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Introduction


The ERISA
 law was enacted by Congress in 1974 to 

protect . . . participants in employee benefit plans and their beneficiaries, by requiring the disclosure and reporting to participants and beneficiaries of financial and other information with respect thereto, by establishing standards of conduct, responsibility, and obligation for fiduciaries of employee benefit plans, and by providing for appropriate remedies, sanctions, and ready access to the Federal Courts.
 

Despite those salutary goals, in Firestone Tire & Rubber Co. v. Bruch,
 the Supreme Court gave carte blanche to ERISA plan administrators — including health, life and disability insurers that insure employer-sponsored benefit programs — to include clauses in their insurance policies giving themselves discretion to interpret policy terms and to decide questions of benefit eligibility.  The inclusion of such clauses in policies governed by the ERISA statute creates a dramatic change in the relationship between insurer and insured, unique in the field of insurance law.
  Unquestionably, such clauses significantly weaken employees’ protections.  Without discretionary clauses, claims receive a plenary review.  The equation changes completely with the presence of such clauses, though.  As one federal court of appeals explained, “The very existence of "rights" under [employee benefit] plans depends on the degree of discretion lodged in the administrator.  The broader that discretion, the less solid an entitlement the employee has…”
  In practical terms, the presence of discretionary clauses means that a benefit claimant needs to prove the insurer’s decision was “unreasonable, and not merely incorrect.”
 Thus, as a leading scholar of the ERISA law recently pointed out, “Plan terms lowering the standard of review undermine the effectiveness of ERISA’s requirement of fairness in internal proceedings, by making it so much harder to challenge unfairness.”
 
A shocking illustration of how discretionary clauses operate is the First Circuit’s decision in Brigham v. Sun Life of Canada.
  There, the court upheld an insurer’s decision to deny disability benefits to a wheelchair-bound paraplegic, finding:

The question we face in this appeal is "not which side we believe is right, but whether [the insurer] had substantial evidentiary grounds for a reasonable decision in its favor." … Beyond this, it seems counterintuitive that a paraplegic suffering serious muscle strain and pain, severely limited in his bodily functions, would not be deemed totally disabled.  Moreover, it seems clear that Sun Life has taken a minimalist view of the record. But it is equally true that the hurdle plaintiff had to surmount, establishing his inability to perform any occupation for which he could be trained, was a high one. As to that issue, we have to agree with the district court that the undisputed facts of record do not permit us to find that Sun Life acted in an arbitrary or capricious manner in terminating appellant Brigham's benefits.

In addition to the standard of review, the Firestone ruling has also infected the scope of how courts review benefit determinations.  According to Perlman v. Swiss Bank Corp.,
 “Deferential review of an administrative decision means review on the administrative record.”
 Consequently, no depositions or other inquiry into how the claim process was undertaken is available because that would allow for consideration of evidence outside of the record.
  The primary assumption underlying Perlman was that the claim application was given a “genuine evaluation.”
 However, there is reason to believe that Perlman’s suppositions that claims are decided objectively by insurers were markedly flawed.

Reported decisions
 involving UnumProvident subsidiaries (the same insurer involved in Perlman) have proven the existence of financial incentives given to claim analysts to deny claims.   SEQ CHAPTER \h \r 1Investigative reports by “Dateline NBC”
 and by “60 Minutes”
 contained interviews with former UnumProvident personnel who described pressures to deny claims in order to meet financial projections.
  Another insurer instituted a raffle with cash prize incentives awarded to claim representatives who terminated benefit claims in order to help the company meet anticipated reductions in payouts; although, to the insurer’s credit, the raffle was immediately canceled when other company officials learned of it.
  Yet another insurer contracted with a so-called independent review organization that appeared so biased that it could not identify a single instance of the organization recommending payment of a claim, thus leading the court to infer there were no such recommendations.
  Another company repeatedly employed a lone doctor to review the bulk of its claims whom the court identified as a “man with a mission – to find a way to justify a denial of benefits.”
 These exposés of patent fraud obviously do not appear in any claim record and can only be obtained through discovery aimed at uncovering evidence of corruption in the claim review process.

The economic argument against potential bias raised by Perlman suggesting that insurers are so large they will not be influenced by cost savings from individual benefit claims is also belied by an observation made years ago.  It is a striking irony that the court that issued the Perlman ruling sits in a building named for a former U.S. senator from Illinois, Everett McKinley Dirksen, whose best known aphorism was a comment he made during a budget debate: “A billion here, a billion there — pretty soon it adds up to real money.”
 Sen. Dirksen was right; there is real money at stake when the aggregate value of claims is considered.  
Conflict of Interest?

One has to wonder how the courts have allowed a paternalistic statute like the ERISA law to become so draconian in its treatment of benefit claimants, particularly because insurers operating under the ERISA law are subject to the statute’s exclusive benefit rule of fiduciary conduct.
  The ERISA rule, which differs from most state court decisions holding that insurers do not owe a fiduciary duty to their insureds,
 was derived from the Restatement (Second) of Trusts §170.  The rule mandates that plan fiduciaries act exclusively in the interest of plan participants and their beneficiaries for the purpose of paying benefits.  That assumption was the bedrock of the Supreme Court’s Firestone ruling; however, the intermediate appellate court that decided Firestone had a more sanguine perspective on whether insurers could be trusted to act as fiduciaries.  In Bruch v. Firestone Tire & Rubber Co.,
 a case involving a dispute over severance benefits, the Third Circuit traced the development of the arbitrary and capricious standard of review from the Labor Management Relations Act (LMRA) and wrote:

In their oversight of a trust where the impartiality of the trustee had been carefully assured, the LMRA courts could easily adopt the principle of trust law applicable with respect to judicial review of an impartial trustee's execution of his duties. At least one court has done so in explicit reliance on §187 of the Restatement of Trusts. See Brune v. Morse, 475 F.2d 858, 860 n. 2 (8th Cir. 1973).  Because the LMRA's precautions assure that the plan administrator will be neutral, it is easy to understand why the courts adopted this rule for judicial review of decisions made in the administration of an LMRA plan.

In the unfunded pension plan at issue in Count I of the complaint in this case, however, there is no assurance of the trustee's impartiality. The plan is controlled entirely by the employer, not by a group evenly divided between employer and employees. Because the plan is unfunded, every dollar provided in benefits is a dollar spent by defendant Firestone, the employer; and every dollar saved by the administrator on behalf of his employer is a dollar in Firestone's pocket. As we have already seen, the principle articulated in §187 does not govern judicial review of such a trustee's decisions.

Two rationales are most frequently advanced to justify deference even in this context to fiduciaries' decisions. The first is that they have more expertise than judges in the management of pension plans; the implication is that the fiduciary whose decision is deferred to is more likely than the judge to have answered correctly the question about the meaning of the plan's term.  See Berry v. Ciba-Geigy Corp., 761 F.2d 1003, 1006 (4th Cir. 1985) (preferring the decision of plan administrators, "whose experience is daily and continual, [over that of] judges whose exposure is episodic and occasional;” see also Ponce v. Construction Laborers Pension Trust, 628 F.2d 537, 542 (9th Cir. 1980) ("trustees are knowledgeable of the details of a trust fund (both its purpose and its operation), and thus they are in a position to make prudent judgments concerning participant eligibility”). 

We reject this rationale for two reasons. First, in the context of claims for benefits, the questions the courts must address do not usually turn on information or experience that expertise as a claims administrator is likely to produce. As in this case, the validity of the claim is likely to turn on a question of law or of contract interpretation. Courts have no reason to defer to private parties to obtain answers to these kinds of questions. Second, as we have explained, there is a significant danger that the plan administrator will not be impartial. The lack of impartiality offsets any remaining benefit that the administrators' expertise might be thought to produce. 

It has also been argued that deferring to the administrator's decision will make proceedings faster. We acknowledge that. But because the speed is attained by sacrificing the impartiality of the decision-maker, we think that it comes at too great a cost.

The U.S. Court of Appeals for the Seventh Circuit expressed similar thoughts in Van Boxel v. The Journal Co. Employees' Pension Trust,
 where the court wrote:

 

[Employee benefit] rights are too important these days for most employees to want to place them at the mercy of a biased tribunal subject only to a narrow form of "arbitrary and capricious" review, relying on the company's interest in its reputation to prevent it from acting on its bias. Nor is it clear that the contractual perspective is the correct one in which to view claims under ERISA. A Congress committed to the principles of freedom of contract would not have enacted a statute that interferes with pension arrangements voluntarily agreed on by employers and employees. ERISA is paternalistic; and it seems incongruous therefore to deny disappointed pension claimants a meaningful degree of judicial review on the theory that they might be said to have implicitly waived it.

However, those sagacious warnings were ignored by the Supreme Court when it issued Firestone in 1989.  The Supreme Court’s only concession to the potential for mischief by a conflicted plan administrator was the following comment: 

Of course, if a benefit plan gives discretion to an administrator or fiduciary who is operating under a conflict of interest, that conflict must be weighed as a "facto[r] in determining whether there is an abuse of discretion."
   

Yet in the nearly 20 years since the issuance of Firestone, there has been no coherent explanation of how a court is to weigh the conflict.  The Ninth Circuit recently ruled in Abatie v. Alta Health & Life Insur.Co.,
 that the insurer’s conflict of interest must always be weighed, with the conflict being given little regard without “evidence of malice, self-dealing, or “a parsimonious claims-granting history,”
  the conflict is weighed more heavily in the face of inadequate investigation of if the insurer “has repeatedly denied benefits to deserving participants by interpreting plan terms incorrectly or by making decisions against the weight of evidence in the record.”
 However, the Seventh Circuit has chosen to altogether disregard the issue of the insurer’s conflict.  In Rud v. Liberty Life Assur. Co.,
 a disability benefit claim adjudicated under the arbitrary and capricious standard of review, the court rejected an argument that Liberty, which functioned as both the plan administrator and payor of benefits, acted under a conflict.  The court explained:

The ubiquity of such a situation makes us hesitate to describe it as a conflict of interest. There is no contract the parties to which do not have a conflict of interest in the same severely attenuated sense, because each party wants to get as much out of the contract as possible. How serious the conflict is depends on circumstances. See, e.g., Leahy v. Raytheon Co., 315 F.3d 11, 15-16 (1st Cir. 2002). If Liberty Life refuses to honor meritorious claims, it will obtain windfall profits in the short run, assuming that the premium that Andersen paid it was calculated on the expectation of a normal claims experience. But Andersen will be dismayed -- it has no interest in conferring such profits on Liberty Life, thereby incurring its employees' ill will with no offsetting financial benefit to itself -- and so may refuse to renew the policy when it expires, or demand a much lower premium. The latter option suggests a theoretical basis for suspecting a long-run conflict of interest: the chintzier the insurance company is in responding to benefits claims, the lower (given a competitive insurance market) the premium that Andersen will have to pay, whether to Liberty Life or to a competitor of Liberty Life, to obtain insurance.

Acknowledging that every other court outside of the Seventh Circuit has been troubled by the inherent financial conflict of interest “whenever an insurer is being asked to dip into its own pocket to pay a claim for benefits,”
 the court rejected the potential conflict by reasoning “that given reasonably well-informed employees, an employer cannot reap a long-run benefit from reducing welfare benefits, whether directly or by delegating administration to a hard-nosed insurance company.”
 The court acknowledged, though, that its analysis has been challenged by other courts. For example, Pinto v. Reliance Standard Life Insur. Co.,
 explained:

While in a perfect world, employees might pressure their companies to switch from self-dealing insurers, there are likely to be problems of imperfect information and information flow. Employees typically do not have access to information about claim-denying by insurance companies, and the relationship between employees and insurance companies is quite attenuated; so long as obviously meritorious claims are well-handled, it is unlikely that an insurance company's business will suffer because of its client's employees' dissatisfaction.
 
While the Seventh Circuit conceded “there is doubtless some truth in these critiques,” it then noted “their acceptance would destabilize large reaches of contract law, of which ERISA is, after all, a part, since it neither requires employers to establish welfare and pension plans nor prescribes the terms of such plans.”
 Further, despite the paternalistic nature of the ERISA statute, the court pointed out, “it is hard to see why, if the plan unequivocally authorizes the insurance company to make the conclusive determination of eligibility, the courts should rewrite the provision.”
  The court also criticized other courts that have raised conflict of interest as a factor diminishing discretion because those courts have abrogated freedom of contract and because such “‘conflict of interest’ is found in every contract.”
  
The Seventh Circuit’s reliance on freedom of contract is significantly at odds with the Supreme Court’s adoption in Firestone of a trust law paradigm to govern ERISA law, rather than a contract law approach.  Nor does the ubiquity of insured employee benefit plans diminish the threat of a conflict; on the contrary, the threat is heightened because insurers’ fiduciary obligation to their shareholders is in considerable tension with the fiduciary duties owed to their insureds.  Yale Law School professor John Langbein also challenges the Seventh Circuit’s viewpoint: “Precisely because ERISA subjects every employee benefit plan to ERISA's duties of loyalty, prudent administration, and ‘full and fair’ internal review of benefit denials, we know that Congress subordinated Judge [Richard] Posner's concern about not making further ‘inroads into freedom of contract’ in favor of the protective values enshrined in ERISA fiduciary law.”
  Hence, the fact that insurers do, indeed, profit from claim denials should be enough to establish a conflict of interest sufficient to trigger a de novo contract interpretation rather than for a court to defer to the insurer’s findings.

Consequently, contrary to both the protective language of the ERISA statute and a clearly expressed Congressional intent that the law benefit plan participants and secure claimants’ rights and remedies (29 U.S.C. §1001(b)), the courts have created a situation aptly characterized by University of Chicago economist Steven D. Levitt as “freakonomics.”  Levitt and his co-author Stephen J. Dubner, in their book Freakonomics,
 focus on how economic incentives often lead to perverse unintended results, some beneficial, but many of which are harmful.  Clearly, when insurers know that their decisions are almost completely insulated from meaningful judicial review, the opportunity for self-dealing is present.   Courts need to question whether any rational policy justification can be offered for giving discretionary authority to insurers whose profit motive is in conflict with its contractual obligation to pay claims.  One suggestion is that the current regime enables employers to purchase less expensive benefits because insurers will not have to face jury trials and costly litigation proceedings.  However, the Supreme Court explicitly rejected that argument in Firestone with its observation that “the threat of increased litigation is not sufficient to outweigh the reasons for a de novo standard…”
 Further, to offer an analogy, if a consumer had a choice of flying to a destination on two airlines, one with a 95% safe arrival record and the other with a near-perfect safety record, even if the safer airline were substantially more expensive, most consumers would opt for the safer travel option.  Employee benefits are no different.  Because welfare benefits are most needed in times of serious illness, disability or even unanticipated death, a modest increase in cost is a small price to pay for a benefit plan that goes the extra step to ensure a fair and complete claim appraisal. Employee benefits are too important, because, in the case of health benefit claims, they often have life and death consequences, to entrust payment decisions to insurers that can decide in their discretion when payments are due.  Our court system would not trust insurers in any other context to make decisions reviewable only for arbitrariness; likewise, no legitimate rationale supports giving such authority to insurers in the ERISA context.

The Solution

California has pointed the way to a solution by banning discretionary clauses altogether,
 as has the NAIC, which recently promulgated a model law prohibiting the inclusion of discretionary clauses in health and disability insurance policies.
  On the federal level, although several bills have been introduced in Congress to prevent discretionary clauses from transforming the standard of court review to a deferential standard, none have been enacted.  One piece of proposed legislation was introduced by former senator and Republican presidential nominee Robert Dole (R-KS) who sought to amend the ERISA law to provide that in any civil action seeking benefits, "if the action involves a matter previously decided by a named fiduciary who has a significant interest which would be adversely affected by a decision in favor of the participant or beneficiary, the court shall review the decision of the fiduciary without according any deference to any findings or conclusions of such fiduciary." 
 In Illinois, the Department of Financial Responsibility, Division of Insurance, recently issued an amendment to the Illinois Administrative Code that tracks the NAIC model law in prohibiting discretionary clauses.
  New York has also banned discretionary clauses.
  Other states are expected to follow.  Although some insurers have suggested they might evade state regulation by inserting the discretionary clause in another plan document, the Supreme Court appears to have anticipated and rejected such a move in Unum Life Insur. Co. v. Ward,
 which states:

Under UNUM's interpretation of §1104(a)(1)(D), however, States would be powerless to alter the terms of the insurance relationship in ERISA plans; insurers could displace any state regulation simply by inserting a contrary term in plan documents. This interpretation would virtually "read the saving clause out of ERISA." 

Thus, the ERISA savings clause,
 which prevents the ERISA law from overriding state regulation of insurance, appears to support the state efforts to ban discretionary clauses.



The effect of abolishing discretionary clauses means that insurers’ decisions will not be given deference by the courts, evidence will be weighed and discovery can be undertaken to investigate the propriety of a claim denial.  For matters as important as employee benefits, the ability to present a claim before an unbiased legal tribunal without the court giving deference to one side or the other preserves the Congressional intent to protect employees in their benefit plans and helps guarantee that promises made are promises kept. A study performed by Milliman, Inc., commissioned by America’s Health Insurance Plans
, analyzes the effect of a prohibition against discretionary clauses, and suggests the prohibition will lead to a 3% to 4% rise in group disability income insurance premiums due to an anticipated higher incidence of litigation, a higher cost per litigated claim and lower claim recovery rates.  While cost increases are certainly not desired, the increases suggested by Milliman appear modest and seem a small price to pay for fairness in claim adjudication and the protection promised by the ERISA statute.
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