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Abstr act

This is the first enpirical study relating to
the effects of “ bad faith” in first-party insurance
cont exts. This tort or extracontractual cause of
action was adopted by nost states in the 1970s
t hrough 1990s, but has been controversial both under
t heoretical and practical analyses. After devel opi ng
the legal distinctions anmong bad faith laws and

provi di ng a t heoreti cal f oundati on for our
hypot heses, we nake use of a |arge database that
i ncl udes det ai | ed i nformation about “ cl osed
claims” —that 1is, «clains that have either been

settled or that have been paid or «closed after
trial —under autonobile policies from over 60
i nsurance conpanies in over 40 jurisdictions in 1992.
In this study, we identify the mnority of states
that did not, in 1992, recognize a bad faith renedy
that allows for nental anguish and punitive danmages,
and identifies those that did recognize such a
remedy. W then isolate the clains for uninsured
notori st or underinsured notorist coverage, coverages
that represent a form of first-party insurance in
autonobile policies. VWile controlling for multiple
other factors that are expected to be associated wth
the size of settlenment paynents, we exam ned whet her
the existence of a bad faith renedy affected the size
of settlenment paynments and the allocation of
settl enent paynments between econom ¢ and non-econom c
damages. We find a positive correl ati on between the
exi stence of a bad faith renedy and hi gher settlenent
paynents. Further, consistent with our theory, these
hi gher paynents tend to be concentrated in the non-
econom ¢ damages conponent of the claimpaynent.



The Effect of Bad Faith Laws on First-Party |Insurance C ains
Deci si ons

| . | nt roducti on

One of the most notable and debated developments in the law of insurance and tort
during the past 25 years has been the recognition, in most states, of an extracontractual cause
of action against insurers for bad faith denial of a claim filed by an insured for benefits
allegedly due to the insured under the policy. Although the notion that an insurer’s obligation

of “good faith and fair dealing” has a long history, the breach of this obligation traditionally

. 1 . .
gave rise only to a contractual remedy. This contractual remedy usually was restricted to the
economic consequences of the breach, and did not include mental anguish damages or punitive
damages. During the 1980s, however, a majority of states expanded this remedy. Usually,

this expansion took the form of a tort cause of action for “breach of the duty of good faith and
fair dealing” in handling a claim filed by an insured.” Under this theory, insureds could
recover not just their economic losses, the policy amount and consequential economic
damages, but mental anguish and, upon proper proof, punitive damages.3

This relatively new tort cause of action continues to generate controversy. Many courts

and scholars believe that the content and application of bad faith law have stabilized and

' Robert H. J erry, II, The Wrong Side of the Mountain: A Comment on Bad Faith’s Unnatural History, 72
Tex. L. Rev. 1317, 1318-37 (1994).

* The development refers to a claim filed by an insured, sometimes referred to as a “first-party claim.”
This is a claim that the insured files for loss incurred by the insured, such as claims for property damage under
homeowner or automobile policies. By contrast, under “third-party” or “liability” coverage, the insured requests
that the insurer pay some third-party for a loss caused by the insured, such as the injuries suffered by a pedestrian
when the insured driver strikes the pedestrian. For more detail, see infra text accompanying notes *.

Many states also enacted unfair claims processing statutes, which among other features included a
remedy for unreasonable or bad faith denials of first-party claims. As with the tort cause of action, these
statutory causes of action are not limited to economic damages, but often include non-economic damages and
penalty damages, such as a sum two or three times the amount of the actual damages found.



become more predictable.4 Nonetheless, bad faith laws still present a potent threat of liability
to insurers, and the legal system--including the highest courts in many states--continues to
struggle over how to define and apply the bad faith tort.> For instance, the Texas Supreme
Court recently debated whether to retain the tort at all; after the divided court agreed to keep

the tort, the court struggled with how to reformulate the tort to make its application by juries

and courts more understandable and workable.’

The literature on bad faith law includes considerable analyses from various
perspectives, including economics,” fairness or justice-based views,® and practice-oriented.®
Yet virtually no empirical work on the effects of bad faith laws has appeared in the literature of
law or insurance economics. In part, this results from the well-known difficulties of

conducting empirical research about the tort law system.!© Some of these difficulties apply

* See Kenneth S. Abraham, The Natural History of the Insurer’s Liability for Bad Faith, 72 Tex. L.
Rev. 12955 (1994).

For a general introduction to the debate over the fairness or
efficiency benefits of bad faith | aws, see Synposium The Law of Bad Faith in
Contract and Insurance, 72 Tex. L. Rev. 1203 (1994). For anal yses of the
various costs and benefits of a tort-based cause of action for bad faith
denials of first-party clainms, see Kenneth S. Abraham Distributing Ri sk 183-
88 (1986); Mark Gergen, A Cautionary Tale About Contractual Good Faith in
Texas, 72 Tex. L. Rev. 1235 (1994); Robert H. Jerry, |l, Renedying Insurers
Contract Performance: A Reassessnent, 18 Conn. L. Rev. 271 (1986); Alan O
Sykes, “ Bad Faith” Breach of Contract By First-Party Insurers, 25 J. Leg.
Stud. 405 (1996).

j See Universe Life Ins. v. Giles, 950 S.W.2d 48 (Tex. 1997).
See Sykes, supra note *.

Most scholars draw in part on fairness or justice-based analysis in
their work on insurance and bad faith. For a superb introduction to justice-
based goals of insurance l|law, see Abraham supra note *, at 18-36. For
di scussion of justice-based goals as they relate to bad faith doctrines, see
Tom Baker, Constructing the Insurance Relationship: Sales Stories, Cains
Stories, and |Insurance Contract Danmmges, 72 Tex. L. Rev. 1395 (1994); Ellen S.
Pryor, Conparative Fault and Insurance Bad Faith, 72 Tex. L. Rev. 1505, 1525-
29 (19?4).

See, e.g., WIlliam M Shernoff, et al., Insurance Bad Faith
Litigation (1992). Continuing |egal education prograns and practice-oriented
journahs frequently focus on various issues in bad faith I aw

For an introduction to the difficulties posed by, and gaps in,
enpirical research on the tort system see Mchael J. Saks, Do W Really Know
Anyt hi ng About the Behavior of the Tort System—And Wiy Not?, 140 U. Penn. L



with particular force to research on a subcategory of tort claims such as bad faith claims. For
instance, any research based on state court filings or jury verdict reports would require that the
underlying data distinguish between claims for bad faith and claims grounded in contract or
some other type of tort. For the most part, state court records do not make these distinctions.!!

This article represents the first empirical study of the effect of bad faith laws on claims
decision-making by insurance companies. We make use of the 1992 database developed by the
Insurance Research Council (IRC) drawn from thousands of “closed claims” under automobile
insurance policies from over sixty insurance companies. The work product of the IRC study
consisted of a sample of claims closed by participating insurers in 1992 in which the claims
adjuster recorded extensive information about the claim, such as demographics, attorney
involvement, amounts paid out in numerous categories (including economic and non-
economic), time lapse between claim and payment, and other factors.

Starting with our underlying theory and detailed closed claims information, we
fashioned a study made possible by two features of bad faith law. First, although the IRC data
consists of a distinct set of liability claim data—a type of claim that for various reasons we did

not include in this study!?—it also consists of distinct data relating to claims made by the

Rev. 1147 (1992). Much quality enpirical research does now exist on various
features of the tort system but virtually none of this applies to tort or
tort—ILke causes of action for bad faith.

See Ellen S. Pryor & Charles Silver, Introduction to Symposium on the Law of Bad Faith and
Insurancel:é 72 Tex. L. Rev. 1203, 1206-07 (1994).

Most states do recognize a tort-based cause of action in the third-
party insurance claimsetting: the insurer’s breach of the “ duty to settle.”
This duty, which is not specifically stated in standard policies, is based on
the conflict of interest that can arise between the carrier’s and insured s
interests when the injured claimnt nakes a settlement demand that is at or
within policy limts and when the claim if it went on to trial, could wel
result in a higher verdict. Recognizing this conflict, nbst courts inpose on
the carrier a duty to evaluate a within-limts settlenment offer in |ight of
the expected value of the suit, disregarding the policy linmts that cap the
i nsurance conpany’ s own exposure. For classic and detail ed expositions of the
duty to settle and its rationale, see Robert E. Keeton, Liability Insurance



insured against his or her own insurer under the uninsured (UM) or underinsured (UIM)
motorist coverage under the policies. In most states that recognize an extracontractual cause of
action for bad faith, this cause of action includes UM and UIM coverage. Thus, the final
dataset used in this study includes over 2,000 claims for a type of claim that is subject in many
states to an extracontractual claim filed by an insured against its insurer. Second, not all states
recognize an extracontractual cause of action for bad faith denials or delays of claims by
insureds against insurers. In 1992, the year of the IRC data, twelve states did not recognize an
extracontractual bad faith cause of action, whether grounded in tort or in statute.

We reasoned that, by controlling for other variables that plausibly are associated with
the amount of the payments made on UM and UIM claims—variables that include significance
of injury, tort reform measures, attorney involvement, and others—we could determine
whether the presence of a bad faith remedy affected amount or allocation of payments made to
the insured. Specifically, we hypothesized that, since settlement decisions are made in the
“shadow of the law,” the potential penalties attached to bad faith delays or denials of claims
would increase the amount paid out on otherwise similar claims in a state with a bad faith
remedy.!3 A second hypothesis was that the increase in payment amount, if any, in a bad faith
claim would tend to fall under the category of non-economic damages. This is because, from

the claim-handler’s perspective, the potential exposure to bad faith penalties would be hardest

and Responsibility for Settlenment, 67 Harv. L. Rev. 1136 (1954) ; Kent D.
Syverud, The Duty to Settle, 76 Va. L. Rev. 1113 (1990). For a recent
econom c treatment, see Alan O Sykes, Judicial Limtations on the Discretion
of Liability Insurers to Settle or Litigate: An Economic Critique, 72 Tex. L.
Rev. 1345 (1994). As with first-party bad faith, the effects of the duty to
settle have been studies analytically, but little enmpirical work exists. A
very different type of study, however, would have to be designed for this
pur pose. We chose to focus on first-party bad faith because the data |ent
itself nore readily to this, and because the rationales and benefits of the
first-party tort—which is of nore recent vintage than the duty to settle—
have been nore controversial than the duty to settle.



to predict with respect to non-economic damages. In our study we find strong support for our
hypotheses.

Part II outlines in more detail the design of the study. This includes our reasoning for
drawing on UM and UIM claims, some details about bad faith laws and legal distinctions that
are relevant to this study, and the theoretically underpinnings of our hypotheses,. Part III
describes more precisely the methodology of the study, including a description of the data and
the variables for which we controlled and the formula of analysis. Part IV sets out the

findings, and Part V contains some concluding observations.

II. Design of the Study

A. First-Party Bad Faith Liability

To wunderstand the design of the study, sone additional
expl anation is necessary about the bad faith | egal franmework, and
how UM and UM insurance fits wthin that f ramewor k.
Extracontractual renedies for insurer bad faith exist as to both
the insurer’s handling of third-party coverage and the insurer’s
handling of a first-party claim First-party clains are clains
filed by insureds seeking recovery for |osses sustained directly
by the insured. Third-party insurance coverage, by contrast,
provi des coverage to the insured for damage or |oss that the
insured has caused to sone third-party. Loosely speaki ng, nost
l[iability insurance is third-party insurance. This includes, for
instance, the liability portions of an autonmobile policy, the

l[iability portions of a honeowner’s policy, and the comerci al

13
See infra text acconpanying notes *.
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general liability 1insurance policy. Qovi ously, then, sone
insurance policies contain both first-party and third-party

cover age.

The primary extracontractual remedy available to third-party claims is the so-called
“duty to settle,” a duty that does not exist explicitly in the language of standard insurance
policies. ~ Rather, beginning in the 1950s, most jurisdictions eventually imposed an
extracontractual duty to settle, which requires the insurer to evaluate reasonably any settlement
offer made by the third-party claimant against the insured within the limits of the policy.!4 The
concern underlying this remedy is that insurers will favor their own interests and take a gamble
on winning a lower verdict at trial, rather than paying the within-limits settlement offer. 15

The extracontractual cause of action applicable to first-party claims is of a more recent
vintage.!6 In the late 1970s and early 80s, a number of courts adopted a bad faith cause of
action for first-party claims.!” But the justifications for the first-party cause of action have
always been more controversial than those for the failure to settle in the liability context.
First, insurance contracts explicitly require the insurer to pay the insured for covered claims.
Hence, a contract remedy is already in place, which is not the case with the duty to settle.

Second, in practice it has been quite difficult to articulate and implement an extracontractual

14

For historical account, see Robert H Jerry, |I, Understanding
I nsurance Law § 25 b] (1996). For senminal theoretical accounts of the duty
to set ESI e, see Keeton, supra note *; Syverud, supra note *.

See Jerry, supra note *, 8§ 25 b], at 155; Keeton, supra note *, at
1142-48.
For historical background, see Jerry, supra note *, § 25 c].
The key early decision was G uenberg v. Aetna In. Co., 510 P.2d 1032
(Cal. 1973). For a recent state supreme court decision recounting the history
and debating the nerits of the first-party bad faith, see Universe Life Ins. v. Giles,
950 S.W.2d 48 (Tex. 1997).

17



standard that will not yield too many false negatives or false positives.18 Most jurisdictions
require the insured to prove more than that the insurer made a wrong decision; most require
the insured to show that the insurer’s decision was reckless and that the insurer knew this.1?
Whatever the precise wording, all of the extracontractual first-party states require some level
of aggravated error, such as recklessness.

A number of states have also adopted, either in addition to or in place of a judicially-
created remedy for first-party bad faith, a statutory cause of action that provides more than the
usual contract remedies. An example is the Texas Insurance Code, which contains a private
right of action for unfair claims handling practices, including “failing to attempt in good faith

to effectuate a prompt, fair, and equitable settlement of a claim with respect to which the

insurer’s liability has become reasonably clear.””  These statutory provisions, like the
judicially-created tort remedy, allow for more than the standard contract damages. But the
statutory remedies usually are more bounded than the tort remedies. For instance, the
statutory remedies are often some multiple, such as three times, of the actual damages. They

do not always provide for punitive damages or mental anguish.2!

For detailed analysis of whether the extracontractual cause of action for bad faith matches the
theoretical justifications that might be advanced for the remedy, see Mark Gergen, A Cautionary Tale About
Contracullgl Good Faith in Texas, 72 Tex. L. Rev. 1235 (1994); Sykes, supra note *.

See generally Roger C. Henderson, The Tort of Bad Faith in First-
Party Insurance Transactions: Refining the Standard of Culpability and

Reformul ating the Renedies by Statute, 26 U Mch. J. L. Ref. 1 (1992). A
recent case decided by the Texas Supreme Court offers a good |ook at the

problens with formulating and applying the bad faith standard. See Universe Life
Ins. v. Giles, 950 S.W.2d 48 (Tex. 1997). For analysis of the difficulties in formulating a coherent and workable
standard, see Gergen, supra note *, at *.

Tex. Ins. Code, art. 21.21, § 4(10)(ii) (1999).

In Alaska, for instance, at the tine the Al aska Suprene Court
adopted the tort of first-party bad faith, claimnts could pursue statutory
remedi es under the state’s unfair clainms processing statute. But the penalty
was limted to $25,000, and required proof of frequent comm ssions by the
i nsurer of the practice. See State Farm Fire & Cas. Co. v. Nicholson, 777



As of 1992, the year of the IRC database, most courts had adopted a first-party bad
faith remedy, and of these many had specifically applied the tort to a claim for UM or UIM
benefits.22 However, seven states had rejected or had not yet accepted the tort cause of
action.2? In five states, bad faith causes of action were allowed, but statutes substantially
limited the damages recoverable.24

This jurisdictional split provides the entry point to this study. Presumably, the most
potent threats posed by a tort remedy, as distinct from a contract remedy or a limited statutory
remedy, are two categories of damages that remain controversial in tort generally: mental

anguish and punitive damages. Mental anguish damages are not awarded according to fixed

P.2d 1152, 1157 (Al aska 1989) (explaining the limted nature of the statutory
rerredyzz.

See, e.g., State Farm Fire & Cas. Co. v. N cholson, 777 P.2d 1152,
1154-56 (Alaska 1989) (adopting the tort of first-party bad faith,
notw t hstandi ng contract renedies and limted statutory renedies); State Farm
Mut.Ins. Co. v. Weiford, 831 P.2d 1264, (Al aska 1992) (applying the tort of
bad faith to a claim for uninsured notorist coverage, although finding that
the claimant had not produced enough evidence to suffice for punitive
damages); Hoskins v. Aetna Life Ins. Co., 452 N E.2d 1315, 1318-19 (Cnhio 1983)
(recognizing a tort cause of action for breach of the duty of good faith and
fair dealing in the first-party context, including punitive danages upon
proper proof); Christian v. Anmerican Hone Assurance Co., 577 P.2d 899, 903
(k. 1978); Chanpion v. United States Fid. and Guar. Co., 399 N.W2d 320, 322-
23 (S.D. 1987) (in a workers’ conpensation context, applying the tort cause of
action for bad faith failure to pay benefits); Isaac v. State Farm Miut. Auto
Ins. Co., 522 N.W2d 752, 759-60 (S.D. 1994) (applying the bad faith tort in
the context of a claim for uninsured notorist benefits); Arnold v. Nat’l
County Mut. Ins. Co., 725 S.W2d 165, 167 (Tex. 1987) (adopting the tort cause
of action for breach of the duty of good faith and fair dealing in a first-
party context); Hanpton v. State Farm Mutual Ins. Co., 778 S.W2d 476 (Tex.
App. —Corpus Christi 1989, no wit history) (applying the tort of breach of
the duty of good faith and fair dealing in to a claim for underinsured
notorist benefits); MCullough v. Golden Rule Ins. Co., 789 P.2d 855, 855-58
(Wo. 1990); Shrader v. State Farm Miut. Auto. Ins. Co., 882 P.2d 813, 826
(Wo. 1994) (applying the tort of first-party bad faith to a claim for
uni nsured notorist coverage, and specifically rejecting the insurer’s argunent
that a claimfor UM should not be subject to the tort).

23 See, e.g, Beck v. Farmers Ins. Exch., 701 P.2d 795, 798-802 (Ut ah
1985) (restricting the cause of action to a contractual one, and noting that
in “ unusual cases,” nental anguish damages ni ght be recoverable).; A&GE
Supply Co. v. Nationwide Miut. Fire Ins. Co., 798 F.2d 669 (4" Cir. 1986)
(reviewing Virginia law and concluding that Virginia | aw woul d not recognize
the tort of first-party bad faith or an inplied right of action under the
state’s unfair clalns processing statute).
24 See, e.g., G. Code Ann. 833-7-11 (j) (1999) (providing for a

penalty of not nore than 25% of the amount of recovery and reasonabl e
attorneys’ fees).



standards, and tort reform proponents continue to cite these as one of the main sources in the
unpredictability and variability of tort awards generally. As to punitive damages, a major
national debate has raged for the past twenty years over the justification and merits of punitive
damages in tort. Many states have enacted caps on mental anguish damages, punitive
damages, or both. Sometimes these caps apply to bad faith torts; sometimes they do not.

Despite some variation in the standards for and potential size of punitive and mental
anguish damages in different states, it remains plausible to view these two categories of
damages as a far more potent monetary threat than a remedy that allows only contract-based
recovery (the amount that the insurer owed under the contract), whether or not the contract
route also allows for attorneys’ fees. Thus, we identified the states that, in 1992, recognized a
tort or statutory cause of action for first-party bad faith, when that cause of action includes
punitive damages and mental anguish. We also identified the states that did not recognize such
a cause of action in 1992.%5 Of the states included in our final sample, 30 plus the District of
Columbia recognized an extracontractual cause of action that clearly or likely does allow
mental anguish and punitive damages upon proper proof. Ten states either had rejected an
extracontractual claim for first-party bad faith, or allowed statutory or contract-based remedies
that ordinarily do not include mental anguish and punitive damages. Closed claims data from
the states falling in these two groups formed the basis of our study.

Several other points should be noted about this study’s two-category classification of the

jurisdictions. First, in sone states, the caselaw as of 1992

“ In our research, the jurisdictions that in 1992 either did not

recogni ze tort of bad faith in a first-party context, or limted allowed only
l[imted or capped danges for first-party bad faith (for instance, a statutory
renmedy with attorney’'s fees) were Florida, Ceorgia, Hawaii, Kansas, Maryl and,
M chi gan, M nnesota, M ssouri, Tennessee, Utah, Virginia and Wst Virginia.



recogni zed an extracontractual cause of action that includes
puni ti ve damages and nental angui sh, but the suprene court of the
state had not yet spoken on the question. \When appellate cases
in the state recogni zed the cause of action in 1992 and when no
appellate split on the issue seened to appear, we placed this
jurisdiction in the category that recognized an extracontractual
cause of action. It is possible, of course, that a given suprene
court would go on to deny the cause of action. But this study
made the plausi ble assunption that clains decision-nmakers in 1992
woul d operate under the existing appellate | aw.

Second, in sone states that recognized a first-party bad
faith tort cause of action as of 1992, the casel aw recogni zed and
applied the tort, but did not specifically address both the
avai lability of mnmental anguish and punitive damges. For
i nstance, a given case m ght address the availability of punitive
damages, but not specifically nmention nental anguish.26 W have
assuned that, when a jurisdiction clearly allows a first-party
bad faith tort, this includes punitive damages and nental angui sh

unless the caselaw specifically limts this.?’ | ndeed, the

Anmong these states, Hawaii and Kansas were excluded from the final sanple
becausg of insufficient data.

An exanple is Murray v. Nationwide Mut. Ins. Co., 472 S.E 2d 358, 368
(N C Ct. App. 1996), rev. denied.

Proof of the tort cause of action, by itself, is not necessarily
enough to allow a claim of punitive damages to go to the jury. So a clai mant
could succeed on a bad faith claimand yet not win on the claimfor punitive
damages. See State Farm Mut.Ins. Co. v. Wiford, 831 P.2d 1264, (Al aska 1992)
(applying the tort of bad faith to a claim for uninsured notorist coverage,
al t hough finding that the claimant had not produced enough evidence to suffice
for punitive damages); MCullough v. Golden Rule Ins. Co., 789 P.2d 855, 859-
61 (Wo. 1990) (explaining why proof of the elenents of the tort will not by
itself allow punitive danages, and that the standard for punitive danages
remains that of general Woning law, which requires wanton or wllful
conduct) . Nonet hel ess, in a jurisdiction that recognizes the tort cause of
action for breach of the duty of good faith and fair dealing, the claimnt

10



semnal California case on first-party bad faith, frequently
cited by other jurisdictions when adopting the tort, specifically
held that nental anguish damages would be available as |ong as
the plaintiff suffered “ substantial” econom c |osses apart from
the all egations of nental angui sh. 28

Third, as of 1992, sone states had recogni zed the tort cause
of action for breach of the duty of good faith and fair dealing,
but reported decisions had not yet applied it in the underinsured
or uninsured notorist context. W have included such states in
the category of bad faith states, unless the casel aw indicated
some sort of restriction on the anmbit of the tort. It is
plausible that, in 1992, a clainms decision-nmaker in a state that
recogni zed a tort of first-party bad faith would assunme that the
tort would apply to clainms for UM or UM No jurisdiction
adopting the tort of first-party bad faith had refused to apply
it to UMor UM and UM U M coverage is widely regarded as a form

of first-party coverage. 29

B. How Uninsured Motorist and Underinsured Motorist Coverages
Fit Into the Bad Faith Fabric

m ght be able to recover for punitive damages, if she can satisfy the punitive
danageg standard in a given jurisdiction

In Guenberg v. Aetna Ins. Co., 510 P.2d 1032, 1041-42 (Cal. 1973),
the court stated: “ Here, plaintiff alleged that he suffered substanti al
econom ¢ | osses apart fromnental distress. He alleged that he suffered | oss
of earnings; that he was conpelled to go out of business and that as a result
he was unable to pay his business creditors; that he incurred that costs of
defendi ng | awsuits brought against himby his creditors; and that he incurred
nmedi cal expenses. We conclude, therefore, that since plaintiff has alleged
substantial danmages for loss of property apart from danmages for nenta
di stress, the conmplaint is sufficiently pleaded with respect to the latter
el ement of danmages.” Oher courts seemto agree. See Shrader v. State Farm
Mut. Auto. Ins. Co., 882 P.2d 813, 833-34 (Wo. 1994) (rejecting the insurer’s
argunent that a claimfor first-party bad faith should include only econonic
damages and not nmental anguish, and citing Guenberg’s requirenent of other
econonLc | 0ss).

For nmore detail, see discussion infra notes * and acconpanyi ng text.

11



As noted, most of the claims data in the IRC database relates to liability claims filed by
the injured person against the insured. But the IRC database also includes substantial
information about any claim made by the insured against the insurer for either uninsured
motorist or underinsured motorist benefits. This is a form of “first-party” coverage, because it
is a claim for losses that the insured has incurred. In most states that recognize a first-party
bad faith remedy, the remedy extends to UM and UIM insurance. A brief explanation about
UM and UIM coverage is necessary to understand fully the design of the study.

UM and UIM insurance are included in most standard automobile insurance policies.
These coverages are aimed at addressing the not-infrequent situations in which the insured
under the policy is injured by another driver who is at fault and who would be responsible in
tort for damages to the insured. This other driver, however, either does not have insurance or
enough insurance to pay the damages for which the driver would be responsible in tort. When
this occurs, the insured can make a claim under his own insurance policy for either UM or
UIM benefits. The claim will be successful if the insured can show (1) that the other driver
would have been liable; and (2) that the other driver cannot pay some or all of what the insured
driver would be entitled to receive under tort. When the insured can make this showing, he or
she can receive the amount of the shortfall, up to the limit specified in the UM or UIM

coverage.

At tinmes, insurers have argued that uni nsured or
underinsured notorist recovery is not available unless and until
the injured victi m—the insured under the UM or U M cover age—has
obtained an adjudication of Iliability and danages against the

underinsured or uninsured driver. Most jurisdictions have

12



rejected this approach. * Generally, therefore, the injured
driver does not have to wait until trial against the other driver
to request paynment of the UM or UMclaim Thus, disagreenents
about the extent of liability and armount of danages frequently

arise under clains for UMor U M

C. Theory in a Bad Faith Environment

In conducting the study, we developed several hypotheses about insurer behavior when
faced with first-party claims. Before outlining these specifically, one overall observation
should be noted. Individuals and even corporations often make decisions and take actions
without much awareness of, or influence by, the formal rules of law. Claims decision-makers
in insurance companies, however, are aware of the remedial regime that applies in a given
jurisdiction. Institutionally, insurers have incentives to communicate this information, the
information can be distributed efficiently through in-house education programs or educational
programs run by insurer trade organizations, and individual claims adjusters have incentives to
internalize and take account of the legal consequences governing their decisions.

We posit that a claim involving a significant component of non-economic damages-the
damages for mental anguish, pain and suffering, or impairment that the uninsured or
underinsured driver would have had to pay the victim-claimant-will complicate the decision
calculus for the adjuster than would a claim involving mainly economic damages. When
presented with an insurance claim, an adjuster must determine whether it is legitimate or

fraudulent, and must determine the amount of the claim the insurer should pay. The insurer

30

See Wnner v. Ratzlaff, 505 P.2d 606, 609-11 (Kan. 1973) (sunmari zi ng
caselaw on this issue and agreeing with the majority position, which does not

13



must also determine how much to spend on the investigation of the claim. To determine the
legitimacy of the claim, the adjuster may engage in a number of different investigative
activities.  These often include such things as examining damage related to the loss,
questioning the claimant and reviewing documents. This investigation consumes resources and
is therefore costly. In theory, a second strategy that an adjuster may adopt is to deny the claim
without undertaking an investigation. Presumably, this strategy will more often result in the
filing of a legal action against the insurer than the strategy of investigation and payment or
investigation and then denial. Both the claimant and the insurer will incur additional expenses
if the claim enters the judicial system. While the judicial proceedings might not lead to
complete information about the claim, much will typically be learned through this process, and
the claim will be resolved one way or another.

An insurer attempting to maximize its profits must choose both how many resources to
expend upon investigation, and how many dollars, if any, to pay to resolve the claim (or what
the insurer’s likely exposure will be if the insurer refuses to investigate or pay). Figure 1
depicts the information benefit/investigation cost choice an insurer must make when confronted
with a claim. In the figure, curve B represents the expected costs an insurer incurs to acquire
information about the claim through the court system. Horizontal line I represents the
maximum amount of information that could possibly be gained about the claim through the
judicial process. With this amount of information the claimant and insured can reach a
mutually agreeable settlement. Horizontal line > represents full information.

The claim might be relatively inexpensive for the insurer to investigate and resolve.

The expected cost of information acquisition for a claim of this type is represented by Curve

requi re adjudication of the underlying tort claim.
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A. In contrast, some claims may be relatively more expensive to investigate. Curve C
represents the expected cost of information acquisition for a claim that is more expensive to
resolve. If an insurer is presented with a claim that it can investigate more cheaply using an
adjuster than the court system, it will follow that resolution strategy. In this case, the nature of
the claim permits information acquisition along Curve A and Curve B. Alternatively, if the
litigation process offers a lower cost route for acquiring the necessary, the insurer will allow
the case to enter that process. In this case, the nature of the claim permits information
acquisition along Curve B and Curve C. The expected cost of information acquisition through
the legal process may be less than the cost of the insurer’s own investigation because in many

cases insureds will choose not to bring a legal action against the insurer.

[Figure 1 about here]

In general, losses that are more easily verified and measurable are less expensive for an
insurer to adjust. Economic damages, which are awarded for readily measurable items - for
instance, the loss of wages, physical damage to property, medical expenses incurred - will be
less costly to verify and quantify than non-economic damages. Non-economic damages are
awarded for such hard to quantify losses as those arising from pain and suffering, bereavement
and loss of consortium. As a result, we expect that claims for economic damages typically
permit the insurer to follow curve A. In contrast, we hypothesize that claims for non-

economic damages often entail claims investigations that would follow Curve C.

1. Size of Overall Settlement Payments
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Because insurance adjusters presumably make settlement decisions in the “shadow of
the law” and the potential liability that the company will face if a wrongful decision is made,
significant differences in potential liability for wrongful decision-making could plausibly affect
adjuster behavior in all cases. Specifically, it is plausible to suppose that, when faced with a
claim for benefits in state A, which recognizes the tort cause of action for bad faith, the
company will pay more frequently, more quickly, or more in total amount than would a
company faced with a similar claim in state B, which allows only contract remedies and

attorney’s fees.

2. Increased Payment Size for Non-Economic Damages

As discussed earlier, bad faith laws impose significant financial penalties on an insurer
if it denies a claim with no reasonable basis for denial, and if it knew or recklessly failed to
ascertain that a claim should have been paid. By the above analysis, bad faith will primarily be
a factor in an insurer’s decision-making process when it is evaluating claims for non-economic
damages as opposed to claims for economic damages. We hypothesize that bad faith statutes
will result in insurers paying more generous loss settlements to insureds claiming non-
economic damages. More generous settlements will be paid by the insurers to avoid the court
costs, investigative costs and potential penalties associated with bad faith. In contrast, we
hypothesize that bad faith statutes will have a lesser effect on the resolution of claims for

economic damages.

I11. Methodol ogy, Data and the Enpirical Mbdels
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To test our hypotheses we obtained data from a few sources. First, we have 2,263
individual uninsured and underinsured motorists paid and closed claims from 1992. The data
were taken from the 1992 insurer study of automobile closed claims, conducted by the
Insurance Research Council (IRC). All claims embodied both economic and non-economic
damages. The IRC survey obtained information from 61 insurers, listed in Table 1, that
represent about 70% of the premium volume of private passenger automobile insurance in the
United States.” The data fields are numerous and include information about the accident, the
type and cause of loss, legal representation, geographic location, demographic traits of the
claimant and the driver, whether the case involved a lawsuit and the quantity of insurance
coverage.

[Table 1 about here]

We also have state specific tort reform information from the American Tort Reform
Association (ATRA); this information encompasses reform laws enacted from 1980 through
1992, as well as subsequent court interpretations of the statutes. As explained previously, we
control for tort reform effects because claims decisions about uninsured or underinsured
motorist claims depend in part on assessment of the liability that should have been paid by a
third-party under tort. Hence, tort reforms are expected to have at least an indirect effect on
the first-party claims we examine in this research. Thus, our analysis takes account of the
following reforms: modification of joint and several liability, modification of the collateral

source rule, limits on non-economic damages, limits on punitive damages, sanctions on

States not utilized in our study because of insufficient data were Alabama, Alaska, Delaware, Hawaii,
Indiana, Kansas, Maine, North Dakota, Oklahoma, and Wyoming.
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frivolous suits or defenses, modification of rules pertaining to pre-judgment interest, and

provisions for structured settlements.32

A. Effect of Bad Faith by Damage Type

We begin by focusing on the association between bad faith
| aw and other legal rules and cost drivers, and the severity of
econoni ¢, non-econom c and total clains. Qur primary interests
are the role of bad faith and its relationships to the overal
cl ai m anobunt and whether bad faith shows a strong association to
non- econom ¢ damages. In addition, we have a secondary interest
is the role of tort reform statutes and other variabl es expected
to be related to the value of a claim and the estinmated inpact
each statute has on the average size of a claim The reforns we
consider and their enpirical attributes are summarized in Table

2.

[ Tabl e 2 about here]

To obtain information on current tort reformand tort reformefforts
over the previous years, see ww.atra.org. A nunber of enpirical studies have
examned the effects of various tort reforns, beginning with the work of
scholars who exanined the effects of the nedical nalpractice tort reforms
enacted in many states in the mid-1970s. See Frank A. Sloan, Randall R
Bovbjerg & Penny Gthens, Insuring Medical Malpractice (1991); Particia
Danzon, The Frequency and Severity of Medical Malpractice Cdains: New
Evi dence, 49 L. & Contenp. Prob. 57 (1986). Researchers at the Rand Institute

have conducted many of the enpirical studies on the tort system See
www. r and. or g. For sone of the studies relating to tort reform see Mark J.

Browne & Robert Puelz, The Effect of Legal Rules on the Value of Econom c and
Non- Economi ¢ Danages and the Decision to File, 18 J. Risk & Uncertainty 189
(1999); Joan T. Schmit, Mark J. Browne, and Han Duck Lee, The Effect of State
Tort Reforns on ClaimFilings, 1 R sk Managenent & Insurance Review 1 (1997);
Mark J. Browne and Robert Puel z, Statutory Rules, Attorney Involvenent, and
Autonobile Liability Cainms, 63 J. Risk & Insurance 77 (1996); W Kip Viscusi,
Ri chard J. Zeckhauser, Patricia Born, and d enn Bl acknon, The Effect of 1980s
Tort Reform Legislation on General Liability and Medical Malpractice
I nsurance, 6 J. Risk & Uncertainty 165 (1993); W Kip Viscusi, The Perfornance
of Liability Insurance in States with Different Products-Liability Statutes,
19 J. Legal Stud. 809 (1990). See generally Mchael J. Saks, Do W Really
Know Anyt hi ng About the Behavior of the Tort Litigation System—And Wy Not ?,
140 U. Penn. L. Rev. 1147 (1992).
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We control for claim characteristics and individual
attributes as well as econom c and environnmental traits that are
state specific and hold a plausible relationship to claim
severity in the wuninsured notorist market. W inplenment the

following log-linear specification,

(3)
InL =B, +B, - Bad Faith+ B, - Attorney+ B, - Suit+ B, - In(Urban)+ B 5 - In(Unemp) +

B¢ - In(income + B, - Gender+ B, - Age+ B, - Claimant's Status+ B,, - Claimant's % Fault+

14
ZB,. -Injury type + B,s - JS+ B¢ - Coll+ B,, - Caps+ B, - Puni+ B,, - Puniins+

i=11

B,, - Puniins- Puni+ ,, - Minor reforms+ B,, - Eventyr+ 3,, - Exceed+ 3, - Stack+¢

where the dependent variable is the natural I|ogarithm of the
i ndividual loss. W estimte three versions of equation (3) that
differ only in how the loss is defined, e.g., the value of the
total claim the value of the economic claimonly, or the value
of the non-econonm c claimonly. The total claimvariable is the
sunmation of the economic claim and non-economc claim The
econonmic claim variable is conprised of wage |osses and nedi cal
| osses, where we nodified the nedical |oss conponent of a claim
by an index value representing the average cost of a hospital
stay per patient per day in the state where the | oss was incurred
relative to a countrywi de average. W did not utilize the sane
nmedi cal cost nodification for the non-econom c claim dependent
vari able since non-economc clainms do not incorporate nedical
| osses. W undertake a logarithmc transformation of the

dependent variable under the assunption that changes in tort
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reforms and other exogenous factors wll have a proportional
effect on the danage severity of the three dependent vari ables.
As stated, our primary interest is in the relationship
between the presence of a bad faith statute and claim severity.
We define Bad Faith equal to 1 when a jurisdiction recognizes

tort of bad faith in a first-party context, and O when either a

jurisdiction does not recognize tort of bad faith or limts
damages by statute in a first-party context. When uni nsured
notorist incidents arise in states that wll penalize an insurer

through bad faith liability for unreasonable delay or wongful
paynent, we expect the adjusting calculus to be altered, and
hypot hesi ze  that claim amounts are higher under t hese
ci rcunst ances. Mor eover, we expect the major influence of bad
faith liability to be revealed in non-econom c danmages rather

than in econom c damages for the reasons previously discussed.
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1. Attorney Involvenent, Lawsuit Filing, and Environnental and
Denogr aphi ¢ Factors
The information in our data concerning |egal representation
is defined as whether the injured party retained counsel. The
Attorney variable is a binary variable that takes the value of 1

when an attorney is involved, and O otherwi se. For both econom c

and non-econom c clainms, we expect that the coefficient ﬁz on

the variable Attorney is positive, indicating that higher clains
are associated with attorney involvenent, although we expect
| egal representation would have a nore dramatic inpact on non-
econonmi ¢ cl ai ns. Support for the attorney involvenent
hypothesis in the uninsured notorist market would be consistent
with the enpirical that attorney involvenent results in higher
average autonobile claim settlements.33 W also introduce the
variable Suit, which takes the value of one if a lawsuit was
filed, and zero otherwi se. The prediction about the enpirical
rel ati onship between a lawsuit filing and claimvalue is unclear,
al though theoretical work in this area boils down to the
relati onship between the injured party’'s asking price and the
def endant’ s maxi num of fer, accounting for the parties’ respective
litigation costs. 34

We al so controlled for environmental and denographic factors
by including three variables: degree of urbanization, the

unenpl oynent rate, and average per capita inconme in 1992. CQur

33
See Browne & Puel z, supra note *, at *.

34

See John Goul d, The Econonics of Legal Conflicts, 2 J. Leg. Stud. 279
(1973); WIlliam M Landes, An Economic Analysis of the Courts, 14 J. Law &
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nmeasure for urbanization cones from the Statistical Abstract of
the United States and is defined as the percentage of the state
popul ation living in a netropolitan area.3  Hi gher values for
the wurbanization variable, In(Uban), are expected to be
associated with higher injury rates and increased claim val ues.
Hi gher val ues of the state unenpl oynent rate variable, |n(Unenp),
are expected to be associated with higher claim anpunts. 36
Simlarly, we expect higher values of inconme are associated with
hi gher claimlevels, particularly when estimation involves claim
anounts that include an economn c conponent.

W expect claimanounts to be related to the claimant’s age,
since the two mmjor determ nants of econoni c danmges, incone and
nmedi cal expenses, both increase with age. Non- econom ¢ damages
may also be greater, reflecting the greater severity of the
injury due to age. The variable age is the age of the claimnt
at the tinme of the acci dentEI The effect of gender on claim
severity is unclear. Econom c damages of nales nmay exceed those
of females as the average wage earned by nmales exceeds the
average wages earned by fenales. However, if nedical expenses
incurred by fenmales as a result of autonobile injuries surpass

those of nmales, then a discernable statistical relationship my

Econ. 61 (1971); Richard A Posner, An Econonic Approach to Legal Procedure
and Judicial Administration, 2 J. Leg. Stud. 399 (1973).
“Metropolitan” refers to the 250 metropolitan statistical areas and 18 consolidated metropolitan

statistical areas as defined by U.S. Office of Management and Budget, June 30,1993.
* Some research indicates that unemployment is related to the willingness of injured parties and their

attorneys to seek additional compensation for losses. See Danzon, supra note *, at *; J. David Cummins and
Sharon Tennyson, Moral Hazard in Insurance Claiming: Evidence from Automobile Insurance, 12 J. Risk &
Uncertainty 29 (1996).
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be difficult. The variable gender takes the value 1 if the
claimant is a female, and O if a male.

The variable, Caimant’s Status, represents the rel ationship
between the claimant for whom there is an uninsured notorists
claim and the wunderlying policy providing this coverage.
Claimant’s Status equals one when the claimant is either the
named insured on the policy providing paynent or a famly menber
living in the household of the nanmed insured, and equals zero
when the injured is a third-party claimant of the policy, that
is, any other person who is occupying the insured s vehicle.
Since the third-party claimant maintains the right to collect on
a first-party basis under their own uninsured notorists coverage,
we expect that first-party clains are associated wth higher
uni nsured notorist claim severities. Finally, we specify the
variable, Caimnt’s % Fault, which is the percentage degree of
the claimant’s fault in the accident. In the wunderlying
uni nsured notorist claimdata, the assignnment of percentage fault
is accounted for either through an avail able police report, or by

an interview of a witness to the acci dent.

2. Injury Type, and Tort Reform Measures
We control for the injury type by followng the injury
categori zation schene used in the conpilation of the IRC data.
Clains adjusters were asked in the IRC questionnaire to assess
the overall extent of the traumm, indicating the seriousness of
the injury. Five categories are specified for injury types, and
we |let the category defined as "no trauma" be our benchmark

category in the enpirical nodels. The variable Injury type;;
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takes the value of one for a mnor injury, and zero otherw se.
The variable Injury type,, takes the value of one for a noderate
injury, and zero otherwi se. The variable Injury type,; takes the
value of one for a severe injury, and zero otherw se. The
variable Injury type,, takes the value of one for a catastrophic
injury, and zero otherwise. Relative to our benchmark category,
nore traumatic injuries are expected to be associated wth higher
damage val ues across all danage types.

For a state with a given joint and several liability reform
(JS = 1) the effect of the reform on the value of econom c and
non-economc clainms is unclear for a couple of reasons. On the
one hand, reform will result in clains being less if injured
parties are unable to link deep pockets defendants who are only
slightly responsible for a |oss. Mor eover, one could predict
that anticipating |ower potential court awards a plaintiff under
a reformregi mre may choose not to engage |egal action and instead
agree to a lower settlenment anmount depending on the relative
costs of pursuing legal action and the probabilistic settlenent
amounts and trial awards. On the other hand, the recent work of
Chang and Sigman (2000) suggests that joint and several liability
pronotes settlement and the I|ikelihood of settlenent increases
with the nunber of defendants. |ndeed, they suggest that noving

to a non-joint rule may decrease the |ikelihood of settlenent. 37

37

Chang and Sigman provide the nost recent enpirical work to date on

joint and several liability utilizing data gathered from federal civil suits
under the Conprehensive Environnental Response, Conpensation, and Liability
Act (CERCLA). Furthernore, Chang and Sigman clarified earlier work by

Kor nhauser and Revesz who found an anbi guous relationship between joint and
several rules and settlenment. See Howard F. Chang & Hilary Sigman, |ncentives
to Settle under Joint and Several Liability: An Enpirical Analysis of
Superfund Litigation, 29 J. Legal Stud. 205 (2000); Lewis A Kornhauser &
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We expect the effect of a statute nodifying the collatera
source rule (Coll = 1) to reduce the size of both econom c and
non-economc clains since it is nore likely that the injured
party is precluded fromreceiving nultiple indemifications on a
single loss. This expectation is supported by the earlier work
of Viscusi (1990) who found product liability premuns to be
lower in states that had collateral source rule provisions for
the period prior to 1984.

Caps on non-econom ¢ damages are expected to be associated
with a reduction in severity of non-econom c clains. Since we
are only concerned with uninsured notorist clainms, we let Caps =
O for those states which either have a liability limt for
medi cal mal practice clains only or no limt at all. Since the
reform limts the anmount of non-econom c damages that can be
awarded at trial, clainms that would have resulted in awards
hi gher than the cap will be awarded |less as a result of the cap
W do not expect any statistically significant relationship
between this reformand the value of clainms for econom c damages.

Wiile the reforns directed at punitive danages vary they al

decrease either the likelihood that a plaintiff wll receive
punitive danmages or the anmount that a plaintiff will receive. 38
If reforns exist we let Puni = 1, and O otherwise. As a result

of these reforns plaintiffs my choose in sonme cases not to

Richard L. Revesz, Miltidefendant Settlenents: The Inpact of Joint and
Several Liability, 23 J. Legal Stud. 41 (1994).

’ Punitive damage reform measures include: setting limits on the amount that may be awarded in total
or relative to compensatory damages; limiting the type of case in which punitive damages may be awarded;
dictating that damage awards are paid to the state; or requiring hearings to establish a case for punitive damages
before they may be sought in court. For a summary and cites to representative statutes, see George C. Christie,
James E. Meeks, Ellen S. Pryor & Joseph Sanders, The Law of Torts 801-03 (3d ed. 1997).

25



pursue punitive damages, particularly when it is costly to do so.
Awards for econom c and non-econom ¢ danmages nay be affected by
the decision of the plaintiff not to pursue punitive damages, as
evi dence brought to trial wll be different. |If the gathering of
evidence is costly and punitive damge reforns reduce the
econom ¢ payoff from doing so, |less evidence wll be gathered

We hypot hesi ze that economc and non-economc clains wll be
|ower as a result of refornms directed at punitive damages, since
the plaintiff will be less likely to pursue evidence.

To indicate clains that were filed in states where punitive
damages are insurable and those in which they are not, we specify
the wvariable Puniins, which equals one when danages are
insurable, and zero when they are wuninsurable.39 W have
included the term Puni-Puniins, which allows the overall effect
of punitive danmage tort reform on individual loss to depend on
the insurability of punitive damage clains. W expect that, in

states prohibiting the insurability of punitive damges,

plaintiffs wll have less economc incentive to invest in
uncovering evidence because they have a |lower I|ikelihood of
paynent, and the decreased evidence at trial will result in |ower

econom ¢ and non-econom ¢ cl ai ns.

The final tort reform variable, Mnor Reforms, takes the
value of one when at the tine a claimis filed one of the
followwng mnor reforms is in place: limtations on prejudgnment

interest, provision for periodic paynents, and sanctions on

Information on the legal status of punitive damages insurability was obtained from the FC&S
Bulletins.
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frivolous clains. Since these reforns either raise the cost of
pursuing a legal claimor limt the value of the claim we expect
the presence of one of these reforns to be associated with a

reduction in the |l evel of both econom c¢c and non-econom ¢ cl ai ns.

3. OQher Control Variables

W have specified the variable Eventyr, which is the
difference in time between 1992 and the year the claim was
commenced to approxi mate the nunber of years clainms in our data
were open prior to their ultimate closing in 1992. W expect a
positive coefficient on Eventyr, consistent with the findings of
several studies that claim severity is higher as the nunber of
years between the occurrence date and the settlenent date
i ncreases. 40

Since the |oss data are obtained from a sanple of insurers,
there is sone chance that actual damages are greater than the
amount of insurance, thereby triggering an wupper limt and
altering the behavior of the injured party. Fortunately, we have
information in the data that specifies when damages exceed the
policy limt. In our enpirical specification we introduce the
variable Exceed to control for differences between danmages

i nsured and uni nsur ed.

Finally, to provide more compensation to accident victims, some states allow the limits
of uninsured motorist insurance to be stacked. Stacking is accomplished by combining policy

limits from the same policy (depending on the number of vehicles insured) or from a different

40
See Browne & Puel z, supra note *, at *.
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policy, so-called “inter-policy” stacking.tack equals one for claims in states that permit
stacking, and stack equals zero otherwise. Since stacking is effectively increasing the expected
economic benefits associated with a single loss event by ratcheting coverage limits, we expect

to be associated with high claim severities in those states where its usage is approved.42

V. Enpirical Results

The final sanple nunbered forty-one jurisdictions. Qur final
dat aset nunbered 2,263 insurance clains; each claim contained an
econonmi ¢ and non-econoni ¢ conponent. Sanpl e statistics of the
vari abl es used in the anal yses are reported in Table 3. Man and
standard deviations of the claim values are reported prior to
taking |ogarithns. The nean values reflect the wunderlying
characteristics of an uninsured notorist claim the total claim
value of $11,432 is relatively low and the injuries associated
with these losses are predomnately classified as mnor or
noderate. The mean value of the non-economc portion of a claim
exceeds the nmean value of the economc portion by nearly 80%
The presence of a bad faith statute is evident in 85% of our
sanple of clains and 66% of the tinme an attorney was invol ved.

[ Tabl e 3 about here]

The estimated enpirical nodels on claim severity fit the

data well; the nodels explain from44% of the variation in damge

Stacking information is contained in Uninsured Motorists published by the All-Industry Research
Advisory Council (1989) and the Insurance Research Council (1999).

? The All-Industry Research Advisory Council found that UM payments were 28% greater in stacking

states compared to states that do not permit stacking. All-Industry Research Council, Compensation for
Automobile Injuries in the United States (1989).
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size (economc claimonly) to 56% of the variation in danage size
(total claim value). The estimated paranmeter values for each
version of equation (3) are reported in Table 4. W cal cul ated
Breusch- Pagan’s (1979) Lagrange nmultiplier statistic to test for
het er oskedasticity and rej ected t he hypot hesi s of
honoskedasticity for each of our equations at the 0.01
significance |evel. The t-ratios reported in Table 4 have
standard errors corrected for heteroskedasticity. Each of the
overall enpirical nodels is significant at the 0.01 |evel as

reflected by their F-statistics.

[ Tabl e 4 about here]

1. Strong Support for Hypotheses related to Bad Faith

A set of hypotheses is explored by |ooking at the enpirical
associ ation between bad faith statutes and claim val ue. Wi | e
jurisdictions that recognize the tort of bad faith are expected
to have little association wth clainms whose |oss anmounts are
easily identifiable ex ante, they are expected to have an
association with clainms that possess nore ex ante uncertainty
prior to their ultimate settlenent. Indeed, our findings revea
strong support for these hypotheses. In particular, we find a
39% hi gher non-econom ¢ paynent anpount anong jurisdictions where
the tort of bad faith is established wthout restriction relative
to when it is not, reflecting the upward novenment in the
equilibrium price of settlenent as both parties value the
investigative costs and potential penalty costs associated with

bad faith. Moreover, we find no statistically significant
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associ ation between the tort of bad faith and the value of the
economc portion of a claim This is consistent with our
expectation that easily identifiable and nore transparent |osses
are less costly to handle by the parties involved in the
settl enent. Exami ning the relationship |ooking at the overal

claim value rather than the underlying claim conponents shows
that total clains are higher by 19.4% for jurisdictions that

permt tort of bad faith

2. The Association between C aimAnounts and Ot her Factors by
Damage Type

The relationship between the presence of an attorney and
claim value was very strong across all the estimted equations.
Attorney representation is associated with 135% higher claim
amounts for economc claim anounts to 153% hi gher claim anmounts
for non-econom c claimvalue; results consistent wwth an earlier
st udy. The overall value of a claimincreases by 141% when an
attorney is involved. By contrast, we find no association
between the filing of a lawsuit and the total value of the claim
or either of its conmponents.

Bet ween environnmental and denographic variables the latter
proved nore relevant enpirically. The urbani zation variable is
not statistically significant except in its negative relation to
the value of an economc claim indicating, contrary to our

hypot hesis, that the average economc portion of an uninsured

43

Using third-party auto liability claim data, one study found that
attorney involvenent was associated with a 153% increase in the value of an
econom ¢ claimand a 180% val ue of a non-economic claim See Browne & Puel z,
supra note *, at *.
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notorist claimis |ess severe in urban areas. This may be due to
accidents in urban areas being, on average, |less severe than in
nore rural areas. We find inconme |evel to be positively rel ated
to the value of an economic <claim consistent wth our
hypot hesis, but we did not find statistically significant support
for this relationship in the estimated total claimequation. The
rate of unenploynent is not related to the value of a claimin
any of the estimted equations.

Among denographic variables the claimant’s age, claimng
status relative to the underlying policy providing coverage, and
degree of fault are all statistically significant, while gender
is not. For each year increase in the claimant’s age the val ue
of the claimincreases by an economcally insignificant 0.96% A
first-party claimnt, on average, receives 10.1% nore in tota
claim value and 14.7% nore in non-econom c claim value relative
to a third-party claimnt. W also find that increnentally
hi gher degrees of fault are associated with higher claim ranging
from 3.22% for the non-economc conmponent to 2.52% for total
cl ai m val ue.

Al of the control variables for injury type are positive
and highly significant and, regardl ess of claimtype, increase in
magni tude in their association between the value of an uninsured
nmotorist claim and injury severity. Rel ative to our benchmark
"no trauma" category, catastrophic injuries are associated wth
an increase of 1,271% in the average value of a non-economc
portion of the claim and an increase of 5,614% in the average

val ue of the economc portion of the claim Injuries classified
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as severe are associated with a 1,151% increase in non-economc
clainms, and a 1,034% increase in economc claim Even those
injuries classified as “ mnor” are nore costly relative to the
benchmark category: 54% nore for economc clains and 76% nore for
non- econom c cl ai ns.

W control for the inpact of tort reforns since the
adjusting cal culus of an uninsured notorist claim by the first-
party insurer is based on a determnation, albeit indirect, of
the liability that would have been paid by a third-party under
tort. Cenerally, we expect that tort refornms will be associated
with lower claim severities across all damage types and our
results, taken together, are m xed. Modification of the
collateral source rule is associated wth a decrease in claim
severity, from a decline of 20% in the value of econom c clains
to a decline of 21.8% in total claimvalue. By contrast, reform
of the joint and several liability rule is associated with a 27%
increase in the value of an economc claimand a 19.5% i ncrease
in total claimvalue. Caps on non-econom c danmages and the m nor
reforms are not associated with any statistically significant
change in the value of uninsured notorist clains, and punitive
damage reform is associated with an increase in the value of
clainms although this is economcally insignificant for the non-

economi ¢ portion of the claim 44

44

To assess the change in the average claimsize indicated by reform of
punitive damage statutes, we specified three wvariables. Since the data
represent insured clains, we control for punitive damage insurability in
addition to indicating clains subject to punitive reform | aws. To eval uate
the marginal inmpact of the punitive danage tort reforns on clains, partial
differentiation of the enpirical equation with respect to the variable Puni
reveals that the average value of total <clainms increased, but by an
economcally insignificant 0.94% To see this, partial differentiation of the
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The sign of the coefficient on Eventyr in each equation is
positive revealing that average claimsize is larger the greater
the nunber of years between the occurrence date and the fina
settlenent. Qur expectation that uninsured notorist claimvalues
are higher in states that permt stacking is strongly supported.
W find that the econom c conponent of the uninsured notorist
claim increased by 107% in stacking states, while the non-
econom ¢ conponent increased by 127% in stacking states.
Finally, we were able to detect a weak statistically significant
positive relationship between reported clains that exceeded
policy limts and total claimseverity, where claimseverity was
hi gher by 31% when the claim was reported to exceed underlying

policy limts.

V. (Qbservations and I nplications

Qur study supports several assunptions about how the |aw of
bad faith affects insurers’ clains settlenent practices. Higher
overall settlenent amounts are paid in states with a bad faith
r emedy. Moreover, consistent wth the reasoning outlined
earlier, the higher overall settlenents primarily are a result of
hi gher paynents for non-econom c danmages. W find no
statistically significant difference in the paynent of economc
damages under this coverage between states recognizing the tort
of bad faith and those that do not.

Qur anal ysis and findings suggest that the tort of bad faith

is not an inportant determnant of clains settlenment practices

total claimenpirical equation reveals dln L/oPuni = -0.2156 + 0.2252-Puniins.
Eval uation at Puniins = 1 and exponentiating yields (e0 0094 3) = q
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when the true cost of a claimis readily verifiable. Rather, the
tort of bad faith affects the settlenent of clains when costs are
difficult to ascertain. Qur enpirical results are consistent
with the argunent that the threat of extracontractual damages
arising from this tort encourages insurers to settle anbiguous
clainms for higher anobunts in order to avoid litigation. To the
extent the tort of bad faith reduces litigation costs, the tort
would lead to a nore efficient resolution of clains. | f,
however, the tort is resulting in inappropriately higher paynents
to insureds, the tort is contributing to unnecessarily high
i nsurance costs. The economc efficiency of the tort of bad

faith warrants future research.
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Knowledge

Knowledge
/ gained in court

Information

Cost to Investigate ($)

A) Company investigation - economic damages

B) Court investigation

C) Company investigation - non-economic damages
Figure 1
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Table 1

| nsurers in the Data

Aetna Life and Casualty

ALFA | nsurance G oup

Al'l Nation Insurance G oup

Al |l state I nsurance G oup
American Fam |y | nsurance G oup
Am ca Mutual |nsurance Conpany

Aut onobil e C ub of M chigan
G oup
Aut o- Omners | nsurance Conpany

California Casualty G oup
CNA | nsurance Conpani es

Concord Ceneral Corp. G oup

Cotton States Mitua
Conpany
Country Conpani es

| nsur ance

California State Autonpbile
Associ ation Inter-Ilnsurance

Eri e I nsurance G oup

| ndi ana Far m Bureau G oup
Farmers Mutual | nsurance
Conmpany of Nebraska

Farmers | nsurance G oup of
Conpani es
Farnmers Casual ty Conpany Mitua

Fireman’ s Fund | nsurance
Conpani es

For enost Cor porati on G oup
Fortune | nsurance Conpany

GEl CO
CGeneral Casualty Conpany of
W sconsin

Ceorgi a Farm Bureau Mt ua
| nsurance Conpany

| TT Hartford I nsurance G oup
| nt eri nsurance Exchange of the
Aut onobi Il e Club of Southern

~ 1 I H
| sl and | nsurance G oup

Li berty Mutual G oup
Maryl and | nsurance Group
Merchants | nsurance G oup
Meri di an Mutual G oup

Met ropolitan Group

Mot ori sts Mutual | nsurance
Conpany

Modern Service | nsurance
Conpany

Nat i onal Farmers Union Property

& Casual ty Conpany

Nat i onwi de | nsurance Enterprise
New Jersey Manufacturers
| nsurance Conpany

North Carolina Farm Bureau
Mut ual | nsurance Conpany

PEMCO | nsurance Conpani es

Pl ynmout h Rock Assurance
Cor poration

Preferred Ri sk Mutual Insurance
Conpany

Prudential Property and
Casual ty I nsurance Conpany

PW G oup, Inc.

The Royal Insurance G oup

SAFECO | nsur ance Conpani es

Secura | nsurance A Mitual
Conpany
Sel ective Insurance G oup

Shel ter | nsurance Conpani es
Sout hern Farm Bureau Casual ty
| nsurance Conpany

State Farm | nsurance Conpani es
Tennessee Farners | nsurance
Conpani es

The Brethren Mitua
Conpany

The Shel by | nsurance Conpany
Transaneri ca | nsurance G oup

I nsur ance

USAA G oup
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Kansas Farm Bur eau Mut ual W sconsi n Mutual | nsurance

| nsurance Conpany Conpany
Kenper National |nsurance
Conpani es

Keyst one | nsurance Conpany
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Table 2

Enpirical Treatnent of the Tort Reforns

Joi nt and several

JS = 1 if at the tine of loss the state
wher e t he | oss occurred has ei t her
abolished or nodified the statute that
allows an injured plaintiff to collect an
entire award from any one defendant, and O
ot her wi se.

Col | ateral source
rul e

Coll = 1 if at the time of loss the state
where the loss occurred has permtted
i nsurance recovery from a victims first-
party i nsurer to offset the damage
judgnent, and O ot herw se.

Limtations on
non- economi ¢
damages

Caps = 1 if at the time of loss the state
where the |l oss occurred has set a maxinum
on the recovery of non-econom c damages,
and 0 ot herw se.

Limts on punitive
damages

Puni = 1 if at the tine of loss the state
where the |oss occurred has set a maxi num
on the recovery of punitive damages, and O
ot her w se.

M nor reforns

A variable taking the value of 0 or 1,
depending on whether any of the mnor
reforms are in place at the tine of |oss
Candi dat e refornms i ncl ude pr ej udgnent
interest, provisions for periodic paynents,
and sanctions on frivolous suits or
def enses.
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Tabl e 3

Sanple Statistics

Standard
Variable Mean Deviation
Claim Types
Total Claim $11,432 $28,532
Economic Claim $4,084 $14,170
Non-Economic Claim $7,348 $18,177
Legal Variables
Bad Faith 0.8563 0.3507
Attorney 0.6654 0.4719
Suit 0.1264 0.3325
Environmental and
Demographic
Urbanization 4.4348 0.1999
Unemployment Rate 2.0598 0.1624
Claimant’s Gender 0.5475 0.4978
Claimant’s Age 33.9089 15.1709
Claimant’s Status 0.8493 0.3578
Claimant’s % Fault 3.6251 1.8383
Injury Type
Minor 0.4856 0.4999
Moderate 0.4105 0.4920
Severe 0.0773 0.2671
Catastrophic 0.0013 0.0364
Tort Reforms
Joint and Several 0.3575 0.4794
Collateral Source Rule 0.1674 0.3734
Caps on Non-economic 0.0106 0.1024
damages
Punitive Damages 0.6902 0.4624
Insurable Punitive 0.3778 0.4849
Damages
PuniePuniins 0.2271 0.4191
Minor Reforms 0.3539 0.4783
Event Year 1.1546 1.2615
Exceed 0.0132 0.1144
Stack 0.0229 0.1498
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Tabl e 4

Esti mates of the Enpirical Mdel

Dep. Variable: In (total claim) In (economic claim) In (non-economic
claim)
Variable Coefficient | t-ratio | Coefficient t-ratio Coefficient | t-ratio
Intercept 3.7807 1.448 -2.8528 -0.902 5.3262 1.612
Bad Faith 0.1773 2.674 0.0315 0.386 0.3276 4.039
Attorney 0.8814 17.302 0.8571 15.010 0.9280 15.213
Suit 0.0648 0.749 -0.0066 -0.073 0.0823 0.810
Environmental and
Demographic
Urbanization -0.1082 -0.771 -0.4426 -2.697 -0.0334 -0.203
Unemployment Rate 0.0698 0.408 0.2031 0.977 0.1005 0.479
Income Level 0.2795 0.286 0.9933 2.844 -0.3276 -0.009
Claimant’s Gender -0.0279 -0.782 -0.0573 -1.317 -0.0414 -0.913
Claimant’s Age 0.0096 7.311 0.0099 6.137 0.0094 5.900
Claimant’s Status 0.0964 1.911 0.0735 1.201 0.1368 2.043
Claimant’s % Fault 0.0249 2.526 0.0184 1.563 0.0317 2.494
Injury Type
Minor 0.5455 3.585 0.4331 2.589 0.5666 3.638
Moderate 1.4493 9.451 1.3196 7.814 1.4811 9.337
Severe 2.5633 14.885 2.4289 12.762 2.5271 13.654
Catastrophic 3.2876 4.442 4.0456 5.089 2.6181 3.664
Tort Reforms
Joint and Several 0.1785 2.373 0.2419 2.644 0.0554 0.531
Collateral Source Rule -0.2457 -3.145 -0.2256 -2.458 -0.1442 -1.338
Caps on Non-economic 0.1412 0.892 -0.4206 -1.876 0.1895 0.937
damages
Punitive Damages -0.1821 -2.413 -0.0340 -0.368 -0.2156 -2.354
Insurable Punitive Damages -0.2351 -2.259 -0.1589 -1.237 -0.1467 -1.133
PuniePuniins 0.3729 3.238 0.4900 3.411 0.2252 1.669
Minor Reforms -0.0523 -0.814 -0.1069 -1.367 -0.0068 -0.087
Event Year 0.1292 2.523 0.0900 1.946 0.1494 2.689
Exceed 0.2697 1.688 0.3562 1.441 -0.0264 -0.109
Stack 0.7640 5.297 0.7291 4.402 0.8219 4.457
Adjusted R? 0.563 0.439 0.452
n 2,263 2,263 2,263

Note: t-ratios reflect standard errors that have been corrected for heteroskedasticity.
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