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This survey of bad faith insurance law, 2007-2009,

describes trends in court decisions regarding issues related
to insurers’ rights in claims handling.

Room to Breathe:
The “Return” of the Insurer’s
Right of Discretion in
Claims Handling

C.J. HADDICK, ESQ.

o the extent that the last several years have

| yielded any trends in the area of insurance bad
faith law, there may be seen a movement

in published decisions toward giving insurance
company claims departments more discretion in
handling claims, not less. This discretion has been
granted in decisions by both state and federal
courts, largely in three ways: 1) limiting the scope and
reach of state bad faith statutes to a narrow range of
insureractivity; 2) pruning back other legislation from
applying to insurance bad faith cases (frustrating, to
some extent, attempts by the plaintiffs’ trial lawyers’
bar to use such statutes in other bad faith litigation);
and 3) endorsing of certain specific insurer claims
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practices as being “within bounds” of legitimate
insurer business activity, such that in undertaking
such practices, an insurer is not normally liable for
bad faith, absent other aggravating circumstances.
This article examines this phenomenon, first in
Pennsylvania and then in other states.

Why “Return” May Be a Misnomer

Admittedly, to say that there has been a “return”
of the right of discretion to insurer claims depart-
ments may be to suggest too strongly that the right
of discretion has ever been absent. The truth, of
course, is that the insurer’s right of discretion in the
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claims handling process has never been absent, in
Pennsylvania or anywhere else.! Perhaps, it is better
to say that the trend in insurance bad faith decisions
from 2007-2009 has been to reinforce and enlarge,
in certain areas, the right of insurer discretion.

In this article, we will first examine significant in-
surance bad faith decisions from the Commonwealth
of Pennsylvania over the last several years. We will
do this as a means of examining the general trend in
insurance bad faith law in a concentrated and dis-
tilled form. Following that examination, we will turn
our attention to specific aspects of insurance claims
practices and aspects of claims handling, and in so
doing, we will examine decisions from 2007-2009 in
other states to see what conclusions might be drawn
about larger-picture trends in insurance bad faith law
and the impact on how insurers factor those trends
into their claims-handling operations. We will also
offer some observations about what the near future
may hold.

Survey of Pennsylvania Bad Faith Decisions

2007-2009

A number of cases decided in Pennsylvania have
had an impact on the bad faith landscape.

Toy v. Metropolitan Life Ins. Co. (Pa. 2007)

In Toy,’ the Pennsylvania Supreme Court affirmed
asummary judgment entered in favor of Metropolitan
Life in a bad faith claim. Chief Justice Cappy, on be-
half of the majority, considered, as part of his analysis,
whether there was a remedy under Pennsylvania’s
bad faith statute for deceptive or unfair practices
with respect to the sales of an insurance policy. In
so doing, he devoted a substantial amount of time
to reviewing the development and evolution of both
common law and statutory bad faith in Pennsylvania,
including the meaning that the particular term “bad
faith” has acquired.

The majority of the court found that the term “bad
faith” encompassed any frivolous or unfounded refusal
to pay the proceeds of the policy. It did not find that
the term went further, such as, for example, to be ap-
plicable to the business of insurance, which included
the marketing and sales of policies. Cappy wrote:

We can only conclude on the question before
us that the words in the statute are clear and
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explicit and that the legislature intended not
to give relief under the Bad Faith Statute to an
insured who alleges that his insurer engaged in
unfair or deceptive practices in soliciting the
purchase of the policy.’

Toy, then, signaled a clear direction on the part of
Pennsylvania’s highest appeals court tonarrow, rather
than expand, the reach and breadth of the Pennsyl-
vania bad faith statute (42 Pa.C.S.A. § 8371).

Ash v. Continental Ins. Co. (Pa. 2007)

In Ash v. Continental Ins. Co.,* the Pennsylvania
Supreme Court was called upon to assess the proper
starting time for the two-year statute of limitations
period in a case brought under the state’s bad faith
statute.’ In so doing, however, it also expressed the
viewpoint that may have led the way forappellate cases
that followed, narrowing the scope of Pennsylvania’s
bad faith statute. Specifically, and consistent with
the wording of the statute conferring rights only to
insureds and imposing liability only on insurers, the
Ash court held that the terms of the bad faith statute
provide a cause of action only for bad faith conduct
of an insurer and created an action only for conduct
“arising under an insurance policy.”® This would, of
necessity, exclude any bad faith claims premised upon
the failure to procure or sell a policy.’

The Ash court, then, viewed a bad faith dispute
as a limited one. Bad faith, under the analytical
model set up under Ash, was an adversarial tort, but
one which applied only to a narrow area of insurer
conduct (claims) and only in a narrow set of circum-
stances (claims arising under a policy of insurance).
That the insured-insurer relationship could become
adversarial was not a new concept in Pennsylvania
law: The state’s intermediate appellate court had,
a year earlier, already ruled that where an insured
made an uninsured motorist/underinsured motorist
(UM/UIM) claim against her insurer and the par-
ties proceeded to arbitration, that proceeding was
adversarial .®

In just the span of these two state Supreme Court
cases, bad faith actions under the Pennsylvaniastatute
were limited to relations between insurer and insured
arising under the insurance policy itself and only for
claims arising under such a policy and not for other
areas of the insurer-insured relationship, such as, e.g.,
the sales or placement of policies.” 1°
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Other Significant Pennsylvania Decisions
Regarding Claims Practices, 2007-2009

A number of appellate decisions in Pennsylvania
over the last several years have given insurers room
within which to defend themselves.

Zappile v. Amex Assurance (2007)

One of the most notable cases in the last three
years was Zappile v. Amex Assurance.'! In Zappile,
an insured brought an action against his insurer for
the bad faith handling of an underinsured motorist
claim. After the Philadelphia Court of Common
Pleas entered judgment in favor of the insured, the
insurer appealed. The Pennsylvania Superior Court
reversed, and in so doing, solidified the court’saction
ofayearearlier in Condio v. Erie Insurance Exchange,'?
one of the more significant attempts in the last
number of years to place insurers and insureds on
equal footing in bad faith litigation. In Condio, the
Pennsylvania Superior Court reversed a bad faith
award against Erie Insurance and entered judgment
as a matter of law in favor of Erie, holding, among
other things, that UM/UIM arbitration proceedings
between insurer and insured are adversarial and, as
such, an insurer was well within bounds to protect its
interests in such proceedings and to express doubts
about the veracity of its insured’s injury, if there was
a reasonable basis to do so.

In Zappile, the insured’s attorney made a UM/UIM
policy limits demand of $150,000 for his client, a pe-
destrian who sustained soft tissue knee and shoulder
injuries after being struck by an underinsured vehicle.
The tortfeasor tendered her policy limits of $15,000,
and Erie, the UIM insurer, offered $32,000. The parties
never agreed on a settlement number and proceeded
toarbitration, at which the arbitrators entered a gross
award of $105,000 to the insured and his wife.

The insured brought abad faith suit, premised upon
the alleged bad faith undervaluation and resulting
offer of $32,000 in the UM/UIM claim. In reversing
the trial court’s judgment against the insurer in the
bad faith case, based in part on the settlement offer,
the Superior Court held that bad faith requires clear
and convincing proof that the insurer’s action lacked
any reasonable basis and that the insurer recklessly
disregarded a lack of reasonable basis to deny a claim.
Second, the court found that mere negligence or
bad judgment is not bad faith and that a finding of
bad faith requires some dishonest purpose, motive
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of self-interest, or ill will on the part of the insurer.
The court also affirmed perhaps the most important
holding from Condio, again recognizing UIM claims
as adversarial.”?

The court in Zappile also made significant pro-
nouncements regarding an insurer’s duty in relation
to payment and settlement. The court held that an
insurer has no duty to make partial payments for
undisputed amounts in the midst of a contested claim
and that an insurer retained full rights to question
and contest the value of an injury in such a circum-
stance."* And in what might have been the single
most significant bad faith ruling of the year, the court
ruled that wherefor the insured’s lawyer’s demand for
the UM/UIM policy limits was never reduced, there
was no bad faith on the part of the insurer for failing
to negotiate against itself or increase its offer, going
so far as to hold that the mere fact that the insurer
had additional settlement monies available thatit did
not offer could not be clear and convincing evidence
of bad faith against the backdrop of the plaintiff’s
policy-limits-only demand.” Moreover, the court in
Zappile said that it could not find as a basis for bad
faith either strained communications ora “heightened
level of distrust” between the parties.'® 7

Principles Gleaned From Zappile

Thus,an insurer is privileged under Pennsylvania law
to defend itself, even aggressively, in bad faith litiga-
tion, without fear of violating 42 Pa.C.S.A. § 8371.18
To the extent that a laundry list of principles can be
gleaned from Zappile, it includes the following.

e The bad faith statute does not “require an insurer
to sacrifice its own interests by blindly paying each
and every claim submitted by an insured in order
to avoid a bad faith suit.”

e Insurers are within their rights to express doubts
regarding a claim based upon investigation.

e Low but reasonable offers are not actionable.
o Insurers are granted deference when making deci-
sions informed by law, such as laws regarding UM/

UIM, that are in a state of flux.

e Insurers are entitled to change their minds and
decisions based on ongoing investigation.
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e Insurers are entitled to their own views concerning
a proper neutral arbitrator.

e The plaintiff’s burden in a bad faith case is an
extraordinarily heavy one of providing clear and
convincing evidence.

e An insurer may rely on a single piece of evidence,
such as a police report, without being in bad

faith.

e An insured’s notice to its insurer of a “potential”
claim triggers no duties or clocks on the part of
the insurer.

e An insurer is entitled to retain and utilize experts
to take positions contrary to the insured’s without
being in bad faith.

e An insurer may treat its insured as an adversary in
a UM/UIM claim without committing bad faith.

e UM/UIM claims are inherently arm’s length and
adversarial.

e An insurer is entitled to employ counsel to act to
protect the insurer’s interest without committing

bad faith.

e A UM/UIM investigation can no longer follow a
“normal course” after an adversarial demand for
arbitration by an insured.

e Simple passage of time is no longer always and in
every case attributable to delay of the insurer or
the insurer’s counsel as a given."”

Thus, insurers do not commit bad faith simply by
investigating claims or by having opinions on the
value of claims that differ from that of their insureds.
In fact, an insurer is permitted, as a matter of law,
to “aggressively investigate and protect its interests”
without running afoul of the bad faith statute.?

Allison v. Allstate Indemnity Company

In Allisonwv. Allstate Indemnity Company,! the East-
ern District Court of Pennsylvania reaffirmed that
all of the following would indicate that an insurer
undertook a substantial and proper investigation of
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the insurance claim at issue in that case: resolution
of credibility problems via interviews and recorded
statements, inspection of the property in question,
and retention of an expert in a causation dispute
regarding wind damage versus water damage.” Thus,
the use of such methods in the legitimate contexts
of investigating a questioned and disputed insurance
claim would appear to have support in common law.

Employers Mutual v. Loos:
Violations of Regulations and Guidelines

How are insurer violations of claims regulations,
or even of the insurer’s own internal guidelines, to
be handled within the context of bad faith claims?
While not without exception, the general trend in
Pennsylvania over the last several years has been that
the violation of unfair insurance or trade practices laws
was not tantamount, or even necessarily germane, to
proof of an insurers bad faith liability. In Employers
Mutual v. Loos,? the United States District for the
Western District of Pennsylvania reasoned that such
a possible violation of the state’s Unfair Insurance
Practices Act had no place in bad faith litigation
because “a failure to comply [with the Pennsylvania
Unfair Insurance Practices Act], may be equally
consistent with a mistake as with bad faith.”?* Other
cases both inside and outside the Western District
have followed suit.?

Stacey Smith, et al. v. Continental Casualty Co.

In Stacey Smith, et al. v. Continental Casualty Co.,*
Continental denied a disability insurance claim in
reliance on a policy exclusion, without first speaking
to the insured. The insured raised the insurer’s failure
to speak with its insured prior to issuing the denial as
constituting, in part, the basis for the bad faith claim.
In affirming the judgment in favor of the insurer on
the bad faith claim, the U.S. Court of Appeals for the
Third Circuit held that even if the insurer’s failure to
speak with an insured before denying a claim in reli-
ance on a clear and unambiguous exclusion violated
best practices, such a failure did not constitute bad
faith within the meaning of Pennsylvania first-party

bad faith law.

Employers Mutual v. Loos:
Reliance on Policy Provisions

Pennsylvania courts have also held, as a matter of
law, that it is not bad faith for an insurer to ask that
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the insured abide by the policy terms agreed upon
or to reasonably rely upon clear policy provisions in
dealing with its insured.?” This right on the part of
the insurer has been protected, and the insurer, as a
result, shielded from bad faith liability, even if such
reliance turns out to be wrong:

Under Pennsylvania law, the presence or ab-
sence of bad faith does not turn on the legal
correctness of the basis for an insurer’s denial
of an insured’s claim. Jung v. Nationwide Mutual
Fire Ins. Co., 949 E Supp. 353, 359-360, n. 7
(E.D. Pa. 1997). If it did, the need for an inde-
pendent analysis of an insured’s bad faith claim
would disappear, as the applicable section 8371
claim would turn specifically on the underlying
coverage determination. The Pennsylvania
courts, however, have construed section 8371
to provide a remedy for insureds whose claims
are denied on unreasonable bases.?®

This approach was not new in Pennsylvania — it
had been used since at least the early to mid-1990s.
In 1994, in Devich v. Commercial Union Insurance
Co.,” an insurer denied coverage based on a policy
exclusion whose scope was yet undetermined by the
appellate courts.”® In that case, the district court
ultimately determined that the insurer’s reliance on
the exclusion was misplaced and “imprudent,” but
that the insurer’s conduct still did not rise to the level
of bad faith.’! The court held, “Although we have
determined that this was a faulty basis for coverage
denial, it was not unreasonable for [the insurance
company] torely on the exclusion in view of the status
of the law in Pennsylvania with respect to the scope
of the exclusion.”? Thus, with regards to oftentimes
complex coverage disputes, insurers have a right to
be wrong and not be subjected to having to defend
a claim of bad faith, as long as they act reasonably.*?
Courts have utilized an objective, retrospective bad
faith analysis in looking at insurer conduct, holding
that if some reasonable basis existed for an insurer’s
decision, even if the insurer did not rely on that
reason, there cannot be bad faith.**

Earlier Cases: Litigation Conduct “Safe Havens”

While outside the stated time frame of review of
this article, i.e., 2007-2009, courts in Pennsylvania
have long taken some degree of care to afford insur-
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ers a degree of latitude in defending themselves in
litigation without fear that the very defense they
mount might itself form the basis of claims on the
part of insureds that the insurer is guilty of bad faith
conduct. This “litigation conduct” safe haven is well
established.”

In the Superior Court’s 1999 ruling in O’Donnell
v. Allstate,* the court held that the bad faith statute
“clearly does not contemplate actions for bad faith
based upon allegation of discovery violations; bad
faith statute covers conduct of insurer as insurer, not
as legal adversary.”’ Similarly, in 1999, the court in
Slater v. Liberty Mutual Insurance®® took the same nar-
row approach that was to be taken in Toy some eight
years later, predicting that the Pennsylvania Supreme
Court would not permit § 8371 to provide a remedy
for “discovery abuses by an insurer or its lawyer in
defending a claim predicated on its alleged prior bad
faith handling of an insurance claim.”®

[t has also been held that it is not evidence of bad
faith if an insurer files a counterclaim in a bad faith
case pursuant to federal rules of civil procedure.*

Constitutional Issues — Punitive Damages

Because, under most bad faith statutory schemes,
insurers are exposed to the quasi-criminal sanction
of punitive damages, insurers may well consider
raising constitutional protections as part of their
arsenal of defenses, especially in response to allega-
tions of corporate patterns and practices which, of
necessity, involve nonparties to a given case. The
United States Supreme Court has ruled that forcing
a litigant exposed to punitive damages to defend
against such faceless claims is a procedural due pro-
cess violation.*!

Forerunner: State Farm v. Campbell (2003)

In State Farm Mutual Auto Insurance Company w.
Campbell,* the United States Supreme Court ad-
dressed the constitutionality of punitive damages
awards expressed in terms of a multiple of the com-
pensatory damages award. In so doing, the court held
that “few awards exceeding asingle-digitratio between
punitive and compensatory damages, to a significant
degree, will satisfy due process.”” The court added
that an award of more than four times the amount of
compensatory damages might be closer to the line of
“constitutional impropriety.” Finally, the court held
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that where compensatory damages were substantial,
a lesser ratio might even be appropriate.

Recently, the Third Circuit Court of Appeals, in
Jurinko v. Medical Protective Co.,* issued an opinion
strongly suggesting that the appropriate punitive
damages ratio in the vast majority of cases is ap-
proximately 1:1, not 4:1, and not 9:1. In Jurinko,
the Third Circuit affirmed a judgment against the
insurer in a bad faith case, but in so doing, unani-
mously reduced a punitive damages award of $6.25
million on a compensatory award of $1.66 million
to a number roughly approximating the 1:1 ratio.

While the Jurinko court left room for the possi-
bility of larger ratios in cases of egregious behavior,
its decision seems to signal a downward-moving
trend of ratios, from 9:1, initially, to 4:1, and, now,
potentially down as far as 1:1. There is room for
exceptions, although in the overwhelming majority
of cases, especially where large compensatory awards
are made, Jurinko is valid support for an argument
that any punitive damages award in excess of 1:1
may violate adefendant’s due process rights. Because
the Pennsylvania bad faith statute specifically al-
lows the possibility of a punitive damages award,*
Jurinko is important to insurers defending against
those cases.

Burden of Proof: “Clear and Convincing
Evidence” Standard

Because of the quasi-criminal nature of punitive
damages that apply to statutory bad faith claims
in Pennsylvania,* the “clear and convincing
evidence” burden of proof stands as an important
threshold protection for insurers as defendants
in bad faith insurance cases. Pennsylvania courts
have regularly and routinely affirmed that recovery
of damages under Pennsylvania’s bad faith statute
requires a plaintiff to prove bad faith not merely by
the civil “preponderance of the evidence” standard,
but rather, by clear and convincing evidence. This
standard has been articulated numerous times.*’

In discussing the clear and convincing standard,
one court has observed the following:

Under Pennsylvania law, a claim that an insurer
acted in bad faith must be proven by clear and
convincing evidence. Polselli v. Nationwide

Mut. Fire Ins. Co., 23 E3d 747, 750-51 (3d
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Cir.1994) (citing Cowden v. Aetna Casualty
and Surety Co., 134 A.2d 223, 229 (Pa.1957).
‘[Tlhe clear and convincing evidence stan-
dard requires evidence that is “so clear, direct,
weighty, and convincing as to enable the [fact-
finder] to come to a clear conviction, without
hesitancy, of the truth of the precise facts [in
dispute].” Commonwealth v. Maldonado, 838
A.2d 710, 715 (Pa.2003), quoting Rohm and
Haas Co., 781 A.2d at 1179.48

Inasmuch as this standard provides an important
protection, it should be raised on an insurer’s behalf
at each opportunity in any bad faith proceeding.

Expanding the Analysis: Key Bad Faith
Decisions in Other States

Courts across the country have, for the most part,
followed the trend seen in Pennsylvania: to give insur-
ers a wider behavioral space within which to process
and decide claims. They have, in most instances,
reinforced the premise that the insurer that makes
claims decisions with ademonstrable, reasonable basis
to do so does not act in bad faith and cannot be held
liable under bad faith law, whether common law or
statutory law. Not every state defines the standard in
terms of “reasonable basis,” but all states do focus on
that or a similar concept to one degree or another,
albeit under varying terminology.

South Dakota

In 2009, the Supreme Court of South Dakotaruled
thatfor an insured to recover on a bad faith claim, she
had to establish both (1) the absence of a reasonable
basis for the denial of policy benefits or the failure to
comply with a duty under the insurance contract and
(2) the knowledge or reckless disregard of the lack
of a reasonable basis for the denial.* The court did
go on to hold that an insurer’s knowledge of the lack
of a reasonable basis may be inferred and imputed to
an insurer where there was a reckless disregard of a
lack of a reasonable basis.”® It also ruled, however,
that an insurer will escape bad faith liability when
it challenges or denies underlying claims that are
“fairly debatable.”' In bad faith parlance, “fairly
debatable” is used almost as often as is “reasonable
basis” by those whose businesses take them across
state lines.
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California

The general trend may have been to look at the
bad faith cause of action as a narrow one in some
states. In a California case that yielded an outcome
with a narrow focus similar in scope to that in Toy,
an appeals court ruled that violations by Geico Insur-
ance of its own underwriting guidelines could not be
used as the basis for a bad faith claim because those
guidelines were not written into the insuring agree-
ment between the insurer and the insured.*

Delaware

Also in 2009, a federal district court in Delaware
refused to declare that the insuring relationship cre-
ates a fiduciary obligation such that a bad faith claim
might be more easily established. In Frances Brousseau
v. Kristin Laccetti, etal.,” while in the process of ruling
that an individual claims adjuster cannot be liable for
bad faith denial of a long-term disability insurance
claim, the presiding judge, relying on established
state law, also ruled that an insurance policy did not
create a fiduciary duty running from the insurer to
the insured. The presiding judge granted the insurer’s
motion to dismiss, over the insured’s argument that
the policy was called an “Insurance Trust,” noting,
“Simply calling the relationship a ‘trust’ does not
convert it to a trust.”*

Louisiana

Over the last several years, courts have shown
increased willingness to look beyond the ease of a
presumption of bad faith in cases involving, e.g., delay,
and to put under scrutiny not only the circumstances
of the specific insurance claim, but the conduct of the
insured as well. For example, in Chehardy v. Allstate
Insurance Co.,> the U.S. District Court for the East-
ern District of Louisiana granted summary judgment
for Allstate on the insured’s bad faith claim under a
homeowner’s policy in a case arising from Hurricane
Katrina, finding that Allstate waited three years for
property damage records from the insured, and the
insured was responsible, at least in part, for the delay
in resolving the claim.>

Specific Insurer Claims Practices
As in Pennsylvania, a number of court decisions

across the states in the last several years have com-
mented on specific insurer claims practices in such a
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way as to endorse those claims practices when used
properly in the correct contexts. For example, in
Oklahoma, an appeals court has held that the mere
act of surveillance of an insured who has made a per-
sonal injury insurance claim in itself does not rise to
the level of bad faith.’” In addition, the 10th Circuit
Court of Appeals signaled a willingness to consider
the insured’s role in delaying a claim payment as
part of its bad faith analysis. In Wade v. EMASCO
Insurance Company,’® the court examined the chro-
nology of the insurance claim, noting that at certain
points during the claim, the insured failed to provide
medical records and at times made and at other times
withdrew settlement demands, each action having
an impact on the timeline of the claim.*

In 2007, the Indiana Court of Appeals considered
the insurer’s right of claims investigation in Austin v.
Globe American Casualty Co.° In this bad faith case,
the court entered judgment in favor of the insurer
following the insurer’s delay in paying an automobile
loss. The court held, as a matter of law, that the in-
surer was justified in postponing the payment while
it investigated the circumstances of the automobile
loss, a right that the insurer specifically reserved to
itself under the automobile policy.®! In 2008, the 10th
United States Circuit Court of Appeals ruled that
especially where there was conflict in the medical
records in a UM/UIM matter, an insurer was entitled
to investigate causation before making a decision on
a claim without committing bad faith.®

Recent decisions seem to support the insurer’s right
to avail itself of investigative rights reserved to itself
in the insuring agreement, such as the right to conduct
independent medical examinations of their insureds.
For example, recently, the 9th Circuit Court United
States Court of Appeals held that in a case where there
was conflicting medical opinion as to the reasonableness
of the need for spinal surgery, it was not bad faith for
an insurer to request an independent medical exam,
specifically provided for in an automobile insurance
policy where an insured sought PIP benefits.®®

Insurers can often find themselves in a catch-22
situation with respect to the timeliness in which
they turn around a decision on a claim. If they re-
turn a decision too quickly and the claim is denied,
they expose themselves to the charge that it is a
knee-jerk denial. If insurers take too long, they are
charged with bad faith delay. The 11th U.S. Circuit

Court of Appeals addressed the former contingency,
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dismissing the claim that a prompt decision is in and
of itself bad faith.**

With respect to the converse situation, one Penn-
sylvania court hasruled that agreeing to reconsider an
insured’s claim is not evidence of bad faith.® These
interpretations, it would seem, are consistent with
public policies that encourage insurers to (a) decide
claims promptly where possible, but also to (b) keep
open minds on claims and (c) consider additional
evidence concerning a claim as such evidence may
come available.

Litigation Conduct Cases

As in Pennsylvania, courts in other states have
been careful to carve out room for insurers to op-
erate to defend themselves in insurance litigation
without worrying that they would create additional
bad faith exposure for themselves. An appeals court
in Washington has recently held that an insurer can
assert defenses in an UM/UIM proceeding, as such
proceedings are “adversarial.”®® An Oklahoma court
hasheld thatan insurer’s conduct, through counsel, in
discovery, is conduct as a litigant, not an insurer and,
therefore, not actionable bad faith.®” Earlier this year,
afederal district courtin Paducah, Kentucky, held that
an insurer’s conduct in defending against and oppos-
ing a UIM claim could not be considered evidence
of bad faith and was protected “litigation conduct.”®®
Thedistrict court relied on earlier precedent from the
Supreme Court of Kentucky to legitimize the insurer’s
right to defend against the claim.®’

The protection articulated in this line of cases
arises from the rather commonsense premise that
an insurer, no less than any other litigant, is entitled
to an aggressive defense.” One writer has advanced
the argument that litigation conduct should not be
considered evidence of bad faith because it is not
contemplated by the parties at the time the insurance
contract is formed and it would have a chilling affect
on legitimate advocacy.” The author believes the
latter argument is more persuasive than the former
and is alone a sufficient reason to protect litigation
conduct from bad faith liability.

Constitutional Issues —
Procedural Due Process

The United States Supreme Court has ruled that
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a defendant that is exposed to the possibility of a
punitive damages award against it is entitled to the
procedural due process rights of presenting “every
available defense.”

Foundation: Williams v. Phillip Morris
(U.S. 2007)

In Williams v. Phillip Morris,” the U.S. Supreme
Court overturned a large punitive damages award,
after taking up the issue of whether punitive dam-
ages could be imposed against a defendant in a civil
case on the basis of evidence introduced in the case
regarding harm tononparties. The court held that the
introduction of such evidence was not constitution-
ally appropriate, as it imposed upon the defendant
the burden of defending against a multitude of claims
for which it was not prepared.” In overturning the
punitive damages award, however, the court discussed
the basic principle that because punitive damages
went beyond compensation and reached punishment,
procedural due process protections were required.™ It
further held that the right of procedural due process
afforded to a defendant facing punitive damages the
right to present “every available defense.””

Williams was relied upon in 2007 by the Federal
9th Circuit Court of Appeals in the insurance litiga-
tion context in Merrick v. Paul Revere Ins. Co.™ The
court granted a new trial in favor of Paul Revere on
the issue of punitive damages, relying on Williams
and the due process protections afforded:

The Due Process Clause ‘forbids a State to use a
punitive damages award to punish a defendant
for injury that it inflicts upon nonparties.” Philip
Morris USA v. Williams, _ U.S. |, 127
S.Ct. 1057, 1063, 166 L.Ed.2d 940 (2007). As
the Supreme Court has recently explained,
such punishment runs afoul of the maxim that
a state must afford a defendant an opportunity
to present every available defense. Id. (citing
Lindsey v. Normet, 405 U.S. 56, 66, 92 S.Ct.
862, 31 L.Ed.2d 36 (1972)). A defendant
‘threatened with punishment for injuring a
nonparty victim’ may be unable to present
defenses applicable to the nonparty victim, if
those defenses do not also coincide with those
relevant to the plaintiff’s claim. Id. In addi-
tion, punishment for nonparty injury adds ‘a
near standardless dimension to the punitive
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damages equation,’ as jury speculation regard-
ing the number of nonparties injured and the
extent of their injuries magnifies traditional
due process concerns regarding the arbitrari-
ness, uncertainty, and lack of notice afflicting
a punitive award.

Williams clarified that a plaintiff may offer
evidence of ‘harm to other victims’ to show
the reprehensibility of a defendant’s conduct
in this case. Id. at 1063—-64. ‘Evidence of actual
harm to nonparties can help to show that the
conduct that harmed the plaintiff also posed a
substantial risk of harm to the general public,
and so was particularly reprehensible.” Williams,
127 S. Ctat 1064. But ‘a jury may not go further
than this and use a punitive damages verdict
to punish a defendant directly on account of
harms it is alleged to have visited on nonpar-
ties.” Id. (emphasis added). Where there is a
‘significant’ risk that the jury might do so —a
risk generated, for example, by ‘the sort of evi-
dence that was introduced at trial or the kinds
of argument the plaintiff made to the jury’ —a
court, upon request, must ‘provide some form of
protection’ to assure that juries ‘are not asking
the wrong question.’”

The court continued, “We therefore conclude
that the district court erred in failing to instruct
the jury that it could not punish the defendants
for conduct that harmed only nonparties.”™

Similarly, a federal trial court in Hawaii ques-
tioned the relevance of an insurer’s allegedly
unlawful conduct outside of Hawaii to the inquiry
of whether that insurer violated Hawaiian insur-
ance claims statutes.” Trial courts have also openly
questioned whether the fundamental fairness prob-
lem posed by allowing consideration of injuries to
nonparties might also require stricter discipline in
the area of discovery such that plaintiffs should not
be allowed access to such a broad array of claims
files involving those nonparties.®

Inasmuch as punitive damages are part and parcel
of many insurance statutory and common law bad
faith schemes and, in almost all instances, the value
that attracts interest in and that drives the cases, one
perhaps can think of no clearer constitutional protec-
tion so closely related to insurance bad faith than the
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issue of “pattern of conduct” claims and evidence
involving nonparties. Going forward, then, the
constitutional protections provided by procedural
due process cases and punitive damages multiple
cases could be instrumental to insurers in defending
themselves in insurance bad faith litigation.

Reading the Tea Leaves: Predictive Bad
Faith Analysis, 2010-2012

[t is said that the law is a jealous mistress. She is
also a mistress not without her moods: If one waits
on her long enough, her disposition will turn. It
is not, therefore, beyond the realm of the possible
to think that toward mid-to-late 2012, bad faith
case law might make a slight course correction
and revert moderately back toward center. This
movement may include some reexpansion of the
application of bad faith statutes in certain areas,
thus restricting certain claims practices or claims
department discretion that had previously been
loosened. Such are the vicissitudes of any nonstatic
system. Insurers and insureds both participate in
such a system.

The interplay between state unfair trade and
insurance practice laws and state insurance bad
faith statutes has historically been anettlesome one
for the courts, on both state and federal levels. To
the extent state or federal court decisions retrace
some of their steps over the last 3-5 years in the
next 3-5, insurer claim departments may see some
loss of discretion and control due to case decisions
in those areas. More specifically, courts might in-
creasingly impose bad faith liability for an insurer’s
failure to comply with either state trade practice
and consumer protection requirements or claim
practice requirements, whereas, in the past, such
departures may not have been actionable.®!

To the extent that predictions can be made re-
garding where insurers can hold or, perhaps, even
gain ground in insurance bad faith litigation, it ap-
pears that on amacro level, the decisions regarding
issues of punitive damages and constitutional due
process protections might continue to be decided
in favor of protecting insurers’ rights. It would
not appear to be wholly unreasonable to forecast
that opinions reducing or limiting punitive dam-
age awards, including punitive damage awards in
insurance bad faith cases, will continue.®?
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Reverse Bad Faith

A fertile and unexplored area for development in
bad faith law over the next 5 years, perhaps even 10
or 15 years, is the Doctrine of Reverse Bad Faith, i.e.,
the imposition of direct civil liability on the insured to
the insurer for the insured’s bad faith conduct in the
making of an insurance claim. Nearly 15 years ago,
in an article in the Seton Hall Law Review, Douglas
Richmond sounded the alarm:

Plaintiffs’ attorneys today strive to manipulate
insurers into extracontractual and punitive ex-
posure. Increasingly, plaintiffs groundlessly allege
insurance companies’ bad faith in attempts to
win the judicial lottery. As explained by Judge
Kozinski of the Ninth Circuit ... “This tortifica-
tion of contract law — the tendency of contract
disputes to metastasize into torts — gives rise to
a new form of entrepreneurship: investment in
tort causes of action.” There now exists a night-
marish extracontractual insurance culture.®

So, too, in 1995, the United States District Court
for the Eastern District of Pennsylvania predicted:

The absence of a statutory right of an insurer
to punitive damages does not preclude an
insurer’s claim against an insured for breach
of a contractual obligation of good faith with
the right to recover whatever common law
damages, if any, it might have suffered. This
court concludes that Pennsylvania would
apply the duty to act in good faith to ‘each
party’ to an insurance contract, including the
insured. Such a holding is in conformity with
the language of Section 205 of the Restatement
(2d) of Contracts and not inconsistent with
Pennsylvania precedents.?

To one degree or another, the doctrine has been
recognized in Pennsylvania and in other states.®
[ts proper place, whether it be recognized as a com-
plete defense, an apportionment device, or simply
a concept, has been left largely underconsidered.
At a minimum, the use of reverse bad faith as a
means of organic, internal regulation of misuse
of bad faith claims should be considered, in the
opinion of the author.
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In terms of what has actually transpired with the
doctrine thus far, in 2006, the United States District
Court for the Middle District of Pennsylvania al-
lowed reverse bad faith to be pled as an affirmative
defense and, in turn, prevented the insured from using
the allegation as the basis for alleging additional bad
faith against the insurer.® The conduct of the insured
does not altogether escape scrutiny in other states.
However, with limited exception, the Doctrine of
Reverse Bad Faith has not been rigorously developed
or endorsed. There are other rules and guidelines
that regulate a litigant’s pleadings well apart from
state bad faith laws.8” Thus far, most courts have
been comfortable with allowing the quality of an
insurer’s pleading to be regulated by those rules and
not by bad faith law.

Discovery

Discovery is almost always hotly contested and
hard-fought territory in a bad faith case, and this
is compounded by the fact that the attorney-client
privilege is currently under close scrutiny by the
Pennsylvania Supreme Court. In Nationwide Mutual
Insurance Company v. Fleming,% the Supreme Court
is considering the lower Superior Court ruling that
attorney-client privilege did not apply to a confiden-
tial memorandum written by an insurer’s in-house
legal staff to the insurer’s senior executives. While,
strictly speaking, the attorney-client privilege is not
“a defense” to a bad faith claim, it is a large and im-
portant defense against attempts to invade this right
during discovery. This battle is likely to be fought in
bad faith cases and in courts across the country in the
next 3-5 years. The outcomes of these battles will
have a tremendous impact on how insurers defend
themselves in bad faith cases during, and following,
that time.

Conclusion

Insurers have always had discretion in processing
and deciding the insurance claims submitted to them
by their insureds. Though their right of discretion may
never have been taken from them completely, the
arrival of modern state insurance bad faith statutes,
common law decisions, and regulatory schemes has, in
certain circumstances, impaired and, in some areas of
claimsadjusting, substantially impaired, insurers’ rights
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not only to investigate and decide insurance claims,
but to protect their rights in litigating those claims.

Judicial decisions in the Commonwealth of Penn-
sylvania between 2007 and 2009 serve as particularly
instructive examples of a trend in the courts to reconfer
to insurers a greater measure of discretion and latitude
in the claims process by holding in check the expan-
sion of insurance bad faith, statutory, regulatory, and
common law schemes. In decisions that address both
procedural considerations and specific substantive
claims practices, insurers have received, over the last
three years, some additional room in which to operate
their claims departments. This general trend can be
seen in additional states across the country.

It is difficult to predict the future direction of in-
surance bad faith law. To the extent that the trend
of granting insurers more discretion abates, we may
see a retracement in favor of insureds in the areas of
unfair trade practice and consumer protection law de-
cisions, in which such statutes are used in conjunction
with insurance bad faith statutes to restrict insurer
discretion in claims operations. Insurers, however,
are likely to hold gains and, perhaps, make further
gains in the areas of punitive damage limitations and
constitutional protections preventing the introduc-
tion of evidence regarding harm to nonparties into
bad faith cases. Regardless of what the future holds in
store, it is sure to hold the attention of both insureds
and insurers alike.
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