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Bad-Faith Remedies and Insurer Responses
By Robert Puelz, Ph.D., Ch.F.C,, CLU

A theme one hears from insur-
ance market claimants is the anxious
prospect of having to work with insur-
ers after an accident. Usually the anxi-
ety stems from a couple of factors. First,
that the insurer will recalibrate one’s
riskiness after a loss and subsequently
increase the premium at the next renewal,
and second, that the insurer and its claim
representatives who are ultimately re-
sponsible for the claim will be difficult
during the claims-handling process, sub-
jecting the claimant to a negotiated
claims settlement — or worse, a substan-
tial resistance to paying the claim. Usu-
ally the problem is enhanced for an indi-
vidual, since insurers hold a large infor-
mation advantage when negotiating with
the personal claimholder, a gap likely
narrowed when facing a corporate
claimholder.

The notion that claimholders
may need some help, even though all
parties are supposed to act with utmost
good faith, is embodied by the recipro-
cal concept of “bad faith,” whereby in-
surers may be subject to penalties if they
do not work fairly and appropriately with
their insurance stakeholders — a legal
reaction that better aligns incentives
among the parties to an insurance con-
tract. Such a legal stricture doesn’t nec-
essarily have to be widely known by
noninsurance-company parties to a con-
tract. All that matters is that insurance
personnel know of its existence for it to
be a threat credible to alter the behavior
of insurers in “good” ways so that claims

are fairly paid while protecting the in-
terests of insurers that shouldn’t have to
pay for claims that fall outside of their
insurance agreements,

Although the law varies across
the states, not until T joined with Ellen
Pryor and Mark Browne in an article
published in the Journal of Legal Stud-
ies was there empirical work that evalu-
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ated the association between bad-faith
laws and actual claim payouts. We were
interested in whether the presence of
bad-faith laws correlated with higher
economic and noneconomic claim
payouts, and we found evidence that, in-
deed, variations in bad-faith law were
associated with variations in claim settle-
ment amounts consistent with those pre-
dicted by theory in our relatively large

sample of 1992 data from the automo-
bile insurance market. Although the re-
sults of this study are associated with a
particular insurance market, they do sup-
port a more general theory and invite
further research into this topic.

The Incentive Argument

If, as is reasonable to posit, in-
surers are fully aware of the legal rami-
fications of their actions in light of the
obligation for fair dealing, then it is also
reasonable to assume that insurers take
steps to communicate, educate and train
adjusters with whom they contract to
handle claims properly. Claims decision-
makers are well aware of the regulatory/
legal environment in which they oper-
ate; generally, behavior follows such
knowledge, and we expect that adjust-
ers would behave differently in states for
which there exists an extracontractual
cause of action for bad-faith denials or
bad-faith foot-dragging during the settle-
ment process. In the time frame of our
study, there existed a group of states that
did not permit such an extracontractual
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cause of action in addition to those that
did, providing a theoretical distinction
that adjusters would respond differently
to claims of otherwise similar character-
istics, depending on the state in which
they were adjusting the claim.

The nature of the claim provides
an additional distinction when consider-
ing an incentive-based view of the world.
Adjusters view economic damage claims

“In any event, the theoreti-
cal argument is that adjust-
ers, acting within the
‘shadow of the law,’ will
handle claims differently
depending on the nature of
the claim and the potential
insurer liability for wrong-
doing.”

as more certain and potentially less
fraudulent with less effort required to le-
gitimize a claim. Making a real-time
decision about issuing benefits immedi-
ately versus the potential costs of con-
testing the validity of a claim versus
nearer-term adjusting costs of investigat-
ing the claim more fully is complicated
when claims have a noneconomic com-
ponent. Evaluating issues such as men-
tal anguish and pain and suffering foists
the adjuster into a decision mode that is
potentially more litigious if the regula-
tory regime in which he or she is operat-
ing penalizes behavior construed as un-
fair to the claimant. Noneconomic dam-
ages are more difficult to value, and the
variability of opinion about true value

can lead to arguments about whether the
adjuster and its insurer were acting rea-
sonably. To complicate matters, some
would argue that economic damages are
potentially more problematic in light of
bad faith. The clarity of an economic-
damages claim makes an underpaid
claim more obvious and more difficult

to defend. In any event, the theoretical
argument is that adjusters, acting within
the “shadow of the law,” will handle
claims differently depending on the na-
ture of the claim and the potential insurer
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liability for wrongdoing. In particular,
insurers, via their adjusters, will pay
more money to settle claims in states in
which they would otherwise confront an
extracontractual cause of action.
Whether such a reaction is more pro-
nounced for noneconomic damages than
economic damages is an empirical ques-
tion.

Practice Meets Theory

How, then, could the theory be
tested? Generally, one of the challenges
in insurance research is that the data
needed to test hypotheses usually are pro-
prietary and unavailable to the general
public. Fortunately, through the Insur-
ance Research Council (IRC) http://
www.ircweb.org/, we were able to ob-
tain claim data that was gathered from
more than 60 insurers for automobile
claims that were closed during 1992. The
data came from a portion of the IRC sur-
vey that is conducted every six to eight
years or so. Thus, we had the good for-
tune of working with actual insurance
claims, even though the precise insurer
associated with each claim was unknown
to us.

Although the global dataset is
refined in a number of ways, it is
noteworthy that we focused on first-party
claims — in particular, uninsured
motorist and underinsured motorist
claims because variability in the law
across states exists, as contrasted with
third-party liability claims, where the
“duty to settle” requirement is widely
applied. In our final sample of more
than 2,200 claims, 38 states were
represented. Of these, 24 states fell into
our category of recognizing an
extracontractual cause of action; 14
states fell into our category of rejecting
an extracontractual claim for first-party

bad faith during the time period of this
study.

While controlling for a variety
of demographic, legal and economic fac-
tors that are associated with the value of
an insurance claim, we explored the as-
sociation between the presence of a bad-
faith “threat” and claim value. Among
our data, we found statistical support for
the proposition that when we include a
proxy that describes variation in bad-
faith law, the proxy is significant in ex-
plaining variations in claim amounts. We
found that the settled noneconomic por-
tion of an insurance claim is 5.6 percent

“The requirement that
insurers act in good faith,
strengthened with a bad-
Jfaith remedy, has had an
impact on the execution of
adjusting claims by insur-
ers.”

higher in states that permit a bad-faith
remedy, while the economic portion of
the insurance claim is 13.7 percent
higher, ceteris paribus. The relationship
between bad faith and the total claim
amount was a positive 0.3 percent. The
different percentage amounts are par-
tially attributable to different variables
employed in the process of performing
the statistical analysis across the differ-
ent claim types. Although the interpre-
tation of the actual percentage changes
needs to be undertaken carefully, a gen-
eral conclusion is clear: states with a
bad-faith remedy exhibited higher claim
amounts, reflecting support for our hy-
potheses about incentives and adjusting
behavior.

Last, we found a somewhat sur-
prising result: if an individual claimant
was not represented by an attorney, then
in bad-faith-remedy states there was an
association that revealed even higher
claim settlement amounts. Although
most automobile claims with legal rep-
resentation likely arise because of a le-
gal “sign ’em up and see what sticks”
mentality rather that a more formalized
decision process, insurers may settle for
higher amounts with claimants in bad-
faith states when they more obviously
have an information advantage over their
claim counterpart that could later be used
against them. More-satisfied claimants
are less likely to retain legal services.

The requirement that insurers
act in good faith, strengthened with a
bad-faith remedy, has had an impact on
the execution of adjusting claims by in-
surers. The web of complexity among
claim amounts, bad-faith law and the role
of attorneys makes this field ripe for fur-
ther research. €@
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On September 22, 2005, Joan Lee

will celebrate 25 years as a member # té
of the Robert Hughes Associates w

family. Joan joined Bob Hughes as M .

his personal assistant back in 1980 W%ﬂ/y

and has been an exceptional loyal

employee and friend to everyone at
RHA. Joan grew up in Cookstown, Ontario, Canada, and moved to the
Dallas area in 1977, where she
began her career in the insurance
industry with Liberty Mutual
Insurance Company. She joined
RHA one year after its 1979
formation, and other than
company chairman Bob Hughes,

Joan is the firm’s longest-serving

employee. @
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