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Foreword

Mapping expeditions are invaluable for enhancing the understanding of a terrain, whether
of geography or of human organizations. A clear and detailed description of how a system
works is necessary if we are either to frame sound proposals for change or to assess proposals
made by others.

This report, the fourth in our series of analyses of automobile liability insurance claims,
maps the complex of the 50 states’ tort liability rules, insurance regulations, and no-fault prin-
ciples whereby liability is established and compensation is provided in auto-related injuries. In
this one volume, we present the mosaic of each state’s concept of equitable policy in this most
contentious of all civil justice sectors.

For practitioners and lawmakers, the material herein dealing with their home states will
be no more than a map of an already familiar world, but the expanded national perspective
supplied here should prove to be a source of new ideas and useful comparisons with the experi-
ence of other states. The diversity permitted by our federal structure is seldom so graphically
displayed.

The map also allows the interested reader to trace the progress—or lack of it—of the larg-
est recent movement to change the essentials of the system: the movement to remove fault as
a compensation factor except in the more serious cases. Debate over the merits of this move-
ment has often been confused by the fact that the “no-fault” label subsumes a multitude of dif-
ferent approaches. General references to “no-fault states” have lost much of their explanatory
power as state after state has adapted the no-fault concept to the state’s political realities and
public opinion. The report helps the reader to formulate knowledgeable and discriminating
opinions on the subject by breaking the handling of fault into its components.

Just as important, this map juxtaposes tort rules and insurance regulations for each state.
That is, it provides a snapshot of both the rules of law that determine liability and the parame-
ters that constrain the ways in which that liability can be insured against.

For these reasons, this volume is as relevant to the making of enlightened public policy as
are the other three in this series. The topography mapped herein is the heartland of American
civil justice policy and practice. It is the place where our citizens most often make contact
with the insurance and justice mechanisms, but even so it remains terra incognita to too many
of us. Regardless of the views or values one brings to the policy debate, we believe that the
fundamentals reviewed in this report will sharpen the capacity to transform them into effective
action.

Gustave H. Shubert
Director, The Institute for Civil Justice
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Summary

Liability for automobile accidents is governed by the common law of torts, and compensa-
tion is usually paid by liability or other insurance. Each state chooses its own rules to govern
the allocation of liability and compensation for personal injuries, and each also regulates the
market for automobile insurance. All states follow the common law, but each state has
developed its own interpretation of that law, and many have modified its provisions by statute.
As a result, the states have their own unique accident compensation systems. Moreover, those
systems are not fixed but are continually being modified; especially during the 1970s, many
states made significant changes to the rules of their systems. This report explains the current
rules (as of 1983) in each of the 50 states.

LIABILITY RULES

Liability for automobile accidents is allocated by the law of torts. The fundamental prin-
ciple is the negligence standard, by which a motorist who causes an accident and thereby
injures another is liable only if his actions were legally negligent, or below the standards of “a
reasonable person of ordinary prudence.” Even if the defendant (the person from whom the
plaintiff or injured party attempts to receive compensation) was legally negligent, he or she
may not be liable for the plaintiff’s injuries if the plaintiff was also negligent. Under the rule
of contributory negligence, which was followed at one time by all of the states, a plaintiff who
was negligent is not entitled to any compensation from the defendant. There are exceptions to
this rule, however, among them the doctrine of “last clear chance,” under which a negligent
plaintiff is still entitled to compensation if the defendant had the last chance to avoid the
accident.

During the 1970s and continuing to the present, a large number of states replaced the
contributory-negligence rule with some form of comparative negligence. Under the new rules,
the negligence of the plaintiff and that of all defendants are compared, and liability for the
plaintiff’s damages is assigned to each party in proportion to that party’s degree of negligence.
A negligent plaintiff is entitled to some recovery, but the amount is reduced in proportion to
his own negligence. In the states that follow “pure” comparative negligence, even a plaintiff
who was 99 percent negligent would be allowed to recover 1 percent of his damages. In the
“modified” comparative-negligence states, the plaintiff is denied any recovery from the defen-
dant if his negligence exceeds the defendant’s (or at least equals it, in some states).

When someone other than the plaintiff is liable for the plaintiff’s injuries, the amount of
the plaintiff's damages must be calculated. The general principle is that the plaintiff should be
“made whole,” or compensated for all of his losses. Thus the defendant is liable not only for
the plaintiff’s special damages, or pecuniary losses such as medical expenses and lost income,
but also for general damages such as pain and suffering, mental anguish, the loss of dignity
associated with disfigurement, and loss of consortium. Under the collateral-source rule, the

v



vi

fact that a plaintiff is entitled to compensation from another source, such as health insurance,
does not reduce the amount of the defendant’s liability. The rationale is that the plaintiff, not
the defendant, should benefit from the plaintiff’s purchase of this insurance.

Almost half the states (24) have adopted some type of no-fault system. No-fault
insurance, which compensates the policyholder and his passengers without regard to legal
negligence, is offered in all of these states. In 15 states (called “no-fault states”), motorists are
required to purchase no-fault insurance, and accident victims are not entitled to compensation
under the tort rules unless their injuries exceed a specified “tort threshold.” In the other 9
(“add-on”) states, no-fault insurance may be mandatory or optional and there is no restriction
on victims’ tort rights! No-fault insurance compensates victims only for their special damages.
It provides no compensation for general damages. Moreover, the level of no-fault benefits
varies widely among states. Benefits in some states are limited to $1,000 and $2,000 per vic-
tim, while three states require no-fault insurance to provide unlimited coverage of medical
expenses.

THE REGULATION OF AUTOMOBILE INSURANCE

Just as each state develops its own rules governing the assignment of liability for automo-
bile accidents, so each also regulates the purchase and sale of automobile insurance. Since a
system of tort liability cannot be relied on to compensate deserving accident victims if defen-
dants have no assets that can be attached, all states have “financial responsibility” laws.
These laws require motorists to be able to compensate others whom they may injure, and thus
encourage motorists to purchase liability insurance. Some ‘states have gone further and
adopted “compulsory insurance” laws, which require motorists to purchase insurance in order
to register their vehicles. Even so, a substantial fraction of motorists are not insured (possibly
as many as 25 or 30 percent in some states). We analyzed estimated uninsured-motorist rates
in various states using a linear regression model, and found that compulsory insurance laws
have no apparent effect on the uninsured-motorist rate, except when motorists are also
required to purchase no-fault insurance.

Each state also regulates the sale of insurance. Although state regulation of insurance
rates began in an attempt to ensure “rate adequacy” and thereby prevent insurance company
insolvencies, contemporary rate regulation is more often addressed to preventing either exces-
sive rates or perceived inequities in rate levels. The degree of rate regulation varies widely
between states: Some states allow insurers to compete freely, others require insurers to obtain
state approval of their rates, and still others set the rates that insurers are required to charge.

As part of their effort to guarantee that all motorists carry insurance, each state has a
“residual-market mechanism” that provides coverage to motorists whom insurers are unwilling
to insure voluntarily. The most common of these is the Automobile Insurance Plan or
“assigned risk plan,” under which a motorist who is unable to obtain coverage submits an
application to a central office that randomly assigns him to an insurer, which is then required
to offer him coverage. Our comparison of the size of the residual market in different states,
using linear regression, suggests that the residual market is larger in states that strictly regu-
late rates, states that have adopted alternative residual-market mechanisms, and states where
the residual-market rates are too low to cover losses.
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PATTERNS ACROSS STATES

The number of potential combinations of rules affecting the compensation of automobile
accident victims is huge, but patterns of rules emerge when oné compares the systems across
states. We developed a classification scheme that is a refinement of the distinction between
no-fault, add-on, and “tort” (all other) states. This scheme, based on the states’ tort thresh-
olds, no-fault insurance benefits, comparative-negligence rules, and insurance coverage laws,
produces ten groups of states, presented in Table S.1.

Table S.1 reveals some of the patterns across states. First, there is little geographic pat-
tern to the state rules, except that most of the mid-Atlantic states have adopted mandatory
no-fault, compulsory liability, and comparative-negligence laws. No-fault benefit limits in the
no-fault states (Groups 1 through 3) vary widely, from less than $5,000 to unlimited medical
benefits. In contrast, maximum benefits in the add-on states (Groups 4 and 5) are usually
smaller than $5,000. Moreover, among the add-on states, no-fault insurance coverage is more
often optional than mandatory. Among the tort states (Groups 6 through 10) the most impor-
tant differences are the type of negligence rule and whether the state has a compulsory liability
insurance law. Liability insurance is compulsory in almost half of the states that retain the
contributory-negligence rule or have adopted one of the modified forms of comparative negli-
gence, but only one of the pure comparative-negligence states (Group 6) requires such
insurance.

Although not shown by Table S.1, all but one of the states that require motorists to pur-
chase no-fault insurance also require them to purchase liability insurance. Moreover, although
one might expect the stringency of a state’s tort threshold to increase with the level of the no-
fault benefits, since no-fault insurance is in part a substitute for tort liability, this pattern is
not found. Tort thresholds are generally stricter in the no-fault states with moderate benefits
(Group 2) than in those with only low benefits (Group 3), but the high-benefit states (Group 1)
have either very strict or very weak thresholds. Similarly, although no-fault insurance and
comparative negligence might be seen as substitutes, since comparative negligence should
increase the number of victims who can obtain payment from liability insurance, most of the
no-fault and add-on states have adopted comparative negligence (usually one of the modified
forms). Perhaps reflecting a predominant interest in compensating accident victims, two of the
four high-benefit, no-fault states (Group 1) have adopted the pure form of comparative negli-
gence.

Although each state has developed its own rules to govern liability and compensation for
the injuries inflicted by automobile accidents, there are important similarities among the rules
in some states that our classification system exploits. However, even though our classification
system is more refined than the commonly used tort/add-on/no-fault grouping, important
differences remain even among the states in our groups.
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Table S.1

STATES GROUPED ACCORDING TO SELECTED
AUTO ACCIDENT COMPENSATION RULES

Tort No-Fault Maximum No-Fault Traditional
Threshold | Insurance Medical Benefits States Group Group
High Michigan New York Group 1
($50,000 or more). New Jersey Penngylvania P
Medium Colorado Kentucky?®
Yes ($10,000 to Florida Minnesota Group 2 | No-Fault
Mandatory $25,000) Hawaii North Dakota States
Low Connecticut Massachusetts
(85,000 or less) Georgia Utah Group 3
Kansas
Med. ($10 to $25,000) | Delawareb
--------------------------------------------------------- Group 4
Low ($5,000 or less) Maryland Oregon
Med. (($10 to $25,000) | Washington Add-on
......................................................... States
Optional Arkansas Texas Group 5
Low ($5,000 or less) South Carolina  Virginia
South Dakota
Compulsory
Negligence Liability
Rule Insurance .
Yes Louisiana
Pure Alk """"""" M
comparative aska ississippi
No ne l? ence No California New Mexico Group 6
Blig Illinois Rhode Island
Iowa
Idaho Oklahoma
Yes Montana West Virginia | Group 7
ot | Modified Nevada Tort
vailable | comparative Maine Vermont States
negligence Nebraska® Wisconsin
No New Hampshire Wyoming Group 8
Ohio
Arizona North Carolina
Contributory Yes Indiana Group 9
i
neglhigence No Al.abam{a Tennessee Group 10
Missouri

@May reject first-party benefits in writing; then no tort restrictions.
bNo tort restriction on initiation of lawsuits, but no evidence may be introduced for damages already compen-
sated by first-party benefits.
“Nebraska has the slight/gross form of comparative negligence.
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I. INTRODUCTION

Compensation to automobile-accident victims is paid through an insured tort liability sys-
tem. Liability for the loss suffered in an accident is determined by the common law of torts,
but compensation is usually paid by insurance companies under the terms of a liability
insurance policy. In addition, motorists may purchase, or may be compelled to purchase, first-
party accident insurance that provides compensation for their own losses. Although all of the
states share the common-law heritage, each state has developed its own judicial interpretations
and adopted statutes that modify the common-law rules. In this report, one of four describing
the compensation of automobile-accident victims, we describe the important rules of the com-
pensation system, how they vary among states, and the combinations of rules that apply in
each state.

We distinguish between two distinct but interrelated sets of state rules that together
make up the accident-compensation system. First, the liability rules determine which party to
an accident will bear the loss. In some accidents, one driver is responsible for compensating
someone else who was injured; in others, the injured party may be required to bear his own
losses. In addition, there is a set of rules regulating the sale and purchase of insurance. All
states have rules that encourage motorists to carry liability insurance for compensating
accident victims to whom they are liable. Some states also require that motorists carry first-
party insurance to provide compensation when the liability rules do not allow compensation to
be collected from another motorist. The states also regulate insurance pricing and availability.

The most important differences between the states’ liability rules are the differences
between comparative and contributory negligence rules and between tort thresholds, which
some states have adopted to exempt motorists from tort liability for relatively minor accidents
as part of a no-fault system. Section II discusses states’ liability rules.

The states regulate both sides—buyers and sellers—of the insurance market. They
impose requirements on motorists to purchase various types of insurance as a condition for
registering their vehicles, and they regulate the insurance companies to protect consumers
against insurers becoming insolvent and thus unable to pay future claims. Moreover, regula-
tions are imposed to prevent “unfair pricing” and to make sure that all motorists are able to
obtain coverage. Section III explains the types of insurance regulations.

In the most significant change to occur in recent years, about half of the states adopted
systems incorporating no-fault insurance. No-fault insurance partially supplants the tort-
liability system in order to provide compensation for all accident victims and to reduce the
administrative expenses of determining liability under the tort law. The basic elements of a
no-fault plan are that motorists are required to carry first-party insurance to compensate their
own losses, and are barred from collecting compensation through the tort system unless their
injuries are more severe than a legislated “tort threshold.” Currently 15 states have a no-fault
system, but the benefits provided by the required insurance vary widely, as do the tort thresh-
olds. An additional 9 states have an “add-on” system, in which insurers are required to offer
no-fault insurance, and motorists may be required to carry such policies, but there is no
restriction on the victim’s right to tort compensation. A state that has neither a no-fault nor
an add-on system is called a “tort” state. (See Table S.1 in the Summary.)

The rules can also vary widely within the groups of tort, add-on, and no-fault states.
No-fault systems vary in the levels of the tort threshold and of the no-fault insurance benefits



provided; add-on systems vary by the level of no-fault benefits and by whether motorists are
required to carry no-fault insurance or not; and all states vary with regard to negligence rules,
compulsory insurance laws, and the regulation of insurance pricing and availability. Section IV
reports on combinations of rules that govern each state’s system, and discusses some of the
patterns across states.

Appendix A provides details on each states’ auto insurance laws as of 1983. We
attempted to obtain accurate and up-to-date information, but we relied extensively on secon-
dary sources; consequently, the information should not be considered authoritative.

Automobile insurance is not the only source of compensation that is available to
automobile-accident victims. The majority of Americans are covered by health insurance that
will compensate for the medical expenses incurred for treatment of accidental injuries.! Many
also carry disability insurance that provides a source of income if the policyholder is unable to
work because of his injuries. Government programs such as Medicare and Medicaid may also
provide compensation, and if the victim is injured on the job, Workers’ Compensation will pay
his losses. Thus the automobile-accident compensation system should not be considered alone;
it functions within the larger context of general accident compensation.?

1Qver 80 percent of the civilian, noninstitutional population is protected by some type of private health insurance
(Health Insurance Institute, 1980-81).

2The frequency with which accident victims are compensated by different sources, and the amount of compensation
they receive from each, is the subject of Volume III of this series (Houchens, 1984).



II. LIABILITY RULES

Liability for the damages resulting from automobile accidents is assigned by the common
law of torts. The law, applied to the facts of the accident, specifies the obligations of each
party to compensate the other parties for their losses. In creating liability rules, courts and
legislatures try to strike a balance among competing considerations. The process is continual,
however: The rules must change as social and technological conditions change.! Although
opinions differ, most commentators would agree that the rules should promote the four objec-
tives proposed by Calabresi (1970).2

1. Optimal deterrence of accidents. People who risk involvement in auto accidents,
whether as victims or injurers, should be induced to take any cost-justified precau-
tions, but not to overinvest in safety. Many commentators believe that liability rules
have little effect on driving behavior, since other incentives, including fear for one’s
own safety and the desire to avoid traffic citations, are probably much more impor-
tant.

2. Optimal distribution of risk. The risk of financial loss imposes costs on people.
These costs can be minimized by institutions that spread risk, such as insurance.

3. Minimal administrative expenses. The administrative expenses associated with the
automobile-accident compensation system are large. They include the public costs of
maintaining courts to resolve disputes, spending by claimants and insurers on lawyers
and claims adjusters, and the marketing, billing, and management expenses incurred
by insurance companies.

4. Justice. Justice is hard to define, and Calabresi argues that its demands may act
more like a constraint on the liability rules than an objective that may be traded off
against the economic attributes. For others, justice is the only goal. Nevertheless,
society may accept some degree of injustice in the accident-compensation system in
order to promote the other objectives. One important principle of justice is that
those who are responsible for accidents should pay for the damage they cause. No-
fault insurance has been criticized for attenuating the connection between moral and
financial responsibility. Another principle is that similarly situated people should be
treated alike. This principle is one reason that liability rules are based on individu-
als’ roles in causing an accident, not on their wealth or personal attractiveness.

The law defines the obligations of the parties; it does not enforce them. Claims for com-
pensation are almost always resolved between the parties, usually by settlement between the
injured claimant and the liable motorist’s insurance company. Settlement avoids the substan-
tial costs of trying a case. Only a few percent of claims filed lead to trial, and most of these
are also settled before a verdict is reached.?

'When the Florida Supreme Court adopted comparative negligence it opined that “contemporary conditions must
be met with contemporary standards which are realistic and better calculated to obtain justice among all the parties
involved, based upon the circumstances applying between them at the time in question.” Hoffman v. Jones, 280 So. 2d.
431 (1973) at 436; cited in Woods (1978, p. 80).

2See his Chapter 3 for a discussion of the goals of accident law.

3Franklin, Chanin, and Mark (1961) found that, of all New York City automobile-accident victims who attempted
to recover damages from someone else, about 3.6 percent commenced trial and 1.3 percent were resolved by verdict. In
the All-Industry Research Advisory Committee (1979) nationwide closed-claim survey, 2.2 percent of all liability claims
on which some payment was made reached trial and 0.9 percent reached verdict.



The fact that most claims are settled out of court has implications for the amount of
compensation paid. In cases that are settled, the issues of whether a motorist (or his insurer)
should pay any compensation, and if so how much, are negotiated between the parties. The
amount of settlement is influenced by the relative bargaining abilities of the parties, although
neither should settle for an amount that is less favorable to him than his prediction of the
amount that would be awarded at trial, adjusted for the costs to him of going to trial. Several
factors may affect the parties’ bargaining strengths, including their expectations of how much
compensation would be awarded at trial, their ability to bear the risk inherent in trying the
case, their litigation costs, and the incentives of the parties’ representatives in the negotiation
(the claimant’s lawyer and the insurance company’s claims adjuster or counsel).*

This section describes the rules that govern liability for automobile accidents. The par-
ticular rules that apply in each state are documented in Appendix A.

NEGLIGENCE PRINCIPLES

The fundamental rule governing liability for automobile accidents is the principle of
negligence. To prove that a defendant motorist was negligent, the plaintiff must show that:

® The defendant had a legal duty to the plaintiff to conform to a certain standard of
conduct;

® The defendant failed to do so;
There exists a reasonably close causal connection, or “proximate cause,” between the
defendant’s conduct and the injury; and

¢ The plaintiff suffered actual harm.?

In most automobile accident cases, the first, third, and fourth elements of negligence are com-
paratively easy to show. Any controversy over liability is likely to concern the second element
and the actual amount of the plaintiff’s damages. A

The negligence principle differs from other legal standards because it requires a certain
standard of conduct that must be evaluated in each case. This standard is the level of care
that would be taken by a “reasonable person of ordinary prudence in the same or similar cir-
cumstances.” Alternatively, the standard is defined by Learned Hand’s formula that the
failure to take a precaution that costs less than the expected benefit is negligent.® In automo-
bile cases, the defendant’s actions are often judged against the standards imposed by the traffic
rules.” The reliance on this standard contrasts with other liability rules such as strict liability,
where the law does not require an inquiry into the specific level of care taken, or the rule of
victim liability that applies in automobile cases when the victim’s injuries do not exceed an
applicable tort threshold.

A defendant may be negligent but still not liable for the plaintiff’s injuries. The defen-
dant is not liable if the plaintiff “assumed the risk” of injury by voluntarily consenting to sub-
ject himself to a known risk, for example, by accepting a night-time ride in an automobile

4The relationship between the liability rules and the amount for which claims are settled is explored in detail in
Volume IT of this series (Hammitt, 1984).

5See Prosser (1971, p. 143).

SUnited States v. Carroll Towing Co., 159 F. 2d 169 (2d Cir 1947). The expected benefit of taking a precaution is
the reduction in the expected damages—the product of the probability that an accident will occur and the amount of
damages if it does.

"Ross (1970).



without lights.® Similarly, under the doctrine of “contributory negligence,” the defendant is not
liable if the plaintiff was also negligent, or failed to adhere to the legal standard of care, and
thereby contributed to his injury. '

Contributory negligence is the traditional common-law rule. It has been extensively criti-
cized as being unnecessarily harsh, since a severely injured plaintiff might be denied all com-
pensation even if he was only slightly negligent. However, corollary doctrines ameliorate this
harshness. Under the longstanding rule of “last clear chance,” the defendant is still liable, not-
withstanding the plaintiff’s contributory negligence, if the defendant could have avoided the
accident after discovering the danger to the plaintiff. Similarly, the defendant may remain
liable if his negligence was “willful,” “wanton,” or “reckless.”

To date, 39 states have abolished contributory negligence with its all-or-nothing character
and substituted a rule of “comparative negligence” (see Table 2.1).° There are several forms of
comparative negligence: “pure” comparative negligence, two forms of “modified” comparative
negligence, and the “slight/gross” form. All require a comparison of the plaintiff's and
defendant’s degrees of responsibility for the accident, and apportion liability between them
accordingly. Under comparative negligence, the relative negligence of each party is a question
of fact that is determined at trial. Negligence is measured as a percentage, and the total negli-
gence of the plaintiff and all defendants must sum to 100 percent.

Under the pure form of comparative negligence (observed in 12 states), the amount of
money for which the defendant is liable is reduced in proportion to the plantiff’s negligence.
For example, if the plaintiff's damages were $10,000 but he was 90 percent negligent, the
defendant would be liable for only $1,000. Under the modified forms (25 states), the
defendant’s liability is similarly reduced, except that if the plaintiff’s negligence was suffi-
ciently great, the defendant is not liable at all. Depénding on the type of modified comparative
negligence, the defendant is not liable if the plaintiff was at least 50 percent negligent (the
“49%” rule), or if he was more than 50 percent negligent (the “50%” rule). The slight/gross
form of comparative negligence (two states) is less explicit. It allows recovery by a negligent
plaintiff only if his negligence was “slight” in comparison with that of the defendant. The
amount of recovery is diminished “in accordance” with his negligence. The terms of this rule
are not well defined and have led to much litigation.'°

Tennessee is sometimes cited as following its own form of comparative negligence: Dam-
ages may be apportioned between plaintiff and defendant when the plaintiff’s negligence was
“remote.” Although the meaning of this doctrine has been characterized as “elusive,” it may
expand the role of last clear chance, rather than replace contributory negligence. Because the
Tennessee rule focuses on the causal relationship between the parties’ negligence and the
injury, rather than on their respective degrees of negligence, we do not consider it to be a form
of comparative negligence.!!

Comparative negligence first replaced contributory negligence as the rule of general appli-
cation in Mississippi in 1910.1% As shown in Table 2.1, however, the trend towards comparative
negligence did not really accelerate until the 1970s. Partly because the doctrine is so recent in
many jurisdictions, the status of assumption of risk and other rules related to contributory
negligence is not entirely clear in many of the comparative-negligence states.

8Prosser (1971, p. 453).

9The South Carolina legislature also adopted comparative negligence in 1974, but the statute was overturned
because it applied only to automobile accidents and thus violated the equal protection amendment. Marley v. Kirby,
245 S.E. 2d 604 (1978).

0Progser (1971, p. 437).

The Tennessee court has denied that the state follows comparative negligence. See Schwartz (1974, p. 19) and
Woods (1978, pp. 559-560).

12The earliest application of comparative negligence in this country, however, was in 1908 when Congress adopted
the doctrine for injuries to railroad employees. Federal Employers Liability Act, 45 USC, Secs. 51-59.



Table 2.1
COMPARATIVE NEGLIGENCE RULES BY YEAR OF ADOPTION

Type of Rule and Year Adopted®

Slight/

State Pure 50%0 49%°¢ gross
Mississippi 1910
Georgia 1913
Nebraska 1913
Wisconsin 1971 1931
South Dakota® 1941
Arkansas 1955 1957
Maine 1965
Hawaii 1976 1969
Massachussetts 1973 1969
Minnesota 1978 1969
New Hampshire 1969
Vermont 1970
Colorado 1971
Idaho 1971
Oregon 1975 1971
Rhode Island 1971
Connecticut 1973
Florida' 1973
Nevada 1973
New Jersey 1973
North Dakota 1973
Oklahoma 1979 1973
Texas 1973
Utah 1973
Washington 1973 .
Wyoming 1973
Kansas 1974
South Carolina® 1974
Alaska® 1975
California® 1975
Montana 1975
New York 1975
Pennsylvania 1976
Louisiana 1979
Michigan/ 1979
West Virginia® 1979
Ohio 1980
Illinois’ 1981
New Mexico™ 1981
Towa™ 1982

For footnotes, see next page.



Table 2.1-—continued

SOURCES: Schwartz (1974, 1981 supplement) and American
Insurance Association (1983). See also Alliance of American Insurers,
Prosser (1971), and Woods (1978, 1980 supplement).

9Initial changes made from contributory negligence. Adopted by
statute unless otherwise noted.

Also called the “new Wisconsin” or “New Hampshire” rule. A
50%-negligent plaintiff may recover 50% of his damages.

€Also called the “old Wisconsin” rule. A 50%-negligent plaintiff is
not entitled to any recovery.

The Georgia court adopted a general rule of contributory negli-
gence by extending a staute applicable only to railroad employees.
The leading cases are Christian v. Macon Ry. & Light Co., 120 Ga. 314,
47 S.E. 923 (1904) and Elk Cotton Mills v. Grant, 140 Ga. 727, 79 S.E.
836, 48 L.R.A.(N.S.) 656 (1913).

€South Dakota amended its statute in 1964 by deleting the word
“gross.” The plaintiff may now recover if his negligence is “slight” in
comparison to that of the defendant.

Adopted by the court in Hoffman v. Jones, 280 So. 2d 431, 78
ALR3d 321 (1973). This is the first of the modern cases in which a
court adopted a general rule of comparative negligence.

&The South Carolina statute was ruled unconstitutional in 1978
because it applied only to motor vehicle accidents and thereby violated
equal protection. Marley v. Kirby, 245 S.E. 2d 604 (1978).

hAdopted by the court in Kaatz v. State of Alaska, 540 P 2d 1037
(1975).

‘Adopted by the court in Li v. Yellow Cab Co., 13 Cal 3d 804, 119
Cal Rptr 858, 532 P 2d 1226, 78 ALR3d 393 (1975).

JAdopted by the court in Placek v. Sterling Heights, 275 N.W. 2d
511 (1979). »

kAdopted by the court in Bradley v. Appalachian Power Co., 256
S.E. 2d 879 (1979).

IAdopted by the court in Alvis v. Ribar, Docket Nos. 52875, 53788
cons., decided April 17, 1981.

MmAdopted by the court in Scott v. Rizzo, Docket No. 18,235,
decided Feb 12., 1981.

nAdopted by the court in Goetzman v. Wichern, 327 N.W. 2d, 742
(1982).

Note that the pure form of comparative negligence has been much more popular with the
courts than the modified forms, especially in recent years. Of the states that have adopted
comparative negligence since 1965, 7 of the 9 states where the court adopted the rule, but only
4 of 25 states where the legislature acted, chose pure comparative negligence. Since the 1970s,
however, 6 of the legislatures that originally adopted the 49 percent form have switched to the
more liberal 50 percent form of comparative negligence. Only one state, Arkansas, has ever
switched from a less to a more restrictive type of comparative negligence.

Guest Statutes

Guest statutes stipulate that if a driver’s passengers are “social guests,” the driver is not
liable for injuries that result from ordinary negligence. The rationale is that the tort system is
not needed to provide incentives for drivers to protect their guests, that it is ungrateful to sue
one’s host, and that passengers and drivers might collude against the driver’s liability insurer.
Guest statutes have lost much of their popularity since they were adopted in the 1920s and
1930s.3 Only 18 states currently have such statutes on the books, and in 6 of these the sta-
tutes have been ruled unconstitutional.

13Schwartz (1974, p. 178).



DAMAGES

If liability is imposed on someone other than the victim, the amount of damages must be
calculated. Two types of damages may be awarded: compensatory and punitive. Compensa-
tory damages are intended to compensate the plaintiff for his or her losses, both financial and
psychological. As we shall see, however, not all of a victim’s losses are compensable. Punitive
damages, which are only rarely awarded, are added to compensatory damages in order to pun-
ish the defendant for particularly egregious conduct.

Compensatory Damages

The basic principle of tort compensation is that the plaintiff should be “made whole,” or
returned, insofar as possible, to the condition in which he would have been had he not been
injured. Obviously, it is impossible to undo pain, but the law allows the plaintiff to recover
money damages to at least compensate for his pain.

The proper amount of compensation depends on the characteristics of the injured plain-
tiff, but not on the defendant. Thus the plaintiff should be compensated more for the loss of a
finger if he is a concert pianist than if he is a professional soccer player. But the defendant’s
being rich or poor, insured or uninsured, should not affect the compensation he must pay.
Moreover, the plaintiff’s being hypersensitive to injury and injured more severely than the
defendant could have reasonably expected does not affect the defendant’s obligation to fully
compensate the plaintiff. Under the “eggshell-skull doctrine,” the defendant is liable for all of
the plaintiff’s injuries, notwithstanding the plaintiff’s unusual vulnerability. However, when
the plaintiff suffered from a preexisting ailment that was exacerbated by the accident, the
defendant is not required to compensate him for the preexisting condition as well.

Compensatory damages are classified as “special” and “general” damages. Although usage
is not uniform, special damages are usually limited to direct financial loss suffered as a result
of the accident. They include the reasonable value of medical and rehabilitation expenses, lost
income resulting from the victim’s inability to work, and lost services (for example, housework
that the victim would normally perform). They may also include such expenses as any neces-
sary remodeling of the plaintiff’s home to accommodate his disability. Payments for general
damages are intended to compensate the plaintiff for emotional or psychological losses. These
nonpecuniary damages include physical pain and suffering, mental anguish, the loss of dignity
associated with scarring or disfigurement, loss of the “ability to enjoy life,” and loss of consor-
tium.

Compensatory damages are intended to compensate the plaintiff for all of the losses he
may reasonably expect to suffer as a result of his injury. Thus, at trial the jury** must not
only value the plaintiff’s past losses, but attempt to value his future medical expenses, lost
ability to earn income, and pain and suffering.

Despite the law’s basic intent to “make the plaintiff whole,” some elements of damages
are not compensable. For example, someone who merely witnesses a terrible accident is not
usually entitled to collect compensation for his mental anguish. The exceptions to this rule
have been cases where the bystander had reason to fear for his own safety or when the victim
was his child.!®

Another, more significant category of loss for which the plaintiff is not compensated is
his legal expense. Under American common law, each party to a dispute pays his own

140r judge, if there is no jury.
15prosser (1971, pp. 333-335).



expenses (under British law, the loser generally pays the winner’s expenses).'® In personal-
injury cases, the plaintiff’s lawyer is usually paid a contingency fee. Under a typical agree-
ment, the lawyer keeps one-third of the plaintiff’s recovery if the case is settled before trial and
a higher percentage (perhaps one-half) if the case is tried.

Punitive Damages

Punitive damages are intended not to compensate the plaintiff but to punish the defen-
dant for particularly reprehensible behavior. In practice, the distinction between punitive and
compensatory damages may be ambiguous because many large awards of general damages may
include an element that is based on the defendant’s conduct. By law, the amount of punitive
damages awarded need bear no relation to the amount of compensatory damages, except that
in some jurisdictions punitive damages may not be awarded without compensatory damages.!”
Punitive damages have not often been awarded in automobile-negligence cases, but recently
there has been a trend to allow punitive damages against drunk drivers.’®

Because the purpose of punitive damages is solely to deter reckless conduct, there is some
debate over whether they should be paid to the state, like a criminal fine; and whether they
should be insurable. The argument for payment to the plaintiff is that it encourages plaintiffs
to bring suit when their compensatory damages might not justify the expense. The argument
for allowing insurance rests on the weaker standard of proof in civil than in criminal cases (“a
preponderance of the evidence” rather than “beyond a reasonable doubt”), and the potential for
double jeopardy because a defendant might be required to pay punitive damages for the same
conduct in more than one suit (when more than one plaintiff is injured). In most states the
courts have ruled that automobile liability insurance does not cover punitive damages, except
where the policyholder is only vicariously liable for the actions of another driver.”® In at least 9
states, however, courts have found that an automobile insurance policy covered an award of
punitive damages against the policyholder.%

MULTIPLE SOURCES OF COMPENSATION

Many accident victims can obtain compensation from more than one source: another
motorist or his liability insurance carrier, and perhaps from their own first-party insurance.
First-party insurance may include certain automobile insurance policies such as no-fault
insurance or medical payments policies, and private health or disability insurance. The victim
may also obtain compensation from his employer (through paid sick leave) or government
assistance programs such as Medicare and Medicaid. In addition, more than one person may

15Shavell (1982).

17prosser (1971, p. 14).

18Thirteen states allow that intoxication without malice is a basis for punitive damages: Arizona, Arkansas, Con-
necticut, Florida, Illinois, Iowa, Mississippi, New Mexico, New York, Oregon, Pennsylvania, Tennessee, and Texas.
Annotation (1975). In addition, the California Supreme Court upheld a punitive-damage award in a drunk-driver case.
Taylor v. Superior Court, 24 Cal. 3d 890, 157 Cal. Rptr. 693, 598 P. 2d 854 (1979).

19Gee, for example, Peterson v. Superior Court, 31 Cal. 3d 147, 642 P. 2d 1305, 181 Cal. Rptr. 784 (1982) citing City
Products Corp. v. Globe Indemnity Co., 88 Cal. App. 3d 31, 151 Cal Rptr. 494 (1979). A vehicle owner may pe
vicariously liable for another’s negligence while driving his car under an “gutomobile consent” statute or the family
purpose doctrine.

20A1abama, Arizona, Arkansas, Mississippi, Oregon, South Carolina, Tennessee, Texas, and West Virginia. Annota-
tion (1982).
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be liable to the victim under the tort system. For example, in a two-car collision, a passenger
in one of the cars might be entitled to compensation from both drivers.2!

Collateral-Source Rule

Under the “collateral-source rule” the amount of damages for which the defendant is
liable is not reduced on account of the plaintiff’s ability to obtain compensation from other
sources, such as first-party insurance. The logic of this rule is that the plaintiff should reap
the benefits of purchasing first-party insurance, not the defendant. Although some plaintiffs
may obtain double compensation because of this rule, first-party insurance policies sometimes
require the victim to reimburse the insurer out of any tort recovery he obtains. Under some
policies, the first-party insurer is also “subrogated” to the victim’s tort rights, which means
that the insurer can sue the defendant to obtain reimbursement for the compensation it pro-
vided, even if the victim does not sue.

In some no-fault states the collateral-source rule is partially abrogated. In these states
the defendant is not liable for any damages that are compensated under the required no-fault
insurance. No-fault insurance benefits are said to be “set off” against the defendant’s liability.

Contribution and Indemnification

When more than one defendant is liable to the plaintiff, the burden of paying the award
is allocated according to the concepts of “joint and several liability,” “indemnification,” and
“contribution.” Under joint and several liability, each defendant is liable to the plaintiff for
the full award. Thus if one defendant is judgment-proof or has no assets that can be used to
fulfill the award, the other defendants must pay the entire award.

Indemnification and contribution are the principles by which defendants can allocate lia-
bility among themselves. Indemnification allows a complete shifting of liability. For example,
if someone is injured by a motorist who is driving someone else’s vehicle, the owner of the
vehicle may be liable to the victim under an owner-consent statute (which renders the owner
liable for the negligence of anyone using the vehicle with his consent). The victim would be
entitled to compensation from both the owner and the driver because of joint and several lia-
bility, but the owner might be able to obtain indemnification from the driver, and thereby
obtain reimbursement for any damages he paid the victim.

In contrast, contribution allows a partial shifting of liability. Under the traditional rule,
contribution was not allowed. However, many states have modified this rule, usually making
each defendant responsible for an equal share of the award. In the jurisdictions that have
adopted comparative negligence, however, contribution may be in proportion to the defendants’
relative negligence. ’

The status of the rules affecting multiple defendants is not well settled in the states that
have adopted comparative negligence. When the plaintiff as well as the defendants are negli-
gent, the concept of joint and several liability loses some of its appeal. Although most states
have retained the doctrine, in Vermont, New Hampshire, and Nevada a defendant is liable only
to the extent of his negligence.?? In these states, when one defendant is judgment-proof the
plaintiff cannot recover that part of his award from the other defendants.

The application of the rules of contribution and indemnification to defendants who settle
before trial may significantly affect the incentives to settle. When a defendant settles, he is

21In a state with a guest statute, a “social guest” would not be entitled to compensation from his host driver.
223chwartz (1974, pp. 80-81).
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released from further liability to the plaintiff and also to the other defendants,?® although the
other defendants may be liable for contribution to him.2* Under comparative negligence, it is
not obvious how settlement by one defendant affects the interests of others. In California, the
amount the plaintiff obtains in settlement is set off against the damages for which the other
defendants are liable,25 but in Wisconsin the nonsettling defendants are liable only for the part
of the award that is proportional to their combined negligence.”® The California rule provides
stronger incentives for the plaintiff and the most negligent defendants to settle, but it may
invert the principle of payment in proportion to negligence. As an example, assume a 5-
percent-negligent plaintiff who suffered damages of $10,000 and two defendants who were 10-
and 85-percent negligent, respectively. The plaintiff could settle with either defendant and
then collect the difference between the $9,500 he should recover and whatever he gets in settle-
ment from the other defendant at trial. The 85-percent-negligent defendant is likely to outbid
the 10-percent-negligent defendant for the right to settle. For example, the 85-percent-
negligent defendant might settle for $3,000, leaving the less negligent defendant liable for
$6,500. To outbid the more negligent defendant the 10-percent-negligent defendant would pro-
bably have to offer much more than his proper share.

In contrast, under the Wisconsin rule the plaintiff must take care to ensure that any set-
tlements he makes are compatible with the settling defendant’s negligence. Because degrees of
negligence are not determined until trial, the nonsettling defendants will attempt to inflate the
negligence of the settling defendant, thereby reducing their own liability. The plaintiff cannot
recover, from the other defendants, any difference between the settlement and the amount for
which the settling defendant is later found liable.

Setoffs of Counterclaims

As part of a single suit, the defendant may also seek compensation from the plaintiff by
filing a “counterclaim.” When both plaintiff and defendant are found liable to each other, set-
offs have traditionally been allowed. Instead of awarding each party the full amount of dam-
ages due from the other, the smaller award may be set off against the larger, and a single
award of the difference made. Basically an accounting transfer, the use of setoffs protects each
party from the risk of being unable to collect his award.

When awards are paid by liability insurers, however, the use of setoffs has very different
consequences. The effect of a setoff then is to reduce the amount of compensation that each
party would collect from the liability insurers by the amount for which each is liable. The lia-
bility insurers reduce their obligations by appropriating their policyholders’ rights to compensa-
tion. The use of setoffs in these circumstances has been denied by the courts in at least two
states, California and Florida,?” and by the legislatures in Oregon and Rhode Island.?®

At least in California. See Mill Valley Refuse Co. v. Superior Court, 108 Cal. App. 3d 707, 166 Cal Rptr. 687
(1980).

24Sears, Roebuck and Co. v. International Harvester Co., 82 Cal. App. 3d 492, 147 Cal Rptr. 262 (1978).

25 American Motorcycle Ass’n. v. Superior Court, 20 Cal. 3d 584, 578 P. 2d 899, 146 Cal. Rptr. 182 (1978).

26 Pjerringer v. Hoger, 21 Wis. 2d 182, 124 N.W. 2d 106 (1963).

27 Jess v. Herrmann, 26 Cal. 3d 131 (1979), Stuyvesant Ins. Co. v. Bournazian, 342 So. 2d 471 (1977).
28These two legislatures have disallowed setoffs in all comparative-negligence actions. Woods (1978, p. 362).
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NO-FAULT INSURANCE PLANS

Because of widespread dissatisfaction with the tort system, a number of no-fault
insurance plans were proposed in the 1960s and 1970s.% They were intended to supplement
and partially replace the tort system, by providing quick and certain compensation for all
automobile-accident victims without the necessity of determining fault. In 1971, Mas-
sachusetts became the first of 24 states to implement a no-fault plan.3® These plans vary
widely. Many of them supplement the tort system more than they replace it. Only a few
states have plans that substantially limit use of the tort system.

The basic elements of a no-fault plan are mandatory Personal Injury Protection (PIP)
insurance and a restriction on tort liability for automobile-accident injuries. Of the 24 states, 9
place no restrictions on tort liability. These states are referred to as mandatory or voluntary
“add-on” states, depending on whether they require motorists to purchase PIP insurance or
only require insurers to offer it. The other 15 states, which are called “no-fault” states, require
motorists to carry PIP insurance and also limit the right to sue for tort damages. (See Table-
2.2.)

No-Fault Insurance

Personal Injury Protection insurance compensates, without regard to legal negligence, all
occupants of the insured vehicle plus pedestrians and bicyclists injured by the vehicle. Com-
pensation is provided only for certain economic losses, primarily medical expenses and lost
wages, and only up to specified limits. Many plans provide only partial compensation for lost
wages, such as three-fourths (Massachusetts) or up to $100 per week (New Jersey).

Overall benefit limits range widely. Six states have overall limits of $5,000 or less while
three states (Michigan, New Jersey, and Pennsylvania) provide unlimited compensation for
medical expenses. No-fault insurance provides no compensation for general damages.

Tort Thresholds

Tort liability is restricted through the imposition of a “tort threshold.” In a no-fault
state, a victim is not entitled to compensation under the tort rules unless his injuries are more
severe than the threshold. The stringency of the thresholds, and thus the fraction of victims
who are denied tort compensation and payment for general damages, vary widely among the
states.

Tort thresholds may be verbal or dollar thresholds. Most states have both. To satisfy a
dollar threshold, the victim must incur a certain minimum in medical expenses ranging from
$200 (New Jersey, net of hospital expenses) to $4,000 (Minnesota). Even if the victim’s medi-
cal expenses do not exceed the dollar threshold, he is entitled to tort compensation if his inju-
ries exceed the verbal threshold. Verbal thresholds are generally quite strict, requiring injuries
such as “loss of a body member,” “permanent and serious disfigurement,” or “loss of sight or
hearing,” or death, but some states’ thresholds are satisfied by a fracture (Massachusetts) or by

ZRobert Keeton and Jeffrey O’Connell, two of the leading no-fault advocates, said of the tort system, “It provides
too little, too late, unfairly allocated, at wasteful cost, and through means that promote dishonesty and disrespect for
law.” Keeton and O’Connell (1965, p. 3).

304 twenty-fifth state, Nevada, adopted no-fault in 1974 but terminated its plan in 1980.
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Table 2.2

NO-FAULT LAWS

Acquisition of

Date First-Party  Limit on Benefits: Tort
State Intro. (PIP) Benefits Total or Medical Threshold

Massachusetts 1971 Mandatory $2,000 $500
Delaware 1972 Mandatory $10,000 None?
Florida 1972 Mandatory $10,000 Verbal only
Oregon 1972 Mandatory $5,000 None
South Dakota 1972 Optional $2,000 None
Virginia 1972 Optional $2,000 None
Connecticut 1973 Mandatory $5,000 $400
Maryland 1973 Mandatory $2,500 None
Michigan 1973 Mandatory Unlimited Verbal only
New Jersey 1973 Mandatory Unlimited $200°
Texas 1973 Optional $2,500 None
Washington 1973 Optional $10,000 None
Arkansas 1974 Optional $2,000 None
Colorado 1974 Mandatory $25,000 $500
Hawaii 1974 Mandatory $15,000 $1,500°
Kansas 1974 Mandatory $2,000 $500
New York 1974 Mandatory $50,000 Verbal only
Nevada 1974-1980¢  — None None
South Carolina 1974 Optional $1,000 None
Utah 1974 Mandatory $2,000 $500
Georgia 1975 Mandatory $2,500 $500
Kentucky 1975 Mandatory $10,000 $1,000
Minnesota 1975 Mandatory $20,000 $4,000
Pennsylvania 1975 Mandatory Unlimited $750
North Dakota 1976 Mandatory $15,000 $1,000

aNo restriction on initiation of tort action, but the injured party is pre-
cluded from pleading or introducing evidence into a lawsuit of those damages
for which PIP benefits are available.

bPolicyholder may elect to be subject to a $1,500 threshold if he is injured.

CFloating dollar threshold, adjusted annually. Calculated by ascertaining
the dollar amount below which 90 percent of nonzero claims are expected to
fall in subsequent year.

dNo-fault statute repealed, effective in 1980.

“any injury not confined to soft tissue” (New Jersey).?! Three states (Florida, Michigan, and
New York) impose only a strict verbal threshold, and no dollar threshold.

SUMMARY

The sets of state rules that determine liability for automobile accident injuriés all
emerged from the common law. The rules are continually revised, but reform was especially
significant and widespread during the 1970s. The most significant changes, reflecting an
increased concern for compensation of accident victims, were the widespread adoption of com-
parative negligence and of no-fault insurance.

3lExcept as noted, the language quoted is from the Massachusetts threshold, which also allows victims to recover in
tort if they incurred medical expenses greater than $500. The soft-tissue exemption has been omitted from the
optional $1,500 New Jersey threshold (see Appendix A).



III. THE REGULATION OF AUTOMOBILE INSURANCE

The automobile insurance market is regulated by the individual states. Each state regu-
lates both insurance consumers and insurance sellers. On the buyers’ side, motorists may be
required to purchase one or more types of coverage to protect themselves or to protect others
to whom they may become liable for compensation. On the sellers’ side, the states regulate
insurance companies both to prevent insolvencies and to guarantee that insurance is available
to all, at reasonable prices.

Government regulation of the insurance market is justified on the basis of two factors
that prevent an unregulated market from functioning well. First, it is argued that consumers
cannot accurately judge the quality of an insurance contract; in particular, they cannot monitor
the risk of an insurer becoming insolvent, and consequently unable to pay on future claims.
Consumers may also find it difficult to compare the prices and quality of service provided by
different insurers. Because prices depend on several rating criteria that vary across policyhold-
ers, consumers may learn little or nothing by comparing rates with their neighbors. And
because claims are rare events for most policyholders, it is difficult to assess the quality of a
insurer’s claims-handling process.

Second, the purchase of liability insurance creates positive externalities. Liability
insurance not only protects the assets of a liable motorist; it also ensures a source of compen-
sation for his accident victims. As one court declared, “Insurance is an instrument of a social
policy that the victims of negligence be compensated.”! The tort system cannot be relied on to
compensate injured motorists if judgments are not fulfilled because the defendant motorist has
no assets to attach.?

The primacy of state, as opposed to federal, regulation of the insurance industry is well
established. Federal intervention was initially precluded in 1868 by the Supreme Court’s hold-
ing in Paul v. Virginia® that the selling of an insurance policy was not “a transaction in com-
merce” and hence not subject to the interstate commerce clause of the Constitution. The prec-
edent established in Paul held until it was overturned in 1944 by the Court’s decision in United
States v. South-Eastern Underwriters Association,* which held that insurance is a form of inter-
state commerce, and consequently subject to federal regulation. This decision created turmoil
within the industry and among its regulators. In response, Congress reaffirmed the primacy of
state regulation with the McCarran-Ferguson Act of 1945.5 The limited exemption from federal
antitrust law that was provided by the McCarran Act has been narrowed somewhat by recent
Supreme Court decisions, however.®

State regulation of the insurance market takes two forms. On one side of the market, the
states encourage or require motorists to purchase various types of insurance coverage. On the
other, the states license insurance companies, monitor their financial condition, and exercise

1Cooper v. Government Employees Ins. Co., 51 N.J. 86 at 94, 237 A.2d 870 at 874 (1968), cited with approval in All-
state Insurance Co. v. Grillon, 251 A.2d 777 at 779 (1969).

2See U.S. Government Accounting Office (1979, pp. 9-13), and Joskow (1973) for more complete discussion of the
rationale for insurance regulation.

38 Wall, 168 (1868).

4322 U.S. 533 (1944).

%15 U.8.C. Secs. 1011-1015.
SKennedy (1983).

14
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some control over the rates they charge. The remainder of this section provides an overview of
the types of regulations. Appendix A presents details of the different state laws.

COVERAGE REQUIREMENTS

Because the tort system cannot be depended on to compensate innocent victims or to pro-
vide incentives for avoiding accidents to motorists who have no assets at risk in a tort suit, all
states have laws that encourage or require motorists to carry liability insurance. In addition,
some states also require motorists to carry first-party no-fault insurance. State insurance cov-
erage requirements are summarized in Table 3.1, and explained below. In the table, the states
are grouped by their coverage requirements and other rules according to a system that is
explained in Sec. IV.

First-Party Insurance

As noted in the discussion of no-fault systems, all no-fault states require motorists to
carry first-party Personal Injury Protection (PIP) insurance with certain minimum benefits.
In addition, some add-on states (called mandatory add-on states) also require motorists to
carry PIP insurance. In the optional add-on states, insurance companies are required to offer
PIP coverage with specified benefit limits, but motorists are not required to purchase it.

Required PIP benefits vary widely. Benefits for medical expenses are unlimited in some
states (Michigan, New Jersey, Pennsylvania). In others (Massachusetts, Maryland, and oth-
ers), total benefits, including medical expenses and lost wages, are limited to $2,000 or $2,500.

Often overlooked in the discussion of no-fault insurance systems is the fact that first-
party Medical Payments insurance is available in all tort states. Like PIP, this insurance pays
for the medical expenses of the driver and passengers of the insured vehicle, without regard to
fault. Typically, policy limits are relatively low (e.g., $2,000) and, unlike PIP, the Medical Pay-
ments coverage does not provide compensation for lost wages.

Liability Insurance

All states have a financial responsibility law (sometimes called a safety responsibility
law). These laws require each motorist involved in an accident to furnish proof of ability to
pay a judgment against him up to some minimum dollar limit (e.g., $15,000). Sometimes the
laws only apply to accidents where the property damage exceeds a certain minimum threshold
(e.g., $250). The motorist may furnish such proof by demonstrating that he carries liability
insurance with the required limits or by posting a bond. In some states, however, the statute
requires only that a motorist who fails to satisfy a judgment resulting from one accident show
that he is capable of satisfying future judgments. These laws, sometimes called “one-free
accident” laws, provide no security for victims of the first accident. As shown in Table 3.1, the
financial responsibility laws in 13 states do not require the motorist to prove ability to satisfy a
judgment resulting from the current accident.

In addition to financial responsibility laws, 28 states have enacted compulsory insurance
laws, 17 of which also require PIP coverage. Massachusetts enacted the first compulsory
insurance law in 1927, but most states did not enact such laws until the 1970s, usually in com-
bination with a no-fault law requiring PIP insurance (see Table 3.2).
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Table 3.1
INSURANCE COVERAGE REQUIREMENTS

Financial
PIP Responsibility Compulsory Uninsured
PIP Benefit Security for Liability Motorist
Group State Purchase  Limit($) Present Accident Insurance Insurance
Michigan Mandatory Unlimited No All vehicles No law
1 New Jersey Mandatory Unlimited Yes All vehicles Mandatory
New York Mandatory 50,000 Yes All vehicles Mandatory
Pennsylvania Mandatory Unlimited Yes All vehicles Mandatory
Colorado Mandatory 25,000 Yes All but motorcycle Optional
Florida Mandatory 10,000 Yes None Optional
2 Hawaii Mandatory 15,000 Yes All vehicles Optional
Kentucky Mandatory 10,000 No All vehicles Optional
Minnesota Mandatory 20,000 No All vehicles Mandatory
North Dakota Mandatory 15,000 Yes All but motorcycle Mandatory
Connecticut Mandatory 5,000 Yes Pvt passenger only Mandatory
Georgia Mandatory 2,500 Yes All vehicles Optional
3 Kansas Mandatory 2,000 Yes All vehicles Mandatory
Massachusetts ~ Mandatory 2,000 No All vehicles Mandatory
Utah Mandaiory 2,000 Yes All but motorcycle Optional
Delaware Mandatory 10,000 No All vehicles Optional
4 Maryland Mandatory 2,500 No All vehicles Mandatory
Oregon Mandatory 5,000 No All vehicles Mandatory
Arkansas Optional 5,000 Yes None Optional
South Carolina  Optional 1,000 Yes All vehicles Mandatory
5 South Dakota Optional 2,000 No None Mandatory
Texas Optional 2,500 Yes All vehicles Optional
Virginia Optional 2,000 No None Mandatory
Washington Optional 10,000 Yes None Optional
Alaska Not avail — Yes None Optional
California Not avail — No None® Optional
Illinois Not avail —_ Yes None Mandatory
6 Towa Not avail — Yes None Optional
Louisiana Not avail — Yes All vehicles Optional
Mississippi Not avail —_ Yes None Optional
New Mexico Not avail — No None Optional
Rhode Island Not avail —_ Yes None Optional
Idaho Not avail — Yes All vehicles Optional
Montana Not avail — No All but motorcycle Optional
7 Nevada Not avail — Yes All vehicles Optional
Oklahoma Not avail — Yes All vehicles Optional
West Virginia Not avail — Yes All vehicles Optional
Maine Not avail — Yes None Mandatory
Nebraska Not avail — Yes None Optional
New Hampshire Not avail — Yes None Mandatory
8 Ohio Not avail — Yes None Optional
Vermont Not avail — Yes None Mandatory
Wisconsin Not avail — Yes None Optional
Wyoming Not avail — Yes None Optional
Arizona Not avail — No All vehicles Mandatory
9 Indiana Not avail — Yes All vehicles Optional
North Carolina Not avail — Yes All vehicles Optional
Alabama Not avail — Yes None Optional
10 Missouri Not avail — Yes None Mandatory
Tennessee Not avail —_ Yes None Optional

9Because the compulsory insurance law operates as a financial responsibility law in California, it is
considered as such here.
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Table 3.2
COMPULSORY LIABILITY AND NO-FAULT INSURANCE LAWS

Liability Insurance No-fault Insurance
Date Date
" Intro- Enforcement Intro- Purchase
State duced  Mechanism® duced Required
Massachussetts 1927  Certif only 1971  Mandatory
New York 1957 Certif/verif 1974 Mandatory
N. Carolina 1958  Self-certif/verif —- Not available
Delaware 1972 Certif only 1972  Mandatory
Connecticut 1973  Self-certif/verif 1973 Mandatory
Maryland 1973  Certif only 1973 Mandatory
Michigan 1973  Certif only 1973 Mandatory
New Jersey 1973 Certif only 1973 Mandatory
Colorado 1974 None 1974  Mandatory
Hawaii 1974 Certif only 1974 Mandatory
Kansas 1974  Self-certif/verif 1974 Mandatory
Nevada 1974  Self-certif only 1974-80° No longer
S. Carolina 1974  Self-certif/verif 1974 Optional
Utah 1974 Serf-certif/verif = 1974 Mandatory
Idaho 1975  Certif only — Not available
Georgia 1975  Self-certif/verif 1975 Mandatory
Kentucky 1975  Self-certif only 1975 Mandatory
Minnesota 1975  Self-certif/verif 1975  Mandatory
Pennsylvania 1975  Self-certif/verif 1975 Mandatory
N. Dakota 1976  Self-certif/verif 1976  Mandatory
Oklahoma 1976  Self-certif/verif — Not available
Louisiana 1978  Self-certif only — Not available
Oregon 1978  Self-certif/verif 1972 Mandatory
Montana 1979  Self-certif only — Not available
Arizona 1980  Self-certif/verif — Not available
Texas 1982  Self-certif/verif 1973 Optional
W. Virginia 1982  Self-certif/verif — Not available
Indiana 1983  Certif only — Not available

aGelf-certif = self-certification of insurance coverage required to
register vehicle. Certif = other certification including documenta-
tion from insurer required for registration. Verif = law enforce-
ment officers may verify coverage.

bNo-fault statute repealed effective in 1980.

Compulsory insurance laws require that a motorist furnish proof of liability insurance in
order to register his vehicle. Enforcement procedures vary. In some states the motorist is
required to furnish documentation from his insurer in order to register his vehicle; in others he
need only certify that he carries such insurance. In some compulsory-insurance states, law-
enforcement officers may request proof of insurance whenever a vehicle is stopped for a traffic
violation. Sanctions for violation of a compulsory insurance law include loss of vehicle regis-
tration or driver’s license, fines, and jail sentences. ,

Insurance coverage requirements are difficult to enforce. In states where motorists ar
required to show proof of insurance to register their vehicles, they may cancel their coverage or
allow it to lapse after registration. North Carolina spends $1.3 million annually to enforce its
compulsory insurance law, which requires insurers to notify the state when a policy is ter-
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minated.” Although the penalty for violation of a financial responsibility law is usually suspen-
sion of one’s driver’s license, suspension often requires an administrative hearing and many
motorists continue to drive without a license. Furthermore, most accidents are not reported to
the state. A recent insurance-industry study found that, nationwide, only one-third of the
accidents reported to insurers that were required to be reported to the states were actually
recorded in state files.® Thus many violations of the financial-responsibility laws probably go
undiscovered.

Financial-responsibility laws apparently encouraged large numbers of motorists to insure
in the early part of this century, when they were first adopted.? Whether they are still influen-
tial today is not known.

The Problem of Uninsured Motorists

Regardless of the laws, many motorists carry no liability insurance. The estimates are
unreliable, but uninsured motorist rates may range from near zero in some states to as much as
30 percent in others (see Table 3.3). Variation within states is even greater. One estimate for
California finds that 15 percent of motorists are uninsured statewide, but that the rate varies
from only 2 or 3 percent in some of the most rural counties to as high as 20 to 23 percent in
the large cities.!” In Illinois, the estimate for Chicago is 40 percent, but only 15 percent for the
state.!!

An analysis of these rates in Appendix B indicates that compulsory liability-insurance
laws alone have no discernible effect on the number of drivers who do not carry insurance. In
states where no-fault insurance is also required, however, the uninsured-motorist rate is about
5 percent smaller on average.'?

In response to this problem, 49 states require insurers to offer Uninsured Motorist
insurance, and 19 of these require motorists to purchase it (see Table 3.1). Uninsured Motorist
insurance is a first-party policy that substitutes for the third-party liability insurance that the
uninsured motorist does not carry. If a motorist is injured and an uninsured motorist is liable,
the injured person’s Uninsured Motorist policy will pay the appropriate benefits. It may also
protect the policyholder against the risk of being injured by an underinsured motorist—a
motorist whose liability insurance limits are smaller than the compensation due; some policies
will pay the entire difference between the two. In addition, Uninsured Motorist insurance will
usually provide benefits when the policyholder is injured by a hit and run driver.

Uninsured Motorist insurance is a 'patch on the tort system. It can be criticized as forc-
ing the motorist to pay double premiums—once to provide coverage for others that the
motorist may injure, again to protect himself from the risk of being injured by others.

"Hearings before the Finance, Insurance and Commerce Committee, California Assembly, April 4, 1979. The Cali-
fornia Department of Motor Vehicles estimated that a similar law enacted in California would cost the state $11.5 mil-
lion to enforce.

8The fraction varies widely across states, from nearly zero to almost three-quarters. Some of the accidents reported
to insurers but not to the states may not have been accidents, but fraudulent claims. All-Industry Research Advisory
Committee (1981).

9Prosser (1971, p. 561) cites the following statistics from Wagner, “Safety Responsibility Laws—A Review of
- Recent Developments,” 1946, 9 Georgia Bar Journal 160, 166. Percentages of vehicles that were insured: New
Hampshire, 36 percent before, 85 percent after enactment of law; New York, 30 percent before, 75 percent after; Indi-
ana, 33 percent before, 74 percent after; Maine, 36 percent before, 60 percent after.

19California Department of Insurance (1979).

Reported in California Legislature Joint Committee on Tort Liability (January 1979, p. 78-29).

2The estimated difference between uninsured motorist rates, after controlling for other regulatory, industry, and
demographic factors, is 6.5 percent, with a 95-percent confidence interval ranging from zero to 13 percent. See Appen-
dix B for further details.
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Table 3.3
ESTIMATED UNINSURED-MOTORIST RATES

State Rate (%) State Rate (%)
North Dakota -15.6 Indiana 10.7
Minnesota -7.3 -Georgia 115
South Dakota -6.3  Louisiana 11.7
Nebraska -4.0 New York 12.0
Kansas —-3.5  Pennsylvania 12.1
Wyoming -3.4  Virginia 124
Utah -3.2  Colorado . 12.7
Iowa -1.1  Montana 13.4
Delaware 0.6 Maine 14.3
North Carolina 1.2 Vermont 14.5
Wisconsin 1.8  California 17.5
Hawaii 3.4  Massachusetts 17.5
South Carolina 3.8  New Mexico 17.8
Arkansas 5.7  Ohio 21.0
Missouri 6.2 Illinois 21.6
Kentucky 6.3 Idaho 21.7
Washington 6.4  Tennessee 21.7
West Virginia 71  New Hampshire 22.1
Maryland 7.5  Florida 22.3
Connecticut 8.8  Rhode Island 23.7
Nevada 88  Texas 23.7
Oklahoma 9.3  Oregon 27.4
Arizona 10.0  Alaska 27.8
New Jersey 10.3  Alabama 28.0
Michigan 10.6  Mississippi 32.1

SOURCE: Calculated from number of vehicles
registered and number insured as reported in AIPSO
Insurance Facts, 1980, 1981. The negative rates may be
due to a large number of farm vehicles that are insured
as private passenger cars but registered as trucks or
farm vehicles. See App. B for details of estimation pro-
cedure.

REGULATION OF THE INSURANCE COMPANIES
Every state has an insurance department, whose responsibilities can include:

Licensing insurance companies and agents.

Examining companies’ financial condition and claims-handling practices.

Regulating rates to ensure that they are neither inadequate nor excessive.

Resolving consumer complaints.

Enforcing unfair trade-practices laws.

Regulating residual-market mechanisms, which provide insurance for motorists who
cannot obtain voluntary-market coverage.

e Applying for court orders of liquidation, rehabilitation, or conservation of companies
because of insolvency.'® ,

13U.8. General Accounting Office (1979, pp. 14-15).
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State regulation of insurance companies developed in the early part of the twentieth cen-
tury, largely in response to “destructive competition” in the fire insurance business. A second
factor was the widespread perception that rates were unfairly discriminatory. In many cities,
competition for business was so intense, and rates ‘were driven so low, that claims after every
major fire would drive a number of insurers into bankruptcy. Industry attempts to insure rate
adequacy through voluntary organizations proved futile and, in the antitrust era of the Sher-
man Act, potentially illegal. Consequently, a number of states, beginning with Kansas in 1909,
enacted laws enabling the state to regulate insurance rates. Kansas required insurance com-
panies to file their rates with the state, allowed the insurance commissioner to revise them if
he found them either excessive or inadequate, and outlawed rebates. Most of the regulatory
laws sanctioned the use of rating bureaus through which insurers could combine their loss
experience and thereby derive more stable rates, and outlawed unfair discrimination.4

Contemporary Rate Regulation

More recently, rate regulation has focused less on rate adequacy than on rate equity. In
several states, notably Massachusetts and New Jersey, regulators have attempted to hold rates
to the lowest possible levels and to eliminate or reduce what are perceived as inequitable differ-
ences between the rates charged different drivers.

Insurance rates are traditionally based on factors such as the applicant’s age, sex, marital
status, and the “territory” where his vehicle is “garaged.” Many states have questioned the use
of these criteria, and have suggested placing a greater emphasis on the applicant’s accident and
traffic citation record. Currently, Massachusetts, North Carolina, and Hawaii bar insurers
from using the applicant’s age, sex, or marital status as a factor in setting rates!® (Mas-
sachusetts allows insurers to charge a higher rate to policyholders who have had a driver’s
license for less than three years'®). Massachusetts has also reduced the differences between
rates charged in different territories,'” and in California the County of Los Angeles initiated a
lawsuit against the state to restrict the use of geography as a rating variable.18

Seven states encourage but do not mandate the use of “merit rating,” under which a
driver’s premium depends on his accident or citation record. Under Massachusetts’ mandatory
merit rating plan, a driver is surcharged $50 for his first accident (and more for subsequent
accidents). The revenue collected is rebated to all accident-free drivers. South Carolina
requires companies to offer a 15 percent discount to policyholders with clean records.®

The method of rate regulation varies widely. In Massachusetts and Texas, the state sets
the rates that all insurers must charge. In other states, insurers must adhere to rates estab-
lished by a rating bureau, obtain approval from the insurance commissioner before charging a
set of rates, or simply file their rates with the commissioner (see Table 3.4). The last decade
has seen a trend toward less regulation and greater reliance on competition. The National
Association of Insurance Commissioners published an extensive study of this policy in 1974.2°
Currently, three states do not require insurers to file their rates with the state, and Illinois
does not even have a rating law.

“For a history of rate regulation, see Hanson et al. (1974, Vol. I, pp. 9-34), or Day (1970).
15U.8. Government Accounting Office (1979, p. 131).

8Stone (1977).

1TThid.

®Insurance Commissioner, State of California (1979).

18y.,8. Government Accounting Office (1979, p. 130).

20Hanson et al. (1974).



Table 3.4
INSURANCE RATE REGULATION AND RESIDUAL-MARKET MECHANISMS

Residual- Residual-
Rate market Rate market
State Regulation® Mechanism® State Regulation Mechanism
Alabama Mod prior approval AIP Montana Advisory/file & use AIP
Alaska Prior approval AIP Nebraska Prior approval AIP
Arizona Advisory/use & file AIP Nevada Advisory/file & use AIP
Arkansas Advisory/file & use AIP New Hampshire Prior approval Reins. Fac.
California Advisory/no file AIP New Jersey Prior approval AIP
Colorado Advisory/no file AIP New Mexico Advisory/use & file AIP
Connecticut Advisory/file & use AIP New York Prior approval AIP
Delaware File & use/bureau rate AIP North Carolina Mand bureau rates Reins. Fac.
Florida Advisory/use & file JUA North Dakota Prior approval AIP
Georgia Advisory/file & use ATP Ohio File & use/bureau rates AIP
Hawaii Advisory/use& file JUP Oklahoma Prior approval AIP
Idaho Advisory/no file AIP Oregon Advisory/file & use AIP
Illinois None AIP Pennsylvania Prior approval AIP
Indiana Mod prior approval AIP Rhode Island Prior approval AIP
Towa Prior approval AIP South Carolina  Prior approval Reins. Fac.
Kansas Prior approval AIP South Dakota Advisory/file & use AIP
Kentucky Advisory/use & file AIP Tennessee Prior approval AIP
Louisiana Mod prior approval AIP Texas State made rates AIP
Maine File & use/bureau rate AIP Utah Advisory/use & file AIP
Maryland Prior approval State Fund Vermont Prior approval AIP
Massachusetts State made rates® JuAd Virginia File & use/bureau rate AIP
Michigan File & use/bureau rates JUA Washington Prior approval AIP
Minnesota Advisory/file & use AIP West Virginia Prior approval AIP
Mississippi Prior approval AIP Wisconsin Advisory/use & file AIP
Missouri Advisory/use & file JUA Wyoming File & use/bureau rate AIP

State made rates: All insurers use rates established by state. Mandatory bureau rates: Insurer must charge
rates established by a rating bureau and approved by state, or apply to state for deviation. Prior approval:
Insurer must file rates before using. In some states the state must approve before rates can be used; in others
rates become valid if state does not disapprove. Modified prior approval: Rate changes based on changing
average losses become effective as soon as filed, but subject to subsequent disapproval. Changes to policyholder
classification system require prior approval. File and use/bureau rate adherence: Rates become effective when
filed, insurers must adhere to rating-bureau rates or file for deviation. Advisory/file and use: Rates become
effective when filed, bureau rates are advisory only. Advisory/use and file: Insurers may use rates and file
later, bureau rates are advisory only. Advisory/no file: Insurers need not file rates with state, bureau rates are
advisory only.

bATP — Automobile Insurance Plan or assigned risk plan. JUA — Joint Underwriting Association. JUP —
Joint Underwriting Plan. Reins. Fac. — Reinsurance Facility.

°Nominally, Massachusetts law requires prior approval of rates,
insurance commissioner has set rates continually since 1978.

Massachusetts had a reinsurance facility from 1974 until 1983.

but, under a provision of the law, the

21

The effect of rating laws is not clear. Comprehensive studies have failed to find any

effect of regulation on rate levels.?!

Insurance Availability

Another aspect of insurance pricing is the issue of insurance availability. Rate regulation

does little to protect the consumer whom insurers refuse to underwrite at the regulated or pre-

2l1ppolito (1979); U.S. Government Accounting Office (1979).
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vailing rates. Applicants who cannot purchase insurance in the voluntary market constitute a
“residual market.”?2 ,

The problem of serving the residual market has primarily been handled by the insurance
industry through the establishment of Automobile Insurance Plans (AIP), also called assigned
risk plans. The first of these was established in New Hampshire in 1938. Such plans
currently function in 41 states and the District of Columbia.23

In a state that has an AIP, when an agent is unable to find a firm willing to insure his
client, he submits an application to a central office, which randomly assigns the client to one
of the insurers writing policies in the state. That company is required to insure the applicant
at the AIP rate, which is usually somewhat higher than the standard rate for insureds in the
same risk class. Residual-market applicants are assigned to companies in proportion to the
volume of voluntary business the companies write in the state.

Nine states do not have AIPs. Instead, they use a Reinsurance Facility, Joint Underwrit-
ing Plan, Joint Underwriting Association, or a state insurance fund (see Table 3.4). These
alternative residual-market mechanisms were adopted beginning in 1973.2¢ The primary feature
that distinguishes them from an AIP is that the residual market is treated as a whole rather
than split among the various companies. The total loss experience of all residual-market poli-
cyholders is shared among the insurers in proportion to their voluntary writings in the state.
Under an assigned risk plan, each insurer bears the risk imposed by those policyholders
assigned to it; under the alternative plans, each insurer bears a share of the risk of the entire
residual market.?

Residual-market policyholders are typically the worst risks. Studies of the California,
Florida, Kansas, Pennsylvania, and Virginia residual markets show that the large majority of
residual-market policyholders are inexperienced, have no record of previous insurance, or have
a record of prior accidents or traffic violations.28

Almost all of the residual-market mechanisms operate at a loss.?” Rates in the residual-
market are invariably inadequate to cover the losses imposed by policyholders. Because those
losses must be offset by profits in the voluntary or other insurance markets (otherwise, insur-
ers would stop writing policies in the state), residual-market policyholders receive an implicit
subsidy from other policyholders. In some states this subsidy can average as much as $150
annually for each residual-market policyholder.?

Like the uninsured-motorist rate, the proportion of motorists who obtain coverage
through the residual market varies among states from a low of nearly zero to as much as 30 or
40 percent.” Industry officials attribute large residual markets to several factors:

¢ Inadequate voluntary-market rates.
* Residual-market rates that are competitive with voluntary-market rates.

2In many states the voluntary market is informally segmented into “standard” and “nonstandard” markets. The
nonstandard insurers, some of which are affiliated with large, standard companies, offer coverage to high-risk motorists
at higher rates than the standard insurers charge.

BAIPSO Insurance Facts (1980).

H1bid.
) %See Lee and Formisano (1975a,b,c) for an explanation and comparison of the various residual market mechan-
isms.

AIPSO Insurance Facts (1980, 1981).

2Ibid.

281hid. (Based on calculations from data presented therein.)

BIhid. (Based on calculations from data presented therein.) See Table B.1 for estimates of residual-market size by
state.
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e Enactment of compulsory-insurance laws that cause many drivers to seek insurance
for the first time.

e Withdrawal of major companies from the voluntary market in some states.
Insurers’ reluctance to offer voluntary policies because doing so will increase their
shares of the residual-market allocation.

e Placement of poor-risk applicants in the residual market by the insurance agent to
avoid termination of the agent’s relationship with an insurer or to protect the agent’s
profit sharing.3

A simple regression analysis, presented in Appendix B, suggests that the residual market is
larger in states with more stringent rate regulation, in states with alternative residual-market
mechanisms, and in states where the residual market is heavily subsidized by the voluntary
market.

SUMMARY

The automobile insurance market is heavily regulated in some states, but subject to only
minimal regulation in others. All states encourage their motorists to purchase liability
insurance; some require them to, and also require them to purchase first-party no-fault or
Uninsured Motorist insurance. All states oversee insurers, partly to protect policyholders from
insurance-company insolvencies. In addition, however, many states have become very active in
regulating insurance rates and risk-classification systems in order to eliminate what they per-
ceive as inequitable disparities in rates charged to various policyholders.

304 IPSO Insurance Facts (1980).



IV. CONCLUSION: PATTERNS ACROSS STATES

The automobile-accident compensation system is governed by a constellation of rules that
vary from state to state. In Secs. II and III we described the individual rules. This section
concludes our description of the state systems with an overview of the combinations of rules
found in each of the states.

The traditional classification system groups states into three types: tort, add-on, and no-
fault. Although this distinction is helpful, it does not capture important aspects of how
specific rules differ. For example, both Michigan and Massachusetts are no-fault states, but
they differ substantially in the levels of benefits provided and restrictions on the right to sue
for tort damages. Moreover, the traditional three-group classification does not take into
account other important rules, such as comparative negligence rules and compulsory liability-
insurance laws. Accordingly, we developed a classification system that comprises ten clusters
of states—each of which, however, is a subset of one of the three traditional groups.

THE CLASSIFICATION SCHEME

We attempted to develop a classification scheme using all of the important types of rules
that vary between states. These rules include:

Tort restrictions,

No-fault insurance benefits,

Comparative-negligence rules,

Mandatory-coverage laws (including financial responsibility, compulsory insurance,
and Uninsured Motorist insurance laws), and

* Insurance pricing and availability rules.

These rules are described in detail in Appendix A.

In our exploratory classification efforts, we used various clustering algorithms on the state
data. Clustering algorithms group similar objects together based on specified attributes of the
objects. Successful clustering allows one to describe an entire collection of data in terms of the
properties of a relatively small number of clusters. Here the objects are states and the attri-
butes are the liability rules and insurance regulations.

Clustering algorithms require the user to define a measure of “distance” or similarity
between states. The measure is a function of the states’ attributes. As an example, the dis-
tance between two states could be measured by the proportion of a specified set of rules that
differ between the states. The distance would be zero if the two states had identical laws and
one if none of their rules were exactly alike. One problem with this measure is that it fails to
take account of how different specific rules are—for example, it would treat pure and modified
comparative negligence rules as equidistant from contributory negligence. It also treats differ-
ences on different attributes as equally important, so that differences between financial respon-
sibility and compulsory insurance laws receive equal weight.

After experimenting with a number of clustering algorithms and distance measures, we
concluded that a subjective classification scheme was more useful. The mechanical clustering
procedures provided insight into the relations between different sets of rules, but ultimately did
not produce appealing clusters.

24
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Our subjective classification procedure is summarized in Table 4.1 together with the
resulting ten clusters. We classify the states according to whether they have tort thresholds,
the level of no-fault insurance benefits and whether no-fault insurance is mandatory, optional
or unavailable, the negligence rule and compulsory-insurance law. Although our classification
scheme, if strictly applied, produces thirteen state groups, three of these include only one state.
We merged each of these one-state groups with the closest group as indicated in Table 4.1.

The first three groups comprise the fifteen no-fault states. One of the important differ-
ences between these states, which our more refined classification captures, is the substantial
variation between benefit levels. Groups 4 and 5 are the traditional add-on states. Here we
distinguish between mandatory (Group 4) and optional (Group 5) add-on systems. Except for
Delaware and Washington, first-party insurance benefit levels are uniformly low. The 26 tort
states are grouped according to their negligence rules and whether they have compulsory-
insurance laws. Compulsory-insurance laws are rare in the pure-comparative-negligence states,
but have been adopted in about one-half of the modified-comparative and contributory-
negligence states.

RELATIONSHIPS AMONG LIABILITY AND INSURANCE RULES

Table 4.2 lists the states by group and several of their liability and insurance rules. The
table yields some interesting insights into the patterns of rules across states.

Since the no-fault insurance system is conceived as a substitute for tort liability, one
might expect to find that access to the tort system is more tightly restricted in the states with
high no-fault insurance benefits than in states with low benefits. As Table 4.2 shows, however,
this is not the case. Although the size of the tort threshold does increase as one moves from
low to medium PIP benefits (from Group 3 to Group 2), the high-benefit states (Group 1) have
either very high verbal thresholds or very low dollar thresholds.

All but one of the states that mandate no-fault insurance coverage (Groups 1 through 4)
also have compulsory-liability-insurance laws, and over half also require motorists to purchase
Uninsured Motorist insurance. In contrast, only 11 of the 32 states that do not mandate PIP
coverage (Groups 5 through 10) have compulsory-insurance laws, and fewer than one-third of
these mandate Uninsured Motorist coverage.

Comparative negligence may be viewed as a partial substitute for no-fault insurance,
because it should increase the number of accident victims who obtain tort compensation. The
majority of no-fault states have adopted comparative negligence, but they have almost always
chosen a modified form. The states that have adopted pure comparative negligence are pri-
marily tort states (Group 6). The three no-fault states that have adopted pure comparative
negligence have high or moderate PIP benefit levels and strict verbal tort thresholds (Groups 1
and 2).

Except for the no-fault states, however, pure-comparative-negligence states rarely have
compulsory-insurance laws. In contrast, about half (8 of 18) of the tort states that retain con-
tributory negligence or have adopted a modified form of comparative negligence (groups 7
through 10) have compulsory-insurance laws.

Examination of individual states is also revealing. Illinois (Group 6), for example, has
among the fewest state-imposed standards. Neither a no-fault nor a compulsory-insurance law
has ever been enacted, and Illinois is the only state that does not regulate insurance rates.
Contributory negligence was only recently abrogated there in favor of pure comparative
negligence.
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Table 4.1

STATES GROUPED ACCORDING TO SELECTED
AUTO ACCIDENT COMPENSATION RULES

Tort No-Fault Maxium No-Fault Traditional
Threshold | Insurance Medical Benefits States Group Group
High Michigan New York G
. roup 1
($50,000 or more) New Jersey Pennsylvania
Medium Colorado Kentucky®
Yes ($10,000 to Florida Minnesota Group 2 | No-Fault
Mandatory $25,000) Hawaii North Dakota States
Low Connecticut Massachusetts
(5,000 or less) Georgia Utah Group 3
Kansas
Med. ($10 to $25,000) Delawareb
--------------------------------------------------------- Group 4
Low ($5,000 or less) Maryland Oregon
Med. (($10 to $25,000) | Washington Add-on
......................................................... States
Optional Arkansas Texas Group 5
Low ($5,000 or less) South Carolina  Virginia
South Dakota
Compulsory
Negligence Liability
Rule Insurance
Yes Louisiana
Pure | TTttrtrmoomoommommmmmmmmmeees Tt
No comparative Alaska . M1ssxss1p}'n Group 6
negligence No California New Mexico
Illinois Rhode Island
Iowa
Idaho Oklahoma
Yes Montana West Virginia Group 7
A Ni)tbl Modified Nevada éI‘ort
varable | comparative Maine Vermont tates
negligence No Nebraska®¢ Wisconsin Group 8
New Hampshire Wyoming P
Ohio
Arizona North Carolina
Y . G 9
Contributory es Indiana roup
neglige
gligence No Alfibame'l Tennessee Group 10
Missouri

aMay reject first-party benefits in writing; then no tort restrictions.
bNo tort restriction on initiation of lawsuits, but no evidence may be introduced for damages already compen-
sated by first-party benefits.
“Nebraska has the slight/gross form of comparative negligence.
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Some states have virtually identical compensation-system rules. Both Pennsylvania and
New Jersey require motorists to purchase liability insurance and PIP insurance with unlimited
benefits, impose modest tort restrictions, follow modified comparative negligence, and require
prior approval of insurance rates. Although other pairs of states have very similar rules, none
are geographically contiguous. In general, there appears to be little geographic pattern to the
liability and insurance rules, except that the mid-Atlantic states have generally adopted no-
fault, compulsory-insurance, and comparative-negligence laws.

SUMMARY

Although all of the states began with the common-law tort rules for automobile accident
compensation, their courts have interpreted the common law differently, and many states have
adopted statutory reforms. As a result, currently there are fifty different systems for compen-
sating automobile accident victims.

The most significant difference among the state systems is the distinction between tort,
add-on, and no-fault states. Even within these groups, however, there are important differ-
ences. No-fault states provide very different levels of first-party insurance benefits and impose
significantly different restrictions on an accident victim’s right to sue for tort compensation.
Add-on states differ in the level of no-fault benefits and in whether motorists are required to
carry no-fault insurance. All of the states have different negligence rules, compulsory liability
and Uninsured Motorist insurance laws, and regulations concerning insurance pricing and
availability. Most states that mandate no-fault insurance coverage also require motorists to
purchase liability insurance, and the majority of no-fault states have adopted some form of
modified comparative negligence. Among the tort states, about half of the contributory-
negligence and modified-comparative-negligence states require liability insurance, in contrast to
only one of eight pure-comparative-negligence states. Otherwise, however, there are few nota-
ble patterns across state systems.






Appendix A

STATE LIABILITY RULES AND INSURANCE LAWS

FORMAT OF THIS APPENDIX

This appendix is a codebook—a catalog of the variables selected to describe each state’s
(1) liability rules, (2) no-fault insurance laws, (3) compulsory liability insurance laws, (4) finan-
cial responsibility laws, (5) uninsured motorist insurance laws, and (6) insurance regulations.
Within each of these six sets of rules, the variables describing the laws are named and defined,
the code assigned to each variable value is shown, and the number of states assuming each
coded value is listed. For each set of laws, we provide a summary table that lists the states and
their current (1983) values expressed in uncoded (verbal) form.

This appendix is intended to help the reader understand the patterns of laws within and
between states; it is not intended as an authoritative compendium of state laws. While we
were careful to obtain the most recent and accurate information reasonably available, we relied
heavily on secondary sources.

LIABILITY RULES

Liability rules determine who is responsible for compensating accident victims and how
the amount of compensation is to be determined. The fundamental liability rule in all states is
negligence.

The comparative negligence rule (COMPNEG) determines how the conduct of the injured vic-
tim (plaintiff) affects his recovery from an injuring party (defendant). The amount of tort
recovery is limited in some way by the plaintiff’s degree of negligence. Contributory negli-
gence, the traditional common-law rule, bars any recovery to the plaintiff when he contributes
in some way to the accident. Under comparative negligence, the plaintiff's recovery is
reduced in proportion to his degree of fault. Pure comparative negligence reduces the amount
of recovery by the fraction of total negligence attributable to the plaintiff regardless of the
extent of his negligence. The 50 percent form of comparative negligence, a modification of
the pure form, apportions recovery as long as the plaintiff’s negligence is not greater than
that of the defendant; otherwise recovery is barred. The 49 percent form, another modifica-
tion of the pure form, allows partial recovery as long as the plaintiff’s negligence is less than
the defendant’s. Another form of comparative negligence is the slight/gross rule. It allows
partial recovery if the plaintiff’s negligence is “slight” as compared to the defendant’s negli-
gence.

COMPNEG CODE # STATES
Contributory .........coviiiiiiiiiannnns 0 11
Slight/gross . .....covtiiiiii e, 1 2
49% comparative . .. .. e 2 10
50% comparative . ..........ccociinianaaann 3 15
Pure comparative . . ... 4 12
Total 50
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The retroactive effect (RETROEFF) indicates whether a comparative negligence rule applies
to cases being litigated at the time of the change even though the old rule was in effect at the
time of the accident. Some states allow limited retroactivity by applying the new rule only to
cases in which a claim has been filed but not yet brought to trial or in which there has been
no final judgment. Others allow only prospective application of the new rule. The remaining
states have not addressed this issue.

RETROEFF CODE # STATES*
Nomention ...........ccvviiiivininnnnnn. 0 18
Prospectiveonly .............. ... ..., 1 13
Limited retroactivity ...................... 2 8
Total 39

*(of those with comparative neg.)

The statute of limitations (STATLIM) is the maximum time in years within which legal
action must be initiated (an action filed) for personal injury claims. The starting time for
these statutes varies considerably among the states. It may be when the plaintiff is first
injured, when the plaintiff is first aware of the injury, when the plaintiff is aware of the full
extent of injury, when the plaintiff is aware of the cause of the injury, etc.

STATLIM CODE # STATES

L YeaT o e e 1 5

2 YEATS . i e 2 20

ByearS ... e 3 13

=T 3 ¢ 4 4

SR ) 5 1

B YeaTS . .t e e e e 6 17
Total 50

Guest statutes (GUESTAT) stipulate that a driver is not liable for injuries to his social guest
passengers that result from ordinary negligence. The rationale behind these statutes is that
the tort system is not needed to provide incentives for drivers to protect their passengers, that
it is ungrateful to sue one’s host, and that passengers and drivers might collude against the
driver’s liability insurer. Guest statutes have lost much of their popularity, and only eighteen
states currently have such statutes on the books. In six of these states, the statutes have
been ruled unconstitutional.

GUESTAT CODE # STATES
No o e 0 32
Yes .o 1 18

Total 50



Table A.1
LIABILITY RULES
State COMPNEG RETROEFF STATLIM GUESTAT
Alabama Contributory — 1 yes
Alaska Pure comparative Limited retroactivity 2 no
Arizona Contributory — 2 no
Arkansas 49% comparative No mention 3 yes
California Pure comparative Limited retroactivity 1 no
Colorado 49% comparative Prospective only 6 yes
Connecticut 50% comparative No mention 2 no
Delaware Contributory — 2 yes
Florida Pure comparative Limited retroactivity 4 no
Georgia 49% comparative No mention 2 ne
Hawaii 50% comparative Prospective only 2 no
Idaho 49% comparative Prospective only 2 yes?
Illinois Pure comparative No mention 2 yes
Indiana Contributory — 2 yes
Iowa Pure comparative No mention 2 yesb
Kansas 49% comparative Prospective only 2 no
Kentucky Contributory — 1 no
Louisiana Pure comparative No mention 1 no
Maine 49% comparative No mention 6 no
Maryland Contributory — 3 no
Massachusetts  50% comparative Prospective only 3 yes
Michigan Pure comparative Limited retroactivity 3 yes®
Minnesota 50% comparative Limited retroactivity 6 no
Mississippi Pure comparative No mention 6 no
Missouri Contributory — 5 no
Montana 50% comparative Prospective only 3 no
Nebraska Slight/gross No mention 4 yes
Nevada 50% comparative No mention 2 no
New Hampshire 50% comparative Prospective only 6 no
New Jersey 50% comparative Prospective only 2 no
New Mexico Pure comparative — 3 yesd
New York Pure comparative Prospective only 3 no
North Carolina  Contributory — 3 no
North Dakota 49% comparative No mention 6 no
Ohio 50% comparative No mention 2 yes®
Oklahoma 50% comparative Prospective only 2 no
Oregon 50% comparative Limited retroactivity 2 yes
Pennsylvania 50% comparative No mention 2 no
Rhode Island Pure comparative No mention 3 no
South Carolina  Contributory’ — 6 yes
South Dakota Slight/gross No mention 3 no
Tennessee Contributory No mention 1 no
Texas 50% comparative = Prospective only 2 yes
Utah 49% comparative No mention 4 yes
Vermont 50% comparative Prospective only 3 no
Virginia Contributory — 2 yes
Washington Pure comparative Limited retroactivity 3 no
West Virginia 49% comparative No mention 2 no
Wisconsin 50% comparative Limited retroactivity 3 no
Wyoming 49% comparative Prospective only 4 yes®

33

9Held unconstitutional. Thompson v. Hagan, 523 P.2d 1365 (1974).

bHeld unconstitutional. Bierkamp v. Rogers, 293 N.-W. 2d 577 (1980).

¢Held unconstitutional. Manistee Bank and Trust v. Mc Gowan, 232 N.W. 2d 636
(1975).

dHeld unconstitutional. McGeehan v. Bunch, 540 P.2d 2385 (1975).

¢Held unconstitutional. Primes v. Tyler, 331 N.E. 2d 723 (1975).

fSouth Carolina—49% modified comparative negligence was enacted in 1974 but
held unconstitutional in 1978 as violative of equal protection. Marley v. Kirby, 245
S.E. 2d 604 (1978).

8Held unconstitutional. Nehring v. Russell, 582 P.2d 67 (1978).
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NO-FAULT INSURANCE LAWS

As explained in Sec. II, none of the states has legislated a pure no-fault insurance system
providing unlimited benefits while completely eliminating tort liability. The states that have
no-fault insurance benefits require auto insurance companies to make available first-party poli-
cies with specific policy limits as a condition of doing business in the state. Purchase of these
benefits may be optional or mandatory.

First-party personal injury protection is available (AVAILPIP) if a state has legislatively man-
dated that automobile insurance companies offer such coverage or if the state insurance
department has established a plan under which insurers offer such coverage as in Washing-
ton. PIP insurance covers injuries to the driver, his passengers, and pedestrians. Some states
add this coverage to existing types of automobile insurance without restricting tort liability
(add-on states). Others (no-fault states) legislatively impose tort restrictions.

AVAILPIP CODE # STATES

NO o e 0 26

Yes .o 1 24
Total 50

Purchase of first-party benefits (PURCHBEN) in states offering no-fault type benefits may be
either optional or mandatory (compulsory first-party insurance).

PURCHBEN CODE  # STATES*

Mandatory . .......coiiiinin i 0 18
Optional .........cc.iiiiinniiieannnn.. 1 »_6
Total 24

*(of those with first-party benefits)

A tort threshold (TORTHRES) restricts an individual’s right to initiate a tort liability claim
(in no-fault states). The threshold must be overcome before an injured individual has the
legal right to make a claim under tort liability. Restrictions include minimum dollars of med-
ical expenses incurred (dollar threshold) or certain specified injuries sustained (verbal thresh-
old) such as death or loss of limb.

TORTHRES ' CODE  # STATES*

No (o 0 9

Yes ..o e 1 15
Total 24

*(of those with first-party benefits)

The threshold amount (THRESAMT) is the dollar amount of medical expenses that must
accumulate before a lawsuit may be initiated in a state with a tort threshold (TORTHRES).

THRESAMT CODE = # STATES*

None . ..o 0 3

8200 .. ... 200 1

$400 .. ..o 400 1

8500 ..t 500 5

8750 o e 750 1

81,000 ...t e 1000 2

81,500 ... e 1500 1

$4,000 ... e 4000 1
Total 15

*(of those with tort threshold)



A verbal threshold (VERBAL) describes the types of injuries that must be sustained (without
regard to the cost of treating them) before a tort liability claim may be made—a fracture or
spinal injury, for example. All states having a dollar threshold also have a verbal threshold.
Only three states impose a verbal threshold without imposing a dollar threshold (see
THRESAMT). The threshold in these three states is similar to Michigan’s, which requires
“significant and permanent loss of important bodily function, significant and permanent scar-
ring or disfigurement, or death.”

VERBAL CODE  # STATES*

NOo t i e e 0 0

Yes o e e e 1 15
Total 15

*(of those with tort threshold)

The overall maximum on benefits (MAXBENFT) is the maximum overall amount of first-
party coverage provided by PIP insurance. If there is an overall maximum, benefits may be
collected for any combination of covered losses such as medical expenses, wage loss, and
replacement services. States that do not set an overall maximum usually set ceilings on
specific benefits. For example, Colorado does not set an overall maximum but it limits
recovery for medical expenses ($25,000 within three years), wage loss (up to $125 per week for
one year), replacement services ($15 per day for one year), survivor’s benefits ($1000 paid to
victim’s estate), and funeral costs, which are not covered at all. Therefore, although Colorado
has no “overall” maximum, the most that anyone can usually recover under PIP is $37,975.

MAXBENFT CODE # STATES*
Nooverall maximum ...................... -1 12
31,000 ... . e e 1000 1
82,000 ... e 2000 1
82,500 . ... e e 2500 2
85,000 ... e e 5000 2
$10,000 ........ . 10000 3
$15,000 ... . e 15000 2
$50,000 . ... 50000 1
Total 24

*(of those with no-fault)

The medical limit (MEDLIMIT) is the maximum coverage for medical expenses under the
terms of a standard PIP insurance policy. Most states that do not specifically limit medical
benefits set an overall maximum (see MAXBENFT). Three states (Michigan, New Jersey,
and Pennsylvania) neither limit medical benefits nor impose an overall maximum on benefits.

MEDLIMIT CODE # STATES*
No medical limit ......................... -1 3
$2,000 ... e e - 2000 4
$2,500 ... .. e e 2500 1**
35,000 ... e e 5000 2
$10,000 ...t e 10000 1
$20,000 ... e e 20000 1
$25,000 . ... e 25000 1
Total 13

*(of those with no MAXBENFT)
**(Georgia has MAXBENFT=$5000)
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NO-FAULT INSURANCE LAWS

Table A.2

State AVAILPIP PURCHBEN TORTHRES THRESAMT VERBAL MAXBENFT MEDLIMIT
Alabama No — — — — — —
Alaska No — — — — — —
Arizona No — — — — — —
Arkansas Yes Optional No — — -1 5000
California No — —_ — - — —
Colorado Yes Mandatory Yes 500 Yes -1 25000
Connecticut Yes Mandatory Yes 400 Yes 5000 —
Delaware Yes Mandatory No?® — — 10000 —
Florida Yes Mandatory Yes 0 Yes 10000 —
Georgia Yes Mandatory Yes 500 Yes 5000 2500
Hawaii Yes Mandatory Yes 15000 Yes 15000 -
Idaho No — — — — — —
Illinois No — — — — — —
Indiana No — — — — — —
Iowa No — —_ — — — —
Kansas Yes Mandatory Yes 500 Yes -1 2000
Kentucky Yes Mandatory® Yes 1000 Yes 10000 —
Louisiana No — — —_ — — —
Maine No — — — — — —
Maryland Yes Mandatory No —_ — 2500 —
Massachusetts Yes Mandatory Yes 500 Yes 2000 —
Michigan Yes Mandatory Yes 0 Yes ~1 -1
Minnesota Yes Mandatory Yes 4000 Yes -1 20000
Mississippi No — — —_ — — —
Missouri No — — — — — —
Montana No — — — — — —
Nebraska No — — — — — —
Nevada No — — —_ — — -
New Hampshire No — — — — — —
New Jersey Yes Mandatory Yes 2009 Yes -1 -1
New Mexico No — — — — — —
New York Yes Mandatory Yes 0 Yes 50000 —
North Carolina No — — — — — —
North Dakota Yes Mandatory Yes 1000 Yes 15000 —
Ohio No — — —_— — — —
Oklahoma No — — — — — —_—
Oregon Yes Mandatory No —_ — -1 5000
Pennsylvania Yes Mandatory Yes 750 Yes ~1 -1
Rhode Island No — — —_ — — —
South Carolina Yes Optional No — — 1000 —
South Dakota Yes Optional No — — -1 2000
Tennessee No — — — — — —
Texas Yes Optional No — - 2500 -
Utah Yes Mandatory Yes 500 Yes -1 2000
Vermont No — — — — —_ —
Virginia Yes Optional No — — -1 2000
Washington Yes Optional® No — — -1 10000
West Virginia No — —_— — — — —
Wisconsin No — — — — — —
Wyoming No — No — — — —

%Delaware—No restriction on initiation of lawsuits but no evidence may be presented concerning damages already
compensated by first-party benefits.

Hawaii—Dollar threshold adjusted annually.
“Kentucky—Motorist may reject first-party benefits in writing; then no tort restriction.
9New Jersey—Policyholder may elect to be subject to $1,500 threshold.

€Washington insurers may offer PIP in accordance with a plan promulgated by the insurance department. In all
other states that offer PIP, the terms are dictated by state law.
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COMPULSORY LIABILITY INSURANCE LAWS

A compulsory liability insurance law requires drivers of certain types of motor vehicles to
purchase liability insurance with specified minimum policy limits. Certification and/or verifi-

cation of compliance is sometimes required. Sanctions for noncompliance are often specified in
the statute.

Vehicle coverage (VEHCOVGE) is required for drivers of certain types of vehicles.

VEHCOVGE CODE # STATES

None .....coiviiiiiiiiiii it 0 22

Allvehicletypes ..........cciiiiiiiinn... 1 22

All except motoreycles ... ... . oo, 2 5

Private passengeronly .............. .. ... 3 1
Total 50

Some type of certification (TYPECERT) is required in most compulsory liability insurance
states. Upon registering a vehicle, the motorist must either certify that he is insured (self-
certification) or produce satisfactory evidence that required security is in effect (other certifi-

cation).
TYPECERT CODE  # STATES*
None . vv ittt et e e 0 1
Self o et e 1 18
Other ...t i 2 9
Total 28

*(of those with compulsory ins.)

Verification is required (VERIFREQ) in some states. Verification of insurance is usually ran-
dom, e.g., whenever stopped by a law enforcement officer or after an accident.

VERIFREQ CODE  # STATES*

NO vt i e e e s 0 13

YeS o e e 1 15
Total 28

*(of those with compulsory ins.)

A termination notice (TERMNOTC) must be sent to a state agency (such as the department
of motor vehicles) in some states whenever compulsory insurance is terminated by the
insured. Upon notification, registration may be revoked or recertification required.

TERMNOTC CODE  # STATES*

NO i e 0 7

Yes e 1 21
Total 28

*(of those with compulsory ins.)
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Compulsory insurance law sanctions (COMPSANC) may be imposed for failing to adhere to
statutory liability insurance requirements. The penalties range from revoking the driver’s
license or registration to imposing a fine or jail sentence, or some combination.

COMPSANC CODE # STATES*

Loss of license or registration ............... 2 5

Fineor jailsentence ....................... 3 15

Loss of license/reg. and fine/jail ............. 4 8
Total 28

*(of those with compulsory ins.)



Table A.3

COMPULSORY LIABILITY INSURANCE LAWS

State VEHCOVGE TYPECERT VERIFREQ TERMNOTC COMPSANC
Alabama None — — — —
Alaska None — —_ — —
Arizona All vehicles Self Yes Yes Lic/reg and fine/jail
Arkansas None — — —_ —
California None? — — — —
Colorado All but mtreycle None No Yes Lose lic or reg
Connecticut Pvt passen only Self Yes Yes Fine or jail
Delaware All vehicles Other No No Fine or jail
Florida None — — - —
Georgia All vehicles Self Yes Yes Fine or jail
Hawaii All vehicles Other No Yes Lic/reg and fine/jail
Idaho All vehicles Other No Yes Fine or jail
Illinois None — — — —
Indiana All vehicles Other No Yes Fine or jail
Iowa None — — — —
Kansas All vehicles Self Yes Yes Fine or jail
Kentucky All vehicles Self No Yes Lic/reg and fine/jail
Louisiana All vehicles Self No Yes Lic/reg and fine/jail
Maine None — — — —
Maryland All vehicles Other No No Lic/reg and fine/jail
Masschusetts All vehicles Other No No Fine or jail
Michigan All vehicles Other? No No Fine or jail
Minnesota All vehicles Self Yes No Lose lic or reg
Mississippi None — — — —
Missouri None — — - —
Montana All but mtrcycle Self No Yes Fine or jail
Nebraska None — — — —
Nevada All vehicles Self No Yes Fine or jail
New Hampshire None — — — —
New Jersey All vehicles Other No Yes Lic/reg and fine/jail
New Mexico None’ — — — —
New York All vehicles Other Yes Yes Lic/reg and fine/jail
North Carolina  All vehicles Self Yes Yes Lose lic or reg
North Dakota All but mtrcycle Self Yes Yes Lose lic or reg
Ohio None® — — — —
Oklahoma All vehicles Self Yes Yes Fine or jail
Oregon All vehicles Self Yes Yes Fine or jail
Pennsylvania All but mtrcycle Self Yes No Fine or jail
Rhode island None —_ — — —
South Carolina  All vehicles Self Yes No Fine or jail
South Dakota None —_ — — —
Tennessee None — — — —
Texas All vehicles Self Yes Yes Fine or jail
Utah All but mtreycle Self Yes Yes Lose lic or reg
Vermont None — — — —
Virginia None — — — —
Washington None — — — —
West Virginia All vehicles Self Yes Yes Lic/reg and fine/jail
Wisconsin None — — — —
Wyoming None — — — —

aCalifornia—Technically, law is a compulsory-insurance law but it operates as a financial respon-
sibility law so we consider it as such. Calif. Veh. Code, Div. 7, Chapt. 1.

Michigan—Permits self-certification when registering by mail.

¢New Mexico and Ohio—Compulsory insurance laws adopted effective January 1984.
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FINANCIAL RESPONSIBILITY LAWS

Every state has enacted a law, commonly known as a financial responsibility law, under
which a driver involved in an accident (in which a specified minimum amount of damage is
suffered) must report the accident to a designated state agency within a certain time period.
Information about the accident must be reported. In addition, the driver may be required to
furnish proof of financial responsibility (by showing that he carries automobile liability

insurance or by posting a bond) up to certain minimum dollar limits.

Coverage for personal liability is required as proof of financial responsibility and two minimum
limits are set. One is a limit on the amount that will be paid per person (FRPLPER). The
other is a limit on the overall amount that will be paid per accident (FRPLACC) regardless of

the number of individuals involved (usually twice the individual limit).

FRPLPER / FRPLACC CODE
(per person/per accident)

$5,000/810,000 .. ..... ...t 5/10
$10,000/$20,000 .......... ..., 10/20
$12,500/$25,000 ...........i i, 13/25
$15,000/830,000 ... ...ttt 15/30
$20,000/$40,000 . ....... ...t 20/40
$25,000/850,000 ... ..... ..., 25/50
$25,000/Unlimited ........................ 25/999

Total

FRPDAMGE CODE
$1,000 ... e 1
85,000 ... 5
B7,500 ... e 8
$10,000 . ... e 10
$15000 . ... e 15
$25,000 ... 25
Total

RPTDOLAR CODE
None ...t e blank
50 e e e 5
B100 . ..ot 10
150 . .o e 15
B200 ... 20
250 .o e 25
$300 ... e 30
8350 i e 35
400 ... 40
500 .. 50

# STATES

Minimal insurance covering property damage (FRPDAMGE) is also required by financial
responsibility laws.

# STATES

1
19

1
26
2
1

50

An accident must be reported whenever a threshold dollar amount of property damage
(RPTDOLAR) is incurred in an auto accident.

# STATES
9

o
olm@l—‘c}wﬂ!—‘b—‘b—‘



An accident must be reported within a certain number of days (RPTDAYS) after the accident
(if the damage exceeds that required by RPTDOLAR).

RPTDAYS CODE # STATES
Immediate .......cvovvevvererninninnnnnas 0 4
Tday ... e 1 1
2daYS it 2 1
3days ... e 3 3
5days . .vhi it 5 11
10days . .vvviii e 10 21
15dAYS «vvv it 15 4
20daYS ... iiiii e 20 1
B0daYS . .iiv it 30 3
60days ...ttt i e 60 1
Total 50

In some states the driver is required to show proof of security for the present accident
(SCTYPRES). That is, he must have the ability to pay the claims of others against him if he
is at fault. Other states require only that the driver demonstrate ability to pay future claims
against him by acquiring liability insurance or by posting a bond.

SCTYPRES CODE # STATES

NO ottt et et e e i 0 13

YOS vttt et s 1 37
Total 50

Some states require a driver to show proof of ability to pay claims that may arise from future
accidents. Such proof is required for a specified number of years (ACCFUTPF) after the
present accident and may be in addition to proof of ability to pay claims from the present
accident (see SCTYPRES).

ACCFUTPF CODE # STATES

Notrequired ..........ccovniuiieennnenennns 0 32

lyear ...ttt i, 1 2

b Y | - 2 1

B Y. - 3 14

LI =Y | ¢ P S 5 1
Total 50

In most states, a driver convicted of being at fault in the present accident must also show
proof of future financial responsibility for a specified number of years (CONFUTPF).

CONFUTPF CODE # STATES
Notrequired ...........coiiuiniinnnennnn 0 8
BV 1 1
QYEATS « o v vviiie et e 2 1
BYOAIS « v vt i i e e 3 39
DYEATS . .t vt v i iiiiiiii e e 5 1

Total 50

41
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In the majority of states a driver must demonstrate his ability to satisfy a judgment (JUD-
SATIS) rendered against him in the present accident.

JUDSATIS CODE # STATES

No oo, 0 4

Yes o 1 46
Total 50

In addition, most states require a driver to show he can satisfy a judgment which might result
from any future accidents (JUDFUTPF) subsequent to the present one.

JUDFUTPF CODE # STATES
Notrequired ............................ 0 9
lyear ... .o 1 1
2YALIS & ittt 2 2
Byears ... e 3 37
B years . ... 5 1

Total 50
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UNINSURED MOTORIST INSURANCE LAWS

Uninsured motorist insurance laws require insurance companies to offer first-party
insurance to protect motorists against losses caused by an uninsured, underinsured, or hit-
and-run driver.

Motorists have the right to reject (RTREJECT) uninsured motorist coverage in writing in
over half the states.

RTREJECT CODE # STATES
NoUMIaw ....oviviiiiiiiiiiiiennnnens blank 1
Norighttoreject .......ocovviiiinennn 0 19
Righttoreject .........coviiiiennn. 1 30
Total 50

Most statutes require minimum policy limits. There are two limits. One is the maximum
that will be paid per person (UMPLPER). The other is the maximum that will be paid per
accident (UMPLACC), regardless of the number of individuals involved.

UMPLPER / UMPLACC CODE # STATES
(per person/per accident)
NODE .ttt blank 3
$10,000/$20,000 . .. ...ttt 10/20 12
$12,500/825,000 ... ... 12/25 1
$15,000/$30,000 ... .ot 15/30 12
$15,000/$40,000 ... ... 15/40 1
$20,000/840,000 ... ... . 20/40 6
$25,000/850,000 ... ... 20/50 15
Total 50

A minimum property damage (UMPDAMGE) coverage policy limit is also required under
some states’ uninsured motorist laws.

UMPDAMGE CODE # STATES
J o) V- N blank 35
85,000 ... e e 5 8
$10,000 ...ttt e 10 6
$25,000 ...t e 25 1
Total 50

The deductible (UMDEDUCT) may not exceed certain limits for property damage coverage
required by uninsured motorist laws in most states requiring its purchase.

UMDEDUCT CODE  # STATES*

NONE .t vttt ettt et blank 3

3 0 O 100 3

B200 ...t e i e e et e, 200 4

250 ittt e e e 250 4

300 . .t e e e 300 1
Total 15

*(of those requiring PD policy)
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Insurance companies are required to offer uninsured motorist insurance policies with limits up
to those the insured has purchased for bodily injury liability (UMBILIAB) in some states.

UMBILIAB CODE # STATES
No o 0 25
Yes oo 1 25

Total 50



Table A.5

UNINSURED MOTORIST INSURANCE LAWS

State RTREJECT UMPLPER UMPLACC UMPDAMGE UMDEDUCT UMBILIAB
Alabama Yes 10000 20000 — — No
Alaska Yes 25000 50000 — — No
Arizona No 15000 30000 — — Yes
Arkansas Yes 25000 50000 — — No
California Yes 15000 30000 — - No
Colorado Yes 15000 30000 — — No
Connecticut No 20000 40000 - — No
Delaware Yes 10000 20000 5000 250 Yes
Florida Yes - — — — Yes
Georgia® Yes 10000 20000 10000 250 Yes
Hawaii Yes 10000 20000 — — No
Idaho Yes 25000 50000 — — No
Illinois No 15000 30000 — — No
Indiana Yes 25000 50000 — — No
Towa Yes 15000 30000 — — No
Kansas No 25000 50000 — — Yes
Kentucky Yes 10000 20000 — — Yes
Louisiana Yes — —_ — — Yes
Maine No 20000 40000 — — No
Maryland No 20000 40000 10000 - Yes
Massachusetts No 10000 20000 — — Yes
Michigan — —_ — — — No
Minnesota No 25000 50000 — — Yes
Mississippi Yes 10000 20000 — — Yes
Missouri No 25000 50000 5000 — No
Montana Yes 25000 50000 — - No
Nebraska Yes 15000 30000 — — No
Nevada Yes 15000 30000 — — Yes
New Hampshire No 25000 50000 25000 — Yes
New Jersey No 15000 30000 5000 100 Yes
New Mexico? Yes 15000 30000 5000 250 Yes
New York No 10000 20000 — — Yes
North Carolina Yes 25000 50000 10000 100 No
North Dakota No 25000 50000 — — No
Ohio Yes 12500 25000 —_ — Yes
Oklahoma Yes 10000 20000 — — No
Oregon No 15000 30000 — — Yes
Pennsylvania No 15000 30000 — — No
Rhode Island Yes 25000 50000 10000 200 No
South Carolina No 15000 30000 5000 200 Yes
South Dakota No 15000 30000 — — Yes
Tennessee® Yes 10000 20000 5000 200 Yes
Texas Yes 10000 20000 5000 250 Yes
Utah Yes 20000 40000 — — No
Vermont No 20000 40000 — — Yes
Virginia No 25000 50000 10000 200 Yes
Washington Yes 25000 50000 10000 100 No
West Virginia Yes 20000 40000 5000 300 Yes
Wisconsin Yes 25000 50000 — — No
Wyoming Yes 10000 20000 — — No

8Georgia uninsured-motorist limits (UMPLPER/UMPLACC) increased to $15,000/$30,000 effective
January 1984.

bNew Mexico uninsured-motorist limits (UMPLPER/UMPLACC) increased to $25,000/$50,000 effec-
tive January 1984.

¢Tennessee uninsured-motorist limits (UMPLPER/UMPLACC) increased to $15,000/$30,000 effec-
tive January 1984.
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INSURANCE REGULATIONS

See Sec. III for a general discussion of state insurance regulation. Insurance rates are
regulated with varying stringency across the states.

The type of rate regulation (TYPEREG) differs among the states. “State made rates” means
that insurers must use rates formulated by the State Insurance Department. “Mandatory
bureau rates” indicates that an insurer must be a member of a rating organization before it
can write auto insurance policies. Rates devised by the bureau require the Insurance
Department’s approval. Deviations from these rates may be allowed, also with the
Department’s approval. “Prior approval” states require insurers to file rates and their sub-
stantiation with the Insurance Department. In some states, rates are not effective until
approved; in others, rates are not effective until a specified waiting period has expired (during
which time the Department examines the proposed rates and may disapprove them). “Modi-
fied prior approval” states allow insurers to charge new rates based solely on changing loss
experience as soon as they are filed, but they remain subject to subsequent disapproval. Revi-
sions of rating classifications remain subject to prior approval. “File and use/Bureau rate
adherence” states allow rates to become effective upon filing and Department approval is not
required. However, members of rating bureaus must adhere to bureau rates unless they file
separately for deviations. “Advisory/File and use” indicates that insurers ‘may use rates
immediately upon filing and Department approval is not necessary. Bureau rates are advisory
only. “Advisory/Use and file” signifies that bureau rates are only advisory and insurance
companies may use their own rates and file them afterward. “Advisory/No file” signifies
advisory bureau rates and no filing requirement. Rate regulation laws are often broadly clas-
sified as competitive and noncompetitive (or “less competitive”). The competitive or “open
competition” states are those with no rate regulatory law (None), a no-filing law
(Advisory/No file), or bureau rates that are only advisory (Advisory/File and use,
Advisory/Use and file). The remaining states fall into the noncompetitive category.

TYPEREG CODE # STATES
None ......ccoviiiini i, 0 1
Statemade rates ......................... 1 2
Mandatory bureaurates . ................... 2 1
Prior approval required .................... 3 18
Modified prior approval required ............. 4 3
File and use/Bureau rate adherence . .......... 5 6
Advisory/File anduse ..................... 6 8
Advisory/Use and file ..................... 7 8
Advisory/Nofile ......................... 8 3
Total 50

The residual market mechanism (RESDMKT) is the device through which insurance is pro-
vided to motorists who are unable to purchase insurance in the voluntary market because
insurers believe they impose too great a risk to insure at voluntary-market rates. Prior to
1970, all states had an Automobile Insurance Plan. Under this plan, also called an assigned-
risk plan, residual-market applicants are randomly assigned to one of the insurers that issues
policies in the state, and this insurer is required to offer coverage to the applicant at a special
regulated rate, usually somewhat higher than the voluntary-market rate. Random assign-
ments are proportional to the companies’ voluntary market shares. In a state with a rein-
surance facility, insurers may cede policies to the reinsurance facility. The insurer continues
to bill and settle claims for the policyholder, but premiums are forwarded to the facility and
the facility reimburses the insurer for claims payments and other expenses. Joint underwrit-
ing associations and plans function like a reinsurance facility, except that only one or a few
insurers provide service to residual-market policyholders. A state fund operates like a private
insurance company, except that losses are funded from the state budget.

RESDMKT CODE # STATES
Automobile insuranceplan.................. 1 41
Reinsurance facility ....................... 2 3
Joint underwriting association ............... 3 4
Joint underwritingplan .................... 4 1
Statefund ............ ... ... . ... ..., 5 1
Total 50



Table A.6
INSURANCE REGULATION

State TYPEREG RESDMKT
Alabama Mod prior approval AIP
Alaska Prior approval AIP
Arizona Advisory/u&f AIP
Arkansas Advisory/f&u AIP
California Advisory/no file ATP
Colorado Advisory/no file AIP
Connecticut Advisory/f&u AIP
Delaware F&u/bureau rate AIP
Florida Advisory/u&f JUA
Georgia Advisory/f&u AIP
Hawaii Advisory/u&f JUP
Idaho Advisory/no file AIP
Illinois None AIP
Indiana Mod prior approval AIP
Towa Prior approval AIP
Kansas Prior approval AIP
Kentucky Advisory/u&f AIP
Louisiana Mod prior approval AIP
Maine F&u/bureau rate AIP
Maryland Prior approval State fund
Massachusetts  State made rates® JUAb
Michigan F&u/bureau rate JUA
Minnesota Advisory/f&u AIP
Mississippi Prior approval AIP
Missouri Advisory/u&f JUA
Montana Advisory/f&u AIP
Nebraska Prior approval AIP
Nevada Advisory/f&u AIP
New Hampshire Prior approval Reins. Fac.
New Jersey Prior approval AIP
New Mexico Advisory/u&f AIP
New York Prior approval AIP
North Carolina Mand bureau rates  Reins. Fac.
North Dakota Prior approval AIP
Ohio F&u/bureau rate AIP
Oklahoma Prior approval AIP
Oregon Advisory/f&u AIP
Pennsylvania Prior approval AIP
Rhode Island Prior approval AIP
South Carolina  Prior approval Reins. Fac.
South Dakota Advisory/f&u AIP
Tennessee Prior approval AIP
Texas State made rates AIP
Utah Advisory/u&f AIP
Vermont Prior approval AIP
Virginia F&u/bureau rate AIP
Washington Prior approval AIP
West Virginia Prior approval AIP
Wisconsin Advisory/u&f AIP
Wyoming F&u/bureau rate AIP
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®Nominally, Massachusetts’ law requires prior
approval of rates, but under a provision of the law,
the insurance commissioner has set rates continu-
ously since 1978.
Massachusetts replaced its reinsurance facility
with a JUA in June 1983.



Appendix B

STATE UNINSURED-MOTORIST RATES
AND RESIDUAL-MARKET SHARES
by James K. Hammitt

The automobile accident compensation system cannot be relied on to provide compensa-
tion or financial incentives to avoid accidents if motorists are not financially responsible. An
accident victim cannot obtain any compensation from the liable motorist if the motorist is
judgment-proof (has no insurance or other assets that can be attached). Moreover, a motorist
with no personal assets at risk has no financial incentive to avoid injuring others unless he
faces increased insurance premiums or cancellation of required coverage. Consequently, all
states have adopted financial-responsibility laws, and many have also adopted compulsory
liability-insurance laws. In addition, the states have established residual-market mechanisms
to provide insurance for motorists who wish to, but are unable to, purchase insurance in the
voluntary market.

In this appendix we analyze the effect of compulsory-insurance laws on the uninsured-
motorist rate and on the size of the residual market. We also attempt to determine what other
factors influence these dimensions of the compensation system. Our method is to compare the
uninsured-motorist rates and residual-market shares in different states, controlling for the
effects of factors other than compulsory insurance laws by using multiple regression models.
We exploit the natural experiment created by the varying state regulations of insurance mar-
kets.

The first section of this appendix presents our estimates of the percentages of registered
vehicles that are uninsured, or insured through the residual market, in each state. Subse-
quently, we discuss some of the factors that might influence whether and where motorists pur-
chase insurance. Finally, we present our regression models and discuss their implications.

UNINSURED-MOTORIST RATES AND RESIDUAL-MARKET SHARES

We estimated the percentage of vehicles that are uninsured or insured through the resid-
ual market using data on total registrations and insurance coverage. The resulting estimates
are presented in Table B.1.! The average estimated uninsured-motorist rate is about 10 per-
cent, but the estimates range from below zero to 32 percent. Similarly, the estimated residual-
market share ranges between zero and about 25 percent. The below-zero estimates probably
result from discrepancies in the way registration and insurance statistics are gathered.?

The data we used is reported in AIPSO Insurance Facts, 1980. The U.S. Department of Transportation used a
similar method to estimate uninsured-motorist rates by state in 1967. See U.S. Department of Transportation, Driver
Behavior and Accident Involvement: Implications for Tort Liability, 1970, one volume of U.S. Department of Transpor-
tation, 1970.

ZRegistrations are counted by the states and insured vehicles by the insurers. Moreover, the definitions do not
coincide. Registrations include all new and renewal registrations of passenger cars during the year. Insured vehicles
are calculated as one-twelfth the number of insured vehicle-months for private passenger non-fleet vehicles. One pos-
sible explanation for the negative estimated rates is that pickup trucks and other vehicles that are insured as passenger
cars may be registered as trucks or farm vehicles. Supporting this hypothesis, the states with negative estimated rates
are primarily rural. Alternatively, if when motorists switch insurance carriers they carry coverage from both for a
period, this would decrease the estimated uninsured-motorist rate, perhaps driving it below zero.
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Table B.1

ESTIMATED UNINSURED-MOTORIST RATES AND RESIDUAL-MARKET SHARES
(In percent)

Uninsured Residual Uninsured Residual

Motorist Market Motorist Market

State Rate? Shareb State Rate? Share®
Alabama 28.0 0.7 Montana 134 0.1
Alaska 27.8 4.8 Nebraska -4.0 0.1
Arizona 10.0 0.9 Nevada 8.8 0.2
Arkansas 5.7 0.9 New Hampshire 22.1 11.7
California 17.5 3.2 New Jersey 10.3 24.3
Colorado 12.7 0.1 New Mexico 17.8 0.2
Connecticut 8.8 8.0 New York 12.0 114
Delaware 0.6 9.1 North Carolina 1.2 25.9
Florida 22.3 11.1 North Dakota -15.6 04
Georgia 115 5.5 Ohio 21.0 0.2
Hawaii 34 2.7 Oklahoma 9.3 0.3
Idaho 21.7 0.2 Oregon 27.4 0.2
Illinois 21.6 0.8 Pennsylvania 12.1 6.3
Indiana 10.7 0.1 Rhode Island 23.7 5.8
Towa -1.1 0.2 South Carolina 3.8 26.1
Kansas -3.5 3.7 South Dakota -6.3 0.2
Kentucky 6.3 1.8 Tennessee 21.7 3.0
Louisiana 11.7 121 Texas 23.7 4.5
Maine 14.3 3.9 Utah -3.2 0.0
Maryland 7.5 4.9 Vermont 14.5 3.3
Massachusetts 17.5 23.6 Virginia 12.4 8.5
Michigan 10.6 3.4 Washington 6.4 1.9
Minnesota -7.3 1.4 West Virginia 7.1 14
Mississippi 32.1 2.4 Wisconsin 1.8 0.2
Missouri 6.2 1.3 Wyoming -3.4 0.3

SOURCE: Calculated from numbers of vehicles registered and insured through volun-
tary and residual markets, reported in AIPSO Insurance Facts, 1980. Estimated rates are
averages of estimates for 1977 and 1978.

%100 x (registered vehicles — voluntary-market-insured vehicles — residual-market-
insured vehicles)/registered vehicles.

100 x residual-market-insured vehicles/registered vehicles.

What factors account for such disparities? Do compulsory-insurance laws reduce the
number of drivers who drive without insurance, and if so, do the drivers who purchase
insurance because of the law insure disproportionately through the residual market? Does
insurance rate regulation affect either the fraction who are uninsured or the fraction who
insure through the residual market?

SPECULATIONS

We have not developed a formal theory that describes whether motorists purchase
insurance and whether they must rely on the residual-market mechanism for coverage.
Instead, we will discuss a number of factors that should influence the proportions of uninsured
and residual-market motorists, relying on economic theory for guidance.
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We consider four factors that may affect the size of the uninsured-motorist and residual-
market populations: (1) compulsory-insurance laws, (2) insurance-industry competition, (3)
the type of residual-market mechanism used, and (4) demographic characteristics of the states.

Compulsory-Insurance Laws

All states have a financial-responsibility law requiring motorists to be able to compensate
others that they may injure. In many states, however, these laws are poorly enforced and
probably ineffective. Fully 28 states have also enacted compulsory-insurance laws, requiring
motorists to furnish proof of insurance in order to register their vehicles. Some states require
only that the motorist certify that he has such insurance, but others require him to present
documentation from the insurer, and allow law-enforcement officers to request proof of
insurance when they stop a vehicle for a traffic violation. Some states also require insurers to
notify the state when a motorist’s policy is cancelled. Sanctions for violation of compulsory-
insurance laws range from loss of driver’s license or registration to fines and jail sentences.

Compulsory-insurance laws provide an additional incentive to purchase insurance; conse-
quently, they should reduce the uninsured-motorist rate. It is also argued that these laws
foster the growth of the residual insurance markets, because the motorists who purchase
insurance only because of the law are disproportionately those who cannot obtain coverage in
the voluntary market.?

Competition in the Insurance Industry

Both the uninsured-motorist rate and the residual-market share should be smaller in
states where insurers actively compete for policyholders. In an uncompetitive, oligopolistic
industry, insurers would be likely to offer identical policies at high and uniform prices. In a
more competitive industry, insurers would be more innovative, seeking to lower their prices
and to devise new policies, marketing strategies, and pricing structures that would attract
motorists who are not well served by the existing variety of available policies. Insurers might
develop unique niches in this market, providing service to motorists who would otherwise not
purchase insurance or who would obtain coverage only through the residual market. In some
states, for example, there is an active “nonstandard” market that competes for the high-risk
motorists that “standard” insurers will not accept.

Although we cannot measure the extent of competition directly, competition generally
depends on market structure.* Market structure varies among the states according to types of
rate regulation imposed and the market shares held by different types of companies.

Rate regulation strongly affects competition. Some states set the rates that all insurers
must charge. In these states, it does not matter how innovative or efficient a company may be,
it must still charge the same rates as all other firms. Regulations in other states also restrict
insurers’ ability to engage in price competition, although nonprice competition may flourish.
Insurers in unregulated states should, in theory, behave more competitively.®

SAIPSO Insurance Facts, (1980), and Kopsick, (1981). Kopsick argues that the four most important factors in the
growth of residual markets are rate regulation, compulsory-insurance laws, the size of the nonstandard insurance
market (companies that insure high risks at higher than prevailing rates), and insurers’ perception of the stability and
reasonableness of the legislative and regulatory climate (p. 6).

4This is a fundamental tenet of industrial organization economics. See Scherer (1980).

5Somewhat contrary to our reasoning, Ippolito (1979) concludes that regulation does not serve as a means by which
insurers can collude on higher prices. His conclusion is based on statistical analysis of rates in ten states between 1966
and 1972,
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Insurance companies are described as direct writers or agency companies. Direct writers
employ their own networks of exclusive sales agents, or solicit customers by mail. In contrast,
agency companies rely on independent agents to sell their policies. Independent agents typi-
cally represent several companies, who pay them commissions. Agency companies are further
categorized as national or regional; the distinction is whether they are licensed to write policies
in most or all states, or in only a few.

Direct writers may incur smaller administrative expenses than agency companies because
of their different sales mechanism.? If so, they should be able to offer insurance at lower prices
than agency companies, and states in which direct writers have a larger market share may have
fewer uninsured and residual-market motorists. Similarly, the states where regional insurers
have a larger share may have fewer uninsured and residual-market motorists if the regional
companies offer policies that are better tailored to the needs of customers in the region than do
their national counterparts.

One of the most important structural variables in its effect on competition is industry
concentration.” Theory holds that higher concentration facilitates explicit or implicit collusion
among firms. Such collusion could include price-fixing and policy standardization, thereby
leading to higher uninsured-motorist rates and residual-market shares.

Higher concentration is not necessarily required for oligopolistic behavior in the automo-
bile insurance industry, however. This industry differs from others in that there is a legal
means for coordinating prices: the rating bureau. Rating bureaus exist, in part, because of
economies of scale in rate-setting. Rates are based on estimates of future losses, which are
derived from past loss experience. Because the accuracy or credibility of these estimates
increases with the number of prior exposures (vehicles insured), a larger company can estimate
its future losses more accurately than a small company, if both are forced to rely only on their
own experience. Instead, companies have joined together to form rating bureaus. Each
member company reports its losses to the rating bureau, which calculates predicted losses and
derives uniform rate levels for all of the member companies using their combined loss experi-
ence. In some states, companies are required to charge the bureau rates or to file for a uniform
deviation (i.e., an equal percentage discount from the bureau rates, justified by the company’s
lower operating expenses). In other states, companies are free to charge any rates, but the
bureau rates can serve as a focal point for implicit collusion.?

The legality of rating bureaus counteracts the standard paradigm that higher concentra-
tion produces greater collusion. An industry composed of many small firms might be one in
which all firms charged uniform bureau rates, thus achieving perfect collusion. Effective price
competition may require that individual firms be large enough to set rates independently.’
Thus competition in the industry may increase as concentration increases from low to
moderate levels, although a highly concentrated industry might be less competitive.

Concentration in the automobile insurance industry is low to moderate in comparison
with other American industries. A common measure of concentration is the combined market
shares of the top few firms. The combined share of the top three firms in a state, called the
“three-firm concentration ratio,” ranges from 20 to 50 percent. The national concentration

6See Joskow (1973) and Cummins and VanDerhei (1979).

TScherer (1980).

8Danzon (1983) argues that rating bureaus do not allow insurers to engage in cartel-like pricing, but simply provide
services, such as rate-setting, for which economies of scale are not exhausted for smaller firms.

90ne rating bureau representative estimates that 15 to 20 percent of insurance companies, which write 80 to 85 per-
cent of private passenger automobile insurance, write enough policies to derive sufficiently accurate rates without rely-
ing on a rating bureau. Hanson (1974, p. 579).
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ratio is 26 percent.!? In contrast, national concentration ratios for twelve representative indus-
tries range between 17 and 68 percent, with an average of 41 percent.!! Thus, over the range of
insurance-industry concentration found in this country, higher concentration may be associ-
ated with greater competition.

Residual-Market Mechanisms

All states have some mechanism for providing insurance to motorists that insurers refuse
to underwrite at prevailing rates. Forty-one states continue to use an Automobile Insurance
Plan, under which residual-market claimants are randomly assigned to an insurer. Nine states
have replaced their AIPs with joint underwriting associations or plans, reinsurance facilities, or
state funds (see Table 3.4). Are these alternative plans successful in reducing the uninsured-
motorist rate? How do they affect the size of the residual market?

Residual-market rates in many states are inadequate to cover the losses imposed by poli-
cyholders. As a class, residual-market policyholders receive an implicit subsidy to the extent
that their premiums do not cover losses. The size of this subsidy is a measure of the difference
between the premium charged residual-market policyholders and the premium that insurers
would require to offer them coverage in the voluntary market. In states where the subsidy is
larger, we would expect more motorists to insure through the residual market.

Demographics

Some states may. have more uninsured or residual-market motorists because they have
more poor risks, or because of different income levels.. We attempt to control for these differ-
ences between states by including variables such as the percentage of licensed dtivers who are
younger than twenty-five or who live in metropolitan areas (both characteristics are generally
associated with higher insurance risk), and median family income.

Calculated from data published in Best’s Review, August issues, 1977 through 1981.
1gcherer ( 1980, p. 72) presents the following national three-firm concentration ratios for 1970:

Industry Concentration Ratio (%)
Shoes (except rubber) 17
Cement 20
Petroleum refining 25
Paints 26
Fabric weaving 30
Brewing 39
Ordinary steel 42
Antifriction bearings 43
Storage batteries 54
Refrigerators 64
Glass bottles 65
Cigarettes 68
Simple average 41

Unless the same firms are market leaders in every state, state concentration ratios will generally exceed national
ratios.
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THE UNINSURED-MOTORIST RATE

Table B.2 presents our regression model for explaining the uninsured-motorist rate. To
protect against overfitting, we specified the model using data for 1977 and then estimated its
parameters using 1978 data (these are the only years for which we have complete data avail-
able). The estimated parameters are very similar for both years. However, it is not appropri-
ate to make formal tests for the equality of the parameters between years because there is a
high residual correlation between state observations across subsequent years. The final esti-
mates presented in Table B.2 are based on a third data set in which all variables are equal to
their 1977-1978 means.!? These estimates are very similar to those derived using either year
alone.!3

Table B.2

UNINSURED MOTORIST RATE REGRESSION ESTIMATES®

Predictor Variable Coefficient t-statistic
Compulsory no—fault and liability insurance -6.574 -2.027
Compulsory liability insurance only -0.084 -0.025
Alternate residual market mechanism -0.448 -0.124
Weaker rate regulationb 0.619 0.815
Direct writers’ market share (%)° -0.402 ~2.503
Regional companies’ market share (%)° -0.311 -1.534
Median family income ($100)% -1.930 -2.043
Average daily hospital cost ($100)¢ 9.590 2.502
Percentage of population living 0.093 1.389
in metropolitan area
Intercept 35.111 2.771

Dependent variable: Percentage of registered vehicles that are not insured.
Residual Standard Deviation = 8.96

R? = .398

Fg,40 = 2.941

Sample Size = 50

9All variables equal to 1977-1978 averages.

bState-wide rates = 1, Mandatory bureau rates = 2, Prior approval = 3,
Modified prior approval = 4, File and use/bureau rate adherence = 5,
Advisory/file and use = 6, Advisory/use and file = 7, Advisory/no file = 8,

None = 9.
¢Calculated from data in Best’s Review, August issues 1977 through
1981. ‘

4(J.S. Bureau of the Census (1979).
€Health Insurance Institute (1981).
AU.S. Bureau of the Census (1981).

12An alternative procedure would be to estimate the model using all 100 observations (50 states x 2 years). But
because we cannot assume residuals in the same state to be independent, we would need to assume or estimate some
more complex covariance structure. Such efforts did not seem justified given the limited data and rather arbitrary
model specification.

13We used several regression-diagnostic tools, including Cook’s distance, DFBETA, and studentized residuals, to
check whether our model is oversensitive to any single observation or small group of observations. No difficulties were
found, although Alaska has a substantial effect on the coefficients for family income and hospital cost because its
values for these variables are so high. In particular, the states with negative estimated uninsured-motorist rates (see
Table B.1) are not influential. We considered a number of possible methods for revising the negative estimates, but
none seemed attractive. Because we are using an additive model, the negative rates should not cause much trouble.
When we reestimated the model after setting all of the negative rates equal to zero, the parameter estimates were very
similar. For discussion of regression diagnostic tools, see Cook and Weisberg (1982) and Belsley, Kuh, and Welsch
(1980).
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Our model suggests that compulsory liability-insurance laws, when combined with manda-
tory PIP coverage, are associated with lower uninsured-motorist rates. Compulsory-insurance
laws alone, however, do not seem to have any effect.* The model indicates that, in states with
compulsory no-fault and liability-insurance laws, an estimated additional 6.5 percent of
registered vehicles are insured. A 95-percent confidence interval for this estimate ranges from
about zero to 13 percent.

The types of residual-market mechanism and of rate regulation have no apparent effect
on the uninsured-motorist rate. However, the market share of direct writers, median family
income, and average daily cost of a hospital visit are all statistically significant predictors. One
possible explanation for the coefficients of these variables is that the number of motorists who
insure depends on the price of coverage, relative to motorists’ incomes. Our estimates suggest
that more motorists are insured in states where direct writers have a large market share. We
argued above that direct writers are able to offer coverage at lower cost than agency companies.
Similarly, there are more uninsured motorists in states where the average daily cost of a hospi-
tal visit, a possible proxy for the cost of insurance, is high. Finally, the higher the median
family income, the lower the uninsured-motorist rate. This last result suggests that more peo-
ple will purchase insurance if their incomes are high.

THE SIZE OF THE RESIDUAL MARKET

Our model for explaining the proportion of motorists who obtain coverage through the
residual market, like that for the uninsured-motorist rate, was selected by estimating a number
of alternative specifications from the 1977 data, and testing the final model on 1978 data.
Again, the estimated coefficients are very similar, and the estimates reported in Table B.3 are
derived from the average 1977-1978 data. Unlike the uninsured-motorist-rate regression, the
dependent variable in Table B.3 is the logarithm of the residual-market share.! This model
specification implies that the different factors interact multiplicatively rather than additively.

The existence of a compulsory-insurance law has no detectable effect on the size of the
residual market. Motorists who seek insurance because of these laws do not appear to be
disproportionately those who cannot obtain voluntary-market coverage. In contrast, the types
of residual-market mechanism and of rate regulation are strongly associated with residual-
market size. Residual-market shares average three times as large in the states that have
replaced their AIP with an alternative mechanism (a 95-percent confidence interval extends
from about 1.5 to 6). Whether this association results because the alternative mechanisms are
a less painful way for insurers to provide coverage to the residual market, and thus weaken
incentives to control its growth, or because these mechanisms have primarily been adopted by
the states that have large residual markets for other reasons, is not clear from these data.
Recall that our analysis of the uninsured-motorist rate produced no evidence that the alterna-

“These and all other similar statements are ceteris paribus. We cannot prove a causal relationship, of course. It
may be that compulsory-insurance laws are effective even without mandating PIP coverage, but that these laws have
been adopted primarily in states that have high uninsured-motorist rates for other reasons that are not accounted for
in our model.

15We added 1/6 to the percentage residual-market share before taking its logarithm to remove the discontinuity at
zero. We also tested this model for sensitivity to individual observations using the regression diagnostic tools described
above. No overly influential observations were found. An interesting finding is that the studentized residuals for Mas-
sachusetts and New Jersey, two states known for their large residual markets, are negative and insignificantly different
from zero. These states are not outliers from the model, and the regression diagnostic tools indicate that they are not
influential in determining its fit.
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Table B.3

RESIDUAL-MARKET SHARE REGRESSION ESTIMATES?

Predictor Variable Coefficient t-statistic
Compulsory liability insurance law? 0.070 0.408
Alternate residual market mechanism 1.117 3.373
Average annual subsidy to

residual market vehicles ($100)° 1.148 3.366
Missing subsidy datad ~1.454 —4.742
Weaker rate regulation® -0.236 -3.913
Combined market share of

3 leading insurers (%) -0.057 -2.733
Regional companies’ market share(%)f -0.078 -4.548
Percentage of licensed drivers

younger than 258 0.060 0.881
Intercept -0.843 -0.564

Dependent variable: log (fraction of registered vehicles insured
through residual market + 1/600)

Residual standard deviation = .766

R? =784

Fg 41 = 18.603

Sample size = 50

@All variables equal to 1977-1978 averages.

No law = 0, compulsory insurance enforced by self-
certification only = 1, enforced by stricter requirements = 2.

cCalculated from data in AIPSO Insurance Facts, 1980,
1981.

dData missing for Arizona, Florida, Hawaii, Idaho, Mary-
land, Massachusetts, Missouri, Montana, Nebraska, Nevada,
New Hampshire, North Carolina, North Dakota, Oklahoma,
South Carolina, South Dakota, Texas, Utah, and Wyoming.

eState-wide rates = 1, Mandatory bureau rates = 2, Prior
approval = 3, Modified prior approval = 4, File and use/bureau
rate adherence = 5, Advisory/file and use = 6, Advisory/use
and file = 7, Advisory/no file = 8, None = 9.

fCalculated from data in Best’s Review, August issues, 1977
through 1981.

8U.S. Department of Transportation (1979).

tive mechanisms reduce the proportion of uninsured motorists. These mechanisms appear to
divert motorists from the voluntary market, not from the uninsured population.

States that apply stricter forms of rate regulation have larger residual markets on aver-
age. Regulation does appear to prevent insurers from competing to insure the relatively high-
risk motorists. Our model implies that, corresponding to every one-point increase on our
nine-point scale of rate-regulation stringency, the residual-market becomes 27 percent larger (a
95-percent confidence interval ranges between 12 percent and 43 percent). Over the entire
range, from no regulatory law to state-made rates, the estimated increase is over eight-fold.
Similarly, the states in which residual-market rates are set much too low to cover losses also
have large residual markets. Every dollar by which residual-market rates are inadequate to
cover losses corresponds to an estimated 1.2 percent increase in residual-market size (a 95-
percent confidence interval extends from 0.5 percent to 1.8 percent). A $150 average subsidy
(about the largest we observe in our data) corresponds to more than a five-fold increase in the
size of the residual market, compared with no subsidy.

Residual-market shares are smaller, on average, in states where regional insurers have a
large share of the market, and in states with high overall concentration as measured by the



58

three-firm ratio. Regional insurers may be more likely to insure applicants who cannot obtain
coverage from the national firms, and a relatively high concentration may promote industry
competition.

SUMMARY

Compulsory-insurance laws alone have no discernible effect on the number of motorists
who drive without insurance. Combined with mandatory no-fault coverage, however, they do
appear to reduce the uninsured-motorist rate. Possible explanations are that the compulsory-
insurance laws in the no-fault and mandatory add-on states are more effectively enforced, or
that motorists are more likely to purchase insurance when part of the coverage will be used to
compensate their own injuries. '

Compulsory-insurance laws do not seem to affect the size of the residual market, contra-
dicting the claim that residual markets are larger where a compulsory-insurance law forces
motorists to seek insurance for the first time. Alternative residual-market mechanisms are
found in states with large residual markets, but have no apparent effect on the uninsured-
motorist rate. This suggests that residual-market mechanisms compete with the voluntary
market but do not increase the total number of insured motorists. Consistent with this
hypothesis, states with stricter rate regulation and large subsidies to the residual market have a
larger share of their motorists insured through the residual market.
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