The postclaims
underwriting ‘gotcha’

When life insurers refuse to pay claims, alleging

Jraud or mistakes in policy applications, consumers

have few options. But legal reform—and smart

trial strategies—can provide them with needed protection.

ERIC DINNOCENZO

urchasing life insurance isno fun.
PBut worse is when the insurer re-
fuses to pay the policy.

Moststates specify thatfor two years af-
teralife insurance policyisissued, an in-
surer can contest its validity on the
ground that a material misrepresenta-
tion was made in the application.' After-
ward, the insurer can no longer chal-
lenge the policy and must pay the
beneficiary.

When an insured person dies within
this two-year contestability period, in-
surers typically scour his or her medical
historyfor a misrepresentation that can
serve as grounds for the rescission of the
policy. This process, known as postclaims
underwriting, can resultin hardship for
those who rely on the life insurance.

The laws of moststates facilitate post-
claims underwriting. When consumers
sue after being denied payment, for in-
stance, states often impose a strict liabil-
itystandard, requiring insurers to prove
only thatany misrepresentation, if ithad
been known, would have caused an in-
crease in the premiums, no matter what
the amount. And insurers need notshow
a causal connection between misrepre-
sentation and cause of death.

Also, many laws fail to take into ac-
count that misrepresentations are fre-
quently the resultof the consumer’slack

52 | TRIAL January 2009

of sophistication as well as the insurer’s
sloppy and sometimes fraudulent prac-
tices. For instance, many life insurance
companies do not adequately investi-
gate potential customers before signing
them up fora policy.

Reform is needed to make life insur-
ance laws fair to consumers and con-
trolled by the same legal framework that
governs other consumer transactions.
By requiring that insurers better evalu-
ate the risk posed by consumers before
taking them on as customers, prove in-
tent to deceive, and provide a causal con-
nection between any misrepresentation
and cause of death, state laws would bal-
ance the interests of both consumers
and insurers.

Companies would still be able to void
apolicyif they could establish the legal
elements of fraud and would have more
incentive to do their homework ahead
of time, while consumers would be giv-
en much-needed protection from care-
less, and sometimes unscrupulous, in-
surers and their agents.

Contestability period

The contestability period is similar to
astatute of repose, limiting the time in
which an insurance company can dis-
claim coverage. Currently, 43 states have
enacted contestability laws.” The pur-

pose of these lawsis to preventinsurance
companies from asserting years after a
policyisissued thatitwasinvalid fromits
inception.

If contestability laws did not exist,
courts would be flooded with cases in-
volving polices issued many years be-
fore;in those cases, itwould be difficult,
if not impossible, for beneficiaries to
prove the health history of the insured
and the circumstances underwhich the
application was completed. (Imagine,
for instance, a 40-year-old beneficiary
having to prove the facts surrounding
an application submitted by a deceased
parent when the beneficiary was only a
teenager.) Contestability periods satisfy
the need for security in the area of life
insurance benefits.

Postclaims underwriting has been ap-
plied to other forms of insurance as well.
In 2007, when a health insurance com-
pany rescinded health care coverage af-
ter the insured was involved in an acci-
dentthatlefthim permanently disabled,
a California appeals court in Hailey v.
California Physicians’ Services issued a
stinging critique of the practice:

Itis patently unfair for a claimant to obtain

apolicy, pay his premiums, and operate un-
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der the assumption that he is insured
againstaspecified risk, only tolearn afier he
submits a claim that he is not insured, and,
therefore, cannot obtain any other policy to
cover theloss. ... If the insuredisnotan ac-
ceptable risk, the application should [be]
denied up front, notafterapolicyisissued.’

In California, health insurance poli-
ciesare governed under aseparate statu-
tory framework, prohibiting postclaims
underwriting except where there is a
willful misrepresentation. This rule
should apply also to life insurance poli-
cies, and not justin California butin all
states. After all, with both types of insur-
ance the consumer justifiably believes
that coverage is in effect, the insurer
could have (butdid not) properly inves-
tigate the veracity of the insurance ap-
plication at the outset, and the con-
sumer may suffer serious hardshipif the
policyis rescinded.

So why don’t life insurance compa-
nies better investigate the risk posed by
applicants at the outset, when evaluating
applications? The simple answer is that
notdoingsoisbetter for the bottom line.
After all, why would an insurer spend
money on a physician-conducted med-
ical examination and a medical records
review, when it canissue a policy and im-
mediately begin collecting premium
payments?

No doubt, the nature of existing laws
also encouragesinsurers to take alaxap-
proach. Simply put, if the law does not
disadvantage insurers when they do not
adequately evaluate the risk posed by
consumers, theywill notdo so.

Misrepresentation
standard

Manystates—including Arizona, Con-
necticut, Florida, Indiana, Louisiana,
Michigan, New Jersey, New York, and
Tennessee—allowforlife insurance poli-
cies to be rescinded if the insurer can
show that a material misrepresentation
was made in the application.* This black-
letter law, in fact, applies in many states
to all forms of insurance.

Under this standard, an insurance
company has to show only thatan undis-
closed medical or financial condition in-
quired aboutin the application, if ithad
been known, would have resulted in a

higher premium. The insurer need not
show that there would have been a re-
fusal toissue the policy’ or that there was
anintent to deceive.

New York has taken an especially
tough stance against consumers in life
insurance cases. Not only does it apply
the material misrepresentation stan-
dard, butits courts have held thatan in-
surer can successfully void a policy even
if correctinformation was provided to
the agentwho made a mistake complet-
ing the application, if the agent failed
to ask questions contained in the appli-

a question in the application. Or they
may not have a firm grasp of their med-
ical histories. Or they may be careless in
completing the application. Or the
agentmightnotreadall the questions to
them or might incorrectly record their
answers.

When any of this happens, the laws
in many states say “tough luck” to con-
sumers. And theyfail to penalize life in-
surance companies that later seek to
disavow policies they mistakenly or
carelessly issued. Meanwhile, the poli-
cyholder and beneficiary have assumed

Reform is needed to make life insurance laws fair

to consumers and controlled by the same legal

[framework that governs other consumer

transactions.

cation, or if the agent told the insured
that it was unnecessary to read the ap-
plication.’ In short, the buck stops with
the consumer once he or she signs the
application.”

New York allocates the risk of care-
lessness in completing the application
to consumers rather than insurance
companies. The lawassumes thatin cas-
es where there is a misrepresentation,
the consumer rather than the insurer or
its agent is the wrongdoer.

According to the Second Circuit, if
the law were otherwise it “would reward
the practice of misrepresenting facts
critical to the underwriter’s task because
the unscrupulous (ormerelynegligent)
applicantwould have everything to gain
and nothing to lose from making mate-
rial misrepresentations in his applica-
tion for insurance.™

Of course, some applicants for life in-
surance do commitfraud, and this right-
ly is a real concern for insurance com-
panies. The problem with the New York
law, and other state laws like it, is that
there are no safeguards to protect con-
sumers who lack sophistication or fall
prey to unscrupulous insurance compa-
nies and their agents.

Consumers may provide incorrectin-
formation when theydo notunderstand

that the life insurance is in effect.

What goes unrecognized is that life
insurance agents have an inherent con-
flictof interestwhen selling policies be-
cause they generally earn commission-
based salaries and receive promotions
for generating new business. If they try
to discover every potential customer’s
medical impairments, the company
might deny the customer’s application
orofferaless attractive rate, causing the
customer to go elsewhere.

Agents do not make money by
spending time with applicants to make
sure their applications are filled out
correctly. Rather, they make money by
securing policies for current customers
and moving on to the next customers.
Afterall, each minute spentwith a pol-
icyholder already signed up is time that
could be devoted to obtaining new
business.

Agents typically read application
questions aloud to applicants and
record their answers. One treatise has
noted that “39 out of 40 application
blanks are filled out by the company
agent who shoots his questions rapid
fire and may or may not mark down the
replies accurately.™

Some questions are worded in a man-
ner thatisapt to lead to misunderstand-
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ing. Forinstance, two parts of afive-part
question in a Mutual of Omaha appli-
cation ask the following:

During the past 10 years, have you, or any
person proposed for insurance:

(a) had any illness, injury, surgery, hospi-
talization, medical examination, or care not
listed above?

(b) had or received treatment for any un-
explained fever, fatigue or chronic cough?"

As the California appeals court in
Hailey observed, it is foreseeable that
when sitting down to complete the ap-
plication, some applicants might not
recall each and everyinstance of acon-
dition or impairment that occurred
many years ago.'" In fact, a Louisiana
court has observed that nonspecific
health questions thatask if an applicant
has had an “impairment” or “illness”
provide a “window of opportunity” for
insurance companies to deny coverage
after death, especially when a medical
examination is not administered be-
fore the application is accepted.” The

vagueness of the questions—what is an
unexplained fever, fatigue, or chronic
cough?—may lead reasonable people
to interpret them differently.

No investigation

Although alllife insurance applicants
must answer a series of questions on an
insurance form, uniformity in applica-
tions typically ends there. Sometimes,
blood and urine tests are administered
and analyzed byalayunderwriter. Physi-
cian examinations are probably the ex-
ception rather than the rule.

Underwriters then evaluate the infor-
mation obtained and, if it passes muster,
assign a rating to the policy. Although
companies have underwriting guide-
lines that match health conditions with
specific ratings, underwriters some-
times deviate from them based on their
own independent judgment.

Some companies even offer online
life insurance products thatbypass most
of this scrutiny. An applicant answers
with the click of a mouse three or four

compound health questionslisting ava-
riety of ailments, and the policy is ap-
proved or rejected instantaneously with-
out the involvement of an underwriter
—and without any type of medical ex-
amination or testing.

Some have justified this lack of a
meaningful investigation into the appli-
cant’s medical condition by noting that
it allows him or her to obtain a policy
quickly.” But is speed the paramount
concern? Certainly insurance compa-
nies, when evaluating claims for pay-
ment, do not put a premium on speed.
What about the interest in properly as-
sessing the risk posed by the applicant? If
insurers did so, the consumer’s coverage
would be more secure, and the life in-
surance company could feel confident
that it was issuing policies at the proper
premiumsand was protected from fraud.

Unfortunately, many states provide
no incentive for such up-front scrutiny.
Courts in Illinois, Missouri, and New
York, for example, have held that insur-
ers are entitled to rely on statements

Tips and tools for fighting postclaims underwriting

When countering a life insurance com-
pany’s claim that the insured made ama-
terial misrepresentation in the policy ap-
plication, keep in mind a few basics. For
example, life insurers often apply less
rigorous standards when initially evalu-
ating applications than when conduct-
ing postclaims underwriting. Uncover-
ing any inconsistencies between these
two stages is key to defeating postclaims
underwriting.

Contact the treating physician. When
aclaimis denied because the insured al-
legedly failed to disclose a medical con-
dition, contact the insured’s treating
physician while you evaluate the case. If
you file suit, the insurer will likely de-
pose the physician, so it’s better to talk
to him or her sooner rather than later.
Ask the physicianif the condition would
have had an impact on the insured’s
mortality. If not, it may be a case you
want to take.

Obtain underwriting guidelines. Life
insurance companies have vast, detailed
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underwriting guidelines that assign a
rating to nearly every type of medical
condition. During discovery, obtain the
guidelines that cover the subject matter
of the alleged material misrepresenta-
tion and, importantly, any other irregu-
larities during the application process.
For example, if the policy was re-
scinded due to afailure to disclose a his-
tory of high blood pressure and the in-
sured also had a known high cholesterol
level, get the guidelines for both condi-
tions. Check what rating the insured’s
high blood pressure would have re-
ceived under the guidelines. Also match
up the guidelines to the cholesterol test
results to see if the insurer issued a
proper rating. If not, the insurer will
have a difficult time relying on a strict
interpretation of its guidelines with re-
spect to the undisclosed condition.
Depose the agent. If you think there
were irregularities in the application
process, depose the insurance agent
(or, if itis an independent agent, con-

sider hiring an investigator to take a
statement). Ask whether all the appli-
cation questions were read word-for-
word to the insured. Press the agent on
this point, since agents often omit or
oversimplify questions when inter-
viewing the customer. Also askif the in-
sured reviewed the application before
signing it.

Although in some states, such as New
York, courts have said that improper
acts of agents are not legally signifi-
cant—applicants are deemed to have
approved the application by signing
it—it can be helpful for a jury to hear
that the agent may be the cause of the
misrepresentation.

Assess mortality as a factor. Take the
deposition of the underwriter for the
policy and try to get a concession that
mortality is the significant factor in un-
derwriting. Ask: “Don’t you agree that
if amedical condition has no effect on
aperson’s life expectancy, itshould not
affect the rate assigned to the policy?”



made in alife insurance application and
have no obligation to perform an inde-
pendent investigation to ascertain
whether they are true."

A decision from a New York federal
district court (authored by Attorney
General Michael Mukasey) denied the
paymentof alife insurance policyafter
the insured died in an automobile ac-
cidentbecause he had notdisclosed his
driving history, which included a num-
ber of moving violations. According to
the court, which noted that the widow-
beneficiary had filed a bankruptcy pe-
tition and foreclosure actions had been
commenced against her property,itdid
not matter that the insurer could have
easily requested a copy of the driving
record as part of the application
process.”

Why should a life insurance compa-
ny not be required to request this
record—or obtain a signed authoriza-
tion for it—if the company mightlater
void a policy because of information
contained in it?

If your retained medical expert, or
betteryet, the treating physician, will tes-
tify that the undisclosed medical condi-
tion had no effect on mortality, you
should survive summary judgment. The
underwriting guidelines are not the fi-
nal word when it comes to assessing the
risk posed by an applicant.

Find subjectivity. Most underwriters
will readily admit that underwriting is
subjective in nature and that the com-
pany underwriting guidelines do notal-
ways have to be followed. In fact, most
underwriters have at some point deviat-
ed from the guidelines, even where the
guidelines explicitly prohibit it.

A plaintiff can use this testimony to
undercut the insurer’s strict interpreta-
tion of its guidelines during postclaims
underwriting.

Discover other policies. Life insur-
ance casesshould notbe litigated in avac-
uum. Most of the time, the insurer has
previously evaluated applications involv-
ing the same medical condition atissue

In contrast, the law thatapplies to oth-
er types of fraudulent consumer trans-
actions typically requires a party to act
diligently to uncover the fraud before
being able to recover damages. For in-
stance, a New York appeals court ruled
againsta homebuyer who alleged thata
seller falsely represented an adequate
water supply and roof in good repair.
The court said the buyer had failed to
meet his responsibility to thoroughly
inspect the property.*

Similarly,in a case of analleged fraud-
ulentsale of art, a New York federal dis-
trictcourtnoted that “if the [buyer] has
the means of knowing, by the exercise of
ordinary intelligence, the truth, . .. he
mustmake use of those means, or he will
notbe heard to complain that he was in-
duced to enter into the transaction by
misrepresentations.”"”

Before issuing a life insurance policy,
the insurer has the ability to fullyinquire
into the applicant’s medical history—
justas a homebuyer can inspecta prop-
ertyand a purchaser of art can appraise

in your case. Ask for those applications
and policies in discovery. Of course,
some courts will allow more extensive dis-
covery than others, but the objective is to
uncover examples of how the insurer
treated similar applicants.

Construct a waiver claim. Scour the
policy application for inconsistent an-
swers as well as answers that indicate
the existence of the undisclosed con-
dition. If the insurer was careless and
disregarded information suggesting
that the application was unreliable, or
that the insured had the medical con-
dition at issue, you may be able to suc-
cessfully claim that the insurance com-
pany waived anyright to deny coverage
based on information the plaintiff did,
or did not, provide.

For example, assume that the insurer
cancelled a policy on the ground that
the insured failed to disclose the exis-
tence of a tumor. But the insured re-
vealed in the application that she had
recently undergone a CT scan. The in-

apainting. Yet New York law, and that of
many other states, imposes no such re-
quirement for insurers. Worse, life in-
surance companies that deny policies
based on material misrepresentation do
not have to show any intent on the part
of consumers to deceive.

But there is no reason why insurers
should not be held to the higher stan-
dards that consumers are held to. After
all, the companies have various means
at their disposal to discover the truth—
and certainly do not lack knowledge
and sophistication.

Better ways

The law of some states has evolved to
become more favorable tolife insurance
consumers. For instance, although Cal-
ifornia has enacted by statute the mate-
rial misrepresentation standard, its
courts have allowed beneficiaries to ex-
plain “plausible reasons” for errors or
omissions in an application, which, in
turn, must be negated by the insurer."
California therefore allows the benefici-

surer never investigated, and the CT
scan revealed the existence of the tu-
mor. You can claim that the insurer
should have investigated the CT scan
and that it alone should bear the bur-
den of its failure to do so.

Tap the Medical Information Bureau
(MIB). This is an insurer-sponsored en-
tity used by most insurance companies
as a clearinghouse for medical informa-
tion about people who are insured
(www.mib.com). For instance, if John
Smith has diabetes and applies for life in-
surance with company A, the company
will enter a numerical code indicating
that John Smith has diabetes and send
the information to the MIB. If John
Smith later appliesfora policy with com-
pany B, that company can run a name
search for him with the MIB that would
reveal the code for the condition. Check
to see whether the insurance company
in your case received information from
the MIB about the insured. |

—ERr1c DINNOCENZO
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arytosetforthasadefense that the agent
was careless or negligent in filling out
the application.” The state legislature,
however, should enact a change to the
law so that the standard that applies to
postclaims underwriting for health in-
surance contracts also applies to those
involving life insurance.

Louisiana requires that an insurer
prove not only that a false statement
had amaterial effect on its risk, but that
the statementwas also made with an in-
tent to deceive.” Massachusetts has
adopted anuanced approach in which

have an obligation to make the transac-
tion as honest and accurate as possible.

Most states do not require a causal
connection between alleged misrepre-
sentation and cause of deathforalifein-
surer to void a life insurance policy. The
Michigan Supreme Court, for instance,
denied a claim after the insured failed to
disclose a health problem completely
unrelated to his death.” The Tennessee
Courtof Appeals upheld a policy rescis-
sion for failure to disclose psychiatric
treatmentafter the insured died in a car
accident.*

Is speed in obtaining a policy the paramount

concern? When evaluating claims for payment,

insurers do not put a premium on speed.

What about assessing risk at the outset?

the material misrepresentation stan-
dard applies in cases where the insur-
ance company has conducted a physi-
cian examination of theinsured, butin
all other cases the insurance company
has a higher burden to prove that the
misrepresentation was “willfully false,
fraudulent, or misleading.”
Massachusetts enacted this two-tier
law to encourage insurance companies
to comprehensively investigate the risk
posed by applicants before issuing poli-
cies. The goal was to prevent situations
where there was a misunderstanding
thatlater resulted in serious hardship to
the beneficiary. As the state’s high court
noted:
If ... risks are taken without a medical ex-
amination, alleged misrepresentation by
the applicant—who in a large number of
these cases is made to understand next to
nothing of the statement he is asked to
sign—as to his physical condition, oughtnot
to be permitted as a bar when a claim arises.
Misrepresentation by the agent and misun-
derstanding by the assured nowlead, under

the methods thus pursued, to almost innu-
merable cases of hardship and injustice.”

It may not be a perfect legislative
scheme for consumers, but Massachu-
setts has taken a thoughtful and consid-
ered approach. Its law acknowledges
that both the insured and the insurer
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ButMissouriisanotable exception to
this approach. Its law requires that any
alleged misrepresentation must have
“contributed to the contingency or
event on which the policy is to become
due and payable.”

Reforms and remedies

As plaintiff lawyers know, when
bringing negligence claims, causation is
a critical element of proof. And in any
breach-of-contract action, the breach
must have caused the damages that are
claimed.

Life insurance laws should be no dif-
ferent. Insurance companies may claim
an entitlement to amore favorable legal
standard because theyare subject to con-
testability periods. But no contestability
period puts insurers on a different foot-
ing than parties in other types of litiga-
tion. Just ask medical negligence plain-
tiffsin Nevada and Tennessee, who must
file a claim within one year of discovery
of the alleged negligence and no later
than three years after the actoccurred.®
These plaintiffs certainly do not have a
lesser burden of proof with respect to
their claims filed against doctors and
hospitals.

Moreover, insurers are able from the
outset to investigate applicants’ back-

groundsand detectanyirregularitiesin
their applications. Thus, the discovery
rule that tolls the statute of limitations
doesnotapply here. Putanotherway, if
the insurer fails to discover that an ap-
plicanthad amedical condition before
itissues a policy, italone should bear the
risk unless there are special circum-
stances that would make such a result
unjust.

To remedy the disparity between life
insurance laws and those governing oth-
er consumer transactions, states should
first jettison the material misrepresen-
tation standard and replace it with the
fraud standard. In that case, the insurer
would have to prove both that the in-
sured had an intent to deceive and that
there is causal connection between the
misrepresentation and the cause of
death.

Alternatively, aless generous reform
—which could be made for consumers
in states where the material misrepre-
sentation standard exists—would be to
require insurance companies to show
that the undisclosed medical condi-
tion, if it had been known, would have
caused the insurer to deny coverage.
Any difference between the premium
rate originally assessed for the policy
and the correct rate, taking into ac-
count the previously undisclosed con-
dition, would be deducted from the
full policy amount at the time of
payment.

The bottom line is thatstates need to
encourage insurance companies to
better evaluate the risk posed by appli-
cants, including having a licensed
physician perform a medical examina-
tion. States also need to discourage
postclaims underwriting. If an appli-
cation contains answers that are in-
consistent or can reasonably be recog-
nized as false, the insurance company
should be deemed to have waived its
defensesin litigation if it did not prop-
erly investigate.

Also, state agencies should impose
tough measures against insurance
companies and their agents who en-
gage in unscrupulous conduct. And in-
surers should better monitor their
agents.

These reforms would constitute a



sea change in many states. But the re-
sult would be better protection for
both insurance companies and their
customers. Significantly, the confusion
and carelessness that at times plague
the application process could be pre-
vented so that beneficiaries would re-
ceive the financial protection they
need and expect. |
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