Searle Civil Justice Institute

STATE CONSUMER PROTECTION ACTS AND COSTS TO CONSUMERS
The Impact of State Consumer Protection Acts
on Automobile Insurance Premiums

Preliminary Policy Report

September 2011

Law & Economics Center

George Mason University School of Law



Copyright © 2011 Searle Civil Justice Institute



SEARLE CIVIL JUSTICE INSTITUTE

Founded in early 2008, the Searle Civil Justice Institute (SCJI) is a public policy institute
based at George Mason University’s Law & Economics Center. SCJI’s core mission is to
provide research regarding the impact of laws and regulations on economic growth that is
analytically rigorous, balanced, accessible, and useful to policy makers. SCJI works
diligently to maximize the effectiveness of such research through large-scale public policy
conferences, public policy reports, and an extensive communications strategy.

As a nonpartisan policy institute, SCJI's primary focus is on conducting high-quality, large-
scale, empirical research that has direct policy relevance. The empirical studies are
designed to produce fact-based findings and follow a detailed research protocol.

A Board of Overseers advises and reviews the activities of SCJI. The Board is composed of a
balanced group of leading legal, economic, business, and public policy experts. The Board of
Overseers has approved the SCJI Research Protocol to ensure the quality, objectivity, and
independence of all SCJI work product. In accordance with the SCJI Research Protocol, all
research projects are subjected to independent peer review prior to widespread
dissemination. SCJI work products do not necessarily reflect the opinions or policies of the
research sponsors or the SCJI Board of Overseers.

George Mason University School of Law
3301 North Fairfax Drive
Arlington, VA 22201-4426
703-993-8040



BOARD OF OVERSEERS

Fern P. O’Brian, Chair, SCJI Board of
Overseers and Partner, Thomson Hine LLP

Henry N. Butler, Executive Director,
George Mason University Law & Economics
Center

Dan R. Brouillette, Senior Vice President,
Government and Industry Relations, USAA

P. Brent Brown, Brown & Jennings, PLC

Richard O. Faulk, Gardere Wynne Sewell
LLP

Joseph Goldberg, Partner, Freedman Boyd
Hollander Goldberg Ives & Duncan P.A.

Markus Green, Senior Corporate Counsel,
Pfizer, Inc.

Harris L Hartz, Judge, U.S. Court of Appeals
for the Tenth Circuit

Thomas H. Hill, Senior Executive Counsel,
General Electric Co.

Jeffrey W. Jackson, Senior Vice President
and General Counsel, State Farm Mutual
Automobile Insurance Company

Janet Langford Kelly, Senior Vice
President, General Counsel and Corporate
Secretary, ConocoPhillips

Geoffrey ]. Lysaught, Director, Searle Civil
Justice Institute; Director, Congressional
Civil Justice Caucus Academy

Bruce Kobayashi, Professor, George
Mason University School of Law

William B. Lytton, Senior Counsel, Dechert
LLP

Paul K. Mancini, Senior Vice President &
Associate General Counsel, AT&T

Alan B. Morrison, Lerner Family Associate
Dean for Public Interest and Public Service
Law, The George Washington University
Law School

Sally B. Narey, General Counsel, Fireman’s
Fund Insurance Company

Judyth Pendell, Pendell Consulting

William Ray Price, Judge, Missouri
Supreme Court

Marsha Rabiteau, Legal Policy Strategies
Group

Victor E. Schwartz, Partner, Shook, Hardy
& Bacon LLP

Kelley D. Sears, Senior Vice President &
Deputy General Counsel, Wal-Mart Stores,
Inc.

Marschall I. Smith, Senior Vice President,
Legal Affairs and General Counsel, 3M
Company

Joseph F. Speelman, Partner, Blank Rome
LLP

Gerald Bard Tjoflat, Judge, U.S. Court of
Appeals for the Eleventh Circuit

Daniel E. Troy, Senior Vice President and
General Counsel, GlaxoSmithKline PLC



STATE CONSUMER PROTECTION ACTS TASK FORCE

Eric Helland, Ph.D.
State Consumer Protection Acts Task Force Co-Chair
Robert ]. Lowe Professor of Economics
Claremont McKenna College

Joshua D. Wright, ].D., Ph.D.
State Consumer Protection Acts Task Force Co-Chair
Professor of Law
George Mason University School of Law and Department of Economics

Samantha Zyontz, M.S.
Senior Research Associate
Searle Civil Justice Institute



Vi

Contents
FOT@WOIA. ...ttt et et e et e e s e e e e ee e e e e e seeeemae s sreeanbes sreennneanes \
EXECULIVE SUIMIMATY ...uiiitiieiis e et e s e e s s e e e ssrr e s e sme e e ensne e e ssnneee sannnesen snnen nn vii
ACKNOWIEAZIMENTS......eceii e e e e e e n e e ee e e e e e n e nneens xi
L0 000 () 1
L. BACKGROUND ...cuttinsueeetiesteeeess e saeeesses e sae s e e s sesesssssssesssss s bbbt basesanes e e
WAV o5 1) ol 3 =) o U o= O EPRP RPN 5
B. Models of CPA Liability Expansion and Consumer Welfare..........c..cccccovveivrnnnnn. 7
I1. METHODOLOGY AND DATA .. .etiiieiieciiescitiieeities eraes e e es e e e e ee een sen een aen sn san en sne sene L3
A. Descriptive Analysis of State Consumer Protection Act Change...........cccceeuene 15
B. Descriptive Analysis of Automobile Insurance Premiums...........ccccoveeeveevevne 21
C. Descriptive Analysis of Other Variables Affecting Automobile Insurance
PremMIUIMIS ..ciiiiiiis sttt e e res e et e e b e e e s e en e san e e nn e e e 25
[. Other Automobile Regulation.........cccceeriiinin e 25
[I. INSUTANCE USE..ieiiiiiiiiiie ittt et et e e e e e 25
[II. Demographics Variables..........iiiiies e e 26
IV. CPA Insurance EXemption.......cccuviiiiriniiiniiini e 26
[1L 8 R0 27
A. CPA Index Effects on Automobile Insurance Premiums..........c.cccevereeniennenn 27
[. The Linear IMPact......coccciiuimieiin et ssr e s sses e s nr e e 27
II. The Non-Linear IMpPact.......cccccerivins corveiiineins e e e s 29
B. Individual CPA Provision Effects on Automobile Insurance Premiums............. 31
C. Individual CPA Provision Effects on Automobile Insurance Premium Growth
2 U PP 33
IV. 000 N0 B0 (0] PP 35
Appendix A: Econometric Model Descriptions.......ccccoicevirieiisieinn e e e e e 38
Appendix B: List of Consumer Protection ACtS.......c.ccouoeirererin e iieinrieies e e e s 39
Appendix C: Other Variables Affecting Automobile Insurance Premiums..........c..ccccvvnuen. 43

Appendix D: Descriptive Statistics for Key Control Variables...........ccoovvininininiciiciiin 45



vii
Executive Summary

Issues and Background

State consumer protection legislation has increased dramatically over the last few decades.
In addition to federal regulation, every state now has its own Consumer Protection Act
(CPA), each of which provides for a private cause of action to supplement public
enforcement. Subsequent amendments to CPAs have generally expanded access to the
courts. Such amendments have expanded the class of eligible plaintiffs, reduced
evidentiary burdens facing prospective plaintiffs, and increased the scope and magnitude
of available remedies. These trends in consumer protection law have contributed to a
significant increase in litigation.

As a matter of economic theory, CPA liability could force sellers to internalize social costs
associated with deceptive selling or marketing practices and thereby enhance efficiency.
For example, CPA liability could increase economic efficiency and consumer welfare by
granting recourse to consumers who would otherwise bear the cost of a producer’s
deceptive statements. Proponents of more expansive consumer protection legislation
contend that “gaps” in FTC enforcement, irrational consumer behavior, and insufficient
incentive for plaintiffs to bring small, but meritorious claims justify expanded CPA liability.
Proponents also claim that CPAs can correct problems that arise in markets in which sellers
uniquely possess information on the quality of the products sold to consumers.

However, economic theory also identifies potential social harms associated with such
liability expansion. Specifically, if CPAs sufficiently increase expected liability for business
activities associated with the production, marketing, and sale of consumer goods and
services, consumers can be harmed in the form of higher prices. CPA liability, like excise
taxes, can raise the marginal costs of production for the firm and result in reduced
competition and output as well as higher product prices. Consumers may benefit initially
from being afforded both more consumer protection rights and greater recourse to assert
those rights, but they may ultimately suffer from overdeterrence of business activity that is
economically efficient and socially beneficial.

Prior empirical research has documented that CPAs have become considerably more
favorable to potential plaintiffs over time and that those states with more plaintiff-friendly
CPAs also tend to have more litigation. In addition, prior research has also established that
private state CPA enforcement appears to condemn business conduct that would be lawful
under the FTC consumer protection policy standard.

Whether consumers actually benefit, on balance, from the expanded rights and increased
litigation associated with CPAs frames an important policy debate. To date there has been
no reliable empirical data available to facilitate that debate. In order to comprehensively
evaluate the effects of expanding CPAs, one must consider overall consumer welfare,
including the important effect of changes in CPAs on consumer prices.
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Searle Civil Justice Institute Task Force on State Consumer Protection Acts and
Costs to Consumers

To shed light on these issues, the Searle Civil Justice Institute (SCJI) undertook a large-scale,
empirical study on state CPAs. SC]JI commissioned a Task Force on State Consumer
Protection Acts and Costs to Consumers (the Task Force) to advise and lead this study. The
research and empirical analysis conducted for this Preliminary Report targeted the
following policy issue: What is the impact of expanded CPA liability on consumer prices?

Data and Methodology

The Task Force engaged in an extensive data collection effort and undertook a
comprehensive analysis of the statutory language in all 68 CPAs and subsequent
amendments from the time of their adoption through 2009. The Task Force then identified
and documented each CPA amendment to identify changes in several statutory attributes
that emerged as key CPA provisions that could encourage (or discourage) potential
plaintiffs from filing suit. The Task Force used this information to construct a CPA Index
that tracked a potential plaintiff's willingness or ability to file a suit under the state’s CPA
over time.

The Task Force used a set of standard econometric models to evaluate the effects of
changes in CPAs on automobile insurance premiums. The automobile insurance market
has several unique features that render it useful for addressing some of these important
policy concerns. First, insurance prices can be isolated by state to determine the impact of
CPA law changes on prices. Second, laws that alter automobile insurance premiums have a
substantial impact on consumers because automobile insurance is the largest of the
property casualty lines of insurance. Third, sufficient data from CPA litigation are available
to construct a test of the impact of CPAs on the insurance premiums. Fourth, automobile
insurance prices are arguably the closest the insurance market has to a market price
because they are not as highly regulated as other lines of insurance.

Thus, in order to inform the targeted policy issue with empirical data, the Task Force
analyzed the following specific research question: What is the impact of different CPA
provisions on automobile insurance premiums by state and over time?

Key Findings

On average, states have increased access to the courthouse by making it easier to sue
under CPA statutes.

The CPA Index measures the net number of changes likely to increase a plaintiff’s ability or
willingness to file a CPA suit. The increase in the average CPA Index suggests that, from
1994 to 2006, state CPAs became more “pro-plaintiff.”



States with relatively more “pro-plaintiff’ CPAs are associated with higher
automobile insurance premiums.

For states that do not exempt insurance from their CPAs, increases in the CPA Index scores
are associated with higher combined average automobile insurance premiums. For
example, a one standard deviation increase from the average CPA Index results in a 2.0%
increase in combined average premiums. Given an overall combined average annual
premium of $838.72, a 2.0% increase translates to an additional $17.81 the average
consumer paid annually for automobile insurance.

Price increases occur after “pro-plaintiff’ CPA statutes expand beyond a threshold
level.

Initial changes that increase the CPA Index may lead to decreased combined average
premiums, but additional changes ultimately result in higher premiums.

Many states have reached the threshold where additional CPA liability is likely to
increase automobile insurance premiums.

For many states, CPA statutes have already been expanded to the point of increasing
marginal costs and possibly diminishing marginal returns for consumers. At average CPA
levels, a marginal expansion of CPA liability is likely associated with higher prices.

Changes in CPA provisions that allow for enhanced damages are associated with
automobile insurance premium increases ranging from 10 - 16%.

Not all CPA provisions contribute equally to changes in automobile insurance premiums.
The largest effect of CPA changes on insurance premiums involves provisions that allow for
enhanced damages. These provisions, on their own, may increase the cost of premiums by
$80 per year.

Potential Policy Implications

The empirical observations in the SCJI Preliminary Policy Report on Consumer Protection
Acts and Costs to Consumers have critical implications for state and federal policymakers:

1. Continued expansion of CPAs may ultimately make consumers worse off.
Consumer protection is no exception to the rule that there is no such thing as a free
lunch. State consumer protection legislation and litigation can impose considerable
financial costs on consumers. Although consumers may initially benefit from expansion
of their legal rights, the continued expansion of liability is costly and may ultimately
cause consumer harm.



2. Policymakers considering incremental state consumer protection legislation or
regulation should be required to articulate tangible benefits to justify the costs
imposed on consumers. Policymakers must remain mindful that no policy measure
advances only benefits to the exclusion of any costs. Consumer protection provisions
are no exception, and any perceived benefits must be balanced against any potential
costs.

3. Consumer protection reforms that allow enhanced or treble damages appear to
create the greatest cost burden to consumers. Not all consumer protection
provisions have the same impact. While the benefits of CPA reform may outweigh the
costs in some circumstances, the costs may clearly outweigh the benefits in others.
Supplementing CPAs with enhanced or treble damage provisions must be accompanied
with persuasive evidence that consumer benefits will exceed the likely increase in
premiums.

4. The analysis contained in this Preliminary Report could apply to other consumer
protection enforcement efforts, including those at the federal level. Itis not
unreasonable to extend this analysis to other consumer protection issues, such as those
emerging from the Consumer Financial Protection Bureau and the Consumer Product
Safety Commission.

This Preliminary Policy Report contributes new and useful information to the policy
debates on CPAs. This new information must be read and interpreted with appropriate
caution. Focusing on prices allows for the suggestion that expanded CPAs might have
important negative consumer welfare effects holding non-price dimensions constant.
However, the Report is not able to capture changes in non-price consumer welfare.
Further, it is unclear how much of the total increase in costs associated with expanded
liability under CPAs are borne by shareholders of automobile insurance providers rather
than by consumers. Nevertheless, there is reason to suspect that consumers bear the bulk
of the costs associated with CPA expansion. While these limitations suggest important
areas for future research, the Report contributes valuable data to CPA policy debates by
demonstrating that, at least in one major consumer product market, continued expansion
of CPA liability is likely to result in increased costs to consumers in the form of higher
product prices.
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