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The insurance industry is an essen al part of the financial
services sector, a fundamental pillar of the economy and
vital for the society and the well-being of its ci zens. Insurance promotes the eﬃcient spreading of risks and financial
losses and, therefore, is at the core of the risk and financial
management strategies of businesses and people. The presence of insurance fraud, es mated at more than $100 billion, not only imposes costs on insurance companies and
threatens their compe veness and future viability, but it is
also financially damaging to consumers and detrimental to
the economy and society as a whole.

nal fraud is commi ed by individual consumers of insurance as applicants, policyholders and claimants commonly
involving submi ng fic ous claims, providing false statements, billing insurance for unnecessary or made-up services or mul ple mes for the same service.2 Internal
fraud, on the other hand, is perpetrated by insurance industry insiders, such as company oﬃcials, employees,
agents and brokers. Internal fraud may involve the selling
of insurance without a license, diversion of premiums to
insurance company employees’ personal accounts, and
obstruc ng regulatory inves ga ons.3 But, by far, the most
egregious type of internal fraud is selling unnecessary or
fake insurance to unsuspec ng consumers who end up
paying for unneeded or nonexistent coverage.

Par cularly disconcer ng is an observed trend of suspected
cases of fraud increasing in the years following the great
financial crisis, recording a 56% jump between 2008 and
2012, as persis ng adverse economic condi ons may be
fueling insurance fraud.1 As such, insurance fraud is a key
concern for state insurance regulators, whose an fraud
ac vi es, coordinated by the NAIC, aim to primarily protect
consumers and support insurers’ financial health.

The elderly and the poor are the most vulnerable segments
of the popula on to insurance fraud as skyrocke ng medical
costs and limited economic opportuni es make them more
suscep ble to “too-good-to-be-true” oﬀers. Senior ci zens
are par cularly targeted by fraudsters because they tend to
suﬀer in greater numbers than the general popula on from
demen a and other types of cogni ve impairment that can
aﬀect their ability to make sound financial decisions.

D

Addi onally, insurance fraud can take place both at the
underwri ng and the claim phase. Underwri ng fraud could
be perpetrated at the ini al sale or the renewal of the contract and may include the dissimula on of important informa on, the deliberate concealment of exis ng contracts
covering the same risks and coverage for fic ous risks.
Claim fraud is what most people think of when they speak
about insurance fraud.
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Insurance fraud is a complex, mul -sided phenomenon with
an elas c defini on based on severity and intent. Insurance
fraud occurs when an insurance company, agent, adjuster,
policyholder, third-party claimant or service provider commits a deliberate decep on in order to obtain an illegi mate financial gain. Knowingly lying for the purpose of receiving or denying benefits can occur during the process of
buying, using, selling or underwri ng insurance. Furthermore, depending on the specific issues involved, fraud may
be “so ” and could be addressed administra vely or “hard”
and handled as a criminal ma er.
It is important to note that, irrespec ve of the casual a tude of some people toward fraud (i.e., thinking their acons do not really cons tute a criminal act), exis ng federal
and state statutes unambiguously criminalize insurance
fraud. So-called so fraud commonly involves “claim padding”; e.g., infla ng damages of legi mate claims or misrepresen ng facts on insurance applica ons. Hard fraud generally involves premeditated criminal acts such as fabrica ng
claims, faking accidents or selling fake insurance. Hard fraud
is more o en commi ed by criminal rings conspiring with
medical doctors, lawyers and dishonest agents to inten onally defraud insurers and consumers.

While fraud is constantly evolving and aﬀects all types of
insurance, the most common in terms of frequency and
average cost are the following: automobile insurance, which
is widely believed to be most aﬀected by fraud; workers’
compensa on, with fraud commi ed by employees and
employers especially during economic downturns and in
high-risk industries; and health insurance and medical
fraud, which can be par cularly costly, both financially and
in actual loss of lives, due to the complexity and massiveness of the healthcare system.4
(Continued on page 18)
* The author would like to give special thanks to NAIC Market Regula on Director
Tim Mullen, NAIC Market Regula on Manager Lois Alexander, and NAIC Market
Regula on Specialist Gregory Welker for their contribu ons and invaluable assistance to this ar cle.
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Insurance fraud can also be categorized as external or internal depending on the party commi ng the fraud. ExterOctober 2014 | CIPR Newsle er
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According to a public opinion study by the Insurance Research Council (IRC) in 2013, 18% of consumers believe it is
morally acceptable to inflate a claim to oﬀset paid premiums considered outrageously high and, therefore, unjust.5
At the same me, it is encouraging this is the lowest percentage since the first IRC survey in 1981. Also, 24% of policyholders believe it is acceptable to increase an insurance
claim by a small amount to make up for deduc bles they
are required to pay. However, the number is significantly
lower than the 33% found in a 2002 IRC telephone survey.6
The study also found 86% of insurance consumers believe
insurance fraud leads to higher rates for everyone, while
only 10% think fraud does not really impact premiums and,
therefore, does not hurt anyone.7
The occurrence of insurance fraud depends mainly on three
factors: mo ve/incen ve; opportunity; and ra onaliza on.
People are mo vated to commit insurance fraud for a variety of reasons (e.g., financial gain). But mo ve itself is not
enough; poten al oﬀenders need to have the opportunity
to commit fraud. People tend to be more likely to get involved in fraud ac vi es when they feel the likelihood of
detec on is rela vely small. Furthermore, people who may
commit insurance fraud try to find reasons to ra onalize
and jus fy it.8
The benefits accrued from insurance fraud tend to a ract
poten al oﬀenders with diﬀerent a tudes toward fraud
and preferences for risk. In the fight against fraud it is essen al to break down fraud to its most basic elements. Abstrac ng from issues of morality, the decision to commit
fraud can be modeled as an outcome of the calcula on between the expected marginal benefit and the probability of
apprehension, punishment and marginal fines imposed.
Therefore, the extent of involvement in any insurance fraud
ac vi es can be viewed as being inversely related to punishment costs and directly related to expected returns.9
At some low-cost level of so fraud, the risk for detec on
and, therefore, punishment is near zero. At higher levels of
criminality, as the costs from fraud rise, both the penal es

Returns from Insurance Fraud

Insurance fraud is variously considered as a sociologicalmoral problem and an economic-contractual problem. Public a tudes toward insurance fraud can directly influence
the occurrence and severity of fraud. If insurance fraud is
generally viewed as a “vic mless crime” and as a high reward/low risk proposi on, fraudulent claims would cons tute a rela vely high percentage of total insurance claims.
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Unacceptable Risk

Imposed Penal es and Probability of Apprehension

and the risk of apprehension increase (Figure 1). Moving
along the curve in the graphical illustra on, the deterrence
eﬀect of the imposed penal es (e.g., jail me and/or fines)
increases in mul ples of the expected returns as both the
state and the insurance industry are willing to incur higher
costs to audit, verify claims and pursue oﬀenders. A er the
probability of being apprehended is prac cally 100% and
the penal es are very severe, the expected returns are never high enough to jus fy fraud by the oﬀender.
The shape of the curve and its steepening shows how an
oﬀender may ra onalize fraud and the eﬀec veness of deterrence. In this graph, the goal of both the state authori es
and insurance companies is to enlarge the area to the right
of the curve where the risks are unacceptable and the returns are not worth the price. This is accomplished by moving the curve to the le , essen ally by improving deterrence
and devising more eﬀec ve fraud-detec on methods.
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While insurance fraud has been present from the early days
of the insurance industry, with the notorious “railway spine”
personal injury cases of the 1870s,10 it has grown to a much
more pervasive and costly problem, conceivably reaching into
(Continued on page 19)
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the hundreds of billions of dollars annually. The Coali on
Against Insurance Fraud (CAIF) es mates close to $80 billion
in fraudulent claims are made annually in the U.S. covering all
lines of insurance. The CAIF cau ons, though, that this is a
conserva ve figure because much of the insurance fraud
remains undetected and, therefore, goes unreported.
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According to the Federal Bureau of Inves ga on (FBI),
health insurance fraud is es mated to be about 3% to 10%
of total healthcare expenditures. The U.S. Department of
Health and Human Services has es mated healthcare fraud
in 2010 amounted to between $77 billion and $259 billion.11
State and federal authori es have reported a rise in health
insurance fraud involving fraudulent billing, decep ve sales
prac ces and iden ty the following the passage and enactment of the federal Aﬀordable Care Act (ACA) in 2010.
Most cases involve senior ci zens who are oﬀered supplemental coverage they do not need by agents who fraudulently assert such coverage is required. Other fraudsters falsely
present themselves as navigators, charging fees as high as
$100 to assist people with naviga ng the new health insurance landscape.12 According to the Transac onal Records
Access Clearinghouse (TRAC), which tracks federal sta s cs,
the U.S. Department of Jus ce reported that federal filings
for healthcare fraud cases rose 3% during fiscal year 2013.13
Insurance fraud is generally es mated at about 10% of the
property/casualty insurance industry’s incurred losses and
loss adjustment expenses each year. Based on this es mate, property/casualty insurance fraud amounted to approximately $33 billion a year in the period between 2008
and 2012. Rate evasion by misrepresen ng facts on an auto
insurance applica on (e.g., using a false Social Security
number to avoid higher premiums due to bad credit scores,
providing a false address or providing false automobile usage informa on) is es mated at about $16 billion a year.14
In addi on, according to a November 2008 study by the
Insurance Research Council, auto insurance fraud accounted for $4.8 billion to $6.8 billion of all auto injury claim payments in 2007.15
According to the 2013 Insurance Fraud Survey conducted by
the provider of predic ve analy cs, FICO, and the Property
Casualty Insurers Associa on of America (PCI) and included
responses from 143 insurers throughout the U.S., about
31% of the property/casualty insurers es mate that up to
20% of total claims are direct results of fraud. In the same
survey, another 35% of U.S. insurers said fraud accounted
for up to 10% of their total claims costs. Furthermore, 57%
of insurers said they an cipate a rise in losses due to fraud
losses on personal insurance lines—policies designed to
October 2014 | CIPR Newsle er
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protect individuals and families—with only 5% of insurers
expec ng a decline in fraud losses on personal lines.16
The Na onal Insurance Crime Bureau (NICB) reported quesonable claims (QCs)—i.e., claims that NICB member insurance companies refer to NICB for closer review and inves ga on based on one or more indicators of possible fraud—
have been rising in the past few years. There was a 9% increase in QCs between 2010 and 2011 (from 91,652 QCs to
100,201 QCs) and a 16% increase in QCs between 2011 and
2012 to 116,171 QCs.17
The top five QC categories by type of insurance (Figure 2)
were 1) personal automobile, with 78,024 claims in 2012,
up 13% from 2011; 2) homeowners personal property, with
17,183 QCs, up 45%; 3) workers’ compensa on, with 4,459
QCs in 2012, up 29% from a year ago; 4) commercial automobile, with 3,554 QCs in 2012, a jump of 15% from 2011;
(Continued on page 20)
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and 5) commercial and general liability, with 2,650 QCs in
2012, an increase of 3% from the previous year.18
The primary reasons insurers referred ques onable claims
to NICB for fraud in 2012 (Figure 3) were faked/
exaggerated injury (16% of total QCs), ques onable vehicle
the (11% of total QCs), prior loss/damage (11% of total
QCs), fic ous loss (10% of total QCs), suspicious nonvehicle the /loss (10% of total QCs) and excessive treatment (8% of total QCs).19
The rise in insurance fraud is mostly a ributed to the increasing sophis ca on of the criminal schemes and the
adverse economic condi ons par cularly aﬄic ng the elderly and certain low-growth geographic locales and lowincome communi es. In terms of specific insurance lines,
approximately 61% of insurers expect an increase in criminal auto fraud, and 55% see a rise in workers’ compensa on
fraud rings. As for individual policyholder opportunis c
fraud, about 58% of insurers forecast a rise in personal
property fraud, 69% see more workers’ compensa on fraud
and 56% expect an increase in personal automobile insurance fraud.20
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Insurance fraud did not receive much a en on un l the
1980s, when rising premiums and the increasing involvement of organized crime urged the dra ing and enactment
of stronger an fraud legisla on. The state regulatory response to insurance fraud, as coordinated through the NAIC, is mul faceted, involving consumer educa on and informa on, inves ga on, repor ng and preven on, and correcve ac on.
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State insurance departments combat insurance fraud
through special bureaus that are charged with detec ng,
inves ga ng and preven ng insurance scams. Forty-two
states and the District of Columbia have enacted legisla on
to set up fraud bureaus. The first state fraud bureau was
created in North Carolina in 1976. Most fraud bureaus get
their funding through direct assessment on insurance companies domiciled in their state. A number of state fraud bureaus have more limited powers than others, and some
states have more than one bureau to address fraud in diﬀerent lines of insurance. Most state fraud bureaus have jurisdic on to inves gate fraud in all lines of insurance, while
some are only authorized to deal exclusively with fraud in
automobile insurance or in workers’ compensa on. Thirtyfive state bureaus have authority to inves gate healthcare
fraud. In addi on to many state fraud bureaus possessing
full police powers, about half also have civil authority to
impose fines.21
State fraud bureaus generally ini ate independent inquiries
and conduct independent inves ga ons on suspected
fraudulent insurance acts. They also review reports or complaints of alleged fraudulent insurance ac vi es from federal, state and local law enforcement and regulatory agencies,
persons engaged in the business of insurance, and the public to determine whether the reports require further inves ga on and to conduct these inves ga ons. In addi on, state
fraud bureaus regularly conduct independent examina ons
of alleged fraudulent insurance acts and undertake independent studies to determine the extent of fraudulent insurance acts.22
State insurance regulators also invite the public to report
ps about suspected fraudulent acts. Consumers may directly contact the appropriate state insurance department
to report suspected fraud or may u lize the NAIC Online
Fraud Repor ng System (OFRS) to report suspected fraud to
one or more states. Through this system, consumers have
one central, online portal to report suspected fraud to one
or more states. State insurance departments also use the
OFRS to receive reports of suspected fraud from insurance
companies. In 2010, state fraud bureaus received more than
132,000 case referrals from insurance companies, consumers and other law enforcement agencies. About 45,000 cas(Continued on page 21)
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es were opened for inves ga on, resul ng into more than
4,200 arrests and 2,000 civil ac ons.
State insurance regulators also work with insurance companies and their special inves ga on units (SIUs) to address
suspected fraud. The SIUs are dedicated divisions of insurance companies created for the purpose of inves ga ng
insurance fraud and usually consist of former law enforcement or claims employees turned inves gators, many of
which receive addi onal training by such agencies as the
FBI, the federal Bureau of Alcohol, Tobacco, Firearms and
Explosives (ATF) and state fraud bureaus.
Insurance companies’ SIUs must comply with all applicable
sec ons of the NAIC Insurance Fraud PrevenƟon Model Act
(#680) as adopted by the states. The NAIC AnƟfraud Plan
Guideline (#1690) establishes standards for SIUs and state
fraud bureaus regarding the prepara on of an an fraud
plan that meets the mandated requirements for submi ng
a plan with a state insurance department. Twenty states
currently require an fraud plans be prepared for inspec on
by the state insurance department. By conduc ng an audit
or inspec on, or by reviewing an insurer’s an fraud plan in
conjunc on with a market conduct examina on, state insurance regulators help ensure an insurance company is
following its submi ed an fraud plan. Most na onal fraudfigh ng agencies believe it is a good prac ce for all insurers,
regardless of whether it is state-mandated, to develop an
internal insurance an fraud plan. Flexibility should be allowed for each insurer to develop a plan that meets its individual needs and s ll meets state compliance standards.
State insurance regulators’ an fraud eﬀorts are primarily
guided and coordinated by the NAIC An fraud (D) Task
Force. The mission of this Task Force is to serve the public
interest by assis ng the state insurance supervisory oﬃcials, individually and collec vely, to promote the public
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interest through the detec on, monitoring and appropriate
referral for inves ga on of insurance crime, both by and
against consumers. The Task Force assists the insurance
regulatory community through the maintenance and improvement of electronic databases regarding fraudulent
insurance ac vi es and provides a liaison func on between
insurance regulators, federal, state, local and interna onal
law enforcement and other specific an fraud organiza ons.

C
The issue of insurance fraud is a key concern for state insurance regulators as they focus on strategies to best combat
it at all levels, and cri cal for insurers trying to keep costs
down and consumers who ul mately pay for it. As described in this ar cle, insurance fraud is not only an insurance problem but also one with wider social and economic
implica ons. Fraud not only threatens the financial posi on
of insurance companies but also aﬀects their value chain,
spreading the risks and costs involved far and wide across
society and the economy as a whole.
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