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Rethinking Consumer Protection Regulation in Insurance Markets
Sharon Tennyson

Introduction

The global financial crisis has undermined trust in financial institutions and reduced
faith that market discipline alone can effectively regulate the behavior of firms. As a result,
demands for consumer protections have increased and strengthening consumer protection
regulation has become a cornerstone of financial regulatory reform. Both the federal and
state governments have enacted significant new protections since the crisis. This renewed
public and political interest in consumer protections and the heightened interest in reshaping
the regulatory landscape provide a timely opportunity to rethink consumer protection
regulation in insurance markets.

Consumer protections seek to keep in check insurers’ interactions with their
customers, and the reach of consumer protection regulation is broad.' Regulators oversee
the entry of firms and agents into the market and the content of insurance policy forms.
Advertising and marketing, pricing and underwriting, policy cancellation and nonrenewal,
and the settlement of claims are also monitored.” Regulator actions take on several
dimensions including promoting market transparency, restricting specific behaviors, and
enforcing compliance with rules.

Criticisms of state insurance regulation are numerous but often focus on the reach
and form of consumer protections. Critiques include a lack of coordination across the states,

excessive regulatory cost burdens, and anti-competitive effects (Harrington, 2006). The

! The actions of state regulators make up only one part of the regulatory apparatus policing insurer market
conduct. State and federal legislatures may also make rules for the industry by passing new legislation.
Additional protections are afforded to insurance consumers through the courts.

2 Unlike in the banking industry where prudential regulation is employed primarily to reduce bank runs that
may lead to banking and financial crises, systemic risk is not an important concern in insurance markets
(Grace, 2010; Weiss, 2010). Because of this, one can argue that solvency regulations and insurance
guarantee funds should be categorized as consumer protection regulations (Schwarcz, 2010). This policy
brief focuses only on those areas that more traditionally fall under market conduct regulation.



regulatory process of market conduct supervision has been a particular target of criticism
(U.S. Government Accounting Office, 2003; Klein and Schact, 2001).

State regulators and the National Association of Insurance Commissioners (NAIC)
have been working for years to improve insurance market regulation. In 2003, the NAIC
adopted an Insurance Regulatory Modernization Action Plan that established market
analysis, market conduct and interstate collaboration as the three pillars of market regulation
(NAIC, 2009). Nonetheless, change has proved time-consuming and the states are still
working to define many specific regulatory practices. Coordination difficulties arise in part
due to questions surrounding the role of the NAIC, which is a voluntary organization of
state insurance commissioners and has no regulatory authority. As a result, many observers
question the ability of state-centered regulation to achieve needed reforms.

Leaving aside the question of whether the states or federal government should
undertake insurance regulation, this paper identifies and discusses important principles that
should be considered when designing consumer protection regulations in these markets. The
paper proceeds by first describing the major forms of consumer protection regulation in
insurance markets. Regulations are then evaluated in light of the economic rationale for
consumer protections in insurance markets. Issues and challenges in regulatory design are
identified, and alternative approaches are discussed.

Consumer Protection Regulations

For insurance, as for most other financial products, disclosure regulations are
common. Like firms in other industries, insurers are also subject to states’ unfair trade
practices laws and thus to general prohibitions on unfair or deceptive behaviors. However,

compared to regulators of other financial services, state insurance regulators rely more



heavily on direct restrictions on products, prices and the actions of sellers (Bair, 2003). These
restrictions are among the more contentious elements of consumer protection regulation.

Many states place restrictions on insurance prices and on insurers’ use of specific
consumer characteristics to determine insurance eligibility and pricing (underwriting
restrictions). The aim of most price regulation is to reduce the cost of insurance to high-risk
consumers. Regulatory restrictions on pricing take the form of limits on rate changes,
restrictions on rates for high-risk consumers, prohibitions on the use of certain rating
factors, and rules that require insurers to offer coverage to most consumers. This form of
regulation does not occur in every state and is most common in select property-liability
insurance markets such as automobile, homeowners, and workers compensation insurance,
and in the markets for individual and small group health insurance.

Policy forms and contractual language for most consumer-oriented insurance
products are subject to regulatory prior approval in most states. To attempt to reduce
regulatory costs and delays associated with product approval at the state level, the NAIC has
promoted coordinated approval actions among the states. This has been only partially
successful, however.” Regulatory prior approval of products may also be used to impose
restrictions on product features. Restrictions may include mandated insurance coverage
provisions and prohibition of certain forms of coverage. In some cases, regulations or
legislation mandate that all insurers provide standardized coverage.

An important aspect of consumer protection regulation is determining whether
insurers are complying with regulatory requirements, and uncovering insurer practices or
actions that regulators view as unfair or unreasonable (Klein and Schacht, 2001). Monitoring

is achieved through market analysis and through market conduct examinations of individual

® As of 2009 36 states participate in an interstate compact for life and annuity products (IIPRC, 2009).
There is no property-casualty version of the interstate compact.



insurers. Market analysis includes the use of data on industry trends, regulatory data
submitted by firms, consumer complaints, and other information. Market conduct
examinations are conducted on-site at the insurers’ premises and encompass a review of
policy and claim files and other internal databases to evaluate marketing and sales practices,
underwriting decisions, pricing, and claims settlements. Specific areas of examination
include determination that the actions of the insurer are consistent with advertising
materials, that policies sold and rates charged are consistent with state rules, and that claims
are paid within a reasonable period of time (Klein and Schacht, 2001).

States also provide Internet and telephone complaint services to consumers and
track complaints filed against each insurer. Each state reports complaints to a centralized
database maintained by the NAIC, providing a means of comparative and coordinated
complaint monitoring. Information obtained from consumer complaints may be used to
trigger additional regulatory monitoring, including on-site market conduct examinations.
Consumer complaints may also be a source of regulatory action, leading to disciplinary
actions or fines. These cases are relatively rare, however, and represent only about one
percent of complaints in a typical year (NAIC, 2010a).

Regulators who determine that an insurer is not in compliance with state laws and
regulations have a variety of enforcement tools at their disposal. Regulators may impose
fines or penalties as a result of errors found in market conduct examinations. Regulators may
also require an insurer to remedy deficiencies found in an examination or through other
means and have the authority to pursue civil and criminal actions in the courts. Licensing
authority provides another avenue for enforcement. All insurers and producers (agents)

operating in a state must be licensed by the state insurance department. Although licensing is



generally viewed as a requirement for entry, license withdrawal may be used as an
enforcement tool.”
Rationales for Consumer Protection Regulation

In the absence of market imperfections, unfettered competition will lead to the
largest possible gains from trades, and thus to the maximum achievable societal benefits.
This result is the standard economic efficiency argument for leaving markets to operate free
from government regulations. The economic case for regulation must therefore be made
based on the existence of conditions that prevent a market from achieving this efficient
outcome.

The primary motivation for consumer protection regulation in insurance is the idea
that consumers in these markets are imperfectly informed about product characteristics.
The quality characteristics of an insurance policy include the strength of both the insurer’s
ability and willingness to pay losses and the breadth of loss events covered under the policy
in relation to the potential size and scope of losses (Iuppa, 2006). These quality
characteristics are difficult to know with certainty due to the complexity of contractual
language and restrictions, the contingent nature of the claim payment services provided, and
the fact that the services are provided in the future.

Price comparisons may also be difficult because prices depend on specific elements
of coverage and on consumer risk characteristics. Coverage features include such details as
investment strategies and calculation of returns, the definition of insured events, or the
amounts of coverage extended for specific events. Prices depend upon individual risk

characteristics, which may include previous loss experience, demographics, financial history,

* Removal of license is relatively rare. In 2006, for example, 77 company certificates of authority and 1509
agent licenses were revoked. These represent 0.1 percent of all companies and 4.4 percent of all agents
holding licenses in 2006 (NAIC, 2006).



or lifestyle choices (Tuppa 20006). The wide variations in products and prices create
difficulties in learning about price and quality and lead to information asymmetries in which
consumers have an information disadvantage. Information asymmetries give rise to the
potential for insurer misrepresentation or manipulation.

While consumer information disadvantages are not unique to insurance markets,
cognitive limitations and psychological biases in consumers’ risk decisions suggest that they
may be more persistent and more consequential in these markets.” In complex decision
tasks, individuals may make decision errors due to cognitive processing costs or the use of
mental shortcuts. Much evidence also suggests that consumers do not have a good feel for
probabilities, do not treat losses and gains symmetrically, and tend to overestimate
emotionally-laden loss events while underestimating low-probability loss events. In the
insurance context, these tendencies may lead to poor choice of contracts due to a failure to
appropriately understand and value various aspects of insurance benefits (Kirsch, 2002).

A related concern is that insurers, recognizing consumers’ limitations, may design
products or disclosures in ways that take advantage of them (Hansen and Kysar, 1999). For
example, insurers who recognize consumers’ cognitive biases could manipulate disclosures
regarding returns to make their products appear more desirable. Moreover, risk disclosures
or other cautions may not be adequately heeded by consumers if products are otherwise
marketed as “safe.” Sales agents’ representations or recommendations may also have the
effect of downplaying written disclosures due to consumers’ cognitive biases (Kirsch, 2002).

These market and consumer characteristics reduce the incentives of insurers to
compete over price and quality and raise the potential for insurers to misrepresent products

ot product quality to induce consumer purchases. Consumers may make decisions that are

% See the discussions in Camerer, et. al, 2003; Thaler and Sunstein, 2008; Barr et. al, 2008.



not in their own interest, reducing the gains from transactions undertaken in the market.
More importantly, consumers’ recognition of their information and decision-making
disadvantages may undermine confidence in the market, reducing their willingness to engage
in transactions. These effects will reduce the benefits from insurance, creating efficiency
losses.

On the other hand, firms have incentives to maintain faith in their products in order
to maintain consumer demand. If consumers cannot determine with certainty the quality of a
product and lack confidence in a firm’s honesty about quality, consumer willingness to
purchase will be greatly reduced. However, if poor quality is difficult for consumers to
determine, a firm will experience no (immediate) reputation loss from misrepresentations.
Under these conditions, market discipline may not provide sufficiently large or timely
penalties to prevent such behaviors.

Put another way, the problem is that industry reputation is a public good which
benefits all firms by increasing consumer confidence and insurance demand. Collectively, the
insurance industry has an interest in promoting consumer confidence. However, a single
firm or individual seller may have a financial incentive to free ride on that reputation through
lower standards of conduct that lead to higher short term payoffs. Consumers’ difficulty in
observing quality reinforces the problem by making it difficult for other sellers to signal their
high quality or standards. Legal remedies or regulatory restrictions may be needed to assure
that consumers are treated fairly by insurers.

Rethinking Consumer Protection Regulation

Existence of market imperfections is not sufficient to justify government

intervention. Because government regulation is both costly and imperfect, we must consider

whether government has the capability to produce an outcome that is closer to the social



optimum. The key difficulty in designing consumer protection regulations is in achieving the
appropriate balance of costs and benefits. Restrictions on market behavior create efficiency
costs but produce greater protections from adverse outcomes for some consumer groups.
Fewer restrictions lead to lower efficiency costs but to higher information and monitoring
costs for consumers and regulators (Trebilcock, 2003).

Recognition of these trade-offs has recently motivated interest in moving toward
more targeted and limited use of direct regulations, and toward regulations which attempt to
harness the private incentives of market participants to encourage behaviors that are
consistent with regulatory objectives. Using these perspectives and based on insights from
academic research and on the experiences of other jurisdictions, this section considers
challenges and solutions in regulatory design of consumer protection regulation in U.S.
insurance markets.

Price Regulation

One important target for regulatory reform is price regulation. If markets are
competitive, price regulation results in efficiency losses by reducing insurers’ incentives to
participate in the market. Price regulation in property-liability insurance has been particularly
contentious.” Many studies have documented substantial market distortions in states where
rate regulation is stringently applied, including exit of insurance providers, reduced insurance

. .. .. . 7
availability and rising claims costs.

® Property-liability insurance markets in the U.S. are generally thought to be competitive. Health insurance
may be an exception due to high concentration of insurers in local markets: see Dafny (2008) and Dafny,
Duggan and Ramanarayanan (2009). Thus, price regulation in health insurance may have different effects
than in other lines of insurance.

" See the discussions in Harrington (1992), Cummins (2002) and Tennyson (2007).



Price regulation as practiced in many insurance markets — regulating prices to
provide subsidies to high-risk groups — distorts consumers’ incentives as well.® Price
subsidies to promote insurance access may not just affect decisions about insurance
purchase but may also distort decisions to engage in insured activities. This is particularly a
problem in markets for automobile and homeowners insurance. For example, regulatory
price subsidies encourage driving by high-risk youth without regard to the accident risks
created; regulatory subsidies similarly promote driving in high-density urban areas while not
accounting for pollution and congestion costs. Subsidized property insurance in hurricane-
prone areas encourages building on beaches and leads to environmental degradation. Even
ignoring the external costs to society, insurance price subsidies may lead to greater risk-
taking and thus to higher costs in the long run (Weiss, Tennyson and Regan, 2010).

Regulatory schemes that promote greater risk-awareness and incentives to reduce
accident costs would be far more preferable. Specific examples include bonus-malus
schemes that raise (future) premiums for drivers with automobile accidents and reduce
premiums for drivers with clean records. We observe some insurers privately offering these
pricing schemes, but regulators may improve access while providing beneficial safety
incentives where schemes can be publicly enforced.” In property insurance markets, price
incentives for mitigation and enforcement of strict building codes would provide better
incentives for risk reduction and in the long run would enhance insurance availability.
Offering a wide choice of insurance benefits at different price points is another approach to

enhancing access. Allowing consumers to choose limited tort automobile insurance has been

® In practice, residual market pools to provide a small fraction of consumers with modest price subsidies do
not appear to distort markets and incentives by much. In the interest of social fairness (rather than price
equity, which is best served by risk-based pricing), minimal intervention in the pricing mechanism to
provide for residual markets probably does not cause much lost efficiency.

® Some other countries have imposed such rules and empirical studies show that driver behavior is sensitive
to these price signals (Dionne and Ghali, 2005).



successful in some states. Pay-as-you-drive insurance is another contract choice that can
lower prices for some drivers.

Product Restrictions

Another area for reform is what is often seen as the heavy-handed use of insurance
product restrictions. Economic theory emphasizes information disclosure as the solution to
problems of consumer information. In practice, however, product regulation may lead to
better outcomes if consumers may have difficulty making effective use of disclosures.
Relying solely on disclosures may be particularly difficult in insurance markets because the
characteristics of products (services) vary across consumers and over time (Trebilcock,
2003). Standardization may facilitate consumer comparison shopping and simplify the
information consumers require when choosing an insurance policy (Grace and Scott, 2009).

Insurance product regulation is intended to foster market transparency by assuring
that contracts are clear and do not contain hidden clauses that may be used to mislead
consumers (Grace and Scott, 2009). However, product regulation causes excessive
standardization and will reduce product innovations that may benefit consumers. Detailed
product restrictions coupled with product approval at the state level also introduce
significant regulatory costs and delays. Coordinating the approval process across the states
represents a step toward greater efficiencies but continues the existing philosophy of
exhaustive regulatory review of individual coverage features.

Regulators might consider restricting the focus of product approvals to “broad”
coverage or other “plain vanilla” coverage and require that such policies be offered as a
choice to all consumers (Barr et. al, 2008; Bar-Gill and Warren, 2008). Insurers would be
allowed to offer additional policies with different features, subject to clear disclosure

statements, without seeking specific prior approval from regulators. This approach would
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preserve the availability of a range of coverage features while increasing the transparency of
contracts and preserving some of the benefits of standardization.

Ideal regulations would increase insurers’ private incentives to offer coverage that is
fair and transparent. Legal standards enforced by the courts already incorporate high
standards of clarity and transparency in insurance contracts. This may be sufficient in
markets in which at least some consumers are well informed and have resources to engage
the legal system. In other markets, strong regulatory penalties for coverage features that are
determined to be misleading, unclear or unfair would provide insurers with strong incentives
to create simpler and more transparent contracts, while allowing product innovation and
consumer choice. They would also encourage insurers to write clear disclosures and to
simplify policy language to ensure consumers’ understanding of their products.

Disclosure Regulation

Increasing consumers understanding and use of disclosures would make it easier to
eliminate restrictive product and rate regulations. Currently, research suggests that many
consumers do not understand insurance disclosures and most consumers do not read them
(Cude, 2005). Recent surveys also suggest that consumers have a poor understanding of
policy language and terms. For example, the NAIC found that many consumers do not
know what a pre-existing condition is in their health insurance policy, and a vast majority of
consumers do not understand what a liability coverage amount of 100/300/100 represents
in their automobile insurance policy (NAIC, 2010b).

There is a large literature in marketing, psychology and economics on consumers’ use
and understanding of labels and warning statements which could be used to guide the design
of insurance disclosures. This research literature suggests that virtually all features of

disclosures — content, form, size, placement and specific language — affect consumers’
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recollection, understanding and interpretation. Several fundamental points include
prominent display, simple language, and the use of attention devises such as boxes or
declarative statements (e.g., “Warning” or “Attention”). Some research also suggests that
requiring consumers to sign that they have read the disclosure leads to greater attention.

Some research specific to insurance disclosures has already been undertaken. The
American Council of Life Insurers (ACLI) sponsored a research effort of this kind in 2000,
developing two-page disclosures for annuities products and using focus groups with both
consumers and financial advisors to evaluate their effectiveness. Features of disclosures that
consumers identified as positive include shortness of length, use of examples, use of bullet
point format, use of underlining and short sentences, and language that avoids jargon or
technical terms (Greenwald, 2007). Similar research has been undertaken by Consumers
Union (CU) in the health insurance context."” Based on consumer focus groups, CU found
that consumers need assistance in shopping for health insurance and that a standardized
“plan summary” included with the rate quote is a useful disclosure mechanism (Wroblewski,
2007).

Another avenue for improving consumers’ decisions is to promote better
understanding of insurance. Recognizing this, insurance regulators provide consumers with a
wealth of information through online and printed sources. This includes both general
information about the nature of insurance and specific insurance policies, and comparative
information about insurance company prices and consumer satisfaction. Consumer hotlines
in each state also field thousands of inquiries each year from consumers who have questions
about their insurance. Yet, as noted above, research reveals that consumers generally have a

poor understanding of insurance. Results of the NAIC’s surveys of consumer knowledge

1% The Federal Trade Commission (FTC) has used consumer research to identify improvements to mortgage
disclosures and credit card disclosures.
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may provide helpful information to insurers and regulators regarding terminology that
should be changed or insurance concepts that should be specifically explained to consumers.
Market Conduct Supervision

State market conduct examinations have been a focus for improvement in the past
decade. The NAIC has developed the Market Regulation Handbook intended to promote a
standard set of practices and efficient use of resources across the states (NAIC, 2009). As
part of this coordination, states are developing a uniform market analysis process to review
complaint activity, regulatory actions, changes in premium volume, and other key market
indicators (Iuppa, 20006). Coordination is intended to provide regulators with collaborative
analysis and regulatory interventions, and to provide recommendations regarding corrective
actions and common solutions.

States increasingly make use of risk-based approaches to market conduct exams,
targeting insurers for examination based on consumer complaints or market analysis. This
approach is important, and market analysis systems should be designed specifically to
provide regulators with an “early warning system” of potential problems. Risk factors should
be based on the potential for hidden risks or on the potential for consumers to fail to
appreciate problems due to cognitive or psychological decision factors (Trebilcock, 2003).

The difficulty is in determining what constitutes an appropriate targeting mechanism.
A standardized mechanism for assessing insurer conduct would be useful. In this spirit, in
recent years states have begun to impose requirements for insurers to submit a market
conduct annual statement, providing summary data on company functions such as claim
denials and delays, policy cancellations and litigated claims (NAIC, 2009)." Some insurers

have suggested requirement of the statement should be determined on a risk-basis and/or

' Currently 29 states require this statement from at least some insurers.
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that small insurers should be exempt. On the contrary, a statement of this kind should be
required of all insurers and used as an input to risk-based supervisory decisions.

In addition, making market conduct statistics available to the public may provide
insurers with incentives to monitor and improve internal standards. Because consumers may
not read or understand annual statement data, information could be published in the form of
a letter rating much like financial ratings and could appear on all product offerings.'” The
idea is that public information will put competitive pressure on insurers with poor records.
For example, public posting of restaurant health ratings has been shown to significantly
decrease hospitalizations for food-borne illness, increase levels of restaurant sanitation and
shift revenue toward restaurants that receive higher grades and away from restaurants that
receive lower grades (Jin and Leslie, 2003; Simon et al., 2005). Public disclosure of insurers’
market conduct grades could harness these same forces to improve consumer protection in
insurance markets.

Consumer Dispute Resolution

State insurance departments receive a large number of contacts from consumers
each year. Collectively, the states receive nearly 200,000 confirmed consumer complaints
annually and many multiples of this number in consumer inquiries (NAIC, 2010a). The most
common consumer complaints involve claims settlements: complaints about claim denials,
delays, or payment amounts account for 50 percent of complaints in a typical year.
However, insurance departments have no authority to require an insurer to settle a claim and
rely on conciliation, mediation and explanation in their dispute resolution (Schwarcz, 2009).

Indeed, the most frequent outcome of a complaint is provision of information or advice to

12 The letter rating could be determined from the market conduct data alone or in combination with other
regulatory inputs.
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the consumer (NAIC, 2010a). Other mediation mechanisms include private arbitration and
lawsuits.

In many other countries, a financial services or insurance ombudsman office (usually
separate from the regulator) is empowered to adjudicate consumer disputes with insurance
companies (Canadian Council of Insurance Regulators, 2004). A key difference between the
role of an insurance ombudsman and that of U.S. regulators in mediating disputes is that the
ombudsman is legally empowered to bind insurers to pay consumers.

Ideally, ombudsman review should be reached only after other adjudication efforts
fail to voluntarily settle a complaint, and most complaints should be voluntarily settled. In
the U.K., the Financial Ombudsman Service (FOS) operates on this model. Adjudicators
have access to the insurers’ internal files on each complaint, access to previous ombudsman
decisions to use as guidelines in resolving a complaint, and insurers must pay a fee for each
complaint handled by the FOS. Schwarcz (2009) argues that these features support
attainment of voluntary settlements. This model may be preferred to the current mix of
resolution mechanisms used in the U.S. Benefits include expected reductions in the cost and
uncertainty associated with dispute resolution, and enhanced incentives for insurers to
improve internal systems and standards for resolving consumer disputes. Increased
transparency of outcomes may also lead to a more informed consuming public.

Conclusion

Several features of insurance markets and consumer decisions raise questions about
whether an unfettered market will produce the efficient outcomes typically associated with
perfect competition. These include complex contingent contracts, persistent information
asymmetries, and consumer decision psychology. These create a case for regulatory oversight

to protect consumers and to enhance market performance. This paper has argued that
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regulatory costs could be lowered and effectiveness enhanced by better targeting regulations
to address market failures. Regulations should also recognize and attempt to harness the
private incentives of market participants to encourage behaviors that are consistent with
regulatory objectives.

The paper has discussed specific approaches to insurance regulation which make use
of these principles. Examples include “risk-based” supervision in which firms are targeted
for more active oversight based on indicators of the relative need for oversight, and
regulations that create incentives for firms to improve and monitor their own internal
standards of behavior. These perspectives are beginning to be employed in insurance market

regulation, and these developments should be expanded and encouraged.
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