lake Wrap-up 

Program InsuranceDirector
Division of Risk Management 
Department of Administration

There have been several questions raised as to the details of the 
Workers1 Compensation Insurance for the Tyee Lake Wrap-up Program.
There are many ways in which large accounts structure their workers1 
compensation programs and seme are more controversial than ethers.

Due to the unusual level of interest in this program, it was Risk 
Management's decision with the concurrence of Marsh and McLennan and 
Pacific Marine Insurance Company to provide one of the conventional 
forms of coverage.

Consequently, we have negotiated a Retrospective Rating Plan "D" 
combined Workers' Compensation and General Liability. This is an 
incurred loss retro program which puts it in the mainstream of insurance 
programs.

JH/je
5/Q80 2 -0 6 / R M 1

lA'iuv.ie/roi
- 2 2 -



APPENDIX I I  
TYEE PREMIUM ALLOCATION

TOTALS I - Tunnel & Powerhouse = $1,690,000
I I  - Submarine Cable = 598,000

I I I  - Transmission Line = 1,496,602
TOTAL $3,784,602

PHASE I - Powerhouse & Tunnel Contract - $1,590,000 - iota! Premium

1. General L ia b i l i ty  & Workers' Compensation - 2 yrs 974,000

2. Inland & Marine Cargo 303,000

3. Non-owned Aviation 61,000

4. C.O.C. - Builders Risk 181,000

5. Excess Insurance 171,000
$1,690,000

PHASE I I  - Submarine Cable Contract - $598,000 - Total Premium

1. General L ia b i l i ty  & Workers' Compensation = 179,400

2, Non-owned Aviations 32,500

3. C.O.C. - Builders Risk 29,900

4. Excess Insurance 63,980

5. Marine Insurance 292,220 
$ 598,000

PHASE I I I  - Transmission Line Contract - $1,496,602 - Total Premium

1. General L ia b i l i ty  & Workers' Compensation = 1,174,327

2. C.O.C. - Builders Risk 162,100

3. Excess Insurance 160,130
$1,496,602



APPENDIX I I I  
TYEE WRAP-UP BUDGET 

August 22, 1982

PHASE

TOTAL

I
I I

I I I

1,690,000
598,000

1.496.602

3.784.602

PREMIUM

RETENTION 
ADMIN. EXP.
BROKER FEE
EXTRAORDINARY TRAVEL/LEGAL
SAFETY
CLAIMS ADJ
ATTORNEYS
CONTINGENCY
PRESS RELEASE
INSURANCE LIASON
CPA/ACTUARIAL
CLAIMS MANAGEMENT

1.242.000

1.394.000 
82,000

119,000
40.000
78.000 
60,00U
15.000 

207,602
5,000

20.000 
10,000 
12,000

TOTAL 3,784,602

3/0802-02/RM2



A L A S K A  P 'D T m i  A IT T IE J© !R 3'T Y
334 W E ST  5th AVENUE - ANCHORAG E,  ALASKA 99501 Phone: (907) 277-7641

(907) 276-0001

Aug

^  A’J O v  1982Mr. Gerald Wilkerson, CPA
Budget and Audit Committee - ■»•{,•.?*-}
Legislative Auditor Ms*tisoi.h r iV *.
Division of Legislative Audit A if njjf
Pouch W Ik . HJ i l .
Scate Office Building 
Juneau, Alaska 99811

Subject: Response to Preliminary Audit Reoort
Alaska Power Authority Insurance Programs

Dear Mr. Wilkerson:

Attached is our response to the Preliminary Audit of 
June 29, 1982. Mr. Conway requested that I respond to you di­
rec t ly . The Alaska Power Authority has expressed i t '  agreement 
with each of the Audit Report Recommendations and hâ  in itiated 
action to implement the recommendations.

The Power Authority is currently selecting an Insurance Con 
sultant to provide professional services on insurance matters. 
This action w ill increase our expertise and management of insur­
ance related issues and thereby mitigate the administrative 
concerns addressed in the Legislative audit.

Sincerely,

Eric P. Yould 
Executive Director

Attachment: as stated



A 1 A S K A  F © W ISM. A U T S D a O T Y

RECOMMENDATION ONE:

1. The Divisions of Risk Management, Insurance, and Workers’ 
Compensation should discuss, in a formal setting i f  
necessary, the Workers’ Compensation and other insurance 
questions that have been raised. Using a State-funded loss 
reserve for non-State employees is clearly a divisive and 
unresolved issue. It is incumbent on these agencies what is 
a very gray area.

POWER AUTHORITY RESPONSE:

This recommendation is not addressed to the Alaska Power 
Authority.

RECOMMENDATION TWO:

2. Power Authority and Risk Management should monitor and 
evaluate the Tyee Lake wrap-up program in order that some 
comparative data be available for future projects. This 
would entail audits and acturial reviews of payments and 
loss reserves, as well as an indepenuent evaluation of owner 
vs. contractor pro ded insurance.

POWER AUTHORITY RESPONSE:

The f i r s t  part of this recommendation addresses the monitor­
ing and evaluation of tlie Tyee Lake wrap-up program and refers to 
an audit program. The Power Authority agrees that this is a nec­
essary and beneficial action since the Tyee wrap-up program is 
the Power Authority's f i r s t  owner's provided insurance program.

In order to implement this recommendation, the Power 
Authority has issued a.r REP for an Insurance Consultant. An 
evaluation of the Tyee wrap-up will be a primary task of the 
Consultant.

The Insurance Consultant w i l l ,  i f  appropriate, define an 
audit scope and follow through with an audit program.

Secondly, the Pov<er Authority Insurance Consultant will 
conduct an ^dependent evaluation of owner vs. contractor 
provided insurance.

RECOMMENDATION THREE:

3. Power Authority should decide whether or not to u t i l ize  
owner provided insurance far enough in advance to 
incorporate this into the contractor RFP. For examole,



contractors could submit bids v/ith insurance, without 
insurance, or both with and without insurance and then be 
measured against some pre-determined c r i te r ia .

In addition, su ffic ient time should be allowed to go through 
a broker selection process on construction projects where 
Powe~ Authority opts for owner provided insurance.

POWER AUTHORITY RESPONSE: '

Power Authority agrees that should the review of the 
Insurance Consultant indicate that owner-provided insurance is 
cost effective and in the best interest of the Power Authority 
ana provided that the Power Authority s ta ff  concur with the 
Consultant's opinion, any owner-provided insurance programs will 
be incorporated in the contract issuance process.

Power Authority w il l  take steps to insure that suffic ient 
time is allowed to properly select a qualified broker.

RECOMMENDATION FOUR:

4. Power Authority and Risk Management should c la r i fy  their 
respective responsib ilit ies over Power Authority projects, 
whether under construction or completed. In December, 1981, 
the two agencies signed a memorandum of understanding 
outlining the role each played in providing risk management 
services for Power Authority. However, this "understanding" 
has become somewhat strained. For example, brokers have 
been given conflicting signals over certain coverages, and 
Power Authority is even considering employing its  own risk 
manager.

We would hope that Power Authority's decision will be based 
on economics and need, and w il l  consider a ll those issues 
inherent to wrap-up regardless of who administers i t .  In 
any event, until and unless Power Authority establishes its  
own risk  management program, the existing memorandum of 
understanding should be followed to ensure conprehensive and 
continuous cverage on Power Authority projects.

POWER AUTHORITY RESPONSE:

The Power Authority agrees with this recommendation and as 
such the Power Authority and the Division of Risk Management have 
mutually agreed that the day-to-day administration and monitoring 
of Tyee "wrap-up" insurance program should be the responsibility 
of Risk Management. The Power Authority Tyee insurance contracts 
are in the process of being assumed by Risk Management, The 
Power Authority believes that the existing memorandum of 
understanding has been c la r if ied  for both parties.
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The Pov/er Authority will approve insurance premium payments 
prior to Risk Management making payment. Payment w ill be made on 
the basis of insurance premium invoiced cost and in accordance 
with the terms specified by the Power Authority's transmitted 
RSA.

The existing memorandum of understanding applies only to the 
Tyee "wrap-up" insurance program. The Power Authority w ill rely 
on the advise of its  Insurance Consultant in evaluating future 
project insurance requirements.



I'ouch V , S'.a ic C a p ito l 
J u n r ju . A la s k a  99811 

(907) -*5-3991

MEMORANDUM

A L A S K A  S T A T E  L E G I S L A T U R E  

H O U S E  O F  R E P R E S E N T A T I V E S  
R E S E A R C H  A G E N C Y

February 11, 1983

TO: Representative Don Clocksin

FROM: Jack Kreinheder
Research S t a f f / v \

RE: Lake Tyee Power Costs and Project History
Research Request 83-39

You requested that we summarize the current status of contract nego­
t ia t ion ., the sale of power from the Lake Tyee hydro pro ject . You 
asked that we address the expected cost of power from the pro ject, 
current power costs in Petersburg and Wrangell, and a lte rnat ives  for 
reducing Tyee power costs to marketable leve ls .

The attached le t te r  from the Alaska Power Authority outlines the 
sequence of construction cost estimates for the Tyee project and 
the decisions made by the Power Authority Board concerning project 
construction.

I t  is  important to emphasize that the power cost projections in th is  
memorandum are preliminary and are currently being revised by the 
Power Authority to re flect detailed financing arrangements for the 
Tyee pro ject. These revised cost estimates w il l  probably be somewhat 
lower than the figures cited here.

SUMMARY OF FINDINGS — ____

The basic power marketing problem for the Tyee project i s  that the 
wholesale cost of power from the project in i t s  f i r s t  years of operation 
is  projected to be about 40 percent higher than current power generation 
costs for Petersburg and Wrangel f. The Power Authority estimates that 
Tyee power w il l  cost about 16.5 cents per kilowatt hour (KWH) in FY 
1986. Recent press reports have cited claims by Petersburg o f f i c ia l s  
that the re ta il  cost of power from Tyee would be 100 percent higher 
than current leve ls . However, these claims are disputed by the Power 
Authority, as discussed la te r .

Power generation in Petersburg and Wrangell now costs about 12 cents 
per KWH and th is  cost is  not l ike ly  to increase substantial ly over 
the next several years unless oil prices increase more than expected 
by most forecasters. These communities are understandably not w il l in g
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to sign contracts to purchase Tyee power at rates substan tia lly  higher 
than current generation costs.

I f  no action is  taken by the leg is lature to reduce Tyee rates , i t  
appears that power sales agreements could not be obtained and the
Power Authority would not be able to se ll the necessary revenue bonds 
to repay the interim financing for the pro ject. Although I did not
research the possible steps the Power Authority might take in th is
situation to avoid a default on the Tyee debt, the Authority would
probably be in a precarious financial position.

There are several possible approaches to reducing power rates for
the Tyee pro ject, most of which require more State money:

(1) Make an additional lump sum appropriation to the hydro
program to reduce the amount of debt financing required 
for Tyee and other projects. About $70-80 m illion  may be 
required to reduce Tyee rates to the level of current power 
costs. I f  desired, th is appropriation could be structured 
as a loan, to be repaid to the State a fte r  Tyee power becomes
competitive with the cost of power from present generation
f a c i l i t i e s .

(2) Appropriate a smaller amount of about $20 m illion  only to the 
Tyee project and enact temporary leg is la t ion  which would 
reduce only the Tyee rates. (Under present law, an appro­
priation to any power project would reduce the power rates 
by an equal percentage for a l l  p ro je c ts .)

(3) Make annual appropriations of about $2-3 m illion to cover a 
portion of the debt service costs for the Tyee pro ject, 
allowing power rates to be reduced until the project becomes 
competitive with diesel generation costs.

(4) Amend the rate structure under present law to spread the 
higher cost of Tyee power among other power pro jects .

(5) Restructure the long-term debt for the Tyee project to reduce 
debt service costs in the early years of project operation 
(the v ia b i l i t y  of th is  approach is  uncertain).
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TYEE POWER COSTS

The f o l l o w i n g  t a b l e  shows p r o j e c t e d  wh o l e s a l e  power  c o s t s  f o r  the  
Tyee p r o j e c t  from FY 85 t o  FY 90.

PROJECTED TYEE WHOLESALE POWER COSTS 
(Cents per  K i l owa t t  Hour)

F i s c a l  Year_________ 1985 1986 1987 1988 1989 1990

Power Co s t  12 . 8  16.5 16.7 15 .8  1 7 . 0  17 ,2

Power Sa l e s  32 . 0  32 .8  33.6 34 .5  3 5 . 3  36 . 2
(Mil l i o n s  o f  KWH)

Sour ce :  Alaska Power Au t h o r i t y  f o r  FY 85-86,  
a d j u s t e d  by House Res ear ch  Agency f o r  
FY 87-90 f o r  4 p e r c e n t  annual i n c r e a s e  
in deb t  s e r v i c e  cap ,  3 p e r c e n t  ave rage  annual  
l oad growth f o r  a l l  APA p r o j e c t s ,  and 5 p e r c e n t  
annual  i n f l a t i o n  in o p e r a t i o n  and ma in t enanc e  c o s t s .
Debt s e r v i c e  c a l c u l a t i o n s  based on 35-year  r e v e nu e  bonds  
at  11 p e r c e n t  i n t e r e s t ,  wi th a 1.1 c o v e r a g e  l e v e l .

Aga in,  t h e s e  p r o j e c t i o n s  a r e  p r e l im i n a r y ,  and more a c c u r a t e  f i g u r e s  
w i l l  be a v a i l a b l e  w i t h i n  a week.  These p r o j e c t e d  r a t e s  a r e  p r o b a b l y  
on the  high s i d e  b ec au s e  t h e y  do not  a c c oun t  f o r  t h e  i n t e r e s t  earned  
on debt  r e s e r v e  funds o r  t he  l ower-than-expec t ed  c o s t  o f  t h e  i n t e r im  
f i n a n c i n g  f o r  t h e  p r o j e c t .  The Power A u t h o r i t y J s~ f i n a n c i a l  a d v i s o r s  
a r e  now working t o  i n c o r p o r a t e  t h e s e  and o t h e r  a d j u s tm en t s  t o  a r r i v e -  
a t  more a c c u r a t e  r a t e  p r o j e c t i o n s .  One u n c e r t a i n t y  i n  t h e s e  r a t e s  i s  
t h a t  they  assume the  Wrange l l  sawmi l l  w i l l  buy abou t  7 m i l l i o n  KWH p e r  
y e a r  -- about  20 p e r c e n t  o f  t o t a l  p r o j e c t ,  1 power s a l e s  f rom t h e  p r o ­
j e c t .  The sawmi l l  was shut  down f o r  o v e r  a month t h i s  w i n t e r  and 
c o u l d  be an un c e r t a i n  buyer o f  Tyee  power.

The Tyee  p r o j e c t  i s  s c he du l ed  t o  be comple t ed  in e a r l v  1984, and may be 
on l i n e  as soon as O c t o b e r  1983 i f  work c o n t i n u e s  a t  i t s  c u r r e n t  p a c e .  
When the  p r o j e c t  b e g i n s  g e n e r a t i n g  power, t he  i n i t i a l  r a t e  w i l l  be 
s e t  t o  c o v e r  o n l y  o p e r a t i o n  and maintenance  c o s t s  (4-5 cents/KWH) u n t i l
t h e  s t a r t  o f  the  1985 f i s c a l  y e a r ,  when the  r a t e  w i l l  i n c r e a s e  t o  c o v e r
the  c o s t s  o f  l ong-term f i n a n c i n g  f o r  Tyee and t h e  Swan Lake p r o j e c t .
The power r a t e  w i l l  i n c r e a s e  aga in  i n  FY 36 t o  r e f l e c t  t h e  c o s t  o f
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r ev enue  bonds i s s u e d  f o r  the T e r r o r  Lake p r o j e c t .  A f t e r  1986, t h e  Tye e  
power r a t e  w i l l  p r o ba b l y  i n c r e a s e  by about  two p e r c e n t  per yea'* .*

PROJECT FINANCING

The c omp l e t e d  c o s t  o f  the  Tye e  p r o j e c t  i s now e s t i m a t e d  at  $115 t o  $125
m i l l i o n .  C o n s t r u c t i o n  o f  t h e  p r o j e c t  has been f i n a n c e d  by $82 m i l l i o n
in a p p r o p r i a t i o n s  from the l e g i s l a t u r e  and $50 m i l l i o n  in i n t e r i m  
f i n a n c i n g .  Th i s  i n t e r im  f i n a n c i n g  w i l l  have t o  be r e p a i d  in the  
s p r i n g  o f  1984 through  the i s s u an c e  o f  r evenue  bonds ,  a d d i t i o n a l  S t a t e  
a p p r o p r i a t i o n s ,  o r  a c omb i na t i o n  -;f t h e  two., The Swan Lake p r o j e c t
a l s o  has $50 m i l l i o n  in i n t e r im  f i n a n c i n g  which w i l l  be r ep a i d  a t  abou t
t he  same t i m e .  T e r r o r  Lake has $100 m i l l i o n  in sh o r t - t e rm deb t  which  
w i 11 be due in  1985.

HB 9 RATE STRUCTURE

The f i n a n c i n g  and power c o s t s  f o r  Tyee a r e  t i e d  t o  t h o s e  o f  o t h e r  
Power Au t h o r i t y  hydro p r o j e c t s  under l e g i s l a t i o n  e n a c t e d  in 1982 
(CCSHB 9 -- Chap t e r  155).  Th i s  s t a t u t e  r e q u i r e s  each hydro  p r o j e c t  t o  
pay i t s  " p r o p o r t i o n a t e  sha r e "  o f  t he  t o t a l  deb t  s e r v i c e  c o s t s  f o r  a l l  
p r o j e c t s ,  as d e t e rm ined  under  a formula iri the  s t a t u t e .  B a s i c a l l y ,  t h e  
s t a t u t e  means t ha t  i f  the  c o n s t r u c t i o n  c o s t  o f  Tyee  i s  25 p e r c e n t  o f  
the  t o t a l  c o s t  o f  a l l  p r o j e c t s  in the  s y s t em,  Ty e e  must pay 25 p e r c e n t  
o f  t h e  t o t a l  debt  s e r v i c e  c o s t s  f o r  a l l  p r o j e c t s .  The w h o l e s a l e  power  
r a t e  f o r  each p r o j e c t  i s  then de t e rmined  by add ing  o p e r a t i o n  and 
maint enance  e x p e n s e s  t o  deb t  s e r v i c e  c o s t s  and d i v i d i n g  t h i s  sum by 
t h e  e x p e c t e d  pcwer s a l e s  f o r  each p r o j e c t .

The I1B 9 r a t e  s t r u c t u r e  r e p l a c e d  the  "po s t ag e  stamp" o r  s i n t j l e_ s t a t ew i d e  
r a t e  f ormula which was e n a c t e d  in 1981 by SB 25.  The major- pu r po s e  
f o r  the  change in t h e  r a t e  s t r u c t u r e  was t o  . . i nc rease  t h e  i n c e n t i v e  f o r  
b u i l d i n g  c o s t - e f f e c t i v e  and p r o p e r l y  s u e d  p r o j e c t s ,  by l i n k i n g  power  
c o s t s  more d i r e c t l y  wi th  p r o j e c t  c o n s t r u c t i o n  c o s t s .

When th e  c o n f e r e n c e  commi t t e e  on HB 9 r ev i ewed  r a t e  p r o j e c t i o n s  f o r  the  
f ou r  power p r o j e c t s ,  t h e r e  was c oncern t ha t  the  r a t e s  f o r  t h e  T y e e  and 
Swan Lake p r o j e c t s  would be e x c e s s i v e  under the  HB 9 r a t e  s t r u c t u r e .  
As a r e s u l t ,  t h e  commi t t e e  i .-cluded in the  l e g i s l a t i o n  a l i m i t  o r  cap  
on t h e  debt  s e r v i c e  c o s t  f o r  each p r o j e c t .  Under t h i s  cap ,  10 p r o j e c t  
must pay more than the  a v e ra ge  debt  s e r v i c e  c o s t  f o r  a l l  Power A u t h o r i t y

* The r a t e  c a l c u l a t i o n  i s  c omp l e x ,  but the  t h r e e  main f a c t o r s  t ha t  a f f e c t  
the  p r o j e c t  r a t e s  a f t e r  1986 are :  i n f l a t i o n  in 0&M c o s t s ,  the  r a t e  o f  
growth in power s a l e s ,  and t h e  4 p e r c e n t  annual i n c r e a s e  in t h e  HB 9 
deb t  s e r v i c e  c ap .  The a d d i t i o n  o f  the Brad l e y  Lake p r o j e c t  o r  o t h e r  
p r o j e c t s  c o u l d  a l s o  a f f e c t  Ty e e  r a t e s  s u b s t a n t i a l l y .
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p r o j e c t s ,  p l u s  a c e r t a i n  p e r c en t ag e  which i n c r e a s e s  each y e a r  (8 p e r c e n t  
i n  FY 85,  12 p e r c e n t  in FY 86,  anc so on).  A l though t h i s  d eb t  s e r v i c e
l i m i t  r educes  the  power r a t e  f o r  Tyee  s u b s t a n t i a l l y ,  i t  d o e s  not  r e d uc e
t h e  r a t e  t o  a marke t ab l e  l e v e l .

Becaus e  the debt  s e r v i c e  c c s t s  a re  p oo l e d  f o r  a l l  p r o j e c t s  in t h e  
s y s t em,  an a p p r o p r i a t i o n  t o  Tyee  o r  any o t h e r  p r o j e c t  wou l d  r e d u c e  
t h e  power c o s t s  f o r  a i l p r o j e c t s  by an equal  p e r c e n t a g e .

PETERSBURG AND WRANGELL F'OWER COSTS

Cu r r e n t  C o s t s

Exact  power c o s t s  f o r  Wrangel l  and Pe t e r sbur g  were not  r e a d i l y  a v a i l a b l e  
a t  t h i s  w r i t i n g .  However,  the  busbar  g en e r a t i o n  c o s t  ( e q u i v a l e n t  t o  t h e  
wh o l e s a l e  power c o s t  from Tyee) f o r  both co i-muni t i es  i s  a p p r o x im a t e l y  
12 c e n t s  p e r  KWH. Wrangel l  g en e ra t e s  a l l  o f  i t s  e l e c t r i c i t y  f rom  
d i e s e l s ,  wh i l e  P e t e r s bu r g  o b t a i n s  about  h a l f  i t s  power  f rom t h e  C r y s t a l  
Lake hydro p r o j e c t ,  which was b u i l t  many y e a r s  a go .  The P e t e r s b u r g  
u t i l i t y  a p p a r e n t l y  has a h i gh e r  l e v e l  o f  debt  than t h e  Wrange l l  u t i l i t y ,  
which o f f s e t s  the l ower  c o s t  o f  power from th e  hydro  f a c i l i t y .

Whi l e  most  o f  the  r e c e n t  p u b l i c i t y  c o n c e rn i n g  t h e  T y e e  p r o j e c t  has
f o c u s e d  on the  c i t y  o f  P e t e r s b ur g ,  t h e  Power A u t h o r i t y  s t a f f  m a i n t a i n s  
t ha t  Wrangel l  would f a c e  a l a r g e r  rat e  i n c r e a s e  i f  T y e e  power  were  
pur cha s ed  a t  c u r r e n t  p r o j e c t e d  r a t e s  than would P e t e r s b u r g .  A c c o r d i n g  
t o  Mike Yerke s ,  who i s  n e g o t i a t i n g  the T y e e  c o n t r a c t s  f o r  t h e  Power  
Au th o r i t y ,  t h i s  i s  b e c aus e  Wrangel l  would c o n v e r t  e n t i r e l y  f rom d i e s e l
g e n e r a t i o n  t o  Tye e  powe , wh i l e  Pe t e r sb ur g  would c o n t i n u e  t o  g e n e r a t e
about  h a l f  i t s  power from the  l ow-cos t  C r y s t a l  Lake hydr o  o r o j e c t ,  
which was b u i l t  d e c ade s  ago .

Fu tu re  Cos t s

The r a t e  o f  i n c r e a s e  n f u t u r e  g en e r a t i o n  c o s t s  f o r  P e t e r s b u r g  and 
Wrangel l  i s  one o f  the i s i c  q u e s t i o n s  t o  c o n s i d e r  in d e t e rm i n i n g  what  
approach  the S t a t e  mig „ t ake  t o  the  Ty e »  s i t u a t i o n .  The c o s t  o f  
d i e s e l  f ue l  i s  t . l a r g e s t  expense  component f o r  t h e s e  u t i l i t i e s ,
a v e r a g i n g  abou t  9-10 c e n t s  p er  KWH gene ra t ed  o v e r  t h e  p a s t  y e a r .
As you  know, t h e  f u t u r e  o f  wor ld  o i l  p r i c e s  i s  h i g h l y  u n c e r t a i n  and 
t h e  range o f  f o r e c a s t s  i s  c o n s i d e r a b l e .  However ,  t h e  mos t  r e c e n t  
Department  o f  Revenue f o r e c a s t  p r o j e c t s  a 28 p e r c e n t  c u m u l a t i v e  d e c r e a s e  
i n  t h e  real  p r * c e  o f  o i l  through FY 87.  In nominal  t e rm s ,  o i l  p r i c e s
in  FY 88 are  l o r e c a s t  t o  be about  the  same as t o d a y .

I f  t h i s  p r o j e c t i o n  i s  a c c u r a t e ,  i t  may be t h e  e a r l y  t o  mid-1990s  
b e f o r e  d i e s e l  g e n e r a t i o n  c o s t s  would i n c r e a s e  t o  t h e  l e v e l  o f  T y e e
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c o s t s .  However,  an a d d i t i o n a l  c o n s i d e r a t i o n  i s  t h a t  Wrange l l  and 
Pe t e r s b u r g  may have d e f e r r e d  e xpan s i on  o f  t h e i r  g e n e r a t i o n  f a c i l i t i e s  
i n  e x p e c t a t i o n  o f  r e c e i v i n g  Tyee  power .  T h e r e f o r e ,  new g e n e r a t o r s  
might  have t o  be added t o  meet i n c r e a s e s  in l o a d  growth d u r i n g  t h e  
80s ,  which would i n c r e a s e  power r a t e s .

R e t a i 1 Power Rates

Part  o f  t h e  p u b l i c i t y  o v e r  t h e  T y e e  p r o j e c t  c e n t e r e d  on c l a im s  by 
Pe t e r s b u r g  o f f i c i a l s  t ha t  t h ey  would have t o  add abou t  9 c e n t s  p e r  
KWH t o  the  w h o l e s a l e  c o s t  o f  power from Tyee  f o r  d i s t r i b u t i o n  and 
ove rhead  c o s t s ,  t hus  d o ub l i n g  the  r e t a i l  power c o s t s  f rom c u r r e n t  
l e v e l s .  The Power Au t h o r i t y  s t a f f  b e l i e v e  t h i s  f i g u r e  i s  h i g h l y  
i n f l a t e d  and does  n o t  a c c oun t  f o r  s a v i n g s  in d i e s e l  ma i n t e nanc e  c o s t s  
which wc o c c u r  when Tyee  comes on l i n e .  The s t a f f  i s  p r e p a r i n g  
documented e s t im a t e s  o f  whet they  f e e l  a r e  more r e a l i s t i c  d i s t r i b u t i o n  
and ove rhead  c o s t s .

Other  Con c e rns

I t  i s  impo r t an t  t o  n o t e  t ha t  th e  c o s t  o f  power from c u r r e n t  p r o j e c t s  i s  
not  t he  on l y  c o n c e rn  o f  P e t e r s b u r g ,  Wrange l l ,  and o t h e r  c i t i e s  o r  
u t i l i t i e s  t o  be s e r v e d  by Power Au t h o r i t y  p r o j e c t s .  1n e s e  g r oup s  a r e  
a l s o  c o n c e r n e d  t h a t  under t h e  c u r r e n t  r a t e  s t r u c t u r e ,  t h e i r  power r a t e s  
c o u l d  i n c r e a s e  s u b s t a n t i a l l y  as a d d i t i o n a l  p r o j e c t s  a r e  added t o  t h e  
sys t em.  Whether t h i s  would o c c ur  depends on the  l e v e l  o f  S t a t e  f un d in g  
f o r  the  a d d i t i o n a l  p r o j e c t s .  I t  t h e  r a t i o  o f  S t a t e  f un d in g  t o  bonded  
c o s t s  f o r  new p r o j e c t s  i s  l ower  than t h e  a v e ra g e  f o r  c u r r e n t  p r o j e c t s ,  
th e  r a t e s  f o r  c u r r e n t  p r o j e c t s  would r i s e .

The "Sus i tna  B lackma i l  C l a u s e "  [AS 4 4 . 83 . 3 98(b)(2) ]  i s  an a d d i t i o n a l  
s o u r c e  o f  c onc e rn  f o r  m u n i c i p a l i t i e s  and u t i l i t i e s ,  as t h e  c l a u s e  
c o u l d  d r a m a t i c a l l y  i n c r e a s e  power r a t e s  i f  not  r e p e a l e d .  T h i s  c l a u s e  
would i n c r e a s e  power r a t e s  by r e q u i r i n g  a 10 p e r c e n t  annual  r e t u r n  on 
i n v e s tmen t  t o  the S t a t e  i f  $5 b i l l i o n  has no t  been app, o p r i a t e d  f o r  
power p r o j e c t s  by 1986.
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POSSIBLE APPROACHES TO THE TYEE RATE PROBLEM

There  a r e  s e v e r a l  p o s s i b l e  approaches  t o  t h e  Tyee  r a t e  p ro b l em ,  as 
summarized e a r l i e r .  The c h o i c e  among them i s  c omp l ex  and depends  on 
b a s i c  p o l i c y  i s s u e s  r e l a t i n g  t o  the  power d e v e l o pmen t  program.  Some 
o f  t h e  more impor t an t  f a c t o r s  to c o n s i d e r  a r e  d i s c u s s e d  be l ow .

Lump Sum Ap p r o p r i a t i o n

Th i s  approach  would be t h e  most e x p e n s i v e ;  p r e l im i n a r y  c a l c u l a t i o n s
i n d i c a t e  t h a t  $70-80 m i l l i o n  would be n e c e s s a r y  t o  l ower  t h e  T y e e  power
r a t e s  t o  t h e  c o s t  o f  d i e s e l  g e n e r a t i o n . *  Al though the o u t s t a n d i n g  
debt  on t h e  Tyee p r o j e c t  i s  on l y  $50 m i l l i o n ,  t h e  p o o l i n g  o f  d eb t  
s e r v i c e  among a l l  e j e c t s  under  t h e  APA r a t e  s t r u c t u r e  r e q u i r e s  a
l a r g e r  a p p r o p r i a t i o n  t o  r educe  Ty e e  r a t e s  s u f f i c i e n t l y .  A lump sum 
a p p r o p r i a t i o n  would a l s o  l ower  the power r a t e s  f o r  Solomon Gu l c h ,  Swan 
Lake,  and T e r r o r  Lake by an equal  p e r c e n t a g e  (about 40 p e r c e n t ) .  T h i s  
r a i s e s  two q u e s t i o n s .

F i r s t ,  i s  i t  n e c e s s a r y  o r  d e s i r a b l e  t o  r educ e  t h e  power r a t e s  f o r
o t h e r  p r o j e c t s  t h a t  a l r e a d y  have r e a s on ab l y  p r i c e  power? S e c ond ,  what 
e f f e c t  would l ow e r i n g  t h e  r a t e s  f o r  a l l  p r o j e c t s  now on l i n e  o r  under  
c o n s t r u c t i o n  have on f u t u r e  p r o j e c t s ?  Lower ing  the  a v e r a g e  power  r a t e  
would r educe  the d e b t / e qu i t y  r a t i o  f o r  c u r r e n t  p r o j e c t s  and r e q u i r e  
a h i g h e r  l e v e l  o f  S t a t e  a p p r o p r i a t i o n s  f o r  f u t u r e  p r o j e c t s  u n l e s s  
power r a t e s  were t o  be i n c r e a s e d  f o r  a l l  p r o j e c t s .

S p e c i a l  Ty e e  L e g i s l a t i o n

I f  s p e c i a l  l e g i s l a t i o n  were pa s s ed  so t h a t  a one-t ime a p p r o p r i a t i o n  
would be u s ed  t o  r e duc e  o n l y  Tye e  power r a t e s ,  r ou gh l y  $2C m i l l i o n  
would  be r e q u i r e d  to  p r o v i d e  the  n e c e s s a r y  r a t e  r e d u c t i o n .  However ,  
t h i s  approach c o u l d  be v i ewed  as - c r e a t i n g  a p r e c e d e n t  f o r  " b a i l i n g  
ou t "  h i g h-c o s t  p r o j e c t s  which might  r e s u l t  in s i m i l a r  p r ob l em s  f o r  
f u t u r e  p r o j e c t s .

Annual Ap p r o p r i a t i o n

In l i e u  o f  a one-t ime a p p r o p r i a t i o n ,  the  l e g i s l a t u r e  c o u l d  make annual  
a p p r o p r i a t i o n s  o f  abou t  $2.4 m i l l i o n  t o  c o v e r  the  d eb t  s e r v i c e  s h o r t f a l l  
t h a t  w i l l  r e s u l t  i f  power i'.', s o l d  at  12 c e n t s  r a t h e r  than 1 6 . 5  c e n t s  
per  KWH. These  a p p r o p r i a t i o n s  would c o n t i n u e  and e v e n t u a l l y  d im i n i s h

* I have not  i n c l u d e d  t h e s e  c a l c u l a t i o n s  he r e  f o r  t h e  sake o f  b r e v i t y ,  
but  can p r o v i d e  them i f  d e s i r e d .
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t o  z e r o  as the c o s t  o f  d i e s e l  g e n e r a t i o n  i n c r e a s e d  t o  match t h e  c o s t
o f  Tye e  power or  the  c o s t  o f  Tyee  power f e l l .  Al though i t  i s  u n c e r t a i n
how Jong t h e s e  annual a p p r o p r i a t i o n s  would be r e q u i r e d ,  d ep end ing  on 
f u e l  e s c a l a t i o n  r a t e s  ar-d o t h e r  f a c t o r s ,  the  t o t a l  c o s t  would p r o b a b l y  
be h a l f  o r  l e s s  the c o s t  o f  a lump sum a p p r o p r i a t i o n .

The P e t e r s b u r g  and Wrangel l  u t i l i t i e s  would be e l i g i b l e  f o r  r a t e  r e l i e f  
under  the power c o s t  a s s i s t a n c e  program, but o n l y  f o r  th e  p o r t i o n  o f  
r e t a i l  r a t e s  above 16 c e n t s  in FY 86.  Th i s  f l o o r  i n c r e a s e s  by one  c e n t  
each f i s c a l  y e a r .  A l s o ,  c o s t  a s s i s t a n c e  i s  a v a i l a b l e  o n l y  f o r  th e  
f i r s t  600 KWH per month s o l o  t o  each cu s t omer .  T h e r e f o r e ,  a s e p a r a t e  
a p p r o p r i a t i o n  s p e c i f i c a l l y  f o r  Tyee  debt  s e r v i c e  might  be r e q u i r e d  
each y e a r  in o rd e r  t o  r educe  power r a t e s  s u f f i c i e n t l y .

M o d i f i c a t i o n  o f  Rate  S t r u c t u r e

I t  would be t e c h n i c a l l y  p o s s i b l e  t o  mod i f y  the  s t a t u t o r y  r a t e  s t r u c t u r e
t o  r e a l l o c a t e  at  l e a s t  pa r t  o f  t h e  Tyee debt, s e r v i c e  t o  o t h e r  l ower
c o s t  p r o j e c t s ,  p r i m a r i l y  Solomon Gul ch and T e r r o r  Lake.  The commun i t i e s  
s e r v e d  by t h e s e  p r o j e c t s  would p r o ba b l y  s t r o n g l y  oppo s e  t h i s  chang e .  
In a d d i t i o n ,  the bond marke t s  c o u l d  v i ew t h i s  j u g g l i n g  o f  t h e  r a t e  
s t r u c t u r e  wi th  some c o nc e r n .

R e s t r u c t u r e  P r o j e c t  Debt

I t  may be p o s s i b l e  t o  r educe  the debt  s e r v i c e  c o s t s  f o r  t h e  f i r s t  few 
y e a r s  o f  o p e r a t i o n  o f  t he  Ty e e  p r o j e c t  by borrowing  a d d i t i o n a l  funds  
wi th  which t o  pay par t  o f  t h e  i n t e r e s t  on the  bonds f o r  s e v e r a l  y e a r s .  
Ac co rd ing  t o  S t e r l i n g  G a l l a g e r  o f  John Nuveeri and A s s o c i a t e s ,  i t  i s  
l e g a l l y  p o s s i b l e  t o  have t h i s  t y p e  o f  arrangement  f o r  f i v e  y e a r s  
w i t h o u t  v i o l a t i n g  f e d e r a l  a r b i t r a g e  r e g u l a t i o n s .  However,  t h e  f i n a n c i a l  
v i a b i l i t y - o f —t h i s  approach i s  u n c e r t a i n  and would r e q u i r e  a d d i t i o n a l  
r e s e a r c h ^   ~  -----

Ano ther  p o s s i b i l i t y  would be t o  use a g e ome t r i c  f i n a n c i n g  a p p ro a ch ,  in  
which the deb t  s e r v i c e  s c h e du l e  would be s h i f t e d  so t ha t  d eb t  s e r v i c e  
c o s t s  would be l ower  in the e a r l y  y e a r s  and i n c r e a s e  g r a d u a l l y  as the  
p r o j e c t  power s a l e s  i n c r e a s e d .  Th i s  approach has been us ed  i n  a few 
u t i l i t y  bond i s s u e s ,  but i t  i s  uncommon and would a l s o  r e q u i r e  more 
i n v e s t i g a t i o n  to de t e rmine  i t s  v i a b i l i t y  f o r  the  Ty e e  s i t u a t i o n .
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IMPLICATIONS FOR OTHER POWER PROJECTS

A number o f  l e g i s l a t o r s  and o t h e r  o b s e r v e r s  have e x p r e s s e d  c o nc e r n  
about  the p o s s i b i l i t y  o f  t h e  Tye e  marke t i ng  p rob l em o c c u r r i n g  w i th  
Sus i tna  or  o t h e r  hydro p r o j e c t s .  Th i s  i s  a c o n t r o v e r s i a l  i s s u e  w i th  
numerous p o i n t s  o f  v i ew,  but a few o b s e r v a t i o n s  may be h e l p f u l  in 
und er s t an d i ng  the prob l em.

I t  ' s  impor tan t  t o  r e c o g n i z e  the  d i s t i n c t i o n  be tween t h e  ec onomi c
f e a s i b i 1i t y  o f  a h y d r o e l e c t r i c  p r o j e c t  and t h e  marke t i ng  f e a s i b i l i t y  o f  
t h e  sane" p r o j e c t .  Al though the economic f e a s i b i l i t y  o f  the  Ty e e  
p r o j e c t  i s  an i s s u e  i t s e l f ,  the  p o i n t  i s  t h a t  even a c l e a r l y  f e a s i b l e  
hydro p r o j e c t  w i l l  u s u a l l y  r e q u i r e  some s o r t  o f  g ran t  o r  l ow-co s t  
f i n a n c i n g  t o  l ower  power r a t e s  t o  marke tab l e  l e v e l s  \n i t s  e a r l y  y e a r s  
o f  o p e r a t i o n .  A f t e r  a p e r i o d  o f  y e a r s ,  i n c r e a s i n g  power s a l e s  and
h i g h e r  f ue l  c o s t s  f o r  t h e  a l t e r n a t i v e  g e n e r a t i o n  s o u r c e  s h o u l d  r e s u l t  
in a break-even p o i n t ,  a f t e r  which the hydro power  becomes l e s s
e x p e n s i v e .  The i n i t i a l  s u b s i d y  t o  the  p r o j e c t  can then be r e p a i d ,  i f  
n e c e s s a r y .

In the  ca s e  o f  the T y e e  p r o j e c t ,  the  c o n t i n u a l l y  i n c r e a s i n g  c o s t
e s t i m a t e s  f o r  t h e  p r o j e c t  made i t  d i f f i c u l t  t o  d e t e rm i n e  how much S t a t e  
money was r e q u i r e d  co a c h i e v e  marke tab l e  power r a t e s .  The power  mar ­
k e t i n g  prob l em f o r  Tyee i s  a l s o  a c c e n t u a t e d  by t h e  f a c t  t h a t  Tyee  has 
the l a r g e s t  e x c e s s  g e n e r a t i o n  c a p a c i t y  o f  t h e  f o u r  p r o j e c t s  now on 
l i n e  o r  under c o n s t r u c t i o n  -- o n l y  about  25-30 p e r c e n t  o f  t h e  p r o j e c t ' s  
c a p a c i t y  w i l l  be used in t h e  f i r s t  y e a r s  o f  o p e r a t i o n .  T h i s  l ower  
l e v e l  o f  u t i l i z a t i o n  means t ha t  a h i ghe r  p r o p o r t i o n  o f  S t a t e  runds i s  
n e c e s s a r y  t o  o b t a i n  r e a s o na b l e  power r a t e s .

A ma j o r  e l ement  o f  t h e  Tyee  prob l em appear s  t o  be t ha t  n e i t h e r  t h e  
l e g i s l a t u r e  nor the  Power Au t h o r i t y  p l a c ed  s u f f i c i e n t  emphas i s  u n t i l  
r e c e n t l y  on t h e  marke t i ng  o f  power from th e  p r o j e c t s  under  c o n s t r u c t i o n .  
Par t  o f  the r eason f o r  t h i s  apparent  o v e r s i g h t  i s  t ha t  i n  1980 and 
1981, S t a t e  r e venue s  were i n c r e a s i n g  r a p i d l y  and i t  was e x p e c t e d  t h a t  
most o f  the p r o j e c t  c o s t s  would be funded through d i r e c t  a p p r o p r i a t i o n s  
o r  l ow-cos t  l o a n s ,  r a t h e r  than by r evenue bonds .  With t h i s  e x p e c t a t i o n ,  
power marke t i ng  was not an i s s u e  because  o f  t h e  low power c o s t s .  The 

- s h a r p  d e c l i n e  in S t a t e  r evenues  has r e s u l t e d  in more r e l i a r . e e  on d eb t  
f i n a n c i n g ,  c a u s i n g  h i g h e r  power r a t e s  and t h e  ma rke t i ng  p r o b l em  demon­
s t r a t e d  by t h e  Tye e  p r o j e c t .

With r e s p e c t  t o  the  Power Au t h o r i t y ,  an a d d i t i o n a l  p r ob l em was the  l ack  
o f  s t a f f  wi th  e x p e r i e n c e  in marke t i ng  and r a t e  i s s u e s .  It was o n l y  
abou t  10 months ago t h a t  the Power Au t h o r i t y  h i r e d  someone w i t h  r a t e  
s e t t i n g  and u t i l i t y  e x p e r i e n c e .  Unt i l  t h en ,  t h e  f o c u s  o f  t h e  s t a f f
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was more on the f e a s i b i l i t y ,  d e s i g n ,  e n g i n e e r i n g  and f i n a n c i n g  a s p e c t s  
o f  power d e v e l opmen t .

A f i n a l  c o n t r i b u t i n g  f a c t o r  U  the Tye e  s i t u a t i o n  was that  t h e  r e v i s i o n s  
t o  the Power Au t h o r i t y  r a t e  s t r u c t u r e  e n a c t e d  in 1982 by HB 9 were not  
based on a f u l l  a s s e sment  o f  the  e f f e c t  o f  t h e s e  r a t e  r e v i s i o n s  on the  
m a r k e t a b i 1i t y  o f  power from Tye e  and the  o t h e r  p r o j e c t s .

The l i k e l i h o o d  o f  the Tyee  r i t e  prob l em o c c u r r i n g  w i t h  o t h e r  power 
p r o j e c t s  i s  d i f f i c u l t  t o  a s s e s s .  The Power Au t h o r i t y  a p p e a r s  t o  have 
made good p r o g r e s s  in d e a l i n g  wi th  the  marke t i ng  i s s u e .  Severa l  
measures  have been taken t o  avo i d  t h e  r e c u r r e n c e  o f  t h e  Tyee  c o s t
e s c a l a t i o n  prob l em,  and a number o f  r e c e n t  b i d s  f o r  c o n s t r u c t i o n  o f  
t h e  T e r r o r  Lake arid Anchorage-Fai rbanks  p r o j e c t s  have been s u b s t a n t i a l l y  
l owe r  than e n g i n e e r i n g  e s t im a t e s .

In a d d i t i o n ,  th e  Au t h o r i t y  has p ropo sed  chang ing  i t s  p r o c e du r e s  t o  
r e q u i r e  power s a l e s  c o n t r a c t s  t o  be s i g ne d  b e f o r e  p r o j e c t  c o n s t r u c t i o n  
b e g i n s ,  and t h i s  was done f o r  the T e r r o r  Lake p r o j e c t .  In t h e  nas t  i t  
has been d i f f i c u l t  t o  o b t a i n  ( o n t r a c t s  be caus e  i t  was u n c e r t a i n  how much 
f und ing  would be p r o v i d ed  by the l e g i s l a t u r e ,  and t h e r e  i s  a na tura l
i n c e n t i v e  f o r  c ommuni t i e s  t o  lobby the  l e g i s l a t u r e  f o r  a d d i t i o n a l  funds  
t o  r educe  t h e i r  power r a t e s .  I t  may a l s o  be d i f f i c u l t  t o  o b t a i n  p r e ­
c o n s t r u c t i o n  power s a l e s  agreements  f o r  the  S us i tna  p r o j e c t  b e c au s e  o f  
t h e  l ong l ead  t im e  o f  t h e  p r o j e c t .

The chanc e s  o f  t h e  Tyee  power marke t i ng  prob l em o c c u r r i n g  w i t h  f u t u r e  
power p r o j e c t s  would be r educed  i f  t h e  l e g i s l a t u r e  made c e r t a i n  i t  
had sound e s t i m a t e s  o f  the  maximum a p p r o p r i a t i o n  n e c e s s a r y  f o r  power 
marke t i ng  purpo s e s  b e f o r e  app r o v i ng  c o n s t r u c t i o n  o f  a p r o j e c t ,  and 
commi t t ed  i t s e l f  t o  the  a p p r o p r i a t i o n  o f  t he  n e c e s s a r y  amount .  Any 
changes  in  the  r a t e  s t r u c t u r e  shou ld  a l s o  be made o n l y  a f t e r  d e t a i l e d
e v a l u a t i o n  o f  the- impact  on p r o j e c t  power r a t e s  and m a r k e t a b i 1 i t y .

★ * ★ * *

I hope t h i s  i n f o rma t i o n  i s  u s e f u l .  I f  you have any q u e s t i o n s  o r  would  
l i k e  a d d i t i o n a l  i n f o rm a t i o n ,  p l e a s e  d o n ' t  h e s i t a t e  t o  c a l l .

JK

At tachment
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Hr. Jack Kreinheder 
House Research Agency 
Pooch Y
Juneau, Alaska 99811

Subject: Tyee Hydroelectric Project-SuoMry o f Estimated Total Costs

Dear Jack:

As per ytvur request, fo llow ing 1s a b r ie f  suanary on the sequence o f 
events on the Tyee hydropower p ro ject p rim arily  re la tin g  to  cost- The 
summary o f Board actions was extracted /row our corporate winutes. Hast o f
the actions taken by the Board were based on advice frocn nyse lf and «y s ta f f .

• •

On December 19. 1979* the Alaska Power A uthority  submitted a revised 
app lica tion  to the Federal Cnerty Regulatory Ccwwisslon (FERC) fo r the 
construction o f the Tyee Hydro*'/ectrfc Project in  the v ic in ity  o f Wrangell 
and Petersburg, Alaska. Our engineers, R.W. Retberfond Associates/Later- 
national Engineering Cotapany (IEC0) estimated the to ta l cost o f the p ro ject a t 
th a t ti«e  a t $39,599,000 (1930$‘ s ) . With an allowance fo r  In f la t io n  and 
in te re s t during construction the estimated to ta l cap ita l investment a t th a t 
ti» e  came to  $53,333,000. *

In September I960. IECO submitted a revised cost estimate o f $50,976,000 
(August 1990$’ s ).

Early 1n 1981, the Power Authority retained EBASCO Services, In c ., to 
prepare an independent cost estimate. EBASCO subsequently estimated the to ta l 
p ro jec t cost a t $96.693.TOO (Kay 1 9 8 1 t's )._  Escalated to the *1dpov.;t of 
construction , th is  would repreie'nT'iTcompleted cost o f approximately $M0 
■111 ion. A fte r reviewing the EBASCO estimate, IEC0 conceded th a t I ts  pre­
vious estimates were low and I E C 0  raised Its  estimate to $8‘ , 0 6 9 , 0 0 0  (June 
1981$'s ). EBASCO refuted th is  revised estimate.

Procurement o f long-lead-tim e turbines began in  Ju ly  1981 in  a n t ic i­
pation o f a FEftC license- The Board o f D irectors was realigned by Statute 
in  the la t te r  part o f Ju ly 1981. The FERC Issued a license on August 5,
1981 and the award o f several additional procurement and one construction 
contract followed almost immediately therea fter.

IECO continued to **ake Monthly reports on tin. i jktus o f the p ro je c t, 
Including estimated to ta l p ro ject costs. I t  is  im fortant to  note th a t by 
the end o f  March 1982, IECO had Increased i t s  project estimate to $97>072,000,
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in clu d in g  e n g i n e e r i n g  c o s t s  p r i o r  t o  c o n s t r u c t i o n .  In the March, r e p o r t  t h e  overhead t r a n sm i s s i o n  l i n e  was e s t i t s a t ed  t o  c o s t  512 ,840 ,000  p l u s  a 
56 , 000 ,000  c o n t i n g e n c y .  L e s s  than two months l a t e r ,  d u r i n g  t h e  bid! o pen ing  
f o r  that  c o n t r a c t ,  IECO p r o v i d e d  an e n g i n e e r ' s  e s t im a t e  o F  $23,,280,887.00-* 
an e s t i t f ' t e  t ha t  i s  24 p e r c e n t  above any p r e v i o u s  e s t im a t e ,  i n c l u d i n g  c o n ­
t i n g e n c y  f un ds .  The a c t u a l  l ow b i d  was even h i gh er  at  524 ,901 ,466 .

Starting w ith the IECO estimate from the March 1982, re p o rt, R u s t in g  
fo r  the actual Tow hid on the transaission lin e , and adding the estimated 
cost for a proposed separate substation construction contract* the estimated 
to ta l pro ject cost was increased by IECO to 5110,133\OCX) (May 138?:). This 
did not include approximately 55 m illio n  fo r owner provided Insurance.
During the months that fo llowed, the to ta l p ro ject cost has decreased and 
increased* s l ig h t ly , as adjustments have been fo." actual bids on re la ­
t iv e ly  procurement contracts*.

In December 1982* and again in January 1983, senior s t a f f  o f  IECO and 
tECO’ s parent co«pany, Morrison Knudson (H-K), wet w ith representatives o f the 
Power A uthority  to discuss construction ranageracnt o f the p ro je c t, including 
to ta l p ro ject costs. The la te s t information from IECO is  th a t the to ta l pro­
je c t  cost w il l  not exceed $124.886,100. The Power Authority h&4; asked the 
parent company, H-K, to  completely review th is  estimate. A rep ttrt frtxa the 
K-X s ta f f  Is  anticipated the second week o f March 1983.

A suwary o f  Board actions, as extracted frow our corporate minutes, is 
as fo llow s:

Ocitober 4 , 1978 Board receives report on Tyee Project I n d i t i n g  th a t, 
according to the reconnaissance study by Robert W. Rttbefford Associates,
(RWft) the Project looks favorable and tha t Thoows Bay Poteer Coflrais'sion 
(TBPC) w i l l  soon enter Into contract w ith  RVR fo r  Federal Energy Regulatory 
Commission (FERC) work and th a t TBPC *ay reguest the Alaska Power A uthority 
to  take over the p ro je c t.

November 18. 1978 APA Board voted to oake $120,CXW loan to TBPC fo r  Tyee _
FERC work and th is  would supplement the $300,DOQ available  fro a  the Water------
Resources Revolving Loan Fund (WRRLF) in  Order to  cover the $475,000 co n trac t 
with RWR.

. June 21, 1579 Board makes a loan to 7&PC o f $60,000 fo r  Tyee P ro ject. TBPC 
and Representative E.J. Haugen request the APA take over Tyee. The Board 
directed s ta f f  to bring Information back a t next Board meeting fo r P roject 
take-over.

September 27s 1979 Tyee L e tte r o f  Understanding w ith TBPC adopted by Board.

November Z, 1979 Board authorized Executive Oi rector to  submit FERC license 
application . Also passed "stop-tbe-clock" reso lution  needed fo r  bonding.

February 7 , 1980 Board agreed to extend contract fo r  advanced Engineering
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an*1 D e s i gn  t o  IECO f a r  T y e e  but  i t  was l a t e r  d e c i d e d  w i t h  l e g a l  c o un c i l  t o  
s e ek  c o m p e t i t i v e  p r o p o s a l s .

A p r i l  18, 1980 Board s e l e c t s  IECO f o r  the E n g i n e e r i n g  and D e s i gn  froa. aimng 
t h r e e  p r o p o s a l s .

October 23, 1980 Board Inarmed ttot costs have increased from $39,000,000 
to 551,000,000 '/ECO explain to Board.

A p ril 20, 1981 Br •' ts  consultant panel as required by FERC.

May 14, 1981 Boat Bids fo r Turbines.

Ju ly  6, 1981 Board cor.^ .idered awarding contract fo r Steel Towers and Conductors 
but defers "notice to proceed" u n til a fte r opening o f major C iv il Contract 
so that the Board could get a better f ix  on the true cost o f  the Project.

August 18, 1981 FERC license has been received. Bids fo r  C iv il construction
were reviewed as were the economics o f the Project based 0^ new cost 
estimates. Notice-to-proceed was given on Tcvers and Conductors. The 
Board was informed that e x is ting  funds were in s u f f ic ie n t  and th a t in terim 
financing would be necessary. Board deferred action u n t i l  th t: next «eeting.

September 10, 1981 Board awards C iv il Narks contract to Southeast Harrison 
Western (SEHVf) a fte r  lengthy debate.

October.2, 1981 Boand infonaed on legal actions against Tyee construction 
contracts. Need fo r In terim  financing was discussed and indicated a 
proposal would be presented to the Board in  December, 1931. Risk Management's 
desire to  use "Wrap-up Insurance" on Tyee Project was: discussed end actions 
tha t would be taken to effectuate  such a program.

December 15, 1981 A Finance Plan was presented to  the Board. I t  was
recotwended tha t the Board appoint a subcommittee to review the f u s i b i l i t y  
o f the Tyee Project based on present knowledge o f the costs. Cowo-lssionerf 
Ward and Mueller and Dr. Weeden were appointed to the subcoenrittee. The 
Board moved tha t fin a l financing docu»ents-for financing be prepared. The 
economics o f  the Project was reviewed.

January 22, 1982 Senator Dankworth and Representative Hauren addressed the 
Board and recommended proceeding w ith in terim  fi"* -,c in g . Board authorized 
securing o f $50,000,000 in Interim  financing. “u awarded a cxmtract fo r 
Underwater Cables.

May 25, 1982 The Board awarded the Overhead Transmission l in e  contingent 
upon the Legislature not passing a piece o f le g is la tio n  th a t was being 
considered but that subsequently was not pa'sed. Thus on June 3, 1982 the 
Executive D irector informed the 8oard o f hi?, in te n t to  issue the award fo r 
Transmission Tower construction.
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October 22, 1|982 The Board awarded contract fo r Transfanners.

1 tru s t th is  iinlfora&ttiorv is  of is s ls tin c e  to pOu. I f  there is  any 
fu rth e r 1nfe,nnatior< you ne-s-d, please ca ll on we.

Sincerely.

■ 9. OLjJl
E ric P. Yould 
Executive d ire c to r

CC:
C. Conway 
Coow. 0- Lyon



APPENDIX A 1

Contract 
Encumbrance 
Number_____

CC082307

CC082304

SCHEDULE OF APA CONTRACTS WITH 
AND PAYMENTS TO BROKERS 

As of June 15, 1982

Description

Alaska Power Construction Program 
(APCOP) - Tyee Lake, Phase I

APA Contract Insurance Review

Contract
Amount

$1,790,000 

$ 40,000

Payments at 
06/15/32

$540,0002 

$ 20,000
I

1 To date, no provisions for Tyee Lake - Phases Il-III have been
appended to the APCOP contract.. These phases were bid net of insurance, 
but how and through whom APA will provide insurance has not been 
finalized.

2 Scheduled payments are: 

10/01/81
Less Premium Discount

08/01/82
02/01/83

$ 640,000
(100,000)

$ 540,000

580.000
570.000

$1.690.000
r*T-

1
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Loss Type

APPENDIX B

TYEE LAKE LOSSES AND PAYMENTS 
As of May 31, 1982

Estimated
Loss
Incurred

Workers' Compensation 

Property

$111,84620,000
$131.846

Loss
Payments

$33,108

- 0-

$33.108

xs
J

1 As of May 31, 1982, 14 Workers' Compensation claims had 
been submitted for adjustment. Largest estimated loss 
for a single claim was $25,000.
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JAYS. HAMMOND. S3 YEN NOR

DEPARTMENT OF ADMINISTRATION
POUCH C
JUNEAU. ALASKA 99811OFFICE OF THE COMMISSIONER

August  2,  1982

Mr. G e r a l d  W i l k e r s o n ,  CPA 
L e g i s l a t i v e  Aud i t o r  
D i v i s i o n  o f  L e g i s l a t i v e  Aud i t  
L e g i s l a t i v e  Budget  and Aud i t  Commit tee  
Pouch vJ
Juneau,  AK. 99811

Re: Response  t o  a S pe c i a l  Rev iew o f  the  Alaska
Power Au t h o r i t y  Insurance  Programs Admi n i s t e r ed  
Through the Alaska Power Au t h o r i t y  and the  
Department  o f  Adm i n i s t r a t i o n ,  D i v i s i o n  o f  
Risk Management, Dated June 29,  1982

The d e c i s i o n  t o  recommend the  Wrap-up program t o  the  Alaska Power 
Au th o r i t y  (APA) was c omp l e t e l y  t h e  r e s p o n s i b i l i t y  o f  t h e  D i v i s i o n  o f  R i sk  
Management.  Wrap-up i n su ranc e  has been the  normal way t o  c o v e r  l a r g e  
c o n s t r u c t i o n  p r o j e c t s  f o r  the l a s t  3C y e a r s .  T h i s  i s  not  t o  imply  t h a t  
wrap-ups are  not  c o n t r o v e r s i a l  be canse  they  a r e .  T h i s  c o n t r o v e r s y ,  however ,  
does  no t  d e t e r  f rom the  c o s t  r . i T r c c i v e  na tur e  o f  wrap-ups.  Ther e  a r e  t h r e e  
v a l i d  r ea s ons  f o r  no t  c o n s i d e r i n g  wrap-up i nsurance :

1. The c o n s t r u c t i o n  p r o j e c t  i s  no t  l a r g e  enough (50 m i l l i o n  o r  
g r e a t e r ) ;

2.  The Ri sk Management Program o f  the  owner o r  c on t .  j c t o r  i s  not  
s o p h i s t i c a t e d  enough t o  a d e qua t e l y  c o o r d i n a t e  t he  r e q u i r e d  
s e r v i c e s .

3.  The p o l i t i c a l  c o n s i d e r a t i o n s  which have r e s u l t e d  in s e v e r a l  
s t a t e s  p a s s i n g  r e s t r i c t i v e  l e g i s l a t i o n  p r o h i b i t i n g  wrap-ups.

P r i o r  t o  recommend ng wrap-up t o  the  APA, mee t i ng s  were he l d  between Risk  
Management and the  D i v i s i o n  o f  In suranc e .  Even though wrap-ups a r e  a c c e p t a b l e  
in Al a ska ,  the  D i v i s i o n  c f  Insurance  i s  r e s p o n s i b l e  f o r  s e t t i n g  up g u i d e l i n e s  
and i f  r e q u i r e d ,  ad op t i n g  r e g u l a t i o n s .  A f t e r  r e v i ew i n g  t h e  g u i d e l i n e s  and 
d i s c u s s i n g  Ri sk Management' s program, the  D i v i s i o n  o f  I nsurance  d e c i d e d  t o  no t  
a dop .  r e g u l a t i o n s .  Most  o f  t h e  q u e s t i o n s  r e ga rd i ng  wrap-ups hod been answered

J2-B9LH
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s e v e r a l  y e a r s  ago when Alye ska  P i p e l i n e  Co.  was g i v en  approva l  t o  p r o v i d e  an 
owner wrap-up f o r  the  Taps C o n s t r u c t i o n .

B e f o r e  answer ing the  i n d i v i d u a l  r ecommendat i ons ,  we would l i k e  t o  make 
two o b s e r v a t i o n s :  F i r s t ,  the  a tmosphere  su r r ound ing  t h e  i n i t i a t i o n  o f  t h i s
a u d i t  was i n f l ammato ry  in t h a t  t h e r e  were a c o n s i d e r a b l e  number o f  r ancorous  
a c c u s a t i o n s  made a g a i n s t  the  D i v i s i o n  o f  Risk Management* APA and the  APCOP 
b r o k e r s .  We b e l i e v e  t h a t  the  a u d i t o r s  were a b l e  t o  c u t  through the  p e r i p h e r y  
i s s u e s  and produce  a p r o f e s s i o n a l  r e p o r t  which i s  n o t a b l e  f o r  i t s  o b j e c t i v i t y .

Second ,  many o f  t h e  l e g a l  i s s u e s  on c l o s e r  e x amina t i on  d i d  no t  have 
su b s t an c e .  In o r d e r  t o  c o m p l e t e l y  c o u n t e r a c t  the  q u e s t i o n s ,  we had l e ga l  
r e s e a r c h  done on s e v e r a l  o f  t h e s e  l e g a l  q u e s t i o n s  and t h ey  were no t  f ound t o  
be m e r i t o r i o u s .

The c o n c l u s i o n  t ha t  t h e r e  were  no i m p r o p r i e t i e s  a r e  c o nc u r r ed  w i t h .  The 
d e c i s i o n  t o  us e  the  S t a t e ' s  r e c e n t l y  a p p o i n t ed  b r ok e r s  f o r  th e  f i r s t  wrap-up 
program i s  j u s t i f i e d  f rom a Risk Management s t a n d p o i n t  and t h e  b r o ke r s  who 
p a r t i c i p a t e d  in the  RFP unde r s t o od  i t  t o  be f o r  Ri sk Management s e r v i c e s  o v e r  
a t h r e e  t o  f i v e  y e a r  p e r i o d .

The $40,000 c o n t r a c t  r e v i ew  program has r e c e i v e d  more p u b l i c i t y  than i t  
wa rr an t s .  Th i s  c o n t r a c t  r e v i ew  had two f a c e t s :  1. To d e t e rm i ne  what e x i s t i n g
l i a b i l i t i e s  were o u t s t a n d i n g ,  and t o  p r o v i d e  c o v e r a g e  i f  needed .  S i n ce  t h e  
S t a t e ' s  b roke r s  were r e s p o n s i b l e  f o r  p r o v i d i n g  the  c o v e r a g e  ex commi s s i on ,  
t h e r e  was no l o g i c a l  way t o  s e l e c t  a no th e r  c o n t r a c t o r .  A l s o ,  t h e r e  was a 
s e ns e  o f  urgency  due t o  t he  pending a c q u i s i t i o n  o f  the  Solomon Gu l ch  and Swan 
Lake p r o j e c t s  and the  need t o  become immed i a t e l y  i n v o l v e d  in the  c o n t r a c t  
n e g o t i a t i o n s  between the  APA and the  p r o j e c t  a t t o r n e y s .

Recommendat ions

1. The D i v i s i o n s  o f  Ri sk Management,  I n sur anc e ,  and Workers '  Compensa t i on  
shou l d  d i s c u s s ,  in a f ormal  s e t t i n g  i f  n e c e s s a r y ,  the Workers '  
Compensat i on  and o t h e r  i n su ranc e  q u e s t i o n s  t h a t  have been r a i s e d .  Us ing  
a S ta t e- funded  l o s s  r e s e r v e  f o r  non-Sto t e  emp l oye e s  i s  c l e a r l y  a d i v i s i v e  
and un r e s o l v e d  i s s u e .  I t  i s  incumbent  on t h e s e  a g e n c i e s  t o  c l ? r i f y  what  
i s  a v e r y  g ray  a r e a .

Agreed .  A t t a ched  i s  a memo (Appendix I) which has been s e n t  t o  both the  
D i v i s i o n  o f  I nsurance  and the  Workers '  Compensa t i on  Board which shou l d  
r e s o l v e  the  prob l em.  I f  n o t ,  we are  p repared  t o  meet  w i th  a p p r o p r i a t e  
per sonne l  t o  answer any q u e s t i o n s .

2.  APA and Ri sk Management shou l d  mon i t o r  and e v a l u a t e  t he  Tye e  Lake wrap-up 
program in o r d e r  t ha t  some c ompar a t i v e  da ta  be a v a i l a b l e  f o r  f u t u r e
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p r o j e c t s .  T h i s  would e n t a i l  a u d i t s  and a c t u a r i a l  r e v i ew s  oT payments and 
l o s s  r e s e r v e s ,  as w e l l  as an i n d ep e nd en t  e v a l u a t i o n  o f  owner v s .  
c o n t r a c t o r  p r o v i d e d  i n su ranc e .

Agreed .  T h i s  recommendat i on i s  an e x c e l l e n t  one and one in which Risk  
Management i s  q u i t e  i n t e r e s t e d  in p ur s u i ng .  We b e l i e v e  t h a t  the Tyee  
Program w i l l  p r o v e  l o  i«e e x t r e me l y  c o s t  e f f e c t i v e  and w i l l  a l s o  have a 
c o n s i d e r a b l y  b e t t e r  s a f e t y  r e c o r d  than s i m i l a r  p r o j e c t s  o f  t h i s  t y p e .  In 
a d d i t i o n ,  we b e l i e v e  t h a t  we a r e  u s i ng  a maximum o f  Alaska Risk  
Management c o n t r a c t o r s  on the  Program and t h a t  we are  making i t  a v a i l a b l e  
f o r  the  sm a l l e r  Alaska c o n t r a c t o r  t o  p a r t i c i p a t e  by f u r n i s h i n g  raw 
c o v e r a g e  i n s u r an c e  t h a t  t h e  sm a l l e r  c o n t r a c t o r  might, no t  be a b l e  t o  
pur chase  on i t s  own. See Appendix I I  and I I I  f o r  a l l o c a t i o n  o f  c o s t s .

3 .  APA shou l d  d e c i d e  whether  o r  no t  t o  u t i l i z e  owner p r o v i d e d  i n surance  f a r  
enough in advance  t o  i n c o r p o r a t e  t h i s  ' n t o  t he  c o n t r a c t o r  RFP. For  
exampl e ,  c o n t r a c t o r s  c ou l d  submi t  b i d s  w i th  i n s u ran c e ,  w i tho u t  i n s u r an c e ,  
o r  both w i th  and w i t h o u t  i n su ranc e  and then be measured a g a i n s t  some 
pre-de t e rmined  c r i t e r i a .

In a d d i t i o n ,  s u f f i c i e n t  t ime  shou l d  he a l l owe d  t o  go through a b roke r  
s e l e c t i o n  p r o c e s s  on c o n s t r u c t i o n  p r o j e c t s  where APA o p t s  f o r  owner 
p r o v i d e d  i n s u ran c e .

Agreed .  R i s k  Management was l i m i t e d  by t h e  d e c i s i o n  p r o c e s s  t ha t  the  APA 
and i t s  board o f  d i r e c t o r s  were o p e r a t i n g  under .  There i s  no q u e s t i o n  
but  t h a t  the  i n s u r an c e  l anguage shou l d  be i n c o r p o r a t e d  p r i o r  t o  the b i d s  
be i ng  put  o u t .  In a d d i t i o n ,  we would recommend t h a t  a l l  i n s uranc e  
s p e c i f i c a t i o n s  i n c l u d e  the owner wrap-up l anguage  and t h a t  a f t e r  th e  b i d  
i s  l e t  t h a t  the  c o n t r a c t o r ' s  f i r m  be g i v e n  the  o p t i o n  o f  p ro p o s i ng  i t s  
p r i c e  t o  w r i t e  the  c o v e r a g e .  In t h i s  way a d i r e c t  c ompar i s on  o f  
advant age s  o f  owner o r  c o n t r a c t o r  wrap-up c ou l d  be made and a d e c i s i o n  
made a t  t h a t  t ime .

4.  APA and Ri sk Management shou l d  c l a r i f y  t h e i r  r e s p e c t i v e  r e s p o n s i b i l i t i e s  
o v e r  APA p r o j e c t s ,  whe ther  under c o n s t r u c t i o n  o r  c omp l e t e d .  In December,  
19ti l, the  two a g e n c i e s  s i gn e d  a memorandum o f  unde r s t and i ng  o u t l i n i n g  the  
r o l e  each p l a y e d  in p r o v i d i n g  r i s k  management s e r v i c e s  f o r  APA. However,  
t h i s  "unde r s t and ing"  has become somewhat s t r a i n e d .  Fo r  example ,  b roker s  
have been g i v e n  c o n f l i c t i n g  s i g n a l s  o v e r  c e r t a i n  c o v e r a g e s ,  and APA i s  
even c o n s i d e r i n g  emp l oy i ng  i t s  own r i s k  manager.

We would hope t ha t  APA's d e c i s i o n  w i l l  be based on e c onomi c s  and need,  
and w i l l  c o n s i d e r  a l l  t h o s e  i s s u e s  inhere ; . t  t o  wrap-up r e g a r d l e s s  o f  who
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a dm i n i s t e r s  i t .  In any e v e n t ,  u n t i l  and un l e s s  APA e s t a b l i s h e s  i t s  own 
r i s k  management program, the  e x i s t i n g  memorandum o f  unde r s t an d i ng  should  
be f o l l o w e d  t o  ensur e  c omprehens i v e  and c o n t i nu ou s  c o v e r a g e  on APA 
p r o j e c t s .

Agreed .  There  have been mee t i ng s  wi th  t h e  APA and Ri sk , ;nagement s i n c e  
t h t  p r e s s u r e  o f  t he  l e g i s l a t i v e  a c t i v i t y  has been r educ e  The r e s u l t  o f  
the  l a s t  mee t i ng  was t h a t  Ri sk Management would t ake  o v e r  t h e  a dm in i s ­
t r a t i o n  o f  the  c o n t r a c t  between the  APA and t h e  APCOP b r o k e r s .  In t h i s  
way the  APA would no t  be r e s p o n s i b l e  f o r  u nd er s t an d i ng  and a dm i n i s t e r i n g  
a Ri sk Management Program but  i n s t e a d ,  w i l l  pas s  t h i s  r e s p o n s i b i l i t y  t o  
Ri sk Management pending any d e c i s i o n  t o  s e t  up t h e i r  own program.  In 
t h i s  r ega rd  t h e r e  i s  p r e s e n t l y  a Reque s t  f o r  Proposa l  (RFP) f o r  a Ri sk  
Management c o n s u l t a n t  t o  s tudy  the  v/hole wrap-up i n s u ran c e  q u e s t i o n  f o r  
t h e  APA.

Al though i t  i s  d i f f i c u l t  t o  q u a n t i f y  th e  e x a c t  s a v i n g s  t o  th e  S t a t e ,  a 
Federa l  government  s tudy  has v e r i f i e d  s a v i n g s  o f  30-40 p e r c e n t  o f  
c o nv e n t i o n a l  i nsu rance  c o s t s .  Th i s  r e l a t e s  t o  two p e r c e n t  o f  
c o n s t r u c t i o n  c o s t s .  In a d d i t i o n ,  s i n c e  the  S t a t e  h o l d s  on t o  t h e  l o s s  
r e s e r v e s ,  an a d d i t i o n a l  one per  c e n t  o f  c o s t s  i s  r e a l i z e d  through  
i n v e s tmen t  e a r n i n g s .  I f  the  p r e s e n t  c o n s t r u c t i o n  s c h e du l e  o f  the  APA i s  
r e a l i z e d ,  t h e  s a v i ng s  would amount t o  $192,600,U00.

I t  i s  impor t an t  t h a t  th e  c o n t r o v e r s y  su r r ound ing  t h i s  program n o t  o b s c u r e  
t h e  p o t e n t i a l  s a v i n g s  t o  the  S t a t e ,  which would be l o s t  i f  t h e  program 
were t e rm i na t ed .

S i n c e r e l y

i
Commi s s i oner

CB/JH/jbh
3/0802-02/RM2
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MEMORANDUM State of Alaska

T0; Ms. Jackie McClintock 
Director
Division of Workers' Coirpensation 
Department of Labor

TELEPHONE NO:

FILE NO:

DATE: August 2, 1982

465-2180

SUBJECT: Tyee Lake Wrap-up 
Program InsuranceDirector

Division of Risk Management 
Department of Administration

There have been several questions raised as to the details of the 
Workers' Compensation Insurance for the Tyee Lake Wrap-up Program.
There are many ways in which large accounts structure their workers' 
compensation programs and some are more controversial than others.

Due to the unusual level of interest in this program, it was Risk 
Management's decision with the concurrence of Marsh and McLennan and 
Pacific Marine Insurance Company to provide one of the conventional 
forms of coverage.

Consequently, we have negotiated a Retrospective Rating Plan "D" 
ccmbined Workers' Compensation and General Liability. This is an 
incurred loss retro program which puts it in the m? nstream of insurance 
programs.

JH/je
5/0802-06/RM1

02 -0 0 1A (R o v .10 /79 )
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APPENDIX I I  
TYEE PREMIUM ALLOCATION

TOTALS I - Tunnel  & Powerhouse = $1,690,000
I I  - Surnar ine  C a b l e  = 598,000

I I I  - T r ansm i s s i on  L in e  = 1,496,602
TOTAL $3,784,602

PHASE I - Powerhouse & Tunnel C o n t r a c t  - $1,690,000 - T o t a l  Premium

1. Genera l  L i a b i l i t y  & Workers '  Compensa t i on  - 2 y r s  = 974,000

2. In land & Mar ine Cargo = 303,000

3. Non-owned A v i a t i o n  = 61,000

4. C . O . C .  - Bu i l d e r s  R i sk = 181,000

5. E x c e s s  I n surance  = 171,000
$1,690,000"

PHASE II - Submarine Cab l e  C o n t r a c t  - $598,000 - T o t a l  Premium_______

1. Genera l  L i a b i l i t y  & Workers'  Compensa t i on  = 179,400

2. Non-owned A v i a t i o n s  = 32,500

3. C . O . C .  - B u i l d e r s  R i sk = 29,900

4.  E xce s s  I nsuranc e  = 63,980

5. Mar ine In suranc e  = 292,220
'$ 598,000

PHASE I I I  - T r an sm i s s i on  L ine  C o n t r a c t  - $1,496,602 - T o t a l  Premium

1. Genera l  L i a b i l i t y  & Workers'  Compensat i on  = 1,174,327

2. C . O . C .  - Bu i l d e r s  R i sk = 162,100

3. Ex c e s s  In suranc e  11 160,130
$1,496,602“



APPENDIX I I I  
TYEE WRAP-UP BUDGET 

August  22,  1982

I

PHASE

TOTAL

I
I I

I I I

1 ,690,000
598,000

1 . 496 . 602

3 . 784 . 602

PREMIUM

RETENTION 
ADMIN. EXP.
BROKER FEE
EXTRAORDINARY TRAVEL/LEGAL
SAFETY
CLAIMS ADJ
ATTORNEYS
CONTINGENCY
PRESS RELEASE
INSURANCE LIASON
CPA/ACTUARIAL
CLAIMS MANAGEMENT

TOTAL

1 . 242 . 000

1 . 894 . 000  
82,000

119,000
40 .000
78 .000
60 .000
15.000 

207,602
5,000

20.000 
10,000

 12 ,0 00

3,784 ,602

I

I

3/0802-02/RM2

I 
I

- 2 4 -
B-J



ALASKA POWER AUTHORITY
334 WEST 5th AVENUE ■ ANCHORAGE, ALASKA 99501 Phone: (907) 277-7641 

(907) 276-0001

Mr. Ge ra l d  W i l k e r s on ,  CPA 
Budget and Audi t  Commit tee  
L e g i s l a t i v e  Aud i t o r  
D i v i s i o n  o f  L e g i s l a t i v e  Auc : t 
Pouch W
S t a t e  O f f i c e  Bu i l d i n g  
Juneau,  Alaska 99811

Sub j e c t :  Response  t o  P r e l im i na ry  Audi t  Repor t
Alaska Power Au t h o r i t y  In suranc e  Programs

Dear Mr. Wi l ke r s on :

At tached i s  our r e sponse  o t he  P r e l im i n a r y  Audi t  o f  
June 29, 1532. Mr. Conway r e q j e s t e d  t ha t  I r e spond t o  you d i ­
r e c t l y .  The Alaska Power Au t ho r i t y  has e x p r e s s e d  i t s  agreement  
wi th  each o f  the Audi t  Repor t  Recommendat i ons and has i n i t i a t e d  
a c t i o n  t o  implement the recommendat i ons .

The Power Au tho r i t y  i s  c u r r e n t l y  s e l e c t i n g  an I nsurance  Con ­
s u l t a n t  t o  p r o v i d e  p r o f e s s i o n a l  s e r v i c e s  on i n su ranc e  ma t t e r s .  
This a c t i o n  w i l l  i n c r e a s e  our e x p e r t i s e  and management o f  i n s u r ­
ance r e l a t e d  i s s u e s  and t h e r eb y  m i t i g a t e  the  a d m i n i s t r a t i v e  
conce rns  addr e s s ed  in t h e  L e g i s l a t i v e  a u d i t .

S i n c e r e l y ,

E r i c  P. Yould 
E x e c u t i v e  D i r e c t o r

At tachment :  as s t a t e d



ALASKA POWER AUTHORITY

RECOMMENDATION ONE:

1.  The D i v i s i o n s  o f  Ri sk Management, I n sur anc e ,  and Workers '  
Compensat i on should  d i s c u s s ,  in a formal s e t t i n g  i f  
n e c e s s a r y ,  the  Workers'  Compensat i on and o th e r  i nsu rance  
q u e s t i o n s  tha t  have been r a i s e d .  Us ing a S t a t e- funded  l o s s  
r e s e r v e  fo>' non-State  employees  i s  c l e a r l y  a d i v i s i v e  and 
un r e s o l v e d  i s s u e ,  i t  i s  incumbent on t h e s e  a g e n c i e s  what i s  
a ve ry  g ray  a r e a .

POWER AUTHORITY RESPONSE:

Th i s  recommendat ion i s  not addr e s s ed  t o  the Alaska Power 
A u th o r i t y .

RECOMMENDATION TWO:

2. Power Au t h o r i t y  and Risk Management should  mon i t o r  and 
e v a l u a t e  the T y e ^  Lake wrap-up program in o rd e r  tha t  some 
c ompar a t i v e  data be a v a i l a b l e  f o r  f u t u r e  p r o j e c t s .  Th i s  
would e n t a i l  a u d i t s  and a c t u r i a l  r ev i ews  o f  payments and 
l o s s  r e s e r v e s ,  as we l l  as an i ndependen t  e v a l u a t i o n  o f  owner 
v s .  c o n t r a c t o r  p r o v i d ed  i n su ranc e .

POWER AUTHORITY RESPONSE:

The f i r s t  part  o f  t h i s  recommendat ion ad dr e s s e s  the mon i t o r ­
ing and e v a l u a t i o n  o f  t h e  Tyee  Lake wrap-up program and r e f e r s  t o  
an a ud i t  program.  The Power Au t h o r i t y  agrees  tha t  t h i s  i s  a n e c ­
e s s a r y  and b e n e f i c i a l  a c t i o n  s i n c e  t h e  Tyee wrap-up program i s  
t h e  Power A u t h o r i t y ' s  f i r s t  owner ' s  p r o v i d ed  i n su rance  program.

In o rde r  t o  implement t h i s  recommendat i on,  the  Power 
Au th o r i t y  has i s su e d  an RFP f o r  an Insurance  C o n s u l t a n t .  An 
e v a l u a t i o n  o f  the Tyee  wrap-up w i l l  be a pr imary task o f  the 
C o n s u l t a n t .

The Insuranc e  C on su l t an t  w i l l ,  i f  a p p r o p r i a t e ,  d e f i n e  an 
aud i t  s c ope  and f o l l o w  through wi th an a ud i t  program.

S ec ond l y ,  the Power Au t h o r i t y  I nsurance  C o n s u l t a n t  w i l l  
conduc t  an independent  e v a l u a t i o n  o f  owner v s .  c o n t r a c t o r  
p r o v i d ed  i n su ranc e .

RECOMMENDATION THREE:

3. Power Au t h o r i t y  should  d e c i d e  whether or not t o  u t i l i z e  
owner p r o v i d ed  i n su rance  f a r  enough in advance t o  
i n c o r p o r a t e  t h i s  i n t o  t lie c o n t r a c t o r  RFP. For example .
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c o n t r a c t o r s  c ou l d  submi t  b i d s  wi th i n su r an c e ,  w i thou t  
i n s u r an c e ,  or  both wi th and w i t ho u t  i n su ranc e  and then be 
measured a g a i n s t  some p re-de t ermined  c r i t e r i a .

In a d d i t i o n ,  s u f f i c i e n t  t ime  shou l d  be a l l owed  t o  go through  
a broker  s e l e c t i o n  p r o c e s s  on c o n s t r u c t i o n  p r o j e c t s  where 
Power Au t h o r i t y  o p t s  f o r  owner p r o v i d e d  i n su ranc e .

POWER AUTHORITY RESPONS

Power Au t h o r i t y  a g r e e s  t ha t  shou l d  the  r e v i ew o f  the  
I n sur anc e  C on s u l t a n t  i n d i c a t e  . that owner-prov ided  i n su ranc e  i s  
c o s t  e f f e c t i v e  and in the  b e s t  i n t e r e s t  o f  the Power Au t h o r i t y  
and p r o v i d e d  t ha t  t h e  Power Au t h o r i t y  s t a f f  concur  wi th t h e  
C o n s u l t a n t ' s  o p i n i o n ,  any owner-prov ided i nsurance  programs w i l l  
be i n c o r p o r a t e d  in the c o n t r a c t  i s s uan c e  p r o c e s s .

Power Au t h o r i t y  w i l l  t ake  s t e p s  t o  i n s u r e  tha t  s u f f i c i e n t  
t ime  i s  a l l owed  t o  p r o p e r l y  s e l e c t  a q u a l i f i e d  broker .

RECOMMENDATION FOUR:

4.  Power Au t h o r i t y  and Risk Management shou l d  c l a r i f y  t h e i r  
r e s p e c t i v e  r e s p o n s i b i l i t i e s  o v e r  Power Au t ho r i t y  p r o j e c t s ,  
whether  under c o n s t r u c t i o n  or c omp l e t ed .  In December,  1981, 
the two a g e n c i e s  s i gn e d  a memorandum o f  unde r s t and i ng  
o u t l i n i n g  the  r o l e  each p l ayed  in p r o v i d i n g  r i sk  management 
s e r v i c e s  f o r  Power Au t h o r i t y .  However,  t h i s  "unde r s tand ing"  
has become somewhat s t r a i n e d .  For example ,  b r oke r s  have 
been g i v en  c o n f l i c t i n g  s i g n a l s  o ve r  c e r t a i n  c o v e r a g e s ,  and 
Power Au t h o r i t y  i s  even c o n s i d e r i n g  emp l oy i ng  i t s  own r i sk  
manager.

We would hope t ha t  Power Au t h o r i t y ' s  d e c i s i o n  w i l l  be based 
on economic s  and need,  and w i l l  c o n s i d e r  a l l  t ho s e  i s s u e s  
i nher en t  t o  wrap-up r e g a r d l e s s  o f  who a dm in i s t e r s  i t .  In 
any e v en t ,  u n t i l  and un l e s s  Power Au t h o r i t y  e s t a b l i s h e s  i t s  
own r i s k  management program, the  e x i s t i n g  memorandum o f  
unde r s t and i ng  shou l d  be f o l l ow e d  to ensur e  c omprehens i v e  and 
con t i nuous  c v e r ag e  on Power Au t h o r i t y  p r o j e c t s .

POWER AUTHORITY RESPONSE:

The Power Au th o r i t y  a gr e e s  wi th t h i s  recommendat ion and as 
such the Power Au t h o r i t y  and the D i v i s i o n  o f  Ri sk Management have 
mutua l l y  agreed  t ha t  the  day-to-day a dm i n i s t r a t i o n  and mon i t o r i ng  
o f  Ty e e  "wrap-up" i n su ranc e  program shou l d  be the r e s p o n s i b i l i t y  
o f  Risk Management.  The Power Au t h o r i t y  Tyee  i n suranc e  c o n t r a c t s  
are  in the p r o c e s s  o f  be i ng  assumed by Ri sk Management.  The 
Power Au t h o r i t y  b e l i e v e s  t ha t  the e x i s t i n g  memorandum o f  
unde r s t and i ng  has been c l a r i f i e d  f o r  both p a r t i e s .

J3
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The Power A u t h o r i t y  w i l l  approve  i n s u r an c e  premium payments  
p r i o r  t o  Risk Management making payment .  Payment w i l l  be made on 
t h e  b a s i s  o f  i n su ranc e  premium i n v o i c e d  c o s t  and in a c c o rdance  
wi th  the  terms s p e c i f i e d  by t h e  Power A u t h o r i t y ' s  t r a n sm i t t e d  
RSA.

The e x i s t i n g  memorandum c f  unde r s t and i ng  a p p l i e s  on l y  t o  the  
Tyee  "wrap-up" i n su ranc e  program.  The Power Au th o r i t y  w i l l  r e l y  
on the a d v i s e  o f  i t s  I nsuranc e  C o n s u l t a n t  in e v a l u a t i n g  f u t u r e  
p r o j e c t  i n su rance  r eq u i r emen t s ,



^ ^ ^ A u d ^  Control Number 
#irr.^)2-4l33-83-S - ,

/
)  AUDIT DIVISION 

j  POUCH VV 
/ JUNEAU. ALASKA 99811

THE LEGISLATURE /i
BUDGET AND AUDIT COMMITTEE j

t

January 11, 1933

/

Members of the
Legislative Budget and Audit Committee:

Re: Alaska Power Authority "V7rap-Up" Insurance on Tyee Lake

On June 29, 1982, we completed a review of Alaska Power Au­
thority (APA) insurance programs administered through APA 
and the Department of Administration, Division of Risk Man­
agement (RM) . In follow-up to that review we were requested 
by the Legislative Budget and Audit Committee to obtain or 
develop an estimate of the costs that would be incurred if 
the State cancelled its current brokerage contract and "wrap 
up" insurance program on the Tyee Lake hydroelectric project 
This letter constitutes our response.

Cost Estimate Developed By Div? jion of 
Risk Management, Brokers

At our request, the brokers currently administering the Tyee 
Lake insurance program (Marsh & McLennon, Inc.) and the Di­
vision of Risk Management developed a cost estimate cf can­
celling the Tyee Lake wrap-up insurance program new in place 
They estimate that cancelling the program approximately half 
way through the project would cost the State an additional 
$2.25 million over the $3.82 million currently projected for 
insurance costs. This is illustrated in the following 
schedule:



COST ESTIMATE - CANCELLATION OF
CURRENT TYEE LAKE INSURANCE PROGRAM

Full Tei*m Cancelled
Wrap-Up Wrap-Up
(in millions) (in millions)

v\rap-up costs already incurred
or projected (Note 1) $3.82 $ 1.91

10% "short note" penalty
(Note 2) -0- .38

Non-controlled program costs
(Note 3) -0- 3.38

Gross costs excluding invest­
ment income $3.82 5.67

(3.82)

Excess of Cancelled Wrap-Up
over Full Term Wrap-Up 1.85

Add: Unrealized investment 
income (Note A) .A0

Total excess cost of cancel-
ling Wrap-Up insurance on
Tyee Lake $ 2.25

Note 1

Insurance program costs calculated at A.25% of total project 
cost. Using estimated project cost of $90 million, projected 
wrap-up cost = $90 million X A.25% or $3.82 million. Since 
project approximately 50% complete, wrap-up cost already 
incurred = $3.82 million X 50% or $1.91 million.

Note 2

Penalty for early cancellation, calculated at ]'J% of 
full-term wrap-up cost.

Note 3

RI1 and brokers originally estimated that a contractor or 
"non-control Led'1' insurance program would have run 6.25% of 
total project cost (2% higher than A.25% applied under 
wrap-up program). In addition, they estimate that contrac­
tors and underwriters would increase this rate by an addi­
tional 20% (6.25% X 20% = 1.25%) surcharge for mid-term re­
placement. It is their estimate, then, that "non-control- 
led" insurance costs for the remainder of the project would 
be applied at a rate of 7.5% (6.25% + 1.25%). This rate 
applied to remaining project costs of $A5 million = $3.38 
million.

S T A T E  or A L A S K A D IV I S IO N  O F  L E G I S L A T I V E  A U D I T



”ote A

Assuming approximately 12% rate of return over the remaining 
life of the project.

Comments »n Cost Estimate

The Division of Risk Management and Marsh & McLennon, Inc. 
acknowledge that the above cost estimate is very rough, but 
state that it is, if anything, too low. They point out, for 
example, that the State would be in a poor bargaining posi­
tion to force co- cractors and their underwriters to be cost- 
effective in developing alternative insurance programs. The 
State has already agreed to provide insurance; it cannot now 
dictate that the contractors provide thei'.r own insurance and 
that they do so on the State's terms.

On the other hand, the independent consultant hired by APA 
to review, among other tilings, the insurance program for 
Tyee Lake believes the RM/Marsh & McLennon, Inc. cost esti­
mate for cancelling the current insurance program to be too 
high. In particular, he cites the 7.5% rate estimate for a 
"non-controlled" program (see Note 3) as being inflated, 
particularly since no survey was made of contractors and 
their underwriters to get their input. He does not believe, 
however, that the current Tyee Lake insurance program should 
be cancelled, and agrees that if the program were cancelled 
the State would ultimately incur higher costs.

The APA had no comments on the cost estimate per se, but 
expressed its concern that no additional cost be incurred on 
Tyee Lake since this would in turn result in increased elec­
tricity rates for consumers.

Summary and Auditor's Comments

The cost estimate prepared by the Division of Risk Manage­
ment and Marsh A McLennon, Inc. is presented here because vt 
is the best information readily available to us. As noted 
above, some of the factor.s used in this estimate are very 
subjective and the actual costs of cancelling the current 
wrap-up insurance program in place for Tyee Lake could vary 
considerably from the quoted $2.25 million. There does ap­
pear to be a general agreement, however, that cancellation 
would result in increased costs and would therefore not be 
in the best economic interests of the State. We concur with 
this assessment.

Sincerely,

Cerald L. Wilkerson, CPA 
Legislative Auditor 
Division of Legislative Audit

S T A T E  O F  A L A S K A  D I V I S IO N  O F  L E G I S L A T I V E  A U D I T
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