DAILY JOURNAL NEWSWIRE ARTICLE 
http://www.dailyjournal.com 
© 2007 The Daily Journal Corporation. 
All rights reserved. 
====================== 

May 16, 2007 

THE PRICE IS NOT RIGHT 
FORUM COLUMN
By Lauren E. Willis

      In Interinsurance Exchange of the Automobile Club v. Superior Court (Williams), 148 Cal.App.4th 1218 (2007), the 4th District Court of Appeal decided an arguably arcane insurance law issue about whether the additional charge for an auto policy paid in installments rather than in a lump sum is part of the "premium" that the insurer must disclose in policy documents.
      But the case highlights a much larger problem with many insurance, credit and other consumer financial products today: the business model that generates profits by evading price competition.
      How do businesses evade such competition when they are required to disclose the price of their products? One way is to charge fees that consumers do not take into account when they are shopping for the product.
      For example, in the credit card business today, interest-rate increases and fees charged for paying late or exceeding credit limits are a significant part of the price of credit that many consumers pay - and an increasing proportion of the credit card industry's revenue stream. Consumers compare prices by looking at annual fees or advertised interest rates, not the penalty rates and fees charged by different companies.
      It is human nature, and a part of American culture in which we take pride, to be optimistic. When American consumers are shopping, we are not contemplating the possibility that we will make payments late or exceed credit limits. Default interest-rate spikes and fees are invisible to us when we sign up for a new card, but become painfully obvious when it is too late to escape them.
      So too in Tawndra Williams' case. She may have shopped for the best priced auto insurance by comparing the disclosed "premiums" rather than by researching what additional fees she would pay if she were unable to afford a lump-sum annual payment. And for the first few years, she was able to pay Interinsurance Exchange annually in a single payment. But after that, she apparently was not in a position to do so, and instead paid in installments, each of which included a charge of 18 percent per annum for doing so.
      Through a strained reading of prior California case law, the Court of Appeal found that this 18 percent was not part of the "premium." In Allstate Insurance Co. v. State Board of Equalization, 169 Cal.App.2d 165 (1959), the 2nd District Court of Appeal had held that a charge for the administrative cost of collecting installment payments is part of the "gross premium" collected by an insurance company, and therefore taxable with the rest of the annual premium.
      The Interinsurance Exchange opinion distinguishes Allstate by asserting that the 18 percent Williams paid was not for the cost of collecting her payments, but rather for the "time value of money" - the money that Exchange would have made by investing Williams' annual "premium" had she paid it in a lump sum.
      Here, the court cited Mercury Casualty Company v. State Board of Equalization, 141 Cal.App.3d 43 (1983), which had held that an insurance company's taxable "gross premiums" included annual "premiums" and administrative fees, but not "a sum equal to interest at the going rate on the principal" that was, in effect, being lent to consumers who paid in installments.
      If the Court of Appeal has found a "going rate" of 18 percent, I would like to know where to find it. Clearly, 18 percent is not the true value of the money Exchange would have made by investing the unpaid portions of Williams' annual "premium" over the course of the installment period.
      On the other hand, if the administrative costs of collecting multiple payments were built into the annual premium quoted in the company's policy documents, then consumers who pay in a lump sum would be subsidizing the additional costs of those who pay in installments. Basic microeconomics tells us that real price competition would drive out such a scenario; because insurers who accepted only annual payments would be able to reduce prices and attract the consumers who could manage annual payments, leaving companies like Exchange with only installment-paying customers.
      If the 18 percent truly represented the time value of money, it would be a finance charge for loaning Williams the unpaid portions of her annual "premium" over the installment period. Yet the court announces that its opinion should not be taken as a conclusion that the premium is a loan or that a consumer paying in installments is a debtor of the insurance company. Such a conclusion might place the insurer and the consumer in a creditor-debtor relationship governed by statutes regulating consumer credit transactions.
      In effect, the court has created a loophole in the consumer protection statutes through which insurance-installment-plan fees can slip. Perhaps this is the natural result of consumer protection statutes designed in a simpler era, when the price of insurance might have been understood by mere mortals. Perhaps it is inherent in the use of a word like "premium," a word for which Webster's Third New International Unabridged Dictionary lists 10 definitions, none of which discuss installment payments. Perhaps the state Legislature will close the loophole, pushing the charge for paying in installments squarely into the category of a "finance charge" or the category of "premium."
      Regardless, the ultimate question here is the same presented in many other contexts: What is the role of the government in an age in which the pricing of life's necessities - insurance, credit, retirement plans, etc. - is too complex for consumers to comparison price shop? The old model, into which the Department of Insurance attempted to shoehorn Exchange's installment-plan fees, was to protect consumers from "fraud or mistake" by "requiring insurers to list the basic terms" in policy documents. Specifically here, the department suggested that the policy should have disclosed "the nature and amount of ... variation" in the price, depending on whether paid in a lump sum or in installments.
      But the 18 percent charge here, like many provisions in modern consumer contracts, is complicated, not "basic." If it had been disclosed in policy documents, in the unlikely event that consumers read and understood the provision, many would not be so pessimistic as to think that they would be unable to pay in a lump sum. Disclosure will not solve our problem.
      Instead, we must bring the law governing consumer financial products into the 21st century, and recognize that law's proper role should include creating conditions that lead to vigorous competition. Our laws must require the true prices for goods and services to be comprehensible, comparable and fully apparent to consumers when they make their purchasing decisions. We should stop squabbling about loopholes that, open or closed, will not increase price competition.
      Consumer law should aim for a market in which insurers clamor to offer each consumer a policy with the coverage she needs, the deductible she can afford, the service quality she expects, at the lowest cost to her.
      
      Lauren Willis is an associate professor at Loyola Law School Los Angeles, where she teaches consumer law.
      
