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Auto "Gap" Coverage

Abstract X
Getting a new car is usually fun and exciting.

But having a total loss on a new car causes a
double-whammy: the extreme disappointment

of the loss of a new car, plus the shocking
realization that the loan or lease balance can

be greater than the amount of the insurance

David payment. Mike Edwards
Thompson

Owing more than the car is worth is often referred to as “being 'upside
down' in the loan or lease.” For insureds, still owing money after a car that
has been totaled is extremely frustrating. Fortunately, there are
endorsements available in both Personal Auto and Commercial Auto that
solve the problem. However, before we examine the solution, let's take a
look at the problem.

An October 8, 2002 Wall Street Journal article pointed out that the value of
used cars is plummeting, in part due to zero-percent financing and the glut
of used vehicles on the market. According to the article, “[T]he enticing
deals are triggering sharp declines in the value of cars the minute they drive
off the lot. Millions of Americans are snapping up new cars, which is
increasing the glut of used cars on the market and driving down their
values. In addition, the incentives themselves are effectively slashing the
prices on new cars, which is a key factor in determining resale values.”

In effect, the reduced value of used cars is being reflected in industry-
standard sources such as NADA, Edmunds, and Kelley Blue Book. And,
since the Personal Auto Policy and the Commercial Auto Policy pay
physical damage claims based on ACV, the “gap” between the loan/lease
amount and the ACV is getting larger.

For example, a Ford Taurus with a sticker price of $19,440 just two years
ago commands a trade-in value of only $8,302, which is a whopping 57%
depreciation. A Chevrolet Blazer with a sticker price of $29,120 yields a
trade-in value of $12,701, or 56% depreciation. Other examples of
depreciation in certain 2000 model year cars (i.e., cars that are currently
two years old) include:

* Infiniti QX4 STD 4WD (43.3%)
Nissan Maxima GXE (46.3%)
Dodge Grand Caravan LE (56.7%)
Ford Taurus SE (57.3%)
Oldsmobile Silhouette GL (59.4%)

But the most depreciation in any 2000 model year vehicle was the Ford
Expedition, which lost 70% of its original value in just two years. To
illustrate the impact of recent trends, the 1998 Expedition depreciated just
45% after two years, from 1998 to 2000.

As if the decreased value weren’t enough, the real problem lies in the fact
that the loan amount on many cars decreases only slightly in the first two
years. For example, suppose the buyer of the Taurus above obtained a
five-year loan in the amount of $15,000 at a rate of 8% interest. After two
years the principal balance would be $9,705. On the Blazer a $25,000 loan
would have a remaining principal balance of $16,176. With a 100%
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financing situation (not uncommon today) the Taurus would have a
remaining loan amount due of $12,578 after two years while the Blazer
would have $18,842 remaining. In the first half of the loan it's entirely
possible (if not likely) that the vehicle owner would owe more on the loan
than they would receive from the insurance company in a total loss
situation.

The number of insureds who face a gap in their auto loan/lease and
insurance is significant, and growing. According to the Wall Street Journal
article, approximately 22% of buyers who trade cars this year still owe
money on the loan. The average amount owed is $2,163, and that amount
has skyrocketed from two years ago when the average amount owed at
trade-in was $617.

Fortunately, there is a relatively simple solution. Both the Personal Auto
Policy (PAP) and Business Auto Policy (BAP) have endorsements available
to provide a remedy for this coverage dilemma. The endorsement is
referred to as “Gap” coverage because it “fills the gap” between the
amounts owed on a loan and the actual cash value (ACV) settlement paid
by the insurance company for a total loss vehicle.

Under the PAP, the endorsement is PP 03 35 — Auto Loan/Lease
Coverage. Under the BAP, the endorsement is CA 20 71 — Auto
Loan/Lease Gap Coverage. It should be noted that many car dealers
routinely make this coverage available to their customers and various web
sites offer it on a direct basis. The advantage of the insurance agency
offering the coverage is that it places them (as well as the company) in a
positive light come claim time. Should the vehicle owner have a separate
Gap policy they would be faced with the problem of filing two separate
claims, one under the PAP/BAP and one under the Gap policy. Having one
policy makes claim settlement easier. In addition, the coverage may be
significantly less than that charged by the dealer.

Both the PP 03 35 and CA 20 71 contain substantially identical language.
Shown below is language from the PP 03 35:

In the event of a covered total loss to a "your
covered auto"” shown in the Schedule or in the

Decl arati ons for which a specific prem um charge

i ndicates that Auto Loan/Lease Coverage applies, we
will pay any unpai d anount due on the lease or |oan
for "your covered auto" |ess:

1. The ampunt paid under Part D of the policy; and
2. Any:

a. Overdue | ease/l oan paynments at the tinme of
the | oss;

b. Financial penalties inposed under a | ease
for excessive use, abnormal wear and tear
or high m | eage;

c. Security deposits not refunded by a | essor;
d. Costs for extended warranties, Oedit Life
i nsurance, Health, Accident or D sability
i nsurance purchased with the |oan or |ease;
and

e. Carry-over balances from previous | oans or
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| eases.

In simple terms, adding the Gap endorsement provides payment for the
difference in what the client owes the bank and what the insurance
company pays as ACV of the auto. (Remember, that’s an average of
$2,163 today.) Some of the “add on” coverages purchased by the owner
such as extended warranty or credit life insurance would not be covered by
the endorsement, nor would any overdue loan or lease payments.

The cost to add the endorsement is small. The loss costs for the BAP is 7%
of the physical damage coverage while under the PAP the loss cost is only
2% of the physical damage coverage. (Premiums will vary by company and
state.) Note, too, that the endorsement is available for use when a vehicle is
either financed or leased. Paying off the terms of a lease could be a
significant cost for some clients who have entered into a long-term auto
lease situation.

Clearly, insureds who purchased or leased cars in the last two years could
face a very nasty surprise should they ever face a total loss. It would
therefore be very important to offer this coverage to all insureds who
purchase or lease new cars today.
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