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This paper brings a critical eye to the current conversation about “social inflation,”
reaching the conclusion that the current calls for legal system reform—whether that
be controls on attorney advertising, clamping down on litigation financing, revisiting
of fee recovery rules, or other similar reform proposals—currently lack the empirical
support and analytical comprehensiveness for . regulators and legislators to act with
confidence that the requested reforms will do more good than harm.

In a variety of States, insurance premiums are rising faster than general inflation,
some insurers are becoming insolvent, and some insurers are leaving markets entirely.
Insurers are pointing to social inflation as a major cause. “Social inflation” is the ter-
minology for the assertion that lawyers, litigation financers, contractors, and other
opportunists including perhaps policyholders themselves, are increasingly causing
insurers to overpay claims and incur unwarranted LAE, often in litigation settings
where the problem is exacerbated by gullible jurors and changing societal attitudes
toward businesses and insurance companies.

This paper explores several potential concerns with the arguments for legal system
reform. Three concerns in particular are whether the literature adequately not only
models the possible benefits to insurers of legal system reforms, but also the possible
harm to consumers; whether the literature adequately explains why the proposed
reforms are likely to be more successful than prior reform efforts; and whether there
is yet sufficient development of the social inflation argument to act on it..

This paper concludes that so far, there is not enough data for a regulator or legislator
to confidently embrace further legal system reform. The reforms may be advisable.
But it is too soon to tell, and there is significant risk that the reforms would do more
harm than good.
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ABSTRACT

This paper explores whether regulators and legislators need more information before
embracing the current argument that social inflation necessitates immediate legal
system reforms to stabilize insurance markets. Social inflation is a term describing how
insurers are overpaying claims and incurring unwarranted loss adjustment expenses
(LAE), often in litigation settings where the problem is exacerbated by gullible jurors
and changing societal attitudes toward businesses and insurance companies. Social
inflation generally is thought to be caused by lawyers, litigation financers, contractors,
and other opportunists, including perhaps policyholders themselves. In a variety of
states, a connection is perceived between social inflation and some insurers either
becoming insolvent or leaving markets entirely.

This article analyzes whether data presented in recent literature on social inflation
is sufficient for regulators and legislators to adopt a new wave of requested legal
system reforms. This paper explores several potential concerns of legal system reform:
Whether the literature adequately models the possible benefits to insurers of legal
system reforms, as well as the possible harm to consumers. Whether the literature
adequately explains why the proposed reforms are likely to be more successful than
prior reforms. And whether there is yet sufficient development of the social inflation
argument to act on the asserted conclusion that suspect actors are illegitimately
changing societal attitudes to achieve unwarranted results.

This paper concludes that as yet, there is not enough data for a regulator or
legislator to confidently embrace further legal system reform. The reforms may be
advisable, but it is too soon to tell, and there is significant risk that the reforms would
do more harm than good.

1. Insurance is one of the focuses of the author’s teaching and research. The author has published several
scholarly papers on insurance topics, including having placed multiple papers in peer-reviewed journals. The
author has been an invited presenter on insurance topics to the FHFA and the NAIC. The author presently serves
as a Consumer Representative to the NAIC. The author formerly was a business litigation attorney, primarily for
the defense.
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Introduction

Social inflation is a term that broadly refers to the same concepts as the prior terms:
litigation crisis, malpractice crisis, legal system abuse, and lawsuit crisis. Overall, the
concern is that a combination of factors outside of insurer control and extraneous to
the merits of a claim are causing the size and frequency of frivolous plaintiff's verdicts
and judgments to explode. These factors include changing societal attitudes, which
are opportunistically exploited by third-party actors, such as lawyers and third-party
litigation financers (TPLFs) (e.g., APCIA et al., 2022; IRC, 2020; lll, 2022a; Fan et al.,
2021). Recent scholarly research and white papers on social inflation can be divided
into work attempting to measure social inflation (descriptive literature) and work
arguing that social inflation requires legal system reforms (prescriptive literature).
The prescriptive literature argues that without legal system reforms, the stability
and solvency of insurance is at best uncertain (e.g., APCIA et al., 2022; IRC, 2020; llI,
2022a; Fan et al., 2021).

This paper analyzes those arguments by first providing an overview of the recent
literature and then describing any potential concerns in the overarching analytical
approach of the literature. Finally, the paper discusses any potential concerns with
the particular arguments made for reform and concludes that the literature does not
yet provide sufficient data for regulators and legislators to act.

The assertion that social inflation merits legal system reform is not a new hypoth-
esis but is, once again, in vogue. In recent years, “social inflation is among the most
talked-about phenomena in property and casualty insurance and civil justice circles.
There is hardly an insurer earnings call or industry conference where social inflation
is not addressed.” (Theodorou, 2021). “The proportion of conference calls among the
largest insurers that contain the phrase ‘social inflation’ has stayed essentially at zero
until 2017 while rising to over 50% in 2020.” (Oh, 2022). In the January 5, 2023 “social
inflation” email newsletter of the Insurance Information Institute (lll), the Il CEO stated:
“... we've leveraged our immense digital capabilities and driven thousands of people
per day to our website and some 8,000 key decision makers to our research through
social media campaigns. As we kick off 2023, our team knows there’s still much to
be done to draw attention to this important issue. The year ahead will be pivotal for
addressing legal system abuse.”

Prior iterations of a call for legal system reforms have faced the criticism that the data
did not align with the requested reforms. In 1986, for example, the prominent academic,
Michael Saks, wrote, “If the lawsuit crisis exists, serious evidence of it should not be
too difficult to find. In fact, the more awful the problem, the more plentiful and glaring
should be the evidence. | have begun such an inquiry, but so far, the hard evidence
has been, to put it mildly, elusive.” (1986a). That same year in a different publication,
Saks (1986b) wrote, “Legal policy-making often goes on in grand indifference to and
occasionally even in defiance of available relevant empirical evidence.” As Saks (1986a,
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First, the prescriptive social inflation literature provides insufficient information for
a regulator or legislator to know that the benefits of reforms outweigh the potential
harms. In an economic segment as large as insurance and insurance claims, there are
inevitably instances of misbehavior at all junctures and by everyone, including due to
actors and other factors both external to insurers (“exogenous”) and internal to them
(“endogenous”). Some consumers file false claims. Some claims adjusters knowingly
adjust claims unfairly. Some attorneys, litigation financers, and contractors seek to
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Vidmar (1993) analyzed pain and suffering awards in medical malpractice cases to
test the research findings of jury antipathy against wealthy defendants. Vidmar found
the prior work “methodologically flawed beyond redemption” and further through his
own empirical work found “no support for the deep pockets effect.” Paik et al. (2013a,
2013b) published a pair of papers analyzing the effectiveness of damages caps as a
response to perceived medical malpractice crises and found no correlation of reforms
to reduction in damages awards. Peters (2022) analyzed the case for social inflation
and nuclear verdicts accounting for sinking profits of medical malpractice insurers
and found the cause was not jury verdicts but rather insurers’ “competitive strategies
that keep premiums from keeping up with inflation.” Black et al. (2021) published a
book that broadly analyzed the possible efficacy of legal reforms capping medical
malpractice damages by limiting them and forestalling a medical malpractice crisis.
The book largely concluded there was no efficacy. More targeted work on aspects of
medical malpractice reform or tort reform has been done by Vairo (2016), Helland and
Seabury (2015), and Geisman (2013), among others. This work finds no clear evidence
of the net success of reforms. Hawkins and Knake (2019) undertook a self-described
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factors cohere into a wave of successful frivolous litigation and argues for particular
reforms in response.

There are two possible concerns with the premise that legal system reform is
justified because frivolous litigation is causing an unwarranted increase in the size and
frequency of verdicts and judgments. Because the premise assumes that plaintiff’s
victories predominantly are frivolous, the first concern is whether the proponents
of reform have adequately addressed the possibility that the cost of reforms—the
reduction of not only successful frivolous claims but also of meritorious claims—may
outweigh the benefits. Because the reform movement is not writing on a clean slate
but rather follows a series of earlier reform movements that did not clearly achieve
their desired impacts, the second concern is whether the proponents of the current
movement have adequately described why a regulator or legislator should expect a
different outcome this time.

Neither of these concerns are dispositive. The suggested reforms may be well
conceived and may work. However, the validity of these two concerns bears further
exploration.

Turning to the first concern, frivolous litigation undoubtedly carries a cost to insurers.
Through a combination of paid judgments on meritless litigation, paid judgments that
are larger than the evidence justified, and settlements overpaid because of fear of
such outcomes, frivolous litigation could cause insurers to experience a vicious cycle
of unsustainable loss ratios and/or premium rises to account for these loss ratios, all
tracking back to claims that had no merit.®

However, creating barriers to frivolous litigation may also carry costs to consumers.
A consumer typically has less power, resources, knowledge, and ability to absorb
loss than an insurer and is under more economic pressure to resolve a claim than an
insurer. These asymmetries create a moral hazard-like incentive for insurers to adjust
claims below fair value.* In these circumstances, litigation may be the best or only
tool to level this playing field. Therefore, barriers to litigation can leave consumers
uncompensated or under-compensated.

Litigation reforms would not only make frivolous claims harder to file, more expen-
sive to pursue, harder and less profitable to win, and more expensive to lose, but the
reforms would also place these barriers on meritorious claims. Therefore, a regulator
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and/or frivolous (e.g., APCIA et al., 2022°). Other times, the literature implicitly (and
occasionally explicitly) assumes that increased claims litigation and increased adverse

outcomes (to the insurer) are reasons sufficient to adopt legal system reforms (e.g.,
Djazayeri, 2020



Journal of Insurance Regulation 9



10 Journal of Insurance Regulation

claims reaching exorbitant and ever-increasing final judgments, which in turn lead
to ever-increasing settlement of latter, evidence-free claims) that either preceded,
survived, or were remedied by the Twigbal decisions. And much of the disparity in
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for frivolous legal outcomes. As the Institutes phrase this position: “Younger and more
diverse jurors are more distrustful of corporations, whether due to suspicions about
‘capitalist greed’ or concerns about systemic discrimination. ... many potential jurors
see corporate America as hoarding massive profits at the expense of the average
person. And they will be more likely to try and punish corporations due to ‘fairness,’
even if the punishment is disproportionate to the actual issues in a case” (Taylor,
2021; accord, Daly & Mandel, 2020; Fan et al., 2021; 1ll, 2022a; Pain, 2020; IRC, 2020;
Mackeprang & Karol, 2021).

The concern about changing societal attitudes is not new. For example, in 1976,
the President of Aetna Insurance wrote about “...the concept of entitlement, which
holds that everyone is entitled to whatever coverage he or she wants or needs,” which
he concluded was resulting in “...an epidemic of litigation” because “...people are
increasingly prone to sue over just about anything ... and they're likely to sue just
about anybody,” in no small part because of “...feelings of hostility against insurance
companies, which are imagined as big and rich enough to pay big court awards” and
“...afeeling that everyone is entitled to a big piece of the action, if only they have the
opportunity to sue.” (Watkins, 1976).

Because the concern is not new, there has been ample time to study the veracity of
the intuitions about changing attitudes. The resulting data, however, remains unclear
(Pain, 2020). In the 1990s, the question about whether generational shifts in attitudes
translated into greater or larger verdicts for plaintiffs was studied, and the academic
work did not support the conclusion (Vidmar, 1993; Hans, 1998; Vidmar et al., 1998).
Academic work on the overall attitude of Millennials and Gen X’ers does confirm a
heightened sense of entitlement compared to the 1990s (Chatzopoulo & de Klewiet,
2020). But based on claims frequency data, Verisk concludes that still, “there has not
been an increasing propensity to sue.” (McCarthy, n.d.). And Mackeprang (2020) finds
that while all else being equal, jury awards are higher in areas with greater levels of
income inequality, “inequality does not predict the likelihood of plaintiffs winning a
case.”

Anti-business and anti-insurer attitudes translating into improperly awarded and
inflated judgments still may occur. Kelley et al. (2018) theorize that with the increased
prevalence of artificial intelligence, there will be an increased number of eliminated
jobs causing greater wealth inequality and, in turn, increased social inflation. But there
is no evidence that the feared shift has happened yet or is going to happen.

Which is not necessarily surprising. Trial by jury of civil actions in the U.S. is an
intentionally designed “cradle to grave” system imposing procedures when lawsuits
are filed to screen out frivolous cases, procedures on appeal to reverse judgments
unsupported by sufficient evidence, and multiple procedures during trial to ensure
verdicts do not become judgments if based on bias or if lacking sufficient evidentiary
support. These trial procedures include that potential jurors who in jury selection are
identified as being unable to hear the evidence without bias are excused for cause,
and parties are given peremptory strikes to excuse potential jurors whose answers to
jury screening questions do not rise to the level of a “for cause” strike but nonetheless
the parties have doubts about. Jurors are reminded and instructed throughout trial
to decide matters only on the evidence presented at trial. Jurors then deliberate until
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they collectively can, depending on the jurisdictional rule, either unanimously or by
super-majority agree upon a verdict. And the verdict is subject to trial court review to
confirm that it has support by sufficient evidence, resulting in the verdict either being
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« While litigation rates are infinitesimal and declining (Daly & Mandel, 2020), litigated
claims can cost multiple amounts more than non-litigated claims (FLOIR, 2021a;
Daly & Mandel, 2020).

« Also, the total dollars expended in the tort system (both costs and awards) is
perhaps as much as $429 billion (U.S. Chamber, 2018; accord, Daly and Mandel,
2020).

However, studies suggest that these time and money costs are necessary to avoid
unfair results. Antill and Grenadier (2022) looked directly at the issue. They created a
model to test the competing arguments that “litigation financing encourages frivolous
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Lawyers Assertions about plaintiff's lawyers take two rhetorical forms: “Look at the
level of attorney advertising,” and “Look at the tactics they use in court.” The initial
evidence on each is appealing. For example, there is a lot of attorney advertising,
and there seems to be more every day. But does this initial evidence connect these
behaviors to increasingly unfair outcomes? There is no evidence of that yet.
Advertising. The prescriptive social inflation literature frequently identifies increasing
attorney advertising as one of the drivers of social inflation (e.g., APCIA et al., 2022;
Theodorou, 2021; Pain, 2020; IRC, 2020). There is data showing an increasing preva-
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protection are all vehicles being used to build up paper damages that then form the
basis for inflated settlements or judgments.”

Again, it is possible the litigation procedures that are meant to prevent entry of
judgment of verdicts unsupported by sufficient evidence are failing, but there is a
dearth of clear data supporting the point (Abraham, 2022*%). And in the few reported
instances of a trial judge considering the matter, the judge has rejected the assertion
that the procedures failed in their trial.*4

Conclusions About Attorneys. Murray et al. (2020), on behalf of the American
Transportation Research Institute (ATRI), comprehensively studied the role of attor-
neys—both plaintiff and defense—as an explanation for increasing verdict frequency
and size. They found that to the extent that attorneys were part of the explanation,
as often as not the issue was on the defense side, where the combination of client
dictated cost minimization and the business model of defense attorneys (paid by
the hour) were the predominant “attorney” factors in outcomes. Pain (2020) comes
to a similar conclusion in his paper for the Geneva Association. Neither ATRI nor the
Geneva Association are positionally inclined as cheerleaders for the plaintiff's bar.
Plaintiff's attorneys may be a big part of the problem, but the evidence supporting
this conclusion so far is lacking.

TPLFs Another focus of the prescriptive social inflation literature is on litigation
financers (sometimes called either “TPLFs” or “TPLF") (e.g., APCIA et al., 2022; Pain,
2020; Fan et al., 2021; lll, 2022b; Cianflone, 2022; Theodorou, 2021; IRC, 2020; Murray
et al., 2020). As Fan et al. (2021) assert: “We are concerned that TPLF is an expensive
and blunt tool to enable legal disputes, with potentially harmful economic and ethical
consequences. ...\We see TPLF as a contributing factor to the trend of social inflation
in the U.S. ...We find TPLF contributes to social inflation by incentivizing litigants to
initiate and prolong lawsuits.” As with plaintiff’s attorneys, the intuitive appeal of this
argument may seem strong, but the data supporting the conclusion is less clear.
TPLFs certainly are an increasingly frequent player in claims disputes, and there is
some evidence that when they are present, they change the cost and course of cases.
Both Fan et al. (2021) and Sedgwick (2022) report a material rise in the involvement
of TPLFs in litigation. Abrams and Chen (2013) find litigation funders create greater
backlog in courts, fewer finalizations, and lower clearance rates (although they note
these may be transitory effects of the entry of litigation funders that do not persist).
Fan et al. (2021) find the increased presence of TPLFs correlates to the frequency of
large jury verdicts, which in turn puts financial stress on insurers. Oh (2022) similarly
finds “third-party funding corresponds to an increase in litigation and court caseloads.”
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tained by the U.S. Federal Judicial Center found that TPLFs expand access to justice
and the plaintiff's reward is not directly affected (Lera et al., 2022).1

All these findings are interesting, but none of them speak directly to the social
inflation hypothesis, which is that TPLFs contribute to the frequency and size of frivolous
outcomes. And in that regard, the data so far is not supportive. Rather, as described
earlier in this paper, through a model of the settlement negotiation between a plaintiff
and a defendant as a continuous-time stochastic bargaining game, Antill and Grenadier
(2022) found that litigation financing does not lead to the filing of risky frivolous
lawsuits but does encourage lawsuits that are less risky than lawsuits that are filed
without financing, and litigation financing does deter defendants from engaging in
wasteful bullying strategies.

So, in the end, the assertions about TPLFs seem to fare similarly to the assertions
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legislators themselves. The assertion is that some changes in the law are widening
the opportunity for frivolous verdicts and judgments. The literature primarily points to
two examples—rollbacks of tort reforms and extensions of statutes of limitations. For
example, IRC (2020) posits that because the supreme courts of at least eight states
have overturned tort reforms, additional incentives are created for more lawsuits to
be filed and for claimants to seek higher settlements. And other prescriptive social
inflation literature points at the extension of statutes of limitations (primarily for bringing
claims of sexual abuse of minors, although sometimes for COVID-related claims),
arguing that this could stress insurer financial health (e.g., IRC, 2020; Bhagavatula
et al., 2019). Both assertions briefly are addressed below. The conclusion reached is
that there is not yet data connecting either rollbacks of tort reforms or extensions of
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Outcomes

The final step of the social inflation hypothesis is outcomes. The literature often takes
a deep dive into verdict and judgment data, and with some frequency, the data is
pointed to as in and of itself being evidence of a social inflation problem meriting
immediate legal system reform.
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However, upon closer inspection, the graphs use different years, a different number
of years, and in the second graph, one line is a linear regression while the other isn't.
If the graphs are redrawn to use the same years, the same number of years, and if
both lines are presented as a linear regression, then the graphs look like this:
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So why is reliance on the data on nuclear verdicts possibly problematic? First,
when considered as a whole, the data on nuclear verdicts is unclear. Second, large
verdicts are not the same thing as large judgments. And finally, before adopting
the advocated-for legal system reforms based on the data about nuclear verdicts,
a regulator or legislator would need confidence that an alternative explanation for
the increased frequency of large verdicts (nuclear verdicts are increasingly occurring
because there is an increasing frequency of defendant harmful behavior coming to
light in court) is wrong.

Florida No state has had more stressed insurance markets in recent years than
Florida. No matter how incomplete the extant data is on social inflation, any argument
that there is not adequate evidence of rampant legal system abuse must answer the
question, “What about Florida?” As Read (1933) long ago described (in a different
context) in his paper, “Mathematical Fallacies,” when “an apparently correct chain of
operations leads to an absurd result” one must “admit the conclusion to be false; the
problem is to find the flaw in the reasoning.” One cannot reject the prescriptive social
inflation argument without accounting for Florida, which is why it is so important to
give careful attention to understanding what Florida and its experience stands for.
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of claims will be double or triple the estimated loss reserve. This uncertainty impacts
an insurer’s ability to set adequate rates, secure reinsurance, and attract investors.

To put it simply, Florida’s insurers are struggling. In 2004, national writers and
their affiliates were 63% of the Florida market. By 2019, they were only 24% of the
market (Nicholson et al., 2020). This problem, in the view of FLOIR, has two possible
explanations—hurricanes and lawsuit abuse.??

There is not much FLOIR can do legislatively to address the ability of insurers to
predict hurricanes. Which leaves only lawsuit abuse as an identified causal factor
that Florida could address. Which is problematic if Mackeprang (2020) is correct that
Florida is not unusually plaintiff oriented.

The staff report of the Fiscal Committee of the Florida Senate comes to a different
conclusion in the 2022 bill analysis predicate to Florida's adoption of an insurance
reform package (Staff of Fiscal Committee, 2022). And yet whether Mackenprang (2020)
or the staff are right may not matter, as neither makes any attempt to disaggregate
meritorious and frivolous litigation or claims, and so they do not try to compare
litigation resulting from insurer misbehavior from litigation resulting from claimant’s
attorney misbehavior.

So, what should Florida do? One way to approach the question is to test if Florida’s
already adopted, targeted reforms have worked. Per APCIA et al. (2022), third-party
lawsuit abuse reform measures were implemented in 2021, but challenges persisted
with first-party lawsuit abuse and bad faith issues. Almost a year after the passage of
the 2021 property insurance reform bill (Senate Bill 76), which was intended to cut
back on assignment of benefits (AOB) related roof-damage claims abuse and lawsuits,
litigated claims increased by 12% in March 2022. AOB cases increased from 34% of
total new cases in February to 37% in March.

And while FLOIR identifies a particular 2017 decision by the Florida Supreme
Court (liberalizing attorneys fee recovery for plaintiffs) as key part of the problem
(see also, I, 2022c), FLOIR does not attempt to correlate its litigation experience with
the date of that decision (although from FLOIR’s data, it appears that Florida’s outlier
status preceded this decision). In other words, FLOIR seems to be in the unenviably
political position of having to act on intuition, a strategy that thus far has not yielded
positive results.

Can we say that Florida is at least right in its intuition that there is no other potential
explanation of Florida’s problems? Perhaps, but not necessarily. Because of Florida’s
unique geography and demography, Florida is idiosyncratically positioned for repet-
itive, exogenous, fat-tailed, insured losses. Fundamentally, every structure in the state
could fairly be considered at high risk for large loss. Accurately pricing that risk could
threaten the affordability of insuring a large pool of insureds at a price they could
afford. Underpricing the risk creates incentive (bordering on a necessity) to capture
revenue and profit somewhere else. An obvious candidate is claims settlements, but
the more aggressively an insurer acts in claim settlement negotiations, the more likely

22. Interestingly, the Final Report of Florida State University (Nicholson et al., 2020), which was contracted by
the state’s insurer of last resort, Citizens, to do a risk exposure analysis, does identify lawsuit abuse and fraud as
possible causes of Florida’'s problems, but they were not centerpieces either of the identified problems or the
proposed reforms.
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the claim does not settle, and litigation ensues,? which exacerbates the pressure on
claims settlement and, in turn, increases the likelihood of litigation. It is a vicious cycle,
and that vicious cycle is at least theoretically another explanation for Florida’s crisis.

Florida is a State in crisis. It has put in place aggressive reforms. The hoped-for
results have not yet been realized and may not be realized for many years, if ever. It
may be the that even in the best-case scenario for Florida — that legal system reforms
in Florida ultimately do stabilize insurance markets (itself an open question) — the
cost of stabilization will be outweighed by the cost of leaving harmed Floridians with
inadequate recompense.

Conclusion

For many, the social inflation argument has strong intuitive appeal, but the argument
is difficult to confirm, and adopting the requested reforms certainly will harm some
consumers. If it is unclear whether reforms will do more harm than good, then it is
likely too soon to act.

23. As Oh et al. (2022) find, another candidate is recapturing revenue by raising premiums in states that an
insurer insures and that do not have Florida's catastrophes experience, and insurers do this. But as Nicholson et
al. (2020) found, today national writers are less than one-quarter of the Florida market, and the trend is worsening.
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