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Insurance Law

I.  Introduction to Insurance

A. Two Points About Insurance

1. Insurance drives business tort and personal litigation.

2. Insurance is difficult to pick up on your own.

B. Practice Areas

1. Traditional Insurance Defense

· Defending IR against claims against ID (tort defendants).

2. P’s Tort Litigation

· Examples: privacy, slander/defamation claims, employment discrimination (EPO/civil rights insurance), patent infringement (funds P’s litigation), recall, etc.

· Every time a new liability arises, the insurance industry comes up with a policy.  The industry then cries for tort reform.  Which came first, the chicken or the egg?

3. P’s Policyholder Litigation 

4. Insurance Coverage Counselors

5. Regulatory Counsel

6. Governmental Attorneys (Attorney General, Antitrust)

7. Corporate Counsel and Risk Management

C. Articles [Pages 6-50] [Pages 3-4] [8/31; End of Notes]

D. Why Is Insurance Bought?

1. Why do individuals but insurance?

· Expected Loss: Magnitude of the Loss x The Probability of the Loss

· Paying the expected loss amount instead of facing the risk amounts to an even bet.

· If the individual were risk neutral, then she would not have any preference between the two bets.

· Individuals are generally risk averse with respect to losses past a certain magnitude.  People are willing to pay more than the costs of premiums because of the diminishing marginal utility of money.  They are willing to pay a premium to feel protected against enormous loss.  A lot of it is psychological.  People want peace of mind.

2. Why do corporations but insurance?

· To ensure against catastrophic losses.

· Corporations generally have policies where they pay up to a certain amount themselves and then insure against any amount over that [umbrella policy].

· Corporate policies are less regulated then consumer policies such as homeowners’ policies because regular consumers are not savvy businessmen and need protection.

3. Why do corporations’ and individuals’ decisions to buy insurance differ?

· An umbrella policy is not attractive to individuals because they want coverage to kick in at lower amounts.  They prefer lower deductibles.

· A liability policy with limits of $2 million is more than an individual needs.

· To determine how much insurance is needed, risk managers calculate the potential liabilities and the level of exposure, and then determine how much liability the company can tolerate.  Risk managers generally suggest sprinklers, provide training on what constitutes employment discrimination, etc.

· If there is a policy with no “duty to defend”, the IR agrees to pay the tort judgment itself if a judgment is entered.  A theory is that people who carry more insurance get larger verdicts because Ps know there is an insurance company behind the D (cannot mention – motion in limine, but immediately discoverable).

E. Why Insurers Sell

IRs are most willing to sell when the following conditions are present:

1. There are a large number of similar or homogenous risks of the sort being insured.

2. The risks are “uncorrelated”.  That is, it isn’t likely that the “loss event”, if it occurs, will occur to lots of individual insureds all at once.  An example of a “correlated risk” is property insurance in Topeka due to the likelihood of a tornado affecting a large number of homeowners at the same time.

3. The average frequency and severity of the loss being insured must be calculable (e.g., war and flood”

4. The loss event – that is, the occurrence that must take place to trigger the IR’s duty to pay – must be definable with a fairly high degree of precision.

5. The risk must be truly fortuitous and not in the nature of an intentionally produced loss.

6. The IR must be able to control the problems of adverse selection and moral hazard.

· Golf Hole-in-One Insurance in Japan: Law of Large Numbers

· Why are IRs willing to sell insurance when these conditions are met?

· Premiums are collected, losses are paid out, and profits are made.  Also, before payout, the premiums are invested/earn interest.

· It is contestable as to whether the premiums are being invested appropriately.

· Insurance availability and affordability lead to the tort reform crisis.

It takes both demand and supply to create a form of private insurance.  Consider policies that pay money for pain and suffering or “long term care” policies.

Insurance transfers risks, pools (or spreads) losses, and classifies insureds.  

Insureds are often pooled with other insureds that have higher expected losses and then the average is charged as premium.

F. Why Study Insurance Law [Jerry, § 1, Pages 1-2]

G.  Defining Insurance

1. The Nature of Risk [Jerry, §10[a], Page 11]

2. Coping With Risk [Jerry, §10[b], Pages 11-13]

3. The Economics of Transferring and Distributing Risk [Jerry, § 10[c][1], Pages 13-14]

II.  Moral Hazard, Adverse Selection, and Classifications

III.  Basic Lines of Insurance, and Basic Types of Policies

IV.  Insurer Organization and Practices

V.  Government Regulation of Insurance

VI.  Interpretation of Insurance Contracts

A. The Typical Steps in the Formation of the Insurance Contract

1. [Jerry § 30]

2. The steps include:

· Initial contact between the consumer and the intermediary.

· The submission of an application.

· Issuance of the binder (a conditional receipt that forms a temporary contract).

· Investigation and evaluation by the Insurer.

· Issuance of the policy.

B. The Basic Legal Requirements for Forming a Contract

1. [Jerry §31, First Paragraph]

2. A contract is a “promise or a set of promises for the breach of which the law gives a remedy, or the performance of which the law in some way recognizes as a duty.”

3. Insurance policy = contract…need offer and acceptance, consideration, capacity to contract, in writing, not for a purpose contrary to public policy.

C. Interpreting Contracts Generally: The Basic Rules

1. [Jerry § 25A [a] & [b]

1. The aim is to interpret the meaning of the parties to the contract.

2. Two General Approaches.  Note that any given jurisdiction may adopt a combination of the approaches.

· Four Corners [or the stricter “parol evidence rule”] Approach:  Court determines as a matter of law, based on the 4 corners of the document, whether or not the contract term at issue is unambiguous.  If the document is deemed unambiguous, then generally no extrinsic evidence of the parties’ intentions or meaning will be admitted.

Caveat: Even under the 4 corners approach, most courts will allow certain extrinsic evidence – such as TRADE USAGE AND CUSTOM – to be admitted and relevant to the question of whether the contract term is unambiguous.  The trick is to see how far the 4 corners jurisdiction will go in letting in extrinsic evidence.

· The Second Restatement Approach: Words and other conduct are interpreted in light of all the circumstances.  Thus, if words need external referents to give context, then extrinsic evidence will be admitted.

Caveat: Should not be misunderstood to ALWAYS allow extrinsic evidence.

3. Interpretive Rules-of-Thumb

· Writing is interpreted as a whole.

· Technical terms are given their technical meaning.

· Contract phrases are interpreted in a way as to be consistent with each other when possible.

· Specific terms are given greater weight than general language.

4. Pure Function of Interpretation is for the Judge, not the Jury.

But, if the contract dispute centers on how a particular contract term applies in a given set of facts, many courts give it to a jury. 

5. When all other factors are not decisive, the contra proferentum (construe the ambiguity against the drafter) may be applied in a final tie-breaker.

D. Interpreting Insurance Contracts, Including Strong Contra Proferentum and Reasonable Expectations

1. [Jerry §25A [c], § 25D]

2. The steps include:

1.  The aim is to interpret the meaning of the parties to the contract.

2.  “Plain Meaning” Approach: If the meaning of the provision is 

clear on its face, then no extrinsic evidence will be admitted.  If the court determines (as a matter of law) that there is an ambiguity, then extrinsic evidence is admissible.

Texas definition of “ambiguous”: The insurance contract is ambiguous if, after applying the standard rules of construction that do not rely on extrinsic evidence (ex. specific term receives greater weight than the general term), the provision remains reasonably susceptible to two meanings.

   3.  Interpretive Rules-of-Thumb

· Writing is interpreted as a whole.

· Technical terms are given their technical meaning.

· Contract phrases are interpreted in a way as to be consistent with each other when possible.

· Specific terms are given greater weight than general language.

       4.   Pure Function of Interpretation is for the Judge, not the Jury.

But, if the contract dispute centers on how a particular contract term applies in a given set of facts, many courts give it to a jury. 

 5.  When all other factors are not decisive, the contra proferentum 

(construe the ambiguity against the drafter) may be applied in a final tie-breaker.  Applied in a more potent way than with a typical contract dispute.

· Usually, if a clause is deemed to be ambiguous, extrinsic evidence is admitted and the interpretive question is decided by either judge or jury.  CP applies only if the steps did not settle the interpretive question.

· STRONG CP: Once the court decides as a matter of law that the term is ambiguous, no need to bother with extrinsic evidence or a jury.  Invoke CP as soon as the ambiguity is found. (TEXAS)

· Courts that adopt either regular CP or strong CP often use is as though they adopted the opposite.

· One argument is that if the ID is a sophisticated businessman, Strong CP should not be available.



       6.  Insurance doctrine of reasonable expectations is often applied.

· Strong version: The contract will be interpreted in accordance with the objectively reasonable expectations of the insured, not withstanding unambiguous contract language to the contrary.  Will extrinsic evidence be admitted?

· Weaker version: If ambiguous, extrinsic evidence can be admitted on the parties’ expectations, and the objectively reasonable expectations of the insured should guide the interpretive task.

· The notion is that it is unfair to the ID…it is not in compliance with what insurers would reasonably expect.  It is a form of public policy because it is unfair to draft policy that is unambiguous and does not comport with the reasonable expectations of the policyholder.

· Most courts endorse this in one form or another.

· What is the precise role of reliance (by the insured) in the doctrine of reasonable expectations?

· LAST RESORT IN TEXAS!



       7.  Burden of Proof.

· Insured has the burden of proof to show that the claim lies within the coverage grant of the policy.

· Insurer has the burden to show that an exclusion applies.

3. PROBLEMS – Red Tab (Pages 7-12); 9/14 and 9/21 Notes.

4. CBI Industries (1995 Texas Supreme Court) 

· Represents current Texas law on the interpretation of insurance contracts generally.

· 4 corners approach.

If the contract language is not fairly susceptible to more than one legal meaning or construction, extrinsic evidence is inadmissible to contradict or vary the meaning of the explicit language of the parties’ written agreement.  In this case, the policies unequivocally deny coverage for damage resulting from pollutants, however the damage is caused.  There are no latent or patent ambiguities in the policies.

5. Balandran (1998 Texas Supreme Court)

The policy must be read as a whole.  While parol evidence of the parties’ intent is not admissible to create an ambiguity, the contract may be read in light of the surrounding circumstances (can be what the parties intended upon entering the contract) to determine whether an ambiguity exists.

· 2 or more reasonable interpretations = ambiguous.  Because the Balandrans’ interpretation of the contract is reasonable, an ambiguity exists on the face of the policy.

· If ambiguous, CP is applied and ID wins.

· Surrounding circumstances indicate that the exclusion provision is located within Coverage B merely to simplify the policy, not to restrict the scope of the exclusion.

Dissent: Poor drafting does not render a section of the policy ambiguous.  Must look to the intent of the parties as ascertained from the instrument.  Since the policy is not ambiguous on its face, the court is using evidence of understanding to create an ambiguity.

Pryor: Surrounding circumstances are the same as facts within the contemplation of the parties at the outset.

6.   Sparks v. St. Paul (NJ 1985)

The objectively reasonable expectations of applicants and intended beneficiaries regarding the terms of insurance contracts will be honored even though painstaking study of the policy provisions would have negated those expectations.

7.  Comparison Handout – Yellow Tab; 9/19 Notes.

E. Some Interesting Interpretive Examples

1. State Farm Lloyds v. Performance Improvement Corp. (1998 Texas Court of Appeals)

No coverage for child molestation because Performance’s liability falls within the exclusion for “bodily injury, property damage, personal injury or advertising injury due to the rendering or failure to render any professional service.”  The fact that many cases have held that “professional services” is ambiguous does not suggest that the exclusion is always ambiguous.

Dissent:  The jury could have reached a verdict that the exclusion was ambiguous as to “management consultant”.

Class: Surrounding circumstances may be let in to decide whether or not there is an ambiguity, but if the s.c. evidence clearly contradicts the policy, it will not be let in.

VII. Waiver and Estoppel, Affirmative Tort Relief Premised On Misrepresentation Theories

VIII. Liability Insurance: The Duty to Defend

WSJ 1996 on AIG denying claims

WSJ article on insurers’ campaign to deal directly with victims

A.  “Trigger”

1. To say that a policy is triggered is not to say that it will provide coverage.

2. Claims-based v. Occurrence-based policies: Occurrence is more difficult because of the question of when the bodily injury or property damage occurred.

TESTS:

A. Injury in Fact: The point in time when the body’s defenses are overwhelmed and sickness or injury becomes inevitable.

B. Exposure: Exposure to the injury-causing substance is a trigger.  It can be a continuous trigger in cases of continuing exposure over a number of years.

C. Manifestation: When an injury manifests itself.  This may occur at the time of the injury in fact, after the injury in fact, or before the injury in fact.

D. Multiple Trigger: All of the above three tests are used.

B.  Who is an Insured?

1. Grain Dealers Mutual Insurance Company (Supreme Court of Texas 1997)

McKee is the sole shareholder of a corporation insured by Grain Dealers.  M wishes to include his daughter’s car accident injuries in the coverage, even though the accident occurred during an outing unrelated to any business purpose.
The daughter is unambiguously not a named insured: not “you”, not a “designated person” and not a “family member” of the corporation.  Surplusage alone does not make a policy ambiguous.

Dissent: The “family member” language is ambiguous since McKee was the sole shareholder of the corporation.  The daughter should be viewed as an insured under the reverse corporate veil piercing theory, etc.

C. Determining If the Insurer Owes a Duty to Defend

1. In General

· 1, 2, 3, Page 20: Duty to Defend Part I: Why and When Policies Contain It and The Tests for Determining When the Duty Exists.

· “Tort Liability Regime and the Duty to Defend”, Pryor:

· Virtually all standard personal and commercial liability policies give the insurer both the right and the duty to defend any lawsuit that seeks damages covered under the ID’s policy, no matter how groundless the suit may be.

· Indemnity Insurance: A promise to pay up to the policy limits if we are found liable.

· Defense Insurance: A promise to provide a defense regardless of how justified the lawsuit is, and regardless of how much the defense costs.

· Complaint Allegation Rule and the overlap issue between IR’s coverage obligation and the underlying tort suit.

· [Jerry §111[a], [c], leave out [5].

2. Application to a Specific Area: Intentional Injury

· 4-10, Pages 20-25: Duty to Defend Part I: Why and When Policies Contain It and The Tests for Determining When the Duty Exists.

· Intentionally Caused Harms: The Coverage Arguments
If a claim against an insured is for arguably intentional injury, the carrier usually raise at lease two coverage arguments:

1. Did the claim against the insured arise from an “occurrence”?

2. Does the exclusion for “intentional harm” or “expected or intended injury” apply?
(a) Policies generally define “occurrence” as “accident”, so an intentionally caused harm is not the result of an accident, and thus not the result of an “occurrence”.  Therefore, there is no coverage.

(b) Even if the insured were to overcome the “occurrence” hurdle, it still has to get past the exclusions for intentional harm or expected or intended injury.
INTENTIONAL INJURY CASE ISSUES:

1. If the insured intends the act that causes damage, is this alone enough to defeat coverage, even if the result of the act is unintended?

Most old case law is pro-IR on this subject, although the prevailing modern view is that intent as to the act is not enough, by itself, to defeat coverage.

2. Can an insurer defeat coverage only if the insured DESIRED to bring about the result?

Most courts say that DESIRE is not necessary to defeat coverage.  “Intended or expected from the standpoint of the ID” is sufficient.

3. Given that the fortuity standard turns on some sort of knowledge about (and not just desire as to) the result, is that knowledge judged SUBJECTIVELY or OBJECTIVELY?

Even though the language reads “from the standpoint of the ID”, the courts are split as to whether it is a subjective or objective test.

4. What level of “foreseen-ness” must exist to defeat coverage?

· PRO-INSURER: “likelihood” or “probability” of harm is sufficient.

· PRO-INSURED: Only a virtual certainty will suffice.

· IN-BETWEEN: “Knowledge with Substantial Certainty”.

5. In deciding whether a result was intended or expected, with WHAT LEVEL OF SPECIFICTY should the result or harm be defined?  That is, must the IR show that this precise injury was foreseen, or only that some sort of injury of this basic sort was intended or expected?

· Loss covered unless that precise injury was intended or expected.

· Loss excluded any time the ID intended or expected some sort of harm.

· Did the ID intend or expect as loss that was of the same general type as that which indeed materialized?

· [Jerry §63, §63C up to subsection [a]]

· Farmers Texas County Mutual Insurance Company v. Griffin (Supreme Court of Texas 1997)

Drive by shooting by Royal injured Griffin.  Royal invoked Farmer’s duty to defend under his personal automobile liability insurance policy.  Farmers defended Royal subject to a reservation of rights and then filed declaratory judgment action to challenge its duty to defend and indemnify Royal.  The underlying tort action was for N and gross N.

· The duty to defend the duty to indemnify are separate issues.  A P pleading both N and intentional conduct may trigger a IR’s duty to defend, but a finding that the ID acted intentionally and not negligently may negate the IR’s duty to indemnify.

· 8 corners: Complaint Allegations Rule: The petitioner’s allegations and the policy’s language determine the IR’s duty to defend.  A court must focus on the factual allegations rather than the legal theories asserted in reviewing the underlying petition.

· The question in this case is whether Griffin alleged an auto accident that does not involve intentional acts.  Griffin’s facts indicated intentional behavior although he alleged N claims, and therefore, Farmer’s has no duty to defend.  The petition also does not allege that the injuries resulted from an auto accident (not between 2 cars and to construe the injury as resulting from an auto accident would be a stretch!)
· Parties may secure a declaratory judgment on the IR’s duty to indemnify before the underlying tort suit proceeds to judgment.  Here, no duty to indemnify for the same reasons there is no duty to defend.
· National Union Fire Insurance Company of Pittsburgh, Pa. v. Merchants Fast Motor Lines (SC of Texas 1997)
Gonzales sues Merchants covered by a CGL policy for negligent hiring of Hart who was N in discharging a firearm.  

· If a petition does not allege facts within the scope of coverage, an insurer is not legally required to defend a suit against its ID.

· When there is doubt as to coverage under the 8 corners rule, the doubt will be resolved in the ID’s favor and the IR must defend.

· The focus must be on the origin of damages rather than on the legal theories alleged.  Given even the most liberal interpretation, the allegations in this case do not suggest that the injury resulted from the use of the truck.  No duty to defend.

· The principles in the two above bullets seem contrary to the “origin of damages” principle.

· Savy Ps know to claim N even though know the courts will see filing a gun as not being intentional.

· Trinity Universal Insurance Company v. Cowan (SC of Texas 1997)

Revealing pictures of Cowan shown to others by Gage, employee of HEB.  Cowan sued under homeowners’ policy for mental anguish and headaches, sleeplessness, and stomach problems.

· No duty to defend because “mental anguish” is not “bodily injury”.

· ID’s intentional tort that results in unintended injuries is not an “accident” and therefore not an “occurrence” under the same policy.

· Cowan’s injuries were not unexpected because they were of a type that “ordinarily follows” and the injuries could be “reasonably anticipated from the use of the means, or an effect”.  To hold otherwise would enhance moral hazard.

· The court also rejects, however, Trinity’s argument that if an actor intended to engage in the conduct that gave rise to the injury, there can be no “accident” – ex. thought it was a deer but was a human.

· “Bodily injury” is defined as “bodily harm, sickness, or disease”, where “bodily” means physical and not mental harm – Majority of jurisdictions use this definition.

· The physical manifestations of the mental anguish were testified to but never alleged.  As such, they will not be presumed in the allegations, even though allegations are liberally construed to find a duty to defend.

· Perhaps the court in this case is working backwards from a gut feeling that they do not want a homeowners’ policy to cover such claims.

· King v. Dallas Fire Insurance Company (Texas App.)

Jankowiak alleged that Lopez negligently reacted to a business confrontation and King was liable for negligent hiring and failure to train about safety matters.  Dallas Fire claims no duty to defend because no “occurrence” and injury was intentional exclusion.

· To determine whether an event was accidental, look to the nature of the act rather than to the subjective intent of the ID.  It is accidental if the effect cannot be reasonably anticipated by the ID.  Lopez acted willfully and viscously.  Dallas Fire has no duty to defend.

· No coverage if the complainant’s injury is the result of a N act of the principal that is related to and interdependent on the intentional conduct of the agent.

· “Separation of Insureds”:  King argues that this provision precludes the treatment of the claims as interdependent.  Texas Supreme Court has rejected this rationale.  Lopez’s intentional conduct is imputed to King, notwithstanding the S of I provision.

· Dissent:  The S of I should preclude King from being analyzed with the actions of Lopez.
D.  The Relationship of the Duty to Defend With the Duty to Indemnify: 

      Reservations of Right

1. Part II Handout, Page 49.

2. Notes 10/5.

E.  Remedies for Breach of the Duty to Defend

1. [Jerry § 111[h]]

(1) Attorney’s fees and other costs incurred in defending the underlying action.

(2) Excess Judgment: Subject to some exceptions, the IR is not liable for an excess judgment against the IR after the IR has breached the duty to defend.

(3) Attorney’s fees in the insured’s action against the IR or the IR’s declaratory judgment action.

(4) Tort Damages.

(5) Liability for the ID’s Settlement of the Underlying Action.

(6) Breach of the duty to defend as an estoppel to the IR’s denial of coverage.

F.  Assignment by the ID to Tort P of ID’s Rights Against IR

1. An assignment without a settlement by ID

After the ID and the P strike a deal, the ID will “assign” all its rights against the carrier (i.e., its future claims for breach of duty to defend) to P.  In exchange, P agrees not to execute on any tort judgment received by the P against ID.

· The case proceeds and IR refuses to pay judgment for P.  Two possible claims: Breach of duty to defend and Breach of duty to indemnify.

· Liability and damage issues are the same as though ID brought the suit against IR.

· Assignment occurs because ID is off the hook and P reaches “deep pockets”.

· Assignment alters incentives.  The ID will no longer defend aggressively.  Alignment of interests.  Most jurisdictions, however, say assignment is simply a consequence of denying a defense.  If IR waives the control, IR risks being sued by assignee later.

· Gandy (SC Texas 1996) invalidates the use of assignments in some instances. 

2. A settlement by ID without an assignment

ID defends himself after denied a defense.  ID and P settle.  IR refuses to pay settlement.  ID sues IR for breach of duty to defend and duty to indemnify.

· Part II, Pages 51-52.

· Page 8 of CGL, Number 3: “settlement” = “signed by us, insured, and claimant”.  Some courts say that if the IR denies defense, ID no longer has the obligation to comply with the “signing off’ requirement (or any other in the CGL – will not increase policy limits though).  To get out of paying settlement, IR must prove the settlement amount is inappropriate. 

3. A settlement by ID and P, along with an assignment

Covenant not to execute along with an assignment of the ID’s rights.  Go through #5 questions.


G.  Conflicts of Interest

1. [Jerry §114]

2. Types of Conflicts between the Interest of the IR and ID

a. There is not conflict of interest.  There is plenty of money, there is no coverage question, and the ID never disagrees with how the defense is being conducted.

b. The ID and the IR have a disagreement over coverage – and thus a conflict – but the conflict is not likely to spill over into or affect the defense of the insured.  An example is when IR hires an attorney for a coverage issue and another attorney for the noncoverage issue.  IR will provide the defense under reservation of rights, as a precaution to make clear that IR’s decision to conduct a defense won’t be deemed a waiver of right to contest coverage.

c. The IR and the ID have a disagreement over coverage, and the coverage issue factually or legally overlaps with the tort issue, so that the way in which the tort defense is conducted might influence the outcome on the coverage case.  An example is when it is an intentional tort and N and the IR hires DC to represent the ID.  The IR issues a reservation of rights on the basis of the exclusion for “expected or intended” injury.  TRIPARTITE RELATIONSHIP.

d. Conflicts stemming from the ID’s excess financial exposure.   ID has policy of 100K.  Settlement offer for 100K.  Trial verdict could be as high as 300K.  ID wants to settle, but IR thinks true value of settlement is only 50K, given the weak facts on liability.  IR refuses to settle.
e. Conflicts over various personal or reputational issues.  
i. ID wants to defend a N suit vigorously even though she has an alibi that would reveal her adultery.

ii. Lawyer sued for malpractice does not want to settle because it might affect reputation adversely.  Under the CLG, it may be at the discretion of the IR as to whether to settle or not.
3. When a Conflict Exists, What Must the Insurer Do To Fulfill Its Obligation?

· Just as the duty to defend can be triggered when there is coverage doubt, the duty to defend can be triggered when there is a conflict between the IR and the ID.

· There are two extreme options for the IR:

1. Lease protective of ID: Any time there is a conflict of interest, the IR is relieved of the duty to defend.

2. Any conflict of interest entitles the ID to obtain independent counsel, paid for by IR, but not controlled or selected by IR.  Most jurisdiction do not do this.

Most courts are in between (15-20): Cumis Rule: IR pays for the defense counsel and is given the ability to control some of the decisions.  Must provide a meaningful defense to prevent harm (prophylactic rule).  Look to the nature of the conflict.  If it affects underlying tort and coverage, a meaningful defense must be given. The problem is that IR may be affecting the way the underlying tort is affected.

· The other options lie in between the two extremes:

Considering a conflict of interest in which the coverage issue overlaps with the tort issue:

1. Abandon the ID.  IR relieved of duty to defend.  No jurisdiction opts for this.

2. Do nothing.  Provide a defense, but do not do anything to resolve the conflict of interest.

· Possible outcome A: No finding of liability and the IR has no duty to indemnify.

· Possible outcome B: There is a finding of liability based on intentional conduct.  If this finding is binding on the ID in the later coverage suit, ID has been harmed.

a. Jerry says that collateral estoppel does not result for the ID.  The jury once again must determine whether the act was intentional, and therefore, whether or not the exclusion applies.

b. If the IR assumes the defense and does not reserve rights or appoint independent counsel, then what will the court hold regarding coverage when the suit is litigated?

3. Nonwaiver agreement or reservation of rights issued by IR to satisfy IR’s obligation to defend when there is a conflict of interest.

ID can be hurt by IR controlling the defense:

1. Not as vigorous a defense because IR only has to pay if unintentional tort.

2. Evidentiary Spillover Effect Concern: Even though the case will be relitigated, all discovery, witness prep, etc. freezes the evidentiary development of the case.  The case was steered towards a finding of intentionality that cannot be undone.

4. Declaratory Judgment Action: Will all courts allow the IR to seek a dec j asking for a finding that the ID’s conduct was intentional, while at the same time the P’s lawsuit is still going on?

5. Separate or independent counsel.  Will IR have to provide it in a Cumis jurisdiction?

4. Texas Law

· If the IR receives notice of a lawsuit, it has three options:

1. Defend unconditionally.

2. Deny a defense and coverage all together.

3. Defend under a reservation of rights.  If the IR chooses this and the ID rejects the defense under a reservation of rights, the IR must withdraw from the defense case altogether.  “Reject the Defense” Jurisdiction.

Pryor finds this unfortunate because it is against the goal of the Cumis Rule (to prevent harm):

· Why should ID be allowed to reject the defense?

· Why should ID always have the right to reject a defense?

· It may be unclear to IR under what circumstances the “withdrawal after rejection” might be deemed a breach of the duty to defend.

6. Responsibilities of Insurance Defense Counsel With Respect to Conflict

1. Pryor & Silver: Defense Lawyers’ Professional Responsibilities
· Defense Lawyers’ Responsibilities in Full Coverage Representations:

· There is no coverage dispute and there is no risk of judgment above the policy limit.

· How many clients does a defense counsel represent?

As many clients as they agree to represent.  The question is a matter of fact for the contracting parties to decide.

Co-client representations are customary in full coverage situations.

Multi-client representation rules apply.  For example, a defense lawyer is prohibited from acting to the detriment of either client without that client’s informed consent.  DC must also give each client whatever information is needed to make informed decisions.

Carrier control of DC is a contract term.  The ID always has the right to tell the IR what to do under agency law.

Disclosures and Consents are the key to handling the conflicts of interest!

· The Duty to Communicate

· The Duty of Loyalty

Primary Client Rule: DC must place the interests of the ID before those of the IR whenever there is a conflict.

No Subordination Rule: Prohibits a lawyer from subordinating the interests of one client to those of another without the former’s informed consent.  This is the normal rule not applies in the insurance defense context.

The Article states the NSR should govern the insurance industry.  It fully protect IDs against disloyalty.  Covers DC prohibition of serving as coverage counsel for IR.  PCR undermines IRs’ confidence in DC and raise insurance costs.

· Defense Lawyers’ Obligation sin Excess Exposure Cases

· ID is likely to bear some of the verdict or settlement, either because the likely judgment exceeds policy limits, or because the ID carries a self-insured retention (SIR) or deductible.

· Carrier has authority to retain defense counsel for itself.

· Carrier has authority to retain defense counsel for the policyholder.

· Is Joint Defense Ethically Permissible?

· Disagreements that Arise During Joint Defense

Texas: Ethically permissible for there to be two clients.  

Employers Casualty Company v. Tilley (SC of Texas 1973)

In the case of a conflict of interest between the IR and the ID, the DC should promptly inform both the company and the ID, preferably in writing, of the nature and extent of the conflict of interest.  Public policy also necessitates such actions.  The DC should not continue to defend the ID unless, after full explanation of the coverage question, the ID acquiesces in the continuation of such defense.

The nonwaiver agreement does not give the IR the right to do anything it may wish to prejudice the rights of the ID and thereafter continue to rely on the nonwaiver agreement, since such agreement may be waived by the IR’s subsequent conduct.  Estoppel may arise where there is a duty to speak and the IR’s failure to do so harms the ID.

· IR hires DC to defend IR and has a coverage issue and no notice to ID.  DC develops damaging coverage evidence v-a-v ID.  IR is estopped from contesting coverage because he never told ID that there was coverage doubt.

· In many states, no reservation of rights means that coverage dispute is estopped.  In some states, must show prejudice or harm to ID due to failure to reserve rights to be estopped.

· WHO IS THE CLIENT:

a. Only the ID.  IR is a third party payer (MINORITY VIEW).

b. ID and IR can be depending on the agreement.  Does the IR want to be a client?  Is there a disabling conflict of interest?  Must be done within the boundaries of professional responsibility. (MAJORITY VIEW).

c. Both ID and IR, but if there is a conflict, only ID.  Both are clients at the beginning though.

· Nothing in Tilley contradicts the proposition that in general there can be two clients.



State Farm v. Traver (SC of Texas 1998)

IR is not vicariously liable for the malpractice of an independent attorney it selects to defend an ID.  IR, under the terms of the K, did not have the requisite control over the defense needed to be vicariously liable for the attorney.  The attorney here was an independent contractor.

The court distinguishes Head (IR owes no duties other than the Stowers duties, including the duties otherwise imposed the DTPA and the Insurance Code) by stating that in this case, the IR did not merely refuse a defense, but consciously undermined the ID’s defense.  The Stowers and breach of good faith claims are remanded.

Note: Traver is a third-party executor of the ID’s trust.

Concurrence/Dissent: If the IR uses it influence with the retained attorney to the detriment of the ID, the IR’s liability to the ID for its own conduct is DIRECT.  Head was in the context of duties arising out of the relationship created by the contract.  Here, direct violations of the DTPA and Insurance Code should be alleged.

· VL for IR and attorney is alive in other jurisdictions.

IX.  Liability Insurance: The Duty To Settle


A.  Background Principles


B.  The Primary Carrier’s Duty To Settle


     * [Jerry, § 112]


     * Ranger County Mutual Insurance v. Guin (SC Texas 1987)

Claiming that Ranger could have settled this claim within the policy limits, Peden and Guin brought suit against Ranger under the “Stowers Doctrine”.

The jury was instructed on a standard of N: If an ordinary person in the exercise of ordinary care, as viewed from the standpoint of the ID, would have settled the case, but the D failed or refused to do so, then the defendant is negligent.  The duty to settle implies the duty to negotiate.  The duty to exercise ordinary care leaves room for an error in judgment, without N necessarily resulting therefrom.

The scope of the agency relationship is beyond the duty to settle.  It extends to investigation, preparation for defense of the lawsuit, trial of the case, and reasonable attempts to settle.

Stowers Doctrine:

1. IR becomes the agent and DC becomes the sub-agent of the ID.

2. IR is held to the degree of care and diligence which an ordinary prudent person would exercise in the management of his own business.

3. There must be an unconditional offer to settle all claims against the ID within the policy limits.

Dissent: Stowers should not be expanded to include all aspects of agency law.  Also, the offer to settle in this case was conditional because it only released one insured while allowing judgment against the other.

Texas: Head (SC TEXAS 1996): Today, all claims other than the duty to settle and contract remedies for the breach of the promise to defend are allowed.  Head does nothing to limit malpractice claims for N handling of the case.

* APIE v. Garcia (SC Texas 1994)

APIE discharged its duty to defend, and because APIE never received a settlement demand within its policy limits, it did not breach its Stowers duty to settle.

· IR has not duty to settle a claim that is not covered under its policy.  Thus, APIE had no duty to settle before the 6th amended petition was on file, containing allegations that brought the Cardenases’ claim within the scope of Garcia’s coverage.

· The Stowers duty is activated if:

1. The claim against the ID is within the scope of the coverage.

2. The demand is within the policy limits

3. The terms of the demand are such that an ordinarily prudent IR would accept it, considering the likelihood and degree of the ID’s potential exposure to excess judgment.

The reasonableness is shifted to from the view of the IR, not the ID.

To flesh out the reasonableness standard, disregard the limits.  Was rejection of the settlement reasonable?

For within coverage, if punitive damages are not covered but are included in the demand, there is not Stowers duty.

There must also be a full release for the policyholder in exchange for the settlement amount paid.

A demand above policy limits, even though reasonable, does not trigger the Stowers duty to settle.

FOOTNOTE 13: The court does not reach the questions of

a. When, if ever, the Stowers duty may be triggered if an ID provides notice of his or her willingness to accept a reasonable demand above the policy limits, and to fund the settlement, such that the IR’s share of the settlement would remain within the policy limits.

b. The situation in which the settlement requires funding from multiple insurers and no single insurer can find the settlement within the limits that apply under the particular policy.

· The Stowers remedy of shifting the risk of an excess judgment onto the IR is inappropriate absent proof that the IR was presented with reasonable opportunity prevent the excess judgment by settling within the applicable policy limits.

· Requiring claimants and not IRs to make settlement demands is appropriate.  IR did not have an affirmative obligation to try to settle the case.  APIE only had to wait for the demand to be made within the policy limits.  If there is no demand made, there is no Stowers duty.
· Note that if there is no obligation to defend and the IR steps in and does so anyway, the same standards apply as though the IR was obligated.

  * Trinity Universal v. Bleeker (SC Texas 1998)

The third party offering settlement did not offer to release Bleeker fully.  The Stowers demand was made only on behalf of some of the potential plaintiffs (others injured and hospital lien claimants).  Therefore, there is no claim under Stowers.

Bleeker claimed that Trinity’s failure to inform either Bleeker or his attorney of the demand letter was unconscionable conduct under the DTPA.  The court rejected this claim because there was no causal connection between the failure to inform and the excess judgment entered against Bleeker.  There was no evidence that Bleeker would have accepted the offer, and therefore, no producing cause of actual damages.


C.  Too Little Money and Too Many Claimants



* Texas Farmers Ins. V. Soriano (SC Texas 1994)

Soriano assigned its rights to the Medinas who sued Farmers for N and breach of duty of good faith and fair dealing.  The court said that when faced with a settlement demand arising our of multiple claims and inadequate proceeds, an IR may enter into a reasonable settlement with one of the several claimants even though such settlement exhausts or diminishes proceeds available to satisfy other claims.  This promotes settlement of lawsuits and encourages claimants to make their claims promptly.  

In addition, for a settlement to be unreasonable, ID must show that a reasonably prudent IR would not have settled the claim when considering the merits of the claim and the potential liability of the ID on the claim.

· IR should weigh the seriousness of the claims.

D.  Assignments and Covenants


* State Farm v. Maldonado (SC Texas 1998)

Robert, and therefore, Maldonado, cannot sue State Farm pursuant to the policy for bad faith because the defamation trial had no genuine contest of issues, and so, was not an “actual trial”.

Robert’s offer to pay $1 million out of pocket on the $1.3 million demand does not convert the demand into a 300K within the policy-limits demand.  This is because State Farm did not know that Robert had made an unconditional offer to pay the excess.  As such, M never made a demand within the policy limits.

* Gandy (Texas SC 1996):  When assignment to P is invalid…

X.  Subrogation


A.  Subrogation in General


B.  American Centennial Insurance Company v. Canal Insurance Company (SC 

                  Texas 1992)

