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How Increased Litigation Costs Impact Insurance Consumers

By Nick Mallouf, CPA, CISA

A recent Tillinghast-Towers Perrin study estimated the annual cost of the American tort system to be at least $165 billion – 2% of gross domestic product – twice that of similarly industrialized countries.

Today there was good news and bad news for the insurance industry regarding litigation against its members.  I’m reading two articles in a March issue of the National Underwriter that highlight the challenges of the litigation explosion.  

The Good News:

 “Appeals Court Rejects Certification of Market Conduct Class.”  The U.S. Third Circuit Court of Appeals overturned a District Court certification of a nationwide class action (CA) suit involving contested market conduct litigation.  Plaintiffs had brought suit against LifeUSA Holding, Inc. claiming the insurer’s agents had made misrepresentations in marketing, advertising and the selling of two-tiered annuities.  

The claim included fraud, misrepresentation, breach of faith and unjust enrichment.  The Appeals Court rejected the CA certification because it relied on an earlier 1998 CA case involving Prudential agents, which the Court found did not apply in this case.  In the Prudential case, the agent presentations were generally uniform and scripted.  In the LifeUSA case, the court found this was not the case.  

James Jorden, the attorney who successfully argued the appeal, described the decision as a crucial ruling that imposed substantial limits on the boundaries of market conduct class actions. “This is the first federal Court of Appeals” says Jorden, “to rule on the requirements for certifying contested market conduct class-action cases” [emphasis added].  In a contested case, defendants oppose certification rather than settle.  The decision also supported dozens of recent lower court rulings that denied certification to contested market conduct CA cases. 

The Bad News:

 “New York Court Lets Class Action Against Health Plan Proceed.”  In this case, the New York Appeals Court ruled unanimously to let a CA suit against a health plan proceed.  The suit accuses the plan, owned by Prudential Insurance Company of America, of committing fraud, breach of contract, and violation of the New York’s General Business Law by misusing care guidelines published by a third party – Milliman & Robertson (not named in suit).  That is, the plan allegedly made medical coverage decisions that inadequately considered input from its staff physicians or the patients’ own physicians.  According to the National Underwriter, the ruling deals only with procedural matters and the court has not yet evaluated the merits of the plaintiffs’ case.

These two cases offer a contrasting view of the status of litigation in the insurance industry.  In general litigation, the frequency of suits appeared to have stabilized during the late ‘90s.  And while the frequency of individual cases against insurance companies may be down, the severity of the suits has bounced back with a vengeance.  On the other hand, CA suits of have risen dramatically over the past decade.  While individual cases may result in a benefit to a certain beneficiaries, neither carriers nor consumers are well served by this type of litigation.

General Litigation

On the other hand, the American Trial Lawyers Association (ATLA) publishes data on its Web site indicating the cost of tort cases is declining.  It states that the number of personal injury suits in California, for example, have declined by almost 50% in the last 10 years.  Also shown is a chart implying that the ten highest jury awards have declined in each of the last four years.  (Although careful review indicates the 2000 awards are lower than 1999, but still higher than 1997 & 1998.)

Although the ATLA data could lead some to believe that award sizes are down and the number of cases declining, you would be hard-pressed to find anyone in the insurance industry who believes that.

Certainly America has long had a reputation for being an extremely litigious society, but here are some other reasons for the overall increase in litigation costs:

· Life companies are now selling securities 

· Life products are more complicated (variable products)

· Long Term Care product premium changes

· Consumers are more concerned about health issues than in the past

· Doctor concern  about the size and timeliness of payments from carriers

· Old discriminatory marketing practices, such as race-based premiums, are being uncovered

· State regulators are having difficulty keeping up with new types of class action issues

· Regulations are frequently inconsistent across the states, and enforcement often changes with each newly elected/appointed commissioner

What the Costs Are

Lawsuits, especially CA suits, can be an unforeseen major expense for insurance companies.  And although some consumers can benefit from these suits, insurers are being forced to take actions that ultimately affect these same consumers where it hurts the most – in the pocketbook.   Increasing costs can manifest themselves in any of the following ways:

· Increased premiums 

· Earnings declines where litigation costs cannot be passed on to consumers

· Erosion of sales

· Decrease in public trust

· Fewer qualified agents

· Company withdrawals from certain markets or states

An excerpt from a recent article in Crain’s New York regarding the New York situation is being played out in various regions throughout the country:

Liability insurers are pulling out of New York State and raising premiums at such a rapid pace that businesses in some industries say they are approaching a crisis.  
The lack of insurance options is spurring New York business leaders to mount a 
major lobbying effort this year to win broad limitations in state law on tort liability lawsuits. The goal is to ease conditions to allow more stable pricing and greater availability of policies from insurers. 

Class Action

It is hard to discuss litigation in the insurance industry without discussing CA suits.  The cases cited at the beginning of this article are just two examples of the type of CA actions facing the insurance industry today.  At the recent IRES Foundation conference in Savannah, attorney Gary Hernandez cited one source that claims CA suits against the insurance industry have increased 1,000% over the past decade.  Because class size can range from the hundreds to the millions, reliable data on the average settlement awards are not readily available. 

Most CA cases involve market conduct-type issues.  These include:

· Bad faith refusal to pay benefits

· Bad faith failure to defend cases

· Vanishing premium that failed to vanish

· Improper replacements

· Failure to disclose fees and expenses

According to Victoria Fimea, ACLI’s Senior Counsel-Litigation, class action trends come in clusters.  She says that plaintiff attorneys will test the waters with three or four cases against insurance companies in certain jurisdictions.  If these cases work, i.e., obtain class certification, then they will rapidly expand to other states and other companies.  Once a suit has been certified as a valid CA case, insurance companies have learned that it is often cheaper to settle than to litigate, regardless of the merits of the case.

Most CA suits center on point-of-sale issues, according to Ms. Fimea.  In the early ‘90s there was Vanishing Premium; then Variable Products; then Agent Misrepresentation; and now Long Term Care and Modal Premium.  Modal Premium is the latest “cluster” in the life arena.  These suits claim the policies do not clearly state that the annual premium is more if the policyholder pays via a mode other than annual  (annual = $100; semi-annual = $52 x2 = $104; quarterly = $27 x 4 = $108).  This particular cluster started in New Mexico.  There have been 17 cases filed in the state.  State Court judges have certified two and one insurance company has already settled for $7.5 million.  These cases are now moving to Texas and Massachusetts.

Recently, suits have cropped up against property/casualty insurers such as State Farm over the use of after-market parts used to repair cars. And as we enter the new millennium, class-action suits against managed care companies are also on the rise.  The same lawyers who took on the tobacco and asbestos industries are looking to extend their winning streak against health maintenance organizations (HMOs).  The suits challenge whether companies refused to pay for treatments to which patients were entitled under the plans. In addition, they challenge everything from whether HMOs paid claims promptly to whether physicians were given financial inducements not to order certain tests. 

On another front, Connecticut’s Attorney General just filed suit against four major HMOs.  The case is unusual in the sense that no damages are sought for the state, doctors, or patients.  Rather, it seeks “an order that would compel the HMOs to comply with their duty of care, their duty to disclose their policies fully and accurately, and to obey their legal obligations under specific statutes.”  The litany of unfair actions attributed to the HMOs includes:

· Application of arbitrary, undisclosed coverage guidelines

· Deceptive use of lists of drugs to prevent patients from receiving medicine 
prescribed by their own physicians

· Unresponsive to patient or doctor complaints and inquiries

· Denial of timely payment to providers

· Overall interference with the doctor/patient relationship, which is the core of 
effective medical treatment.

A new area that plaintiff attorneys have yet to fully focus on is the Internet.  More companies and agents are developing Web sites and web-based marketing programs every day.  With all the intermediaries and accumulators involved in bringing quotes, referrals, and advertising to the consumer via the web, an insurance company’s liability is magnified geometrically.  It is only a matter of time until there is enough web-based insurance activity to draw the attention of plaintiff attorneys. 

CRITERIA FOR CLASS ACTION CERTIFICATION

In order to be certified as a class action, these requirements must be satisfied: 

1. Reasonable class size


There have to be enough people to justify bringing the suit as a class. 

2. Common facts of the case


You must be able to demonstrate to the court that there are questions of law or 
facts common to the class — meaning similar misconduct has occurred, such as

            misrepresentation of vanishing premiums.  

3. Claims or defenses are typical


You must show that each person in the class is making allegations typical to the

            other class members. 

4. Representatives will fairly and adequately protect the interests of the class


The legal counsel representing the case must be adequate, and there can be no

            conflicts of interest in representing class members. 

The plaintiffs must also show it makes sense to proceed as a class. The most                                     common way to demonstrate that a class action is the superior avenue is to show that common questions predominate over individual questions. If there are a lot of individualized issues among disgruntled policyholders, a class action may not be the best way to proceed.

What Companies Are Doing

Besides defensive actions such as raising premiums and pulling out of markets, many insurance companies are taking positive actions to deal with the exposure of increased litigation.  Doug Friedman, a principal at the law firm of Friedman & Pennington, P.C., says his insurer clients are doing several things to combat litigation exposures:

· Obtaining IMSA (Insurance Marketing Standards Association) certification

· Getting Internal Audit more involved in compliance issues

· Designating compliance officers

· Raising the status/authority of existing compliance officers

President George W. Bush, during his election campaign, promised to clamp down on plaintiffs' attorneys by changing some of the ground rules for litigation. For example, Bush wants to require those people who file suits to pay for the other side's legal expenses if they lose (similar to Canadian law), a move that would make it much harder for private citizens to challenge big companies, and one that is fiercely opposed by most Democrats. But in the final months of his campaign, Bush de-emphasized tort reform, and the issue appears to have moved to a lower rung on his list of priorities. And given the narrowness of the Bush victory, the prospects for far-reaching legislation appear to be doubtful.

Also, in an attempt to restore public trust, the life industry has implemented the IMSA program.  Members certified by IMSA must meet compliance, ethical, documentation, and review standards as determined by an independent review every three years.  

What else can be done?  J. Michael Grier and Steve Imber, attorneys with Blackwell Sanders Pepper Martin, say companies should be more proactive in identifying and solving problems in an objective manner - deal with complaints “substantively” not just legally.  Grier says: “A lawsuit is rarely the first time an insurance company has heard from the consumer.  Since courts are often more sympathetic to the ‘little guy,’ companies should be asking themselves if there is something they can do, even after a suit is filed, to resolve the issue besides letting the lawyers handle it.”

Grier notes that the courts cannot be expected to maintain litigation standards and keep forums consistent.  This is largely due to:

· Different standards for electing/appointing the judiciary in each state

· Different laws, interpretations, and level of enforcement that exist in each state

· The varying quality of judges from state to state 

· Many judges are so overloaded, they are unable to perform adequate oversight

Kenneth William Cooley, Counsel for State Farm Insurance Companies, says companies need to implement solid compliance procedures – not just for show, but also for good customer relations and better protection against litigation.  Companies should continue, says Cooley, to press regulators and legislators for the self-audit privilege.  This privilege allows companies to perform internal audits of their compliance functions..  Companies can do this now, but such efforts are not protected from discovery in litigation.  Therefore, companies are reluctant to perform this self-policing activity even though it could benefit consumers and assist regulators in improving the industry.

Diane Nygaard, a plaintiff attorney who has brought several suits against insurance companies, says that to improve its defenses against litigation, the insurance industry needs to look to the securities industry for procedures to control its agents, advertising/marketing, and customer service activities.  “The insurance industry is ten years behind the securities industry in its compliance procedures and standards” says Nygaard.  As the boundaries separating the insurance, banking, and securities industries continue to blur, and federal regulations over insurance expand, Nygaard’s statement may hold the secret to short circuiting the growing trend in litigation against insurance companies. 

Who’s Next?

Plaintiff attorneys are very much attuned to what is going on in the industry and know how to pull its chain.  The media, always hungry for a story, provide a boost to attorneys every time they find an industry practice worthy of prime time.  

A.M. Best recently published an interview with Melvyn I. Weiss, founding member of the law firm Milberg, Weiss, Bershad, Hynes & Lerach LLP, considered by many to be the foremost class action legal practice in the U.S.  In the interview, Weiss acknowledges the fact that the Private Securities Litigation Act of 1995 (PSLA) successfully reduced the number of CA cases.  However, he says, settlements on current cases are generally higher than before PSLA because the law requires a far more thorough investigation in order for a suit to be certified.  Therefore, the surviving cases are much stronger.

Most litigation focuses on point-of-sale and consumer treatment issues, all of which are directly tied to market conduct issues and practices.  Regulators, who are becoming more and more restricted by inadequate market conduct budgets, are sometimes unable to timely identify or respond to true company abuses.  The regulatory system was established to prevent, identify, and resolve consumer abuses.  However, it has become increasingly easy for consumers, who may or may not have tried to resolve their grievance through the state insurance complaint apparatus, to use the threat of litigation to get an insurance company’s attention.  

Being in a highly regulated industry has not spared insurance companies from expensive litigation.  It’s easy to focus on the harrowing stories about CA abuses and the attendant huge attorney fee awards or spend hours debating the pros and cons of such litigation.  However, no amount of hand-wringing will change the ultimate fact that CA and individual suits will continue.  So watch as the insurance industry continues to merge; as companies are forced by competition to create ever more sophisticated products; and as consumers, providers, and third parties, who are used to certain types of service, become increasingly dissatisfied with the new business models.
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