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Bad Faith as a Continuum:

From Claim to Trial

Thomas F. Segalla

I.

Introduction TC "I." \f C \l "1" 
The concept of bad faith can only be clearly understood if viewed as a continuum.  This requires that the claims handler and defense counsel look forward and backward after receiving notice of a lawsuit.  The claims handling field is fraught with dangers; if the claims professional does not understand the impact of action or inaction during the claims handling process, a bad faith claim may result.  Similarly, potentially large verdicts can emerge if defense counsel does not fully understand the claims handling process.  Specifically, the claims professional must look forward to assess how action or inaction will be viewed by a jury.  Defense counsel must look backwards at the process, however, considering how to profile the claims professional before the jury.  Counsel also must determine whether to adopt a proactive or reactive approach to the defense process.

This article is divided into three sections and highlights what the claims professional should know about the present bad faith environment, what defense counsel should consider when advising its client about the proper approach to defend a case, and what both should know about potential challenges at the time of trial.  Each of these matters must be assessed separately, but should be viewed as interrelated.  Absent that approach, bad faith litigation will continue to plague the industry.

II.

Bad Faith Avoidance: Who Set the Trap? TC "II." \f C \l "1" 
A. The Dilemma TC "A. The Dilemma" \f C \l "2" 
Education, not insensitivity, cynicism or skepticism, is the principal tool in avoiding bad faith.  However, even the most educated claims professional can be blind-sided in the claims handling and litigation processes, absent a clear understanding of the bad faith “setup,” and an actual awareness of who set the trap. The focal issue can be framed in the alternative: (1) was the trap set by the insured and its counsel and/or the third‑party claimant and its counsel, or (2) was it set by the claims handling professional at the adjuster level or at the management level of the insurance company?  The purpose of this article is to help identify what prophylactic measures should be taken to prevent setting the trap at the outset; to identify  what proactive measures are needed after the trap has been set; to identify who set the trap, and to provide some practical and tactical recommendations to remove the bait from the trap before it is sprung.

Bad faith has been variously described by courts and commentators.  It abides many definitions: 

1) irrational recalcitrance on the part of the insurer to pay what is due to the insured;

2) reprehensible conduct designed to redirect small amounts from all property damage claims;

3) evil mindedness of the adjuster, which results in a refusal to pay a claim;

4) “malicious intent” of the adjuster in investigating the claim; and

5) “conscious wrong doing” and “spite” towards the insured.

These descriptive words have been used to characterize the insurer’s actions within the context of both first‑party and third-party claims.  It should be noted, however, that this article is not intended to provide a complete analysis of the legal standards applied within the first- and third-party context.

One of the dominant goals of the education process is to prevent the insurer from entering the “Bad Faith Insurer Hall of Shame,” promoting its entry instead into the “Good Faith Insurer Hall of Fame,” as published by Fight Bad Faith Insurance Companies (“FBIC”) (a non-profit advocacy organization) at www.badfaithinsurance.org.  Although reading such publications can be highly inflammatory from the insurance industry perspective, these publications serve to identify the existing climate under which the claims professional and defense counsel must operate.  Recognizing where the problems and potential exposure lie, and taking proactive steps to prevent the bad faith claim, constitute more realistic goals for the insurance industry to pursue. These goals can be achieved by educating the industry about acceptable claims handling procedures and analyzing how the industry’s actions or inactions will impact the insureds and be judged by the courts.

B. Who Set the Trap? TC "B. Who Set the Trap?" \f C \l "2" 
1. The Right to be Wrong TC "1. The Right to be Wrong" \f C \l "3" 
While the claims professional should be ever vigilant to the bad faith setup or trap, the industry should also recognize that the insurance company does have the right to be wrong; an insurer is not compelled to pay a claim or settle a case just because a claim is made or a settlement demand issues from the claimant.  Unfounded claims and exorbitant demands within the policy limits need not be paid and should not be paid.
  Regardless of the specific standard applied in either the first- or third-party context, most courts agree that a “reasonableness” or “fairly debatable standard” should be applied.  Not only does an insurer have the right to be wrong, some jurisdictions even recognize an insurer’s duty to verify that the claimant (i.e., either a third party or its own insured) did not cause the loss so as not to pay suspicious or collusive claims.  Such a duty protects the insurer’s innocent premium-paying insureds.  In Time Insurance Co., Inc. v. Harvey Burger,
 the Florida Supreme Court noted:  “Insurers have a right and a duty to other policyholders to contest illegitimate claims.  This statute should not be given a construction which destroys that right or frustrates that duty.  Payment of illegitimate claims raises the cost of insurance for all policyholders.”

The claims professional, who often consults with counsel when determining its position with respect to a particular claim, will sometimes aver that he or she relied on the advice of counsel.  Courts traditionally have held that an insurer’s failure to follow the advice of counsel is evidence of bad faith.  More recently, the courts have held that reliance on the advice of counsel is but one factor in determining whether the insurer acted in bad faith, rather than an absolute defense to the claim.
  It should be noted, however, that reliance on the advice of counsel must be reasonable, resulting from something more than wishful thinking on the part of the claims professional.
  But what if the advice given by counsel is erroneous?  

In Gordon v. Nationwide Mutual Insurance Co.,
 an insurer relied on counsel’s advice that a policy could be validly canceled.  The New York Court of Appeals responded that reliance on advice of counsel is an absolute defense, noting: “It would be an extraordinary result to hold a client guilty of breach of good faith, with large punitive damages, because it acts on advice of counsel—even mistaken advice . . . .”
  In contrast, the Court of Appeals for the Fifth Circuit determined in Blakely v. American Empoyers Insurance Co.
 that the advice of counsel was irrelevant:  “We do not hold to the view that an insurer can relieve itself of its duty to investigate, negotiate, settle or defend a claim by showing advices from its investigators, adjusters or legal counsel.”
  There appears to be no consistency among the various jurisdictions; therefore, it is incumbent upon claims professionals and practitioners to review the law in the controlling jurisdiction.

2. Claims Professional’s Conduct TC "2. Claims Professional’s Conduct" \f C \l "3" 
Did the claims professional set his or her own trap within the context of the relevant action or inaction?  Traditionally, in the claims adjustment process, the claims professional exercised nearly unfettered discretion in adjusting both the first‑party and third‑party claims.  Within this context, bad faith claims focused on the actions or inactions of individual adjusters, asking whether those actions or inactions violated the bad faith standard as applied in a given jurisdiction.  Within the first‑party context, claimants generally allege that the insurer committed bad faith because:

1) it arbitrarily and capriciously denied a claim;

2) it unscrupulously denied a claim, placing its own interests over those of the insured;

3) it denied a claim that was reasonable or fairly debatable;

4) it denied a claim where there was no bona fide dispute; or

5) it denied a claim without adequate investigation.

In the third-party context, claimants generally allege that the insurer:

1) failed to provide a defense for a third-party claim in good faith;

2) failed to properly settle the claim of a third party within the policy limits; or

3) failed to provide an adequate defense.

The gravamen of these allegations deals with the reasonable conduct of the insured or its counsel.  Therefore, the conduct must be judged by the individual claims professional and his or her supervisor within the confines of the applicable bad faith standard.  If claims professionals are not keenly aware of which claims adjustment activities and attitudes can be problematic, they are setting themselves up for a fall.


There are, however, certain claims handling do’s and don’ts that can help keep the claims professional out of trouble or out of the trap.  One of the clearest cautions prevents the claims professional from becoming a B.U.M.; that is:

1)
Biased

2)
Unfair

3)
Mean

This acronym was developed by Lee Craig, a partner with the law firm of Butler, Burnette & Pappas in Tampa, Florida.

Evidence of a claims professional’s attitude and demeanor typically derives from oral comments or admissions made by the claims professional to the claimant.  Such evidence can be found in the claims file, whether stored in hard or electronic copy, which generally is discoverable in most jurisdictions.

Furthermore, any notation in the activity log is potentially discoverable and could make its appearance as a trial exhibit.  The following are reported “lapses in judgment” as taken from the activity log notes of actual files:

· “The house is filthy and unsafe for habitation.  I told the insured that before I would inspect the damage, she had to clean the place up and call an exterminator.”

· “I met with the tenant at the insured location.  I told the tenant that the damage was caused by surface water and therefore, not covered.  The tenant will explain to insured.”

· “I denied coverage for the extensive damage to the floor as the cause of loss is unknown.  The insured requested an expert identify the source of water.  I told her that I am the expert and the damage is not covered.”

· “The insured is stupid and does not speak English very well.  I mailed him a denial letter in hopes he can read better than he speaks.”

· “The insured submitted notarized lightning affidavits for the damaged contents.  I disagree with her expert and am therefore denying coverage for the loss.”

· “The insured is submitting a claim for water damage in dining room.  I remember this house from a claim last year.  The dining room is in the front of the house.  There is no source of water near the dining room, so this must be caused by surface water, which is not covered.  No inspection needed.  I will send insured surface water denial letter.”

· “Attempted to contact the insured.  I do not speak Spanish.  I will close file at this time until the insured can get a translator for me to communicate with.”

· “It appears the damage is caused by foundation movement.  The insured has hired an engineer who concluded the foundation damage is caused by a plumbing leak in the bathroom.  The bathroom is about 40 feet away from the worst damage.  A leak in the bathroom could not be causing this damage.  No coverage extended.”

· “The insured became very upset with my explanation.  I definitely do not want to cover this loss after the way she acted.”

· “After reviewing the insured’s inventory form, it is obvious she is lying.  No one living in a house like hers could ever afford contents she is claiming.  The insured stated she inherited most of her belongings from her mother who died last year.  I don’t believe this.  If the insured can’t produce purchase receipts, I will deny claim.”

· “My inspection of the roof indicated extensive damage.  I do not know what caused the damage, so I won’t cover this loss.”

· “The insured will not call me back while I am at the office.  He keeps leaving messages on my voice mail after hours while I am not here.  I will close the file until he calls me back while I am in the office.”

These “lapses” can be utilized by plaintiff’s counsel to establish a traditional bad faith claim, where the claims handler has no lawful basis on which to preclude the claim, and a non-traditional case, where there is an intentional or reckless failure to investigate whether a lawful basis exists on which to refuse payment.


The attitude of the claims adjuster is important to the overall process because authorities have recognized that “[b]ad faith is a very contentious issue for both the policyholders and insurance companies. . . .  Such claims elicit strong emotions from the parties and often intensify the adversarial nature of a law suit.”
  To the extent that the insurer’s representatives add fuel to the fire by way of adverse attitudes and lapses, they subject themselves up to emotional distress damages.  While there appears to be no consistency among the various jurisdictions regarding whether emotional distress damages will be allowed in bad faith litigation, a number of issues can be determinative.  These include whether the claim at issue is a third-party or first-party claim; whether the distress is severe, or differences between tort and contract law.  In California, for example, emotional distress damages are recoverable only where the insured or third party has suffered some financial loss.


Claims professionals should consider the following recommendations to defuse the bad- faith time bomb that potentially awaits the unwary claims professional.  Each of the items mentioned in the checklists below should be assessed on a case-by-case basis, although no single recommendation presents a “cure” for bad faith litigation.

3. Checklist: First-Party Claims TC "Checklist: First-Party Claims" \f C \l "3" 
With regard to first-party claims, the claims professional should observe the following recommendations:

a. Accurately record the analysis of the insured’s proof of loss;  do not editorialize any adverse or personal impressions.

b. Conduct a site investigation as soon as possible and record all facts, damages, and other information that impacts coverage.

c. Review all obligations of the insurer to the insured and comply.

d. Obtain timely coverage analysis where coverage issues are presented and advise insured of denial in a timely manner.

e. Pay any portion of the claim that may be owing.

4. Checklist: Third-Party Claims TC "4. Checklist: Third-Party Claims" \f C \l "3" 
With respect to third-party claims, the recommendations are similar.

a. Failure to Settle
1. Investigate all liability aspects of the underlying claim.

2. Promptly evaluate both the liability and damage aspects of the case.

3. Keep the insured informed as to the liability assessment and value of the case.

4. Keep the insured informed of all settlement negotiations, any excess exposure, and the right to contribute.

b. Failure to Defend
1. Advise the insured of the insurance company’s coverage position, consistent with any obligation imposed by statute or case law (i.e., reservations of rights or denial of coverage).

2. Institute a declaratory judgment and attempt to resolve coverage issues in advance of the underlying liability claim.

Superimposed across each of the foregoing obligations is the recommendation that the claims professional communicate in a direct, diplomatic, and professional fashion, articulating its position in a manner that can be easily understood by the claimant, the insured, and their counsel.
  At least one court has observed that “[t]he portion of the claims file which explains how the company processed and considered Brown’s [the insured’s] claim and why it rejected the claim are certainly relevant to these issues.”
 In the matter of Brown v. Superior Court, that court further noted: “The claims file is a unique, contemporaneously prepared history of the company’s handling of the claim; in an action such as this the need for the information on the file is not only substantial, but overwhelming.”
  Other courts have indulged similar observations:  “It seems evident to us that in a case of alleged bad faith refusal to settle, the circumstances and content of the various negotiations and communications between the involved individuals are clearly relevant . . . .”

In light of these comments and because the documentation regarding negotiations and communications will become exhibits in any subsequent litigation, the claims handler must be sensitive to the tenor and manner in which these are recorded.  Such awareness can forestall any trap, but equally important, it will prevent the trap from being sprung during the litigation.

5. Insurer’s Corporate Policy TC "5. Insurer’s Corporate Policy" \f C \l "3" 
As noted earlier, the action or inaction of the claims handler traditionally forms the basis of a bad faith assault. According to some, however, the focus has changed:

Plaintiffs are broadening their assault against insurer’s corporate policies and procedures on two fronts: class action litigation and single or small multi-party plaintiff cases.  What characterizes both forms of attack is that plaintiff all but ignores the adjuster’s claim specific decision.  The trial bar’s assault is against the company at the management level because the issue in the case is the allegedly improper guidelines and procedures, promulgated by management, that have been consistently followed by its adjusters, which reap unfair profits from the insurer’s policyholders.  The adjuster is portrayed almost as an ignorant pawn of corporate management.

The comments of Attorney Arnold D’Angelo raise the specter of institutional bad faith.  Succinctly defined, it occurs “[w]hen corporate structure or policies encourage bad faith claims handling.”
  These comments were made eleven years after Leo Jordan, Associate General Counsel for State Farm Insurance, offered the following advice to members of the American Bar Association in 1979:

The most important advice I can leave you with, is that the time has come for the insurance industry to do its own laundry.  If there are practices and procedures which are tinged with questionable motivation or proprieties, they must be eliminated.  If changes are needed in the way we do business, let the industry and its well-trained lawyers lead the way in the reform.  We cannot allow the trial bar and courts to establish our practices for us.  We will be far better off to cleanse our own procedures and openly present them for public scrutiny.  Just as Louis Brandeis said it well: Sunshine is the most powerful disinfectant.

Over the past several years, insurers have adopted new claims handling guidelines in certain circumstances to address many of the issues raised by the challenge that claims adjusters had failed to properly investigate or process claims.  Beyond these, changes in claims-handling guidelines were often dictated by economic factors affecting the insurance industry.  However, it must be recognized that such procedures, practices and policies cannot be enacted in a vacuum; they should only be enacted “when the procedures have been adopted after a due diligence review which concludes that the practice fulfills the insurers’ contractual obligations and is otherwise in conformance with state law.”
  It is evident, therefore, that the individual(s) charged with the drafting of claims‑handling policies, practices and procedures must be educated to the manner by which courts interpret existing policy language; they must clearly understand the impact of current and proposed statutory law.  Furthermore, the insurer should be vigilant about proposed legislation and the sentiment expressed by the various state legislatures.  After considering the impact of these variables, the insurer can determine whether to redraft its practices, policies and procedures and, in the right case, whether to redraft policy language.  If an insurer does not develop its claims-handling and billing guidelines in this fashion, it is setting its own trap.

Representatives at the management level should also be aware that they may be joined as individual defendants in any litigation.  If not specifically joined, they may be noticed for deposition.
  In an institutional bad faith claim, the industry representative will be subject as well to an extensive request for production of documents.

The obvious purpose of such discovery is to establish a “pattern and practice” of activity at upper management levels in order to bolster the punitive damage aspects of the bad faith claim.
  In addition to using traditional discovery devices, counsel for bad faith plaintiffs have developed other proof of pattern and practice.  In one case, an insured school district sent letters and questionnaires to other policyholders in order to determine whether its insurers had engaged in a pattern and practice of denying similar claims.
   Defense counsel undoubtedly will challenge such evidence on grounds that it is prejudicial, confusing, and a waste of judicial time.  However, it might be best to address and avoid bad faith claims by engaging a more realistic assessment of an insurer’s patterns and practices outside of the litigation process. 

With respect to pattern and practice claims, commentator Arnold D’Angelo suggests several solutions for avoiding institutional bad faith claims:

Suits are always being brought attacking insurance practices and, when successful, should form the basis of an internal dialogue within the insurance company.  If the practice under attack is critical to an insurer’s strategy, the insurer should determine whether the policyholder assault is meritorious.  If so, the policy should be modified or sacrificed.  On the other hand, if the practice is critical to the success of the business, the company may be able to preserve the practice by changing the policy language.  By doing so, any policyholder’s suit which is brought will only be able to attack the insurer’s past practices, and liability will be thereby limited.

6. Claimant’s Setup TC "6. Claimant’s Setup" \f C \l "3" 
It is generally recognized that an actual offer within the policy limits is prerequisite to a bad faith claim.  However, there are situations where a settlement demand is made by the claimant’s counsel in order to set a trap for the claims professional.
  Thus, the claims professional should be wary when: 

1. Settlement demand is patently unreasonable, yet within the policy limits.

2. Settlement demand is made with the specific intent not to settle the case.

3. Terms and conditions (i.e., length of time the demand remains open) are so unreasonable that they cannot be met.

This bad faith setup has been described as follows:

Creative plaintiffs’ attorneys often seek to expand the insurer’s policy limits by staging facts that would give rise to bad faith liability.  Sometimes these attorneys play “dirty pool” in their attempts to set insurers up for bad faith claims, using such techniques as making policy limits offers with unreasonable time limits, making offers before there has been adequate time for investigation or discovery and backing out of settlement agreements under pretexts they blame on the insurer.

When confronted by such situations, the claims professional should document all negotiations and maintain a log of all critical dates, noting what transpired on each date (i.e., noting the date and who said what regarding settlement).  This documentation will assist defense counsel in alleging and proving the “setup defense.”
  A review of existing case law clearly indicates that when faced with such settlement demands, the claims professional should develop a time line of critical dates.  As noted in DeLaune v. Liberty Mutual Insurance Co., an offer to settle made less than two months after the accident and ten months before trial, which was open only for ten days, “made it virtually impossible to make an intelligent acceptance.”
   Not only should the claims professional be prepared to document these critical dates, he or she must also document what was being done from a claims-handling standpoint during this time frame.  This documentation will establish that the settlement demand could not be reasonably and realistically assessed, and that the claims handler’s reaction was reasonable.

7. Other Warning Signs TC "7. Other Warning Signs" \f C \l "3" 
The claims professional should be aware of other warning signs that identify potential claims handling problems and occur on a daily basis.  The National Insurance Crime Bureau has developed and published indicators that alert the insurance industry to potentially fraudulent claims.  It has also published methods for assessing these claims.  These types of claims often lend themselves to bad faith allegations. The following checklist may prove helpful when assessing whether a first-party claim carries the potential for bad faith:

a) Claim is a large one.

b) Claim is excessive in relation to the type of harm suffered or evidence submitted to support the claim.

c) Insured has made frequent claims against this and other policies.

d) Insured has retained an attorney to deal with the insurer immediately after the loss.

e) Additional limits were placed on the insured item before the loss.

f) Insured had been refused coverage by other carriers and is keenly aware of the claims process.

g) Insured exhibits a cavalier attitude towards the loss and merely wants to be paid.

h) Insured’s financial condition changed immediately before the loss.

i) Insured makes inconsistent statements and is uncooperative.

j) With respect to a fire policy, insured has absented itself from the property prior to the loss.

While factors of this nature do not conclusively identify all suspicious/fraudulent claims or predict that a bad faith claim will develop, they should put the claims handler on notice that his or her best practices should be followed.  Such practices will also provide a strategy (substantiated by documentation) by which to proactively challenge the setup.

When dealing with a third-party claim, the claims handler should be sensitive to the possibility of collusion between the insured and the injured party when settlement has been effectuated without involving the insurer.  It has been noted that a settlement:

[B]ecomes collusive when the purpose is to injure the interests of an absent or nonparticipating party, such as an insurer or non‑settling defendant.  Among the indicators of bad faith and collusion are unreasonableness, misrepresentations, concealment, secretiveness, lack of serious negotiations on damages, attempts to affect the insurance coverage, profit to the insured, and attempts to harm the interest of the insurer.  They have in common unfairness to the insurer, which is probably the bottom line in cases in which collusion is found.

When faced with such indicators, the claims professional should document critical elements without reacting negatively, which might jeopardize the defense of any subsequent bad faith claim.

C. Proactive Claims Handling TC "C. Proactive Claims Handling" \f C \l "2" 
The threat of a potential bad faith claim does not mean that the claims professional cannot or should not do what is expected in the position.  The following are claims-handling pointers, some of which may seem obvious.  However, the failure to follow many of these often results in bad faith claims.

1) Keep in mind that the ultimate goal is to commit no act (nor fail to perform some act) that can be utilized by plaintiff’s counsel as evidence of bad faith.

2) Be sensitive to the allegations made by the insured, the claimant or counsel in correspondence, and identify strategies.

3) Document responses to any correspondence, communication, or allegations made by plaintiffs.  Do not ignore phone calls or written communications.

4) Treat the plaintiff and/or insured with the utmost courtesy, even if the insurer believes the insured is attempting fraud.

5) Be aware of all applicable claims-handling practices and procedures; document how these have been followed or explain why they have not.

6) When the insured or plaintiff’s counsel presents evidence of the claim, be receptive and careful in responding.  Follow all leads.

7) When evaluating liability and damages, and responding to the insured or plaintiff’s counsel, do not act in an arbitrary manner or abruptly supply comment.

8) Follow all leads both for and against the plaintiff’s or the insured’s claim.  Do not focus exclusively on denying the claim.

9) With respect to the claims file:

a)
Avoid any verbiage that provides an appearance of unreasonableness.

b) Where a decision has been made, include supporting documentation in the file. 

c)
Make sure he file is thorough and well organized, containing only information that pertains to the claim in question.

d)
Avoid verbiage pertaining to racial, sexual or religious orientation.

10)
Conduct all investigations in a timely and reasonable fashion, documenting the reasons for any delay.

11)
Make sure all communications and documentation evidence an open mind in assessing the claim.

12)
Do not react adversely to the aggression, rudeness or adverse and negative comments made by the insured or plaintiff’s counsel.  Do not be lulled into making statements that can be utilized as admissions of bad faith.

13)
Move the file through the claims process in a proactive and orderly fashion.

14)
Seek advice from co-employees, supervisors, and counsel where necessary;  do not handle the claims file in a vacuum.

15)
Be aware of all applicable legal standards by which your activities will be judged.

16)
Attend continuing legal education programs to remain abreast of current obligations and dangers.

17)
Do not conduct a pretextual investigation.

18)
Never be perceived as placing company interests above the insured’s.

19)
Retain experts who will provide an independent assessment of the claims.

20)
Do not utilize computerized evaluation programs in a rigid manner;  be flexible and realistic in assessing liability and damage potential.

21)
Assume that all statements, documents, letters, e-mails, and claims files will be exhibits in any bad faith case and prepare accordingly.

22)
Retain defense counsel who is familiar with the company’s claims-handling process.  Consistency between good claims handling and defense strategies is important.

23)
Keep the insured informed.

Observing the foregoing recommendations will educate claims handlers and provide evidence to counter unwarranted bad faith allegations or the contention that the claims handler is a B.U.M.

Education is awareness, information, and communication coupled with an attitude of reciprocity, e.g., “do unto others as you would like them to do onto you.” The educated insurance representative will enable defense counsel to properly evaluate and successfully litigate bad faith cases.  While the insurance company controls the claims and litigation process contractually through policy language, that ability should not create the perception that company interests predominate over those of the insured.  At all levels of the process, the representatives of the insurance industry and defense counsel must be aware of the atmosphere surrounding litigation of bad faith claims.  They must clearly understand judicial standards and legislative intent as well.  Absent a clearly defined and proactive educational program, the trap will be set and sprung before the bad faith letter leaves the insured’s hands.  A properly educated claims staff can assist defense counsel in assessing the case and handling the claim.

III.

“Proactive” or “Reactive:”

What Message should be given to Insurers in Today’s Bad Faith Climate? TC "III." \f C \l "1" 
A. The Problem TC "A. The Problem" \f C \l "2" 
Without specific dictionary definition, proactive is the term that generally describes an affirmative approach to a situation.  Reactive is defined as tending to be responsive to a situation.

In today’s insurance climate,
 an insurer who faces either a troublesome first‑party or third‑party claim that holds potential for developing into a bad faith claim should immediately assess its options and determine whether to be proactive or reactive.
  It is generally recommended that the insurance industry develop an internal program that prescribes proper claims‑handling and litigation techniques.  However, a program to identify such claims early in the process is equally important.  Similarly, once a bad faith claim is threatened, it is critically important to immediately define the defense strategy.  This should include utilizing traditional breach of contract defenses and a creative approach to other defenses that may be available but untested in the particular jurisdiction.  This section analyzes not only the traditional defenses available to insurers in a bad faith situation, but also assesses the current status of the comparative bad faith and reverse bad faith defenses.  It also discusses recent decisions where the insurer has confronted and successfully recovered damages from the insured (i.e., return of benefits paid, sanctions and fees, and costs).  Finally, this section explores claims made by insurers against defense counsel. 

Practitioners who litigate in the bad faith arena and claims professionals who are faced with potential bad faith or extra‑contractual exposure must not be “gun shy.”  While the potential for bad faith exposure can be significant and often affects the insurer’s public image through adverse publicity,
 the message of good faith must be projected to the public at large, as well as to judges and juries.  Specifically, the duty of good faith and fair dealing implied in every insurance contract “is a two‑way street, running from the insured to his insurer and vice‑versa.”
  Recognizing that the implied covenant of good faith and fair dealing is a “two‑way street,” one court noted that “the fact finder, in its search for the truth, should be able to look at the whole forest and not just a few of the trees.  This should include a view of the insurer’s conduct as well as the insured’s.”
  Whether relying on traditional defenses or attempting to stem the tide that favors insureds by invoking the defenses of comparative bad faith and reverse bad faith, the practitioner and claims professional must be prepared to argue that the duty of good faith is a “two-way street.”  If successful, the following headlines will attain a greater level of prominence:

· “Insured Who Inflated Loss Must Return $1.5 Million to General Accident”

· “Jury Awards Allstate $3 Million in Damages for Inflated Invoices”

· “Insurance Company Wins $800,000 in Punitives Against Fraudulent Policyholder”

Furthermore, any proactive or reactive approach to an insured’s misconduct must underscore the concept that the insurance industry and the state insurance agencies are committed to eliminating insurance fraud. Such misconduct affects society as a whole; it undermines the insurer’s obligation to its other policyholders—to pay legitimate claims that should be paid and deny the false and fraudulent claims that should not.  Only this approach will guarantee that the insurer can meet its obligations to all insureds.
  To that end, the analysis below identifies components of the basic dilemma.  

B. Insured versus Insurer, or Insurer versus Insured? TC "B. Insured versus Insurer, or Insurer versus Insured?" \f C \l "2" 
1.
Basic Elements of Bad Faith TC "1.
Basic Elements of Bad Faith" \f C \l "3" 
For many reasons, the elements of bad faith are extremely difficult to assess.  This difficulty is due perhaps to the changing nature of the claims, the inability of courts to agree on the standard of conduct to be used as a benchmark, the fact that some jurisdictions provide a statutory cause of action, or whether the cause of action is viewed as tort or contract within the jurisdiction.  While a complete survey of the various states is beyond the scope of this article,  each jurisdiction recognizes that a claim of bad faith emanates from the relationship between an insurance company (insurer) and its policyholder (insured).
  Based on that relationship, the courts recognize that an implied covenant of good faith and fair dealing exists in every insurance contract.  A bad faith cause of action generally arises when an insurer fails to provide an insured with a recognized right provided by the policy and the insurer’s failure violates the standard of conduct imposed by case law or statute.  The standard of conduct differs from jurisdiction to jurisdiction.  For example, an unreasonable standard or wrongful denial standard is used in California.
  However, a gross disregard or egregious conduct standard is used in New York.
  Other jurisdictions, such as Arizona, require an intentional denial without a reasonable basis.
  These differences illustrate the difficulty in assessing the particular elements of a bad faith claim and the need for the claims professional and practitioner to become familiar with the standard applied in the particular jurisdiction.
  Once the standard is determined, the strategy for defense of the case can be designed and implemented based upon that standard.

2. Contract versus Tort TC "2. Contract versus Tort" \f C \l "3" 
Critical to any analysis of bad faith litigation is the question whether a particular jurisdiction bases the cause of action on breach of contract or tort theory.  The particular theory adopted by the courts of a given jurisdiction can impact the nature and extent of damages, the length of the statute of limitations, and the types of defenses available. A majority of jurisdictions that have considered this issue have determined that the cause of action for breach by the insurer of the implied covenant of good faith and fair dealing sounds in tort.
 In Kransco v. American Empire Surplus Lines Insurance Co.,
 the California Supreme Court considered the matter but issued a decision that involved a majority opinion, a concurring opinion by one judge, a concurring and dissenting opinion by one judge, and a dissenting opinion by another judge.  The majority opinion noted the following:

Because the covenant is a contract term, in most cases compensation for its breach is limited to contract rather than tort remedies.  But “an exception to this general rule has developed in the context of insurance contracts where, for a variety of policy reasons, courts have held that [an insurer’s] breach of the implied covenant will provide the basis for an action in tort.” The availability of tort remedies in the limited context of an insurer’s breach of the covenant advances the social policy of safeguarding an insured in an inferior bargaining position who contracts for calamity protection, not commercial advantage.

The two dissenting judges also agreed that an action by an insured for an insurer’s breach of the implied covenant sounds in tort.
  As noted below, the Kransco decision went beyond this issue to consider an insurer’s bad faith claim against an insured.

As a result of the determination that the insured’s right to sue the insurer sounds in tort, the insurer who breaches an implied duty of good faith and fair dealing is liable for extra‑contractual damages (i.e., the full amount of any judgment against the insured in excess of its policy limits).
  The rationale for extra‑contractual damages has been described as follows: “The policy limits restrict the amount the insurer may have to pay in the performance of the contract, not the damages that are recoverable for its breach.”
  The insurer’s liability in the third‑party context is triggered when there is an excess verdict in the underlying action.

Within the first‑party context, a majority of courts have similarly determined that because an insured’s cause of action against an insurer sounds in tort, the insured is entitled to tort damages.  These can include punitive damages as well, provided the insurer’s action or inaction warrants the imposition of extra‑contractual damages.
  In this regard, courts have utilized the following standards to justify the imposition of punitive damages:

· insurer’s conduct was intentional or made without a reasonable basis;

· insurer’s conduct is egregious in nature; or

· insurer’s actions were wanton and willful.

The insured must allege and prove that the insurer’s conduct met one of these standards and that the insurer knew or should have known that it was acting unreasonably.

3. Insurer Defenses and Causes of Actions TC "3. Insurer Defenses and Causes of Actions" \f C \l "3" 
When faced with first- or third-party complaints that allege bad faith in violation of the applicable standard, seeking to establish extra‑contractual damages, the practitioner representing the insurer must immediately assess all available defenses and potential affirmative claims.  Many of the defenses are fact-driven.  Thus, the ultimate goal should seek to review all action or inaction of both the insurer and the insured in order to strategize dismissal of the complaint or reduction in compensatory (contract) and extra‑contractual (tort) damages.  To this end, it is important to investigate any defenses available in the particular jurisdiction whose laws will control the litigation.  Before discussing any available contractual defenses, the defenses of comparative bad faith and reverse bad faith should be considered in light of recent case law and other commentary.

a. Comparative Bad Faith
Simply stated, comparative bad faith is an affirmative defense based upon the standards of comparative fault; it is designed to apportion damages between the insurer’s and the insured’s bad faith conduct.
  However, this defense was rejected recently by the California Supreme Court in Kransco, despite earlier legal speculation that “California courts would reduce punitive damages awards when the insurer submits a proper special issue calling for an allocation of the percentages of fault based on the insured’s and the insurer’s malicious, oppressive or fraudulent behavior.”
  Prior to the Kransco decision, many legal commentators had endorsed this affirmative defense.
 These discussions are still instructive in those jurisdictions which have not yet addressed the issue.  Thus, practitioners who represent insurers should be familiar with the arguments supporting this defense.

When rejecting comparative bad faith, the Kransco majority left no room for doubt that such a defense is not viable within the third-party context: 

We agree with the Court of Appeals below that the jury should not have been instructed at all within principles of comparative bad faith. . . .

We observe that rejection of comparative bad faith in this context does not leave the insurer without remedies for an insured’s breach of the covenant of good faith and fair dealing.

As noted, however, the court clarified that its determination would not diminish the insurer’s ability to defend these bad faith cases, specifically noting that the insurer’s remedy would lie with the following contract defenses:

· Insured’s conduct may be used to disprove allegations that the insurer’s conduct meets the applicable bad faith standard.

· A breach of the cooperation clause of the policy may result in a dismissal of the complaint.

· A material misrepresentation by the insured voids coverage altogether.

· Fraudulent misconduct provides a separate, distinct defense and is separately actionable.

Each of these defenses is separate and distinct, requiring a specific factual analysis unique to the particular defense.

The Kransco case is not the only recent decision to consider accepting or rejecting the defense of comparative bad faith.  The United States District Court for the Virgin Islands, Division of St. Croix, recently considered the application of this defense as well.  In the matter of In re Tutu Water Wells Contamination Litigation,
 that Virgin Islands district court made a similar determination: 

Although there is existing case law which supports the adoption of comparative bad faith, the clear weight of authority holds to the contrary. . . .  Thus the Court concludes, consistent with the mandates of Virgin Islands Code, that the common law as understood throughout the United States does not recognize the affirmative defense of comparative bad faith.

In reaching its decision, the court refused to align itself with those jurisdictions that allow the defense.

The Virgin Islands district court also declined to follow Eastman Kodak Co. v. Traveler’s Indemnity Co.
  In that case, the Superior Court of New Jersey allowed the defendant insurers to amend their answers and counterclaims to include common law fraud and a breach of the duty of good faith and fair dealing by the insured (a violation of the New Jersey Insurance Fraud Protection Act).  The basis for the claims in the Eastman case was the insured’s failure to provide critical information to the insurer regarding its coverage position.

There is little doubt that Kransco will have significant impact on the defense of comparative bad faith.  As one commentator speculated prior to the decision,

The decision that will be issued by the California Supreme Court in Kransco is likely to have a great deal of influence on courts across the country with respect to their willingness to accept comparative bad faith defenses by insurance carriers.  It may also affect the New York courts, which have not yet addressed the comparative bad faith doctrine.

Another commentator also surmised that recognition of the defense was the next logical step: “[T]he mere fact that Texas has consistently followed California in the area of insurance bad faith law supports adoption of the defense.”
  However, his surmisal predated Kransco.

It should be noted that the Kransco decision is not without criticism. Notwithstanding Kransco, some case law and legal commentaries continue to support the defense:

Ultimately, some will explain Kransco as a case of bad facts making bad law, at least for insurers. . . . Unfortunately, rather than affirm the Court of Appeal’s decision on the facts of the case, the majority eliminated the defense of “comparative bad faith” as a matter of law.

In fact, one court has even suggested that bad faith law would be improved by a comparative bad faith defense.

The concurring opinion authored by Judge George in Kransco argued that the majority should not have rejected the comparative fault doctrine, noting that “the court should rest its decision in this case solely upon the narrower, and fully dispositive ground that the insured’s conduct here at issue negligently providing an incorrect answer to a discovery request does not constitute the type of misconduct that properly may reduce an insured’s liability or damage resulting from its failure to accept a reasonable settlement.”
  Notwithstanding his rationale, a majority of the court overturned the state’s prior law, which had determined that an insurer could raise as a defense the tort concept of comparative fault (i.e., comparative bad faith) in a bad faith action.

While the concurring and minority opinions indicate the fallacy of entirely rejecting the comparative bad faith defense, the majority appears to have reasoned from a faulty premise.  Specifically, the majority rejected the principle that the obligations of insurer and insured are comparable and mutual in the insurance relationship.  To the contrary, the court observed that “[a] fundamental disparity exists between the insured, which performs its basic duty paying the policy premium at the outset, and the insurer, which, depending on a number of factors, may or may not have to perform its basic duties of defense and indemnification under the policy.”
  The court went on to conclude that since the insurer and the insured held different financial interests, “[a]n insured is . . . not on equal footing with its insurer—the relationship between the insured and insurer is inherently unequal, the inequality resting on contractual asymmetry.”
  Historically, of course, various commentators have noted that well‑established public policy considerations are contradicted by the comparative bad faith concept.  Specifically, one commentator has observed:

A major public policy consideration in insurance litigation is the concept of fairness between the insurer and insured “that is equalization of the contenders’ strategic advantages.”  The superior advantage an insurance carrier has over its individual insured in all aspects of the insurer‑insured relationship is most prevalent when it comes time for the insurers to “pay up” under the contract.  Due to their advantageous position over the insureds, this idea of fairness and equalization impliedly leads the courts to treat insurance policies as adhesion contracts.

Although the implied duty of good faith and fair dealing traditionally protected against this superior bargaining position,
 several commentators have questioned whether this “superiority” continues within the current climate, or whether insureds have increased their bargaining positions.
  In fact, it has been suggested that one size does not fit all and that all insureds are not created equal—at least with respect to commercial insureds.
  These insureds have greater sophistication, often have self-retained limits, employ risk managers, and have access to legal counsel and other professional advisors.  Following this analysis, some have noted:

The implied duty of good faith and fair dealing originally served to protect against the unequal bargaining power held by the insured.  Many insureds now enjoy greater bargaining power.  The large disparity in bargaining power is a thing of the past.  This has led to the development of comparative bad faith as an affirmative defense to offset the damages caused by an insured’s own bad faith conduct.

Other justifications by which to apply the comparative bad faith defense have surfaced as well:

· The defense of comparative bad faith is connected with the comparative responsibility system enacted in the jurisdictions.

· The defense is compatible with contractual liability theories within the jurisdiction.

· The concept of fundamental fairness is promoted by the defense by shifting the responsibility back to the insureds for their misconduct.

The defense of comparative bad faith clearly suffered a blow from the California precedent.   At least in that state, the defense of a bad faith claim can be an all or nothing proposition. In defending both third‑ and first‑party claims, a California insurer can avoid bad faith in two ways.  By pleading and proving that the insurer acted appropriately under the circumstances without violating the good‑faith standard, the insurer’s counsel can utilize the insured’s conduct to establish the overriding atmosphere and demonstrate how the insured’s actions or inactions affected the insurer’s ability to act.  In the alternative, if the insured’s conduct amounts to a breach of contract, misrepresentation, fraud, the failure to mitigate damages or the failure to cooperate, these defenses should be raised separately.

In other jurisdictions that either allow a comparative bad faith defense or have not yet ruled on the issue, the practitioner should plead the defense with specificity.  These pleadings should aver generally that the defense of comparative bad faith is sought and request a reduction in the damages assessed, if any, in the insured’s underlying bad faith claim against the insurer.  Similarly, the practitioner in these jurisdictions should allege any applicable contract defenses.  In addition, the practitioner should be aware that if the defense is not raised affirmatively in the answer, it can be waived.

b. Reverse Bad Faith
The issue presented by this defense is whether an insurer has the affirmative right to proactively sue an insured for breach of the good faith covenant of fair dealing.  As one commentator has observed, “If the duty of good faith and fair dealing truly is a ‘two-way street,’ the answer to the question should be yes.”
  One court has held that the doctrine of reverse bad faith “creates an independent tort that allows an insurer to seek affirmative relief for an insured’s breach of good faith and fair dealing.”
  If recognized as a tort, it appears that extra-contractual damages would be allowed, whereas only compensatory damages would lie if the court recognizes that the cause of action is viable only in contract.

While many courts and commentators interchange the concepts of comparative bad faith and reverse bad faith, they are distinct.
  Comparative bad faith, as noted above, allows the court to apportion damages and reduce the bad faith compensatory and punitive damages awarded against the insurer in an appropriate case.  Reverse bad faith involves an affirmative action against the insured, either as a direct cause of action in a complaint or a counterclaim, allows an affirmative dollar recovery in favor of the insurer against the insured,
 and places the action or inaction of the insured before the judge or jury.

The elements of a reverse bad faith claim have been identified as follows:

· The insured owes the insurer a duty to meet a specific standard of conduct with respect to the claim‑handling and litigation process (i.e., duty of good faith and fair dealing);

· The insured breached that duty, and that breach interfered with the claim‑handling and litigation process; and

· The insurer’s ability to adjust or defend the case was affected, causing damage or prejudice to the insurer.

Given these elements, the practitioner representing the insurer should peruse the claim‑handling and litigation processes to determine whether the insured’s conduct during the “adjustment, investigation, negotiation phases of the first-party or third-party claims”
 violated the covenant of good faith and fair dealing.

Whether a reverse bad faith claim constitutes a viable alternative to insurers is still an open question in many jurisdictions.  The availability of reverse bad faith was recently considered in the case of In re Tutu Water Wells Contamination Litigation.
  The court there reviewed existing common law throughout the United States.  At issue in Tutu Water Wells was the insurer’s contention that “its investigatory efforts, coupled with the plaintiff’s [insured’s] failure to provide the insurer with the relevant policy terms and conditions prior to Cigna’s denial of coverage”
 constituted reverse bad faith.  In order to determine the law of the Virgin Islands, absent guidance from the Restatement of Torts, the district court examined the common law throughout the United States.  The court concluded its analysis as follows: “Since an examination of the current state of the law reveals that ‘reverse bad faith’ has not been recognized by any jurisdiction in the United States, the Court must dismiss Cigna’s counterclaim for reverse bad faith.”
  The court specifically had reviewed the following authority:

· Tokles & Son, Inc. v. Midwestern Indemnity Co.,
 where the court rejected the defense, recognizing that an insurer has other avenues by which to pursue an insured for a fraudulent claim, and noting that the insurer holds the purse strings.

· First Bank of Turley v. Fidelity & Deposit Insurance Co.,
 where the court refused to acknowledge that an insured’s nonperformance of a contractual duty amounted to a free-standing breach of contract or a tort.

· Johnson v. Farm Bureau Mutual Insurance Co.,
 where the insurer claimed that the insured failed to closely examine the policy before alleging bad faith, and that this constituted reverse bad faith;  the court rejected the defense since there were other remedies available.

To be candid, the court’s analysis appears to be incomplete; however, under the laws of the Virgin Islands, it was required to search for existing common law.  The insurer had argued that “the refusal to recognize reverse bad faith would permit tortious conduct to result in damages for which the victim of the tortious conduct—the insurer—has no other remedy,”
 and the court recognized that this was a good argument.  However, because the insurer did not cite a single jurisdiction that recognized reverse bad faith, the court declined to recognize the defense.  The court thus felt compelled to ignore the insurer’s good argument, but it conducted no independent analysis of case law indicating that a reverse bad faith defense could exist.
  Thus, it ignored the following significant implications:

· First Bank of Turley v. Fidelity & Deposit Insurance Co.,
 where the court considered the nonfeasance of the insured, but did not rule that a reverse bad faith action should be precluded where malfeasance existed.

· Parker v. D’Avolio,
 where the court noted that “indeed, case law suggests, in the context of insurance claims, that courts be vigilant to ensure that plaintiffs not engage in ‘reverse bad faith’ conduct.”

· Snap‑on Tools Corp. v. First State Insurance Co.,
 where the court refused to consider a reverse bad faith cause of action on procedural grounds, but affirmed an award of compensatory and punitive damages against an insured.

· Garvey v. National Grange Mutual Insurance Co.,
 where the court allowed the bad faith claim against the insured to go to the jury based upon the insured’s misconduct.

· Gendreau v. Foremost Insurance Co.,
 where the court found that the insured knew the claim was false and, based upon a jury finding that the insured acted in violation of a state statute, affirmed the award to the insurer against the insured. 

In addition, Tennessee statutorily provides a remedy against an insured and in favor of an insurer, which becomes part of the insurer’s action.

In its search of the applicable common law, the district court in Tutu Water Wells also ignored various unreported decisions which offer compelling reason to recognize a cause of action for reverse bad faith.
  Further, because the decision was premised on established common law, the court could not resort to the opinions or rationale of those commentators who favor the adoption of reverse bad faith.
  This factor alone should reduce the precedential value of the case.

Those courts which have rejected the application of reverse bad faith have relied on such reasons as the disparity of the bargaining power between the insurer and insured, the fact that it is the insurer who drafts the contract of insurance, the claim that the insured will not have the same incentive to sue the insurer for bad faith, and the fact that the insurer has other remedies available to redress any wrong.  These reasons are not without challenge, however.  As noted above, the disparity in bargaining position and financial ability is now subject to question in light of the existing insurance climate.  Further, as noted by one commentator, “bad faith has nothing to do with business acumen and financial recourse; it has everything to do with malice and wrongful conduct.”
  Also, while judicial perception regarding the disparity “may be true with respect to individual insureds or small businesses, it is not universally applicable.  Commercial insureds with substantial assets and ready access to legal advice are on relatively equal footing with their insurers.  Such equality of bargaining power and sophistication removes the need for preferential judicial treatment.”

It has also been argued generally that a cause of action in reverse bad faith within the first‑party context (i.e., arson or fraud) should be allowed.  One commentator has listed ten arguments favoring such a cause of action:

· An insured suffers alleged financial straits because of its own actions (arson or fraud).

· The claim for fraud and/or arson are “factually and legally irrelevant and immaterial to the essence of relative bargaining strengths.”

· Exclusions for wrongful acts are meant to prevent an insured from profiting from its own acts.

· A reverse bad faith claim, because it is based on good faith action, is implied in law; it should not be precluded because the insurance contract is perceived to be an adhesion contract.

· Other available remedies do not allow an insurer the opportunity to seek affirmative relief for compensatory and extra-contractual damages.

· An insurer should not be precluded from asserting a compulsory counterclaim remedy because it engages in the business of insurance.

· An insurer should be allowed to pursue its claim within the context of the same action and should not be prevented from doing so in the interest of judicial economy.

· Other remedies such as sanctions are generally assessed against counsel and rarely sufficient to cover all damages.

· The availability of a reverse bad faith cause of action will check unjustified and baseless bad faith claims by an insured.

· Mindful of the economic bottom line, insurers will not institute frivolous or malicious claims.

Because courts have tended to favor insureds over insurers and have not often assessed  the internal operations of the insurance industry, it should be argued that “judicial consistence”
 favors the recognition of reverse bad faith.  A practitioner who represents the insurance industry should, in the right case, utilize the foregoing arguments to inform the court that the traditional reasons for disallowing a reverse bad faith cause of action are no longer viable.

c. Abuse of Process/Sanctions

In today’s insurance climate, the number of bad faith claims attached to first-party contract claims has increased significantly.  From a practical standpoint, counsel for the insured attempts to gain some leverage in the bargaining and settlement process by routinely attaching a bad faith claim to a claim that is purely contractual in nature.  In recent years defendants have clamored for recognition of a “new tort,” i.e., malicious prosecution. However, plaintiffs continue to debate the need for such a cause of action.

Historically, courts have been reluctant to find abuse of process.
  The decision in Johnson v. Farm Bureau Mutual Inurance Co.
 helps to clarify the limitations of this defense within the context of bad faith litigation.  In that case the insurer alleged that the insured had abused the litigation process by filing a frivolous bad faith claim.  Reasoning that such a claim would not lie under the circumstances, the court first defined abuse of process as “the use of legal process, whether criminal or civil, against another primarily to accomplish a purpose for which it was not designed.”
  Further, the court recognized two essential elements for such a claim:  (1) use of the legal process; (2) in an improper and unauthorized manner.
  At first blush, it appeared that the insurer’s claim might fall within this definition; however, the court went on to note that the second element posed some difficulty because it required an “impermissible purpose or illegal motive.”
  Since settlement leverage was germane to the litigation process, the court rejected the insurer’s abuse of process claims: “Farm Bureau’s assertion that the bad faith claim was added to gain leverage for a settlement in the breach of contract claim does not advance its claim for abuse of process.  Settlement is included in the goals of proper process, even though the suit is frivolous.”
 Consequently, the Iowa standard has been difficult to meet.

In other jurisdictions, the standards have proved equally difficult.  For example, in the state of Florida, the tort of malicious prosecution requires an element of malice.
  Consequently, these standards may be insurmountable within the context of insurance litigation.  However, the standard suggested by the court in Aranson v. Schroeder
 may be more plausible in this context.  The court in Aranson determined that there is a viable defense to litigation initiated, continued or procured “primarily for a purpose other than that of securing the proper adjudication of the claim and defense thereto, such as to harass, annoy or injure, or to cause unnecessary delay or needless increase in the cost of litigation.”
  The case of Old Republic Insurance Co. v. FSR Brokerage
 likewise offers a more lenient standard:

[W]e discern in malicious prosecution a better procedure for resolving whether Old Republic’s fraud claim was meritless and improperly motivated than that adopted here to resolve FSR’s bad faith claim.  To establish a cause of action for malicious prosecution, a plaintiff must demonstrate . . . that the underlying action “was brought without probable cause.”

Although such standards ease the insurer’s burden, they do not imply that abuse of process occupies a viable niche in modern insurance litigation.
  That issue typically asks whether other mechanisms are available to deter frivolous bad faith claims.  For example, the court in Johnson noted that: “[a] motion for rule 80(a) sanctions . . . does not require a wrongful motive to remedy the filing of a frivolous claim.  We believe sanctions under Iowa Rule of Civil Procedure 80(a) provide an adequate remedy to insurance companies when an insured files a frivolous bad faith claim.”

Many jurisdictions award sanctions in one form or another against an attorney or party who prosecutes frivolous litigation.
  However, it is generally considered that very few courts award sanctions for the full amount of a party’s damages; therefore, the insurer requires other,  alternate remedies in order to be made whole.
  Of course, the practitioner need not rely on state statutes or common law; the practitioner representing the insurer may wish to seek removal of the case to federal court in order to avail itself of the larger federal sanctions. In that regard, Rule 11 of the Federal Rules of Civil Procedure and 28 U.S.C. § 1927 are typically invoked. 

Rule 11 provides in part that sanctions can be imposed against the party and/or the attorney for filing papers and arguing baseless positions.  Further, § 1927 imposes sanctions when there is bad faith.  Recently, in Syracuse Exploration Co. v. Northbrook Property & Casualty Insurance Co.,
 the district court issued sanctions against the insured’s attorney for making an unreasonable motion for a new trial following the defense verdict in a bad faith claim.
  These included attorney’s fees and costs.  Chief Magistrate Judge Linnea R. Johnson also recommended reasonable attorney’s fees in the sum of $579,644.30 and taxable costs of $46,564.50 in Dictiomatic, Inc. v. United States Fidelity & Guaranty Co.
  These remedies effectively inhibit frivolous bad faith claims.

C. Insurer versus Defense Counsel TC "C. Insurer versus Defense Counsel" \f C \l "2" 
Most legal analysts recognize that “[t]en to 15 years ago malpractice suits by insurance carriers against their retained counsel were virtually unheard of, but today these suits appear to be on the rise.”
 Two recent cases conceptualize the relevant issues when an insurer seeks to recover its damages from defense counsel.  In Paradigm Insurance Co. v. The Langerman Law Offices,
 the Arizona Court of Appeals considered a malpractice counterclaim brought by the insurer against its retained counsel who had defended a physician insured in a medical malpractice case.  The claim was based on allegedly incorrect advice given by counsel to the insurer regarding coverage issues. Initially, the Arizona court decided whether the insurer had standing to sue the defense counsel (i.e., whether an attorney‑client relationship existed between the insurer and defense counsel). Having grappled with this issue for years,
 that court recognized that such a relationship exists absent a conflict of interest between the insurer and insured. Therefore, the insurer could institute an action against defense counsel.  Specifically, the court noted: “[b]ecause there is no evidence of any conflict between Paradigm and its insured, a dual attorney-client relationship existed, and Paradigm is entitled to bring a malpractice action against Langerman.  The trial court therefore erred in finding that Paradigm could not maintain a malpractice action against Langerman.”

The issue was similarly treated in Gulf Insurance Co. v. Berger, Kahn, Shafton,
 a malpractice action commenced against defense counsel who were hired by the insured from the insurer’s approved counsel list. (It should be noted that this was not a CUMIS situation).  In deciding that an attorney‑client relationship existed sufficient to provide the insurer with standing to institute an action against defense counsel, the court recognized a tripartite relationship under the circumstances.  Citing Bogard v. Employers Casualty Co.,
 the court noted that “[t]he attorney hired by the insurance company to defend in an action against the insured owes fiduciary duties to two clients:  the insurer and the insured.”
 However, not all jurisdictions recognize the insurer’s right to institute a direct action against defense counsel.
  For example, in Safeway Managing General Agency v. Clark & Gamble,
 the Texas Court of Appeals held that the insurance company must establish an appropriate relationship before a direct action can be instituted.  However, in light of the decision by the Texas Supreme Court in State Farm Mutual Automobile Insurance Co. v. Traver,
 which adopted the one‑client rule (insured) and specifically held that no attorney‑client relationship exists between the insurer and defense counsel, a direct action is not permitted in the state of Texas.

If the jurisdiction does not recognize a two‑client rule (insured and insurer), an insurer seeking to recover its damages against defense counsel should contemplate testing the following legal theories:

· Equitable subrogation—allows the injured or damaged party to stand in the place of the client and institute an action against the client’s counsel.  This remedy is only available to excess insurers, but in some jurisdictions the primary insurer holds the same right.

· Assignment by insured to insurer— in such situations an insured assigns its cause of action against defense counsel to the primary insurer or excess insurer.  Upon consideration, however, most courts have rejected this issue on public policy grounds.

· Third-party beneficiary—under this theory the insurer contends that it is the third‑party beneficiary of the relationship established between the insured and defense counsel.  This theory, too, has been generally rejected.

A review of the relevant cases covering the impact of the right of the insurer’s right to sue defense counsel clearly indicates that the law is in flux.  Unfortunately, the impact of these decisions holds significant ramification for the tripartite relationship since it affects the duty to defend and the use of case management and liability guidelines.  Both the insurer and defense counsel should tread lightly in this area—especially where the law will be decided within the malpractice context. The best defense against these types of actions is still good lawyering, and the insurer must select qualified and effective defense counsel.

D. Other Theories of Reimbursement and Recoupment
 TC "D. Other Theories of Reimbursement and Recoupment" \f C \l "2" 
An insurer may confront situations in which recovery of payments made to third parties is appropriate.
  These situations generally occupy the following distinct areas:

· Recovery from the insured directly where the insurer and insured had previously agreed that the insured would reimburse the insurer, should the insured receive payment from a third party.

· At the time of making payment, the insurer understood that payment was required by the coverage terms of the policy; however, as a result of a change in circumstances, the insurer was not obligated to make payments under the policy (e.g., the cost of defense was paid until coverage issues were resolved).

· Recovery of expenditures that were made, knowing they were not required by the policy, because the payments that were required and those that were not required were intertwined.

· Recovery of payments that were made as a mistake by the insurer; the insurer never intended payment, paid the wrong entity, or paid the wrong amount (over payment).

· Payments were made because of misrepresentation or fraud by or on behalf of the insured.

Many of the concepts that establish this right of recoupment  are likewise in a state of flux.  In order to define the parameters of these recovery actions, the practitioner must begin by understanding the concepts themselves.

Any time an insurer can obtain recover proceeds wrongly paid to the insured or third parties, total claims costs are reduced.  The recovery of these proceeds, however, may not be cost‑effective in all situations, and the insurer should assess whether the cost of instituting such actions outweighs the foreseeable benefits.

The ultimate goal of reimbursement and recoupment actions is to reduce the premiums charged for liability insurance.  As one commentator has observed,  “[t]o the extent it is cost effective to pursue reimbursement and thereby reduce total claims costs, the insurer should be able to offer less expensive liability insurance to policyholders.”

Despite the potential for saving costs, an insurer may be hesitant to seek reimbursement if it is threatened with a potential bad faith claim for being proactive and suing the insured directly.  In Old Republic Insurance Co. v. FSR Brokerage, Inc.,
 the insurer sought reimbursement for defense costs it had expended with respect to claims it contended were partially outside the policy, citing Buss v. Superior Court.
   The insurer also alleged causes of action for fraud, breach of contract, and bad faith against the insured.  With respect to the reimbursement issue, the court ruled that there were questions of fact about whether the insurer had waived its right of reimbursement. Ultimately, the insured pursued only a single claim for bad faith against the insurer, “based on the theory that the fraud claim in Old Republic’s [the insurer] second amended complaint was an act of bad faith.”
  In response, the insurer alleged that the claim constituted an improper claim of malicious prosecution and was barred by the absolute privilege provided by California Civil Code section 47.  The jury was later instructed as follows:

Before an insurance company sues its insured for fraud, the insurance company owes a duty of good faith and fair dealing to the insured to reasonably and carefully investigate both the facts and law to determine that it has proper grounds, reasonable cause, to charge the insured with fraud.

The court ultimately dismissed the insured’s bad faith claim because it did not allege that the insurer acted unreasonably in investigating or paying the underlying insurance claim;  the mere allegation that the insurer’s lawsuit constituted bad faith was insufficient.  The court further held that the insurer’s action was protected by California Civil Code section 47. Interestingly, the court also noted that the insured is “nonetheless protected from abusive litigation by cost of litigation against the insurer (sic), and by the availability of an action for malicious prosecution and other remedies consistent with the absolute privilege under Civil Code Section 47.”
   Consequently, as long as the insurer reasonably and carefully investigates the potential action against the insured and has reasonable cause to institute the action, an insurer should not hesitate to sue its insured directly or raise the appropriate counterclaim.

E. Conclusion TC "E. Conclusion" \f C \l "2" 
The dangers of a bad faith claim are ever present if an insurer does not implement a proactive plan to prevent such claims from the outset. Significant exposure is likewise threatened if the insurer has not designed a proactive approach to challenge the trial tactics of the insured, including the insurance expert. However, the time frame between the initial claim and the trial of the claim is equally important.  When faced with a potential claim, the claims professional should immediately seek the input of a practitioner familiar with bad faith litigation; together they will comprise the strategic defense team. That team will explore the viability of all contract defenses and determine as well the availability  of comparative bad faith and/or reverse bad faith defenses. The team will also discern whether any action or inaction by the insured adversely affected or influenced the insurer’s position.  No stone should remain unturned in the effort to convince the court and the jury that the implied covenant of good faith and fair dealing is a “two-way street” on which the insured is “responsible” for its own actions.  Further, when it is cost effective, the insurer should follow the flow of dollars from its pocket to the insured or other third parties, seeking reimbursement for dollars initially expended in the appropriate case. To forestall designing an approach to bad faith litigation will not only allow the insured to dictate the processes initially, it could also foreclose affirmative relief allowed to the insurer by the courts and statutes.  At the very least, the team should consider whether it is beneficial to be proactive or reactive.  As part of its plan, the team must determine whether to retain its own expert and how to challenge any expert retained by the opposing party.

IV.

Insurance Experts: The Need for a Proactive Challenge TC "III." \f C \l "1" 
A. The Issue TC "A. The Issue" \f C \l "2" 
The admissibility of expert witness testimony and the documentary evidence upon which such testimony is based are currently subject to a myriad of challenges in all types of litigation, both at the state and federal levels.  A clear understanding of the application of Daubert v. Merrell Dow Pharmaceuticals, Inc.,
 General Electric v. Joiner,
 and Kumho Tire Co.  v. Carmichael,
 is critically important to defense practitioners and their ability to exclude expert evidence offered by the plaintiff/policyholder/insured.  The wrangling about whether Daubert standards apply only to scientific evidence or whether the Daubert gatekeeping function applies equally to nonscientific evidence has been laid to rest.  Consequently, as noted below, those practicing in the insurance-related defense and coverage arenas must be prepared to challenge a plaintiff’s proof in bad faith, claims handling, and policy interpretation cases.  Similarly, counsel must be prepared to challenge the documentary evidence upon which any expert opinion is based that is offered by plaintiff’s counsel to justify plaintiff’s interpretation of the policy.  Of course, counsel for the insurance company should be aware that the insurer/defense expert’s testimony undoubtedly will undergo similar challenge.

A proactive approach that challenges expert testimony within the nonscientific, insurance-related fields must begin with an understanding of Daubert, Joiner, and Kumho. However, if the applicable state jurisdiction does not follow Daubert and its progeny, the practitioner should consider the test articulated in Frye v. United States,
 or perhaps a combination of the two. Though it is beyond the scope of this article, the practitioner should also consider whether the expert is qualified in its field of expertise.  This article will next consider a historical analysis of these cases together with their applicable tests.  Defense counsel will be urged to consider several projects covering application of these tests to expert evidence within the context of the traditional insurance case.

B. The Standard TC "B. The Standard" \f C \l "2" 
1. Daubert, et al.

Any analysis of the standard that courts will apply to “junk science” and “junk expert testimony” must begin with Daubert, Joiner and Kumho since difficult questions clearly remain regarding how these opinions apply outside scientific disciplines.  Junk science has been defined as “jargon-filled, serious-sounding deception.”

a. Daubert v. Merrell Dow Pharmaceuticals, Inc.

In Daubert, the parents of children suffering birth defects allegedly caused by the drug Bendictin instituted an action against the manufacturer of that drug.  Bendictin was an anti-nausea drug used by mothers during pregnancy.  Procedurally, the defendant moved for summary judgment on the issue of causation contending there was no link between the use of Bendictin and the alleged birth defects.  To support its motion, defendant offered the affidavit of a scientific expert. Plaintiff countered this proof with affidavits from eight expert witnesses who argued that there was a causal link.  The district court granted the defendant’s motion and plaintiffs appealed to the Ninth Circuit Court of Appeals.  Affirming the lower court’s holding, the Ninth Circuit cited Frye v. United States,
 noting that scientific testimony would only be admitted if it were “generally accepted in the relevant scientific community.”
  Plaintiff petitioned the United States Supreme Court contending that since Frye, the United States Congress had enacted the Federal Rules of Evidence (specifically Rules 104(a) and (b) and Rule 702), which arguably  liberalized evidentiary standards.  These rules provide as follows:

Federal Rule of Evidence 104(a):

Preliminary questions concerning the qualifications of a person to be a witness . . . or the admissibility of evidence shall be determined by the Court.

Federal Rule of Evidence 104(b):

When the relevancy of evidence depends on the fulfillment of a condition of fact, the Court shall admit it upon, or subject to, the introduction of evidence sufficient to support a finding of the fulfillment of the condition.

Federal Rule of Evidence 702:

If scientific, technical or other specialized knowledge will assist the trier of fact to understand the evidence or to determine a fact in issue, a witness qualified as an expert by knowledge, skill, experience, training or education, may testify thereto in the form of an opinion or otherwise.

Recognizing that the Federal Rules of Evidence were intended to be more liberal than the historical Frye test, the Supreme Court noted that the Frye court’s “rigid general acceptance requirement would be at odds with the liberal thrust of the Federal Rules.”
  With that said, the Court defined the trial court’s “gatekeeping” function and its obligation to exclude evidence based only on “subjective belief or unsupported speculation.”
  The Court also enumerated several factors for the trial court to consider when analyzing the reliability of evidence:

1)
Can the theory or technique be tested or has it been tested?

2)
Has the theory or technique been subject to peer review and publication?

3)
Is there a known or potential rate of error?

4)
Do standards and controls exist and are they maintained?

5)
Has the theory been generally accepted?

The Court emphasized, however, that these factors are “general observations” that should not be considered a definitive test.
  The Court also cautioned that it had only addressed scientific expert evidence; it was not addressing technical or other specialized knowledge.  Legal analysts immediately questioned whether the Daubert “gatekeeping” function extended to other types of expert testimony.

In his dissenting opinion, Justice Rehnquist initiated this same concern: “[D]oes all of the dicta apply to an expert seeking to testify on the basis of ‘technical or other specialized knowledge’ the other types of expert knowledge to which Rule 702 applies, or are the ‘general observations’ limited only to scientific knowledge?”
 Other commentators speculated as well.
  Further, there developed a significant split among the various lower courts about how Daubert would be interpreted and whether it would apply to nonscientific evidence.

It should be noted that the Supreme Court remanded Daubert to the Ninth Circuit Court of Appeals.  On remand, the Ninth Circuit found that the evidence was inadmissible.  In addition to the Daubert factors, it noted that expert testimony is presumptively unreliable if the research was conducted in anticipation of, rather than independent of, the litigation.

b. General Electric v. Joiner

The Daubert Court also left unresolved the issue of what standard should be applied by an appellate court when reviewing a trial court ruling on the admissibility of evidence.  In Joiner, the Supreme Court addressed this issue and resolved the conflict among the various districts that had developed after Daubert.

The Joiner dispute involved a plaintiff’s claim that his cancer was caused by exposure to PCB and chemical fumes.  The district court had ruled that a causal link did not exist between the exposure and the cancer.  On appeal, the Eleventh Circuit reversed the district court’s ruling, applying a de novo standard of review. The United States Supreme Court rejected this standard, however, ruling that the decision of the district court should not be revised unless that court abused its discretion.
  Of significance, the Court reaffirmed the Daubert standard but without the clarification that had been anticipated:

[N]othing in either Daubert or the Federal Rules of Evidence requires a district court to admit opinion evidence, which is connected to existing data, only on the ipse dixit of the expert.  A Court may conclude that there is simply too great an analytical gap between the data and the opinion proffered.

Subsequent to Daubert and Joiner, confusion still existed among the federal district and state courts regarding which standard to apply.
  Further, the Court did not answer the question posed by Chief Justice Rehnquist in Daubert:  Did the Court’s ruling apply to nonscientific and other technical evidence?  As a result, after Daubert and Joiner, courts in the various circuits answered this question differently.  For example, the Second, Ninth, and Tenth Circuits held that Daubert was limited to scientific testimony and not applicable to experience-based testimony.
  In contrast, the Fifth, Sixth, Seventh, and Eighth Circuits authorized the use of Daubert factors to analyze admissibility of expert evidence, both scientific and nonscientific in nature.

c. Kumho Tire Co. v. Carmichael

Recognizing the foregoing conflict, the Supreme Court in Kumho confronted the issue directly, analyzing whether the “gatekeeping” function of the district court applied to scientific, nonscientific and other technical evidence.  The Kumho plaintiffs had been injured as the result of a tire blowout on a minivan.  They sued the tire manufacturer, claiming that either a design or manufacturing defect caused the blowout.  In support of their theory, plaintiffs offered the testimony of a tire expert.  On motion of the defendant, the trial court excluded the tire expert’s testimony utilizing Daubert factors (general acceptance, rate error, peer review and publication).  The Eleventh Circuit reversed, holding that Daubert was limited to scientific evidence and did not apply to the tire expert’s testimony since that testimony was skill- or experience-based.
  The United States Supreme Court reversed the Eleventh Circuit, noting that the language of Rule 702 makes no distinction between “scientific” knowledge and “technical” or “other specialized” knowledge.  Further, the high Court determined that the evidentiary rationale underlying the basic Daubert “gatekeeping” function was not limited to “scientific” knowledge:  

[W]e conclude that the trial judge must have considerable leeway in deciding in a particular case how to go about determining whether particular expert testimony is reliable.  That is to say, a trial court should consider the specific factors identified in Daubert where they are reasonable measures of the reliability of expert testimony.”

Citing Joiner, the Supreme Court further noted that the appellate courts must apply an abuse of discretion standard when reviewing a trial court decision to admit or exclude expert testimony.
  The Court then applied the abuse of discretion standard to the relevant facts, concluding that the testimony of plaintiffs’ tire expert was properly excluded by the trial court under that standard.

Several recent cases have considered the application of Daubert standards post-Kumho.  The case of Jaurequi v. Carter Manufacturing Co.,
 involved the testimony of a mechanical engineer and human factors expert regarding safety barriers and improper safety warnings.   The court there noted that when applying the Daubert standard to all types of expert testimony, the trial court is left with “great flexibility in adapting its analysis to fit the facts of each case.”  Further, the trial court did not abuse its discretion when excluding evidence that was nothing more than “unabashed speculation.”
 

The United States Supreme Court later refused to grant the plaintiff’s petition for certiorari in Moore v. Ashland Chemical, Inc.
  This case involved a doctor’s causation testimony based on clinical assessment and diagnosis of the plaintiff’s illness following exposure to chemical toxins. Relying on Daubert and Federal Rule of Evidence 702, the district court excluded the testimony.  The Fifth Circuit reversed, however, noting that  Daubert factors do not apply to clinical medicine which is not hard science. An en banc court subsequently abandoned the panel determination, holding that no such distinction exists and that Rule 702 and Daubert apply to both scientific and nonscientific expert testimony.

The court in Johnson v. District of Columbia
 refined the issue further.  That case involved scalding injuries to an infant child amid allegations that a water heater malfunction caused the injuries.  Pursuant to the defendant’s motion in limine, the trial court excluded the testimony of plaintiff’s plumbing expert on grounds that he was only experienced in the installation of water heaters, did not have any experience in the design or control function, and was unfamiliar with commercial heaters.  The court of appeals determined that as long as the trial judge has the facts necessary to assess the expert’s qualifications, the judge can admit or exclude expert testimony without a hearing, based on those facts contained in the record or the attorney’s offer of proof.
  

d. Frye v. United States

Under Frye, the sole determinant of the reliability and admissibility of an expert’s testimony is whether the expert’s testimony is based on scientific principles or procedures, or whether the principles or procedures have sufficiently gained “general acceptance” in the specific field to which the principles or procedures relate. Decided over seventy-five years ago, the attorneys representing Frye attempted to admit expert testimony on the reliability of a systolic blood pressure test to disprove that Frye committed a murder.  The federal court excluded the offer of proof because the test had not “gained general acceptance in the particular field to which it belongs;” therefore, it was inadmissible because it was “experimental” as opposed to “demonstrable.”
  The Frye standard is often considered less flexible than the Daubert standard.  Under Frye, the party offering the scientific evidence must conclusively show general acceptance.  If the proof is accepted only by a minority of scientists in the applicable/relevant field, such expert proof would be excluded.  Under Daubert, however, proof that is accepted by a minority of scientists would provide only a basis to impeach the expert witness.

C. Application to Insurance Issues TC "C. Application to Insurance Issues" \f C \l "2" 
1. General Principles

There is little doubt that the insurance industry held serious interest in Daubert and its progeny because inconsistencies that developed after Daubert could have adversely affected the standards by which claims professionals, underwriters, and the insurance industry as a whole would be judged.  For example, concerns of the American Insurance Association and the National Association of Independent Insurers were expressed in their amici curiae briefs,
 where they encouraged the Court to extend Daubert standards to “applied science,” including insurance issues within the context of Y2K litigation.
  The ultimate concern was whether the testimony of an insurance expert, which is based on general personal experience, skill, and knowledge, would withstand application of the relevant standards.  

Under existing standards, it must be determined initially whether the testimony offered assists the trier of fact in understanding the issues at hand and leaves undisturbed the province of the jury.  The case of Buckner v. Sam’s Club, Inc.
 confirms this analysis when discussing the testimony of a safety management expert.
  Within the insurance context, the court of appeals in New York has traditionally held that “the opinions of experts, which intrude on the province of the jury to draw inferences and conclusions are both unnecessary and improper.”

The court in Kulak v. Nationwide Mutual Insurance Co.
 similarly excluded expert testimony when deciding whether an insurer acted in bad faith in allegedly failing to settle: 

While it might be suggested that an experienced trial attorney . . . who has had frequent occasion to observe the results of juries’ deliberations in personal injury actions might be expected reliably to predict the outcome in a particular case, we know of no empirical support for such a conclusion.  Moreover, any such result would be based on exposure rather than expertise; and would treat of subject matter calling for no special scientific or professional education, training or skill.

After recognizing the underlying need for special qualifications and testimony, the court further noted: “[a]ny experience advantage enjoyed by such witnesses would not establish the inability or incompetence of jurors, on the basis of their day-to-day experience and observation, to comprehend the issues, to evaluate the evidence, and finally to estimate the likely outcome of a specific action.”
  Citing Federal Rule of Evidence 702, the one dissenting judge in Kulak endorsed an approach that takes a more realistic view of the need for expert testimony in today’s complex society.  He also identified areas where expert testimony is necessary in a bad faith case.

With this overview, the practitioner should next assess how the Daubert standards become operative.  What is certain is that each situation must be assessed on a case-by-case basis because not all Daubert factors will apply to all experts and, in fact, none will apply in some cases.  As one commentator has observed:

[T]he Daubert factors may or may not apply in each case.  Rather than employ a mechanistic application of specific factors, courts should focus on Daubert’s goal, which is to make certain that the expert, whether basing testimony on professional studies or personal experiences, employs the same level of intellectual rigor that characterizes the practice of an expert in the relevant field.

As noted in Tyus v. Urban Search Management,
  “the measure of intellectual rigor will vary by the field of expertise, and the way of demonstrating expertise may vary.”
  However, the court in Tyus also concluded that:  “In all cases . . . the district court must ensure that it is dealing with an expert, not just a hired gun.”

While there is limited case law to govern whether a particular “insurance expert” meets the applicable Daubert tests, there are several recent cases within the coverage context that provide some guidance.  In each case under scrutiny, the practitioner should determine whether the expert’s opinion is based on mere speculation or whether the expert used the “types of information, analyses, and methods relied on by experts in his field.”  Also, “the information that he gathers and the methodology he uses must reasonably support his conclusions.”

When applying the foregoing principles, several interesting cases that postdate Daubert but predate Kumho should be considered.  These address whether the Daubert standards are applicable to expert testimony concerning-claims handling procedures.  In Reedy v. White Consolidated Industries, Inc.,
 the insured alleged, among other things, that his employer acted in bad faith in refusing to pay workers’ compensation benefits.  The plaintiff had designated two individuals or experts to testify on claims‑handling procedures, and the defendant moved to strike the testimony of these witnesses.  In denying the defendant’s motion, the court made several statements that will assist the practitioner in determining when the testimony of “insurance experts” should be allowed:

1)
An individual can qualify as an expert where that individual possesses significant knowledge gained from practical experience, even though academic qualifications in the particular field of expertise may be lacking.

2)
The central issue is whether the expert’s testimony will assist the trier of fact;  merely telling the jury what result to reach is not helpful.

3)
Competency goes to weight, not admissibility.

4)
Expert testimony must be reliable and relevant under Daubert.

5)
The witness should have specialized knowledge about relevant activities in the case with which most jurors are not familiar.

The court held that the “claims adjusting procedure is . . . something about which the average juror is unlikely to have sufficient knowledge or experience to form an opinion without expert guidance, thus expert testimony would not be superfluous.”
  In reaching its decision to permit expert testimony about whether the defendant’s claims procedure was usual and appropriate, the court reviewed the expert’s practical experience with claims adjustment and the types of claims processed.  However, while the testimony of the two experts was admissible, the defendant was still “entitled to pursue further challenges to these expert’s skill or knowledge in order to attack the weight to be accorded their expert testimony.”

In United States Fidelity & Guaranty Co. v. Sulco, Inc.,
 the court likewise considered the proffered expert testimony of a claims processing manager and, without discussing the Daubert factors, allowed it as sufficient.  Again, in Kraeger v. Nationwide Mutual Insurance Co.,
 the court considered the testimony of the insured’s bad faith expert and denied the insurer’s motion in limine.  In doing so, the court made certain observations that are helpful in assessing the parameters of a bad faith expert’s testimony:  

1)
Testimony about how insurance claims are managed and evaluated and the statutory or regulatory standards to which insurance companies must adhere could be helpful to the jury in evaluating whether the claim was handled in bad faith.

2)
The expert witness cannot provide legal conclusions that the insurer violated a particular statute or that the insurer acted in bad faith.

3)
The expert witness can testify that, based upon expertise and experience, the insurer had no reasonable basis for its actions.

In reaching its conclusion, the court specifically determined that the Daubert factors did not apply to this type of testimony.

There are two recent post-Kumho nonscientific cases that likewise provide some guidance to those practitioners who litigate insurance issues.  In Concord Boat Corp. v. Brunswick Corp.,
 the court considered the admissibility of testimony from the plaintiff’s economic expert.  In support of its damage claim in this antitrust case, the plaintiff offered testimony concerning a particular economic model.  Allowing the testimony of the economic expert, the court noted that Daubert’s focus is solely on technique and methodology; not the conclusions they generate.  It therefore held: “[p]laintiffs have amply demonstrated the soundness of the court model as a fundamental, time-tested economic tool that has been widely accepted for years by reputable economists.”

In the antitrust case of City of Tuscaloosa v. Harcros Chemicals, Inc.,
 the Eleventh Circuit considered the nonscientific testimony of a certified public accountant and the testimony of a statistician and held: “[w]e conclude that the district court abused its discretion in excluding Garner’s [CPA] testimony . . . . We further conclude that the district court’s interpretations of Daubert and of Rules 104 and 702 . . . were erroneous as a matter of law.”
  With respect to the statistician’s testimony, the court excluded portions of his testimony only because such testimony was outside his competence and the methodology was flawed.
 

It should be noted that the defense bar also has been successful in excluding the insured/policyholder’s expert in the following cases:

•
Hyde Athletic Industries, Inc. v. Continental Casualty Co.
  The court in this case excluded the plaintiff’s expert testimony when determining whether the environmental containment was “sudden or accidental” or whether it occurred over a long period of time.  The exclusion of the evidence initially was based on inconsistencies between the expert’s deposition testimony and the affidavits submitted on the summary judgment motion.  In addition, the court noted that it was “concerned that Robertson’s opinion would be inadmissible at trial under Federal Rule of Evidence 702 because it may not meet the standards outlined in Daubert . . ..”

•
Brown v. Auto-Owners Insurance Co.
  This case involved expert testimony by a civil engineer regarding the structural damage to a warehouse, which was alleged to be speculative.  In rejecting the expert testimony proffered by the insured/policyholder, the court noted that “the expert’s testimony must be grounded in the methods and procedures of science and not subjective belief or unsupported speculation.”
  Because the testimony was based on nothing more than the witness’s subjective belief and personal observations regarding the cause of the damages, rather than mathematical calculation or scientific methodology, it was excluded.

To the contrary, there exist several other cases where the insurer has not been successful in excluding the testimony of the insured/policyholder’s expert or where the insurer’s own expert testimony has been excluded:

•
Michigan Millers Mutual Insurance Co. v. Benfield.
  In this case, the testimony of the insurer’s fire and origin expert was excluded because it was not sufficiently reliable for admission under Daubert.  Specifically, the court rejected the opinion evidence because it was not supported by reliable procedure and scientific methodology.

•
Douglas v. State Farm Lloyds.
  Though the issue here did not arise in the Daubert context, its determination affects the use of experts in insurance cases.  In this “failure to investigate and settle” case, the court noted that “an insurer’s reliance upon an expert report, standing alone, will not necessarily shield the carrier if there is evidence that the report was not objectively prepared or the insurer’s reliance on the report was unreasonable.”
 

•
Aetna Casualty & Surety Co. v. Dow Chemical Co.
  This environmental case involved a claim by an insurance carrier that it was prejudiced because the insured’s report regarding the removal of underground storage tanks did not contain information as to when releases or contamination occurred. The court noted that because the insurer did not utilize an expert on hydrogeology to establish the nature and timing of the discharge, the insurer’s claim for prejudice was in doubt.

•
Watts v. Organogenesis, Inc.
  In a case involving the construction and interpretation of the phrase, “underlying medical condition,” within a medical insurance contract, the insured’s doctor had testified that dysreflexia was an underlying medical condition. Accepting the insured’s expert testimony, the court noted:  “If the phrase is a term of art, then a medical expert’s unrebutted designation of the dysreflexia as such is sufficient as the last word on this issue.  If it is not, then use of the phrase in the plan document is ambiguous, and therefore should be construed in accordance with the singular/plural rule . . . .”

By virtue of the determination in Kumho, the rules espoused by these cases also apply to nonscientific evidence.  Within the insurance context, these include bad faith, policy interpretations and claims-handling cases.

As the various district and state courts begin applying the Kumho analysis of Daubert to nonscientific evidence, inconsistencies between rigid application of the standards and a flexible approach should dissolve.  For example, in Moore v. Ashland Chemical, Inc.,
 the Fifth Circuit sitting en banc likely applied Daubert too rigidly when it held that the district court had discretion to exclude the causation testimony of the plaintiff’s clinical physician because there existed an “analytical gap between the causation opinion and the scientific knowledge and data that were cited in support.”
  “Courts that have applied Daubert broadly have demonstrated that, as a general framework, Daubert plays an important role in requiring experts to do more than ‘come to court with their credentials and a subjective opinion.’”
  Since inconsistency is still a possibility, it is absolutely necessary that the practitioner grasp the standards applied in both state and federal courts within the applicable jurisdictions.  An example ofo such analysis is included below.  It considers the status of New York law subsequent to Daubert, Joiner, and Kumho.  Such an analysis should be undertaken within the practitioner’s relevant jurisdiction.

D. New York Approach TC "D. New York Approach" \f C \l "2" 
1.
State Court TC "1.
State Court" \f C \l "3" 
a.
Scientific Testimony
New York state courts have not yet adopted the Daubert standard as enhancned by  Joiner, or Kumho. Specifically, the New York Court of Appeals has not embraced the Daubert standard of scientific reliability; instead, it has retained the Frye “general acceptance” test.  In People v. Wesley,
 the court noted in a footnote that Daubert was not applicable, remarking that, under Frye, the particular procedure need not be unanimously “endorsed” by the scientific community if it is “generally accepted as reliable.”
  The Frye standard became the basis for New York’s two-part test on the admissibility of scientific expert testimony.
  Under the first prong of the test, the proffered expert’s testimony must be based upon scientific knowledge and skill that is not within the scope of the jury’s ordinary training or intelligence.  The expert need only have gained knowledge or expertise (formal or otherwise) that would assist the jury in interpreting the issues before it.  If the proffered proof is based solely on common knowledge or intelligence, the testimony should be excluded because jurors can form these same reasonable opinions.  The second prong requires that the expert’s testimony be based on scientific principles or procedures under the “general acceptance” test.
  It is within the province of the trial court to determine whether the expert’s testimony is both necessary to assist in the jury’s interpretation and whether the expert’s theory has gained general acceptance.  Once that determination is made, the weight accorded to the expert’s testimony is left to the jury.  The court traditionally has conducted a “Frye hearing” during which each party presents its position to support or challenge admissibility.  One court has noted that such a hearing is not necessary, deciding the admissibility issue without a formal hearing.





b. Nonscientific Testimony
Consistently, the courts in New York have held that the Frye “general acceptance” test is not applicable to nonscientific or non-novel evidence.
  In Wahl v. American Honda Motor Co.,
 when considering the testimony of an engineer regarding the design defects of an ATV, the court ruled as follows: “inasmuch as the testimony is that of an engineer, and . . . is based upon . . . recognized technical or other specialized knowledge, the Court finds that the stricter general acceptance standard of Frye is not applicable.  The Court will apply the reliability standard as derived from Daubert and Kumho Tire.”

Following suit, another court in Clemente v. Blumenberg
 questioned the continued application of Frye not only to scientific, but to nonscientific expert testimony as well:

[T]he accelerated pace at which science travels is today far faster than the speed at which it traveled in 1923 when Frye was written.  Breakthroughs in science which are valid may be relevant to a case before the courts.  Waiting for the scientific community to “generally accept” a novel theory which is otherwise valid and reliable as evidence may deny a litigant justice before the court.

Thus, when considering the testimony of a biomedical engineer, the court analyzed the issues under both Frye and Daubert standards: 

[T]his court finds that the proffered biomedical engineer is qualified as an expert in biomedical engineering based upon his professional training and may render an opinion as to the general formula of forces upon objects. . . . However, he may not render an opinion based on his report and testimony at the Frye hearing because the source of the data and the methodology employed by him in reaching his conclusion is not generally accepted in the relevant scientific or technical community to which it belongs.

The court continued: “applying the Daubert/Kumho factors . . . this court finds that the data and the methodology employed by the biomechanical engineer are not scientifically or technically valid.”
  In addition to these findings, the court oberved:

A trial judge’s role as a gatekeeper of evidence is not a role created by Daubert and rejected by the Court of Appeals; it is an inherent power of all trial court judges to keep unreliable evidence (“junk science”) away from the trier of fact regardless of the qualifications of the expert.  A well-credentialed expert does not make invalid science valid merely by espousing an opinion.

By virtue of the Clemente decision, at least one New York judge is willing to move away from the rigors of Frye to a more liberal approach.

2. Federal Court TC "2. Federal Court" \f C \l "3" 
Since the Supreme Court’s decision in Daubert, there have been only two federal court cases in New York that have addressed the Daubert/Kumho standards.  In Gray v. Briggs,
  which involved a dispute between an attorney and former law firm employees who had participated in the firm’s pension plan, it was alleged that defendants breached a fiduciary duty in violation of the Employee Retirement Income Security Act (ERISA).  Plaintiff had retained an expert who asserted, among other things, that defendants had violated ERISA, made speculative personal investments, and violated industry standards against churning.  The defendants challenged the plaintiff’s expert and moved to preclude the testimony. Citing Kumho, the court rejected the expert’s testimony and concomitant report on various grounds: 

1)
The testimony was outside the expert’s expertise;

2)
The expert lacked the qualifications to express the opinion for which his testimony was offered;

3)
The expert’s opinion was nothing more than strained speculations or bare legal conclusions;  it was without sufficient evidentiary basis to be helpful to the court or reliable.

When applying the Kumho standard, the court offered that expert testimony is admitted under Federal Rule of Evidence 702 where it will assist the trier of fact to understand the evidence or  determine a fact in issue.  Further, an expert must be qualified to testify (i.e., by knowledge, skill, experience, training or education).  As noted in Kumho, the expert must have “sufficient specialized knowledge to assist in deciding the particular issue in the case.”
 

Another district court judge considered Daubert and its progeny in Grdinich v. Bradlees,
 which involved a claim by a plaintiff who was injured while shopping at defendant’s store when ironing boards fell from a display case.  The plaintiff had retained an expert to testify that defendant ignored or failed to follow the industry guidelines applicable to self-service department stores.  The defendant challenged the admissibility of the expert’s testimony.  Citing the “gatekeeping” function articulated by Daubert and Kumho (application of Daubert to technical and other specialized knowledge), the court noted that it must decide “whether this particular expert [has] sufficient specialized knowledge to assist the ‘jurors in deciding the particular issue in the case.’”
  The court precluded the expert testimony because:

1) none of the Daubert factors were present, including that of  “general acceptance” within the relevant expert community; and 

2) there were no countervailing factors which favored admissibility which so as to outweigh those identified in Daubert.

As a result, the testimony was precluded because it was neither reliable nor relevant.

E. Reliable Data TC "E. Reliable Data" \f C \l "2"  
It is obvious that an expert cannot testify in a vacuum.  The court in Joiner
 focused on the “analytical gap” concept,  excluding expert testimony that exposure to certain chemicals caused lung cancer because the expert’s opinion was based on animal epidemiological studies with no explanation as to how such studies applied to humans.  In Moore v. Ashland Chemical,
 the Fifth Circuit conducted a similar analysis, excluding the expert testimony of a physician who did not rely on established studies to support his opinion.  These cases illustrate the significance to admissibility and relevancy of research studies and data upon which the expert relies.

The recent decision of the Tenth Circuit in Roberts v. Farmers Insurance Co.
 provides a case in point.  At issue on appeal was whether the district court had properly granted the insurer’s motion for summary judgment on grounds that the policy contained a “resident exclusion,” which precluded the insured from recovering for personal injuries sustained at her home.  The insured contended that even though the policy excluded such coverage, she should be entitled to recover under the doctrine of reasonable expectations because the exclusion was either ambiguous or hidden in the policy (i.e. printed in small font and buried on page seven amid a laundry list of exclusions.  Attempting to prove that the resident exclusion was ambiguous, the insured offered the expert testimony of a psychology professor and an accompanying survey of 126 college students.  The survey was conducted by the professor and purportedly concluded that, after reading the exclusion, sixty-nine percent of the students believed that the policy provided coverage.  The district court excluded the survey noting:

The plaintiff’s only support of a claim of ambiguity is the survey of Dr. Donovan, intended to show that the contract must be ambiguous if a group of college students find it to be so.  This Court disagrees.  The Oklahoma Supreme Court has admonished courts not to indulge in forced or strained construction to create and thus construe ambiguities where they do not otherwise exist. Because this Court must determine if the policy is ambiguous as a matter of law, the survey of Dr. Donovan is inappropriate and irrelevant to establish the existence of an ambiguity.

Affirming the district court’s refusal to consider the survey evidence, the Tenth Circuit noted that under Oklahoma contract law, whether an insurance policy is ambiguous is decided as a matter of law.  Extrinsic evidence can be considered only after a finding of ambiguity. In the instant case, however, the court determined that the residence exclusion was not ambiguous; therefore, the survey was irrelevant.

What would have happened had the court determined the existence of an ambiguity?  Would the survey of college students have been admissible?  The circuit court noted that “well-conducted public opinion surveys may play an important role in the courtroom.”
  The court also referenced two cases cited by the insured pertaining to such surveys.  In Brunswick Corp. v. Sprint Reel,
 a trademark case, the confusion between two products surfaced as a legal issue.  The trial court admitted a survey, in addition to other evidence, when determining the likelihood of confusion about the source of a product with a similar trademark or trade dress.  The survey involved individuals in shopping areas within five cities who were shown a Sprint SR210 reel and asked to name the manufacturer.  The Tenth Circuit held that the district court did not abuse its discretion in admitting the survey.  It noted: “[s]urvey evidence may be admitted as an exception to the hearsay rule if the survey is material, more probative on the issue than other evidence, and if it guarantees trustworthiness.”
  When determining materiality in cases involving confusion over product source,  a survey may be the only available method of demonstrating the public state of mind.  A survey is considered trustworthy when it is conducted according to accepted principles.
  In Brunswick, the survey was apparently conducted using reasonably acceptable market research techniques. The court therefore admitted the survey on the issue of confusion and further indicated that any technical or methodological deficiencies would affect its weight; not its admissibility.

The second case referenced by the Tenth Circuit was Harold’s Stores, Inc. v. Dillard Department Stores, Inc.,
 which involved alleged injury to the plaintiff’s public reputation and goodwill.  Plaintiff there utilized the services of a marketing professor as an expert. Based on the results of a survey of college-aged women who had visited the plaintiff’s store or examined its catalog and visited the defendant’s store, that expert calculated damages due the plaintiff nationwide because of defendant’s alleged copyright infringement and antitrust actions.  Again, the appellate court determined that the district court did not abuse its discretion in admitting the survey as an exception to the hearsay rule.  The survey was determined to be material, probative to the issue of copyright infringement damages, and conducted according to generally accepted survey principles.  The court further noted:

The survey should sample an adequate or proper universe of respondents. “That is, the persons interviewed must adequately represent the opinions which are relevant to the litigation.” The district court should exclude the survey “when the sample is clearly not representative of the universe it is intended to reflect.”

With respect to the insured’s survey offer in Roberts, the court determined that the survey would not be allowed even if it was determined that the policy was ambiguous: “In the case before us, there is no link between the legal question and the survey evidence; what the public expects from an insurance policy is simply not relevant to the legal question of whether the contract is ambiguous.”
  The court did not decide the application of the reasonable expectation doctrine because that doctrine only applied where the court found the policy ambiguous or the exclusion hidden.  Here, the insured failed to make a prima facie case.

It would appear from these authorities that courts will not admit survey-type evidence or other data, studies, or methodological evidence where there is no “link” between the offered evidence and the legal issue before the court.  This is true whether that be a bad faith standard, claims-handling procedure, or policy interpretation.  It would that this “link” is the same “analytical gap” that the court referred to in Joiner when it stated:  “A court may conclude that there is simply too great an analytical gap between the data and the opinion offered.”
 

F. Procedural Attack TC "F. Procedural Attack" \f C \l "2" 
Justice Breyer, in his concurring opinion in Joiner, entered an interesting observation:

[J]udges have increasingly found in the Rules of Evidence and Civil Procedure ways to help them overcome the inherent difficulty of making determinations about complicated scientific or otherwise technical evidence.  Among these techniques are an increased use of Rule 16’s pretrial conference authority to narrow the scientific issues in dispute, pretrial hearings where potential experts are subject to examination by the court, and the appointment of special masters and specially trained law clerks.

The procedural mechanisms referenced by Justice Breyer are generally initiated at the discretion of the court and often occur well into the litigation process.  For example, the circuit court of appeals in Harold Stores stated: “we cannot conclude the district court abused its discretion in admitting the survey.  The district court conducted an extensive voir dire of Dr. Howard and satisfied itself that the survey met the appropriate standard.”
  In light of this observation, defense counsel should ask whether any procedural mechanisms are available that can be implemented early in the litigation process to facilitate the economies of handling these types of cases.

The parties and the court must develop a procedural mechanism that challenges the testimony of plaintiffs’ insurance industry experts sooner rather than later.  Such a procedural device has been developed within recent years in toxic tort and environmental cases and should be tested within the context of other cases as well.  Lore v. Lone Pine Corp.
 is instructive.  This case involved a toxic tort claim against a landfill operator and the generators and haulers of toxic materials to that landfill.  The plaintiffs alleged that their property values depreciated because the landfill existed.  They also claimed personal injuries from exposure to various toxic substances.  The defendants in Lore served an order to show cause seeking a case management order requiring the plaintiff to furnish “basic facts” on the causation issues to support their claims of personal injury and property damage.  The order sought by the defendants has come to be known as a “Lone Pine order.”  Since the plaintiffs failed to provide the expert evidence required by the case management order, the court dismissed the plaintiff’s complaint with prejudice consistent with the procedural rules of the State of New Jersey.
  It then noted: “[t]he Court is not willing to continue the instant action with the hope that the defendants eventually will capitulate and give a sum of money to satisfy plaintiffs and their attorneys without having been  put to the test of proving their cause of action.”

Other courts have refined and modified the Lone Pine order to require plaintiffs to delineate the amount of substance or chemical to which they were exposed or to provide expert medical opinions eliminating other causes.
  Several recent cases also have considered the problem of a plaintiff’s failure to provide any proof of causation at a relatively early stage in the litigation process.  These have reinforced the concept that a plaintiff should not even file a lawsuit until there is adequate reason to believe that the plaintiff is injured and that the defendant caused that injury.
  The same arguments can be made within the insurance context.  Relevant areas of inquiry include the following:

1)
How does plaintiff’s expert know the practice and procedure is not readily acceptable in the insurance industry?

2)
Does the plaintiff’s expert conform to peer review?

3)
Is the testimony of the plaintiff’s expert on issues of reconstruction consistent with industry standards and reconstruction principles?

4)
Is there a gap between the expert opinion offered and the data or study relied upon?

The use of Lone Pine orders has been recognized as useful in achieving judicial efficiencies and economies, regulating complicated evidentiary issues, and avoiding duplication of efforts.
  Therefore, when faced with evidentiary and expert issues in this type of litigation, defense counsel should seek a case management order early on in the litigation process.  That order also should seek a prima facie showing that any expert evidence satisfies the appropriate standard as articulated in Daubert, Joiner and Kumho or Frye.
G. The Aim TC "G. The Aim" \f C \l "2" 
“Junk science” and the “junk expert” must be challenged early in the litigation process to thwart frivolous and speculative litigation and to preclude testimony of expert witnesses bearing specious credentials.  The plaintiffs’ bar should be tested and required to provide the defense with evidence concerning the qualifications, reliability and relevance of expert opinions well in advance of trial.  Such an approach certainly will control the litigation and settlement costs and is critical to a proactive approach that challenges the “hired gun.”

V.

Conclusion TC "V." \f C \l "1" 
If claims handling and negotiation are not considered from the “worst case” perspective, the claims professional and the coverage lawyer will be unable to provide trial counsel with the ammunition to analyze a bad faith claim after suit.  Neither will the claims file provide the necessary evidence to defend the case.  Similarly, it will be difficult to challenge the qualifications of an insured’s bad faith expert or the admissibility of the expert’s testimony at the time of trial.  The complete process must be understood at the outset. The claims-handling process begins the continuum necessary to validate a claim; it is not an isolated function that should frustrate the process.  

Appendix A

Legislation—New York and California

New York State Bill A02070
This proposed bill adds a new section to New York Insurance Law under the title, § 2601-A—Unfair Claim Settlement Practices: Civil Remedy.  The purpose of the bill is to create a private right of action to enable property and casualty insurance policyholders to directly sue insurers for injuries sustained when insurers engage in unfair claims settlement practices.  As defined, “not substantially” justified conduct occurs if the insurer:

1)
Intentionally, recklessly or by gross negligence failed to provide the policyholder with accurate information concerning policy provisions relating to coverage at issue; or

2)
Failed to effectuate, in good faith, a prompt, fair and equitable settlement of a claim submitted by such policyholder in which liability of such insurer to such policyholder was reasonably clear; or

3)
Failed to provide a written denial of a policyholder’s claim with a full and complete explanation of such denial, including references to specific policy provisions wherever possible; or

4)
Failed to make a final determination and notify the policyholder in writing of its position on both the liability for, and the insurer’s valuation of, a claim within six months of the date on which it received actual or constructive notice of the loss upon which the claim is based; or

5)
Failed to act in good faith by compelling the policyholder to initiate a lawsuit to recover under the policy by offering substantially less than the amounts ultimately recovered in the suit by the policyholder.

Collectible damages include amounts due under the insurance contract, interest, costs and disbursements, compensatory damages, and reasonable attorney fees. Punitive damages are provided if the insurer’s actions result from intentional, reckless, grossly negligent, or an express or implied company procedure for processing claims.  Punitive damages are allowed in an amount not more than the total amount received in the action.

The “justification” for the bill provides the following interesting comments:

1)
Insurers often engage in one or more unfair settlement practices that can cause substantial financial and sometimes emotional or physical injury to a claimant.

2)
Unwarranted delay in payment or requiring the submission of unnecessary or duplicative documentation can cause financial hardship.

3)
Citizens should expect insurers to live up to their policy obligations.

4)
Under existing law insurers can simply refuse to pay a claim or may offer an amount well below the value of the loss with impunity, with:

a)
no remedy for unreasonable delay in payment, or

b)
no remedy for intentional refusal to pay.

5)
Insurer has an unfair advantage in negotiating settlement because it can financially bear the cost of litigation.

6)
Legislation creates a private right of action to rectify inadequacy of current law.

7)
Legislation eliminates the requirement to prove a general business practice.

8)
Allowing attorney fees to prevailing claimant promotes enforcement of meritorious claim.

9)
Outrageous and unacceptable conduct is addressed by allowing punitive damages in exceptionally aggravated wrongful conduct.

10)
Insurers cannot increase premiums to make up for losses, and the losses cannot be included in determining future rates.

Present Legislative History:
01/12/99—referred to insurance committee

02/09/99—reported; referred to codes

02/22/99—reported

02/25/99—advanced to third reading

03/08/99—passed Assembly - 133 yes/12 no

03/08/99—delivered to Senate

01/05/00—died in Senate

01/05/00—returned to Assembly

01/05/00—committed to rules

Past Legislative History (similar bills):
1993—Assembly calendar

1994—Assembly rule

1995—passed Assembly (A. 598-A)

1996—passed Assembly (A. 598-A)

1997—passed Assembly (A. 72)

1998—passed Assembly (A. 72-A)

California - Senate Bill 1237 and Assembly Bill 1309
These two bills, entitled Fair Insurance Responsibility Act of 2000, would have changed third-party bad faith in California.  However, California voters defeated the bills by a seven to three margin.  The insurance lobby contended that the legislation would raise premiums and insurance costs.  Critical to the understanding of this bill is an understanding of two cases.  In 1979, the California Supreme Court in Royal Globe Insurance Co. v. Superior Court,
 recognized that third‑party claimants could sue insurers for violations of the Unfair Claims Settlement Practices Act.
  Subsequently, in 1988, that same court in Moradi-Shalal v. Fireman’s Fund Insurance Cos.,
 overruled Royal Globe, holding that actions under the California Unfair Claims Practices statute were not allowed.  Moradi‑Shalal is still the law in California.

If the Fair Insurance Act had been enacted, the legislature would have reinstated the right to sue under Royal Globe, but such claims would have been limited to actions based on the “failure to settle” as opposed to the failure to defend.  The Act allowed a third party to sue for general, special and exemplary damages when a defendant violated various sections of 790.03 of the Insurance Code, which defines unfair methods of competition and unfair or deceptive acts or practices in the insurance business.  Specifically, section 790.03(h) provides that when an insurer knowingly commits or performs enumerated acts with a certain degree of frequency, such activity indicates a general business practice.  Note, in comparison, that the proposed New York legislation removes any general business purpose requirement.  That section instead references activity such as misrepresenting facts and policy provisions; failing to acknowledge and act reasonably promptly in communicating; failing to implement prompt investigation; failing to attempt good-faith settlement; settlement based on altered application; failing to inform the insured of coverage for payment; delaying the investigation; failing to settle promptly; failing to provide reasonable explanation; directly advising the claimant not to obtain services of an attorney, and misleading a claimant as to the applicable statute of limitations.  The claims professional, however, should review these itemized acts as “cautions” because they are the same acts that could be scrutinized in the future.

ENDNOTES

�	From an educational standpoint, the claims professional and attorney practicing in the extra-contractual/bad faith arena must, on a periodic basis, assess the standards applied in the given jurisdiction and constantly develop benchmarks to gauge the performance of the individual claims office and the company as a whole.  The jurisdictions of California, Florida, New York and Texas, because of the diverse standards applied by courts in those states, should be reviewed.  Equally important is the responsibility of the claims professional and the practitioner to remain abreast of new legislation and proposed legislative changes.  Again, the legislative history behind any enacted or proposed legislation can assist the insurance industry in formulating claims handling procedures and guidelines.  For example, the recent legislative and voter experience in the state of California and proposed legislation in the state of New York highlight the need to be educated; they should alert the industry and its counsel to the ever-changing bad faith atmosphere.  (See Appendix A.)
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