May 19, 2008

A Special Section of the Connecticut Law Tribune A

Policyholders sometimes wait too long to make a claim. Insurers
a3 can rightfully deny coverage, invoking a ‘late notice’ provision.
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THE KITCHEN SINK APPROACH

Insurers often assert affirmative defenses without any factual basis

By RICHARD D. MILONE
and STEPHEN R. FREELAND

t often seems as if insurance companies
believe that special rules exempt them
from the obligations that other litigants
must satisfy. A prime example is the

routine assertion of every conceivable
affirmative defense to a coverage claim
that might absolve an insurer with respect
to the type of claim at issue, regardless of
whether those defenses have any factual
basis. The stated reason for this practice
is to avoid waiving defenses that may
develop support later in the litigation. In
other words, insurance companies take a
“wait, fish, and see” approach; and they
will insist that they are entitled to keep
their line in the water forever to see if they
can gather support for their endless array
of potential defenses.

Insurers have engaged in this practice
for so long, and with such little push-
back from policyholders, that courts
and litigants have come to accept it as
common practice. But that needs to
change. This kitchen sink approach to
litigationignoresaninsurancecompany’s
obligations to have a reasonable basis
for denying coverage at the time when
it does so. It also ignores a litigant’s
Rule 11 obligations to assert only those
positions in pleadings that have a
reasonable basis in fact or law. Indeed,
insurance companies have fiduciary
duties of good faith and fair dealing,
and therefore should be held to a higher
standard than litigants generally. Yet
their overbroad and cavalier methods of
pleading ignores basic duties and tests
boundaries that most litigants would
not dare to approach.

Common Law Duty
Before denying coverage, an insurer
is obligated to inquire fully into possible
bases that might support the insured’s
claim. If the insurer denies coverage,
it must have evidence that provides a
1 ——
Richard Milone is a partner in Kelley Drye’s Washington,
D.C., litigation and insurance recovery practices, and
regularly represents policyholders in all types of commer-
cial insurance disputes. Stephen Freeland is an associate
in the same office and focuses on insurance recovery,
intellectual property, and antitrust litigation.

reasonable justification for that denial at
the time coverage is denied. Information
obtained thereafter is irrelevant to the
insurer’s duty of good faith. Courts in
Connecticut and elsewhere have held that
an insurer breaches its duty of good faith
if it denies coverage without a reasonable

IT ISAXIOMATIC THAT A
DEFENDANT SHOULD NOT

BE PERMITTED TO FILE
FALSE AND FICTITIOUS

that they are required to plead all potentially
applicable affirmative defenses, even if they
are unsupported at the time they are filed,
to avoid a waiver argument later in the case.
This is a fagade. The risk of waiver does not
permitaparty to make allegations withouta
present basis for making them. The remedy

PLEADINGS AND THEREBY
DELAY FOR MONTHS THE
COLLECTION OF A CLAIM

ALREADY LONG OVERDUE.

justification. See Grand Sheet Metal Prods.
Co. v. Protection Mutual Insurance, 375
A.2d 428 (Conn. Super. Court 1977).

In litigation, insurance companies
routinely ignore their duty of good faith
to conduct a reasonable investigation
before asserting a position. They assert
affirmative defenses that are baseless and,
in many instances, were not the subject
of any investigation at all. They then
resist any discovery into the basis for
their affirmative defenses, hoping that
support for the defenses may develop later
in the case, essentially keeping them as
placeholders.

The purported need to develop facts
through their own discovery efforts is
a red herring because the insurers were
supposed to have factual support for
their defenses before asserting them. By
asserting a wish-list of potential defenses,
rather than limiting themselves to genuine
ones, insurers force policyholders to guess
as to which defenses are real and which are
not, and in the process force policyholders
to waste resources in preparing their own
case for trial.

Rule 11 Violations

The crux of Federal Rule of Civil
Procedure 11, and its state counterparts,
requires a defendant to have at least
some factual and legal basis for asserting
affirmative defenses when they are filed,
or, under Federal Rule 11, a reasonable
belief that support will later develop. It
is axiomatic that a defendant should not
be permitted to file false and fictitious
pleadings and thereby delay for months the
collection of a claim already long overdue.

Insurance companies routinely claim

for a party that hopes that evidence may
later come to light in support of a claim or
defense is to move to amend his pleadings
when such evidence becomes available, and
such leave is generally granted.

Practice Tips

Do not fall for an insurer’s argument
that discovery on its affirmative defenses
should wait until near the end of the case.
Insurers are required, like every other
litigant, to have support for their defenses
when they are asserted. An insured party
is entitled to discover the basis for each
defense at the start of discovery. This tends
to weed out the defenses with no merit, and
allows the policyholder to prepare to meet
the genuine defenses.

Discovery on an insurer’s affirmative
defenses early in the litigation should be
accomplished using both written discovery
andacorporatedeposition.Aninterrogatory
should be propounded requesting the basis
for the insurer’s affirmative defenses. An
insured should also request the production
of all documents the insurer intends to
rely upon as support for their affirmative
defenses, and propound an interrogatory
requesting that it specifically identify those
documents.

An insured should also request a
deposition of a corporate designee early in
the case to address both the information
relied upon by the insurer in initially
denying the claim, as well as the support for
each affirmative defense. The insurer will
probably resist producing such a witness
early in the case. However, the insured
party is entitled to this information at the
outset so that it can narrow the issues and
adequately prepare for trial. =
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NAVIGATING THE CORPORATE HIGHWAY

What insurance coverage do general counsels need to feel safe?

By SUSAN F. FRIEDMAN

In reflecting on 2007, the view from the
rear window showed claims against in-
house counsel pertaining to stock options
backdating, fraud, discovery abuses, lying
to investors and auditors, insider trading,
litigation ~ misconduct, violations  of

securities laws, Medicare and Medicaid fraud
including violations of the False Claims Act,
e-discovery errors, corporate governance
violations, intellectual property and trade
secret issues, as well as general allegations
of legal malpractice. The road for some in-
house attorneys ended with punishments
ranging from prison sentences and fines to
reprimands, suspension and disbarment.

New issues emerged last year, including
power struggles between chief legal officers
and chief compliance officers. General
counsels were held personally liable for
adopting compliance plans in violation of
federal regulations governing compliance.
In addition, we saw tighter brakes on
activities of outside counsel probably as
a result of rate increases going to $1,000
per hour as well as investigations for
possible unlawful conduct by in-house
legal departments and their outside firms
regarding bill padding and the gaining of
improper benefits.

We also see the growth of the U.S.
government’s reach with respect to global
practice in general. In 2007 there was a
heightened interest in international money
laundering as well as antitrust violations
committed by foreign executives which all
may ultimately impact in-house counsel.
In this same lane, as the Sarbanes Oxley Act
of 2002 gains traction in the United States,
these same types of regulations may be
implemented in other parts of the world, as
well as in other U.S. industry sectors such
as non-profit organizations.

While the gas tank may appear to be
running on empty, engines remained
revved up for more pro bono work. Many
corporations sought to establish official pro
bono programs and certain states continue
to attempt to mandate pro bono as a
requirement to maintain law licenses.

In response to all of these signs, many in-

Susan F. Friedman is a senior vice president, claims ad-
vocate, and the national practice leader of the Employed
Lawyers Product Practice at Marsh, an insurance broker
and risk advisor company in New York.

house counsel just fastened their seatbelts
in anticipation of a bumpy ride. Yet those
who wanted to stay ahead of the curve
sought additional protections in the form
of solid indemnification agreements from
their employers.

But confronted with myriad new and
existing exposures, potential corporate

COVERAGE ISNOT
AVAILABLE FOR
FRAUDULENT/CRIMI-
NALACTS, INTENTIONAL
OR KNOWING VIOLA-
TIONS OF THE LAW
(INCLUDING LIBEL
AND SLANDER),

insolvency, personal liability, and regulatory
road rage, a separate stand-alone insurance
policy for in-house counsel has gained
appeal. The standard insurance policy for
in-house counsel commercially is known
as employed lawyers professional liability
insurance or employed lawyers policies.

The typical employed lawyers policy
provides coverage to the general counsel,
as well as all other in-house counsel and
administrative personnel who support the
in-house counsel function. In addition,
most policies provide coverage for contract
attorneys from employment agencies.
The list of those persons insured is most
commonly included within the definition
of insured person or insured.

Insureds also include all legal
departments of subsidiaries. Coverage for
all insureds is worldwide, and extends to
protect spouses, domestic partners, estates,
and legal representatives.

Asan enhancement, certain policies provide
coverage for attorneys who are independent
contractors to the organization. Attorneys
working on retainer or billing from outside
law firms are not considered insureds.

Breach Of Duty

Pursuant to their insuring agreements,
employed lawyers policies generally
provide coverage to in-house counsel for
any act, error, omission, breach of duty,
or misleading statements, and defamation
committed in the provision of legal or
professional services performed on behalf
of the organization. This typically includes
the performance of pro bono work at the
direction of the organization, as well as
moonlighting.

Under  traditional  circumstances,
the organization indemnifies its in-
house counsel and it is reimbursed by
the insurer to the extent that it provides
this indemnification. This organization
reimbursement feature is known as
Insuring Agreement B or more commonly
referred to as Side B.

In the rare event that the organization

cannot or will not indemnify its in-house
counsel, pursuant to Insuring Agreement
A (also referred to as non-indemnifiable
loss or Side A), coverage is triggered so as
to protect the in-house attorney from the
inception of the claim following satisfaction
of a minimal retention, if any.

The most comprehensive employed
lawyers policies now offer non-rescindable
Side A coverage which means that the policy
cannot be rescinded for any reason as to the
innocent insureds. This is a long sought-
after policy enhancement.

Well-defined terms on an insurance
policy can often mean the difference between
receiving coverage andacoverage denial. Here,
we highlight select terms which historically
have had a significant impact on an insurer’s
coverage position with respect to employed
lawyers professional liability insurance.

Claim. This term ordinarily includes
any written demand for monetary or
non-monetary relief. Therefore, all civil
actions and alternative dispute resolution
proceedings generally constitute a claim. In
addition,thedefinitioncapturesanyjudicial,
administrative, regulatory, bar association
or disciplinary proceeding that involves the
in-house counsel’s ability to practice law or
his or her compliance with the Sarbanes-
Oxley Act of 2002. Perhaps most critical
for in-house counsel of publicly traded
companies is that the definition of claim
also includes claims made against in-house
counsel arising out of legal work performed
relative to securities matters. The most
comprehensive employed lawyers_policies
will also include criminal proceedings as
well as civil, regulatory, administrative or
criminal investigationswithin the definition
of claim. This modification, however,
generally only pertains to claims involving
the purchase and sale of securities.

Legal or Professional Services. Although
all employed lawyers policies do not
include legal or professional services, if
the term is included, it should be as broad
as possible. The typical definition includes
all legal services performed on behalf of
the employer by in-house counsel or other
insured parties. This definition also includes
pro bono and moonlighting services. A good
enhancement to this definition is provided
by one insurer which includes personal legal
services within the scope of coverage. This
includes incidental advice to co-workers
regarding personal legal matters.

Loss/Damages. These generally include
any monetary amount that must be paid
as a result of judgments, settlements
or arbitration awards. This definition
includes pre-judgment and post-judgment
interest, as well as punitive, exemplary and
multiple damages to the extent that these
damages are insurable by law. Most often,
the definition of loss/damages also includes
“defense costs,” which are typically defined
as any reasonable and necessary legal fees
and expenses. Traditionally, loss/damages
does not include coverage for fines,
penalties, sanctions, taxes or any other
form of punishment that would be against
public policy to insure.

As a practical matter, only a select few
exclusions have been invoked by insurers

to deny coverage.

Conduct Exclusions. Coverage is not
available for fraudulent/criminal acts,
intentional or knowing violations of the law
(including libel and slander), and claims
alleging the gaining of any personal profit
to which an in-house attorney is not legally
entitled. Insurers, however, will provide
coverage for defense costs up until a final
adjudication is made. If it is determined
that any of the aforementioned acts did in
fact occur, then insurers will seek the return
of any insurance monies paid.

Insured Vs. Insured Exclusion.
Although an individual insured party
bringing a claim against another individual
insured is not eligible for coverage, all
policies provide defense cost coverage for
claims brought by the corporate employer.

Other Exclusions: These include claims
arising out of pending or prior litigation
or proceedings; violations of the Employee
Retirement Income Security Act (ERISA)
by in-house counsel acting as fiduciaries
as opposed to legal advisers to an ERISA
fiduciary; employment practices claims
for discrimination or harassment allegedly
committed by an in-house attorney as
opposed to legal counseling with respect
to the employment practices of others; and
pollution claims.

As an alternative to obtaining a stand-
alone employed lawyers policy, organizations
may seek to add this type of coverage onto
their D&O policies. Certainly, from a cost
perspective, this oftentimes results in a
minimal increase, if any. In terms of the
breadth of coverage offered, protection
frequently does not extend to all members
of the legal department, but rather to in-
house attorneys only or perhaps only to the
legal department heads. In addition, D&O
policies are not designed to respond to
allegations of legal malpractice, disciplinary
proceedings, investigations regarding law
licenses, claims brought by the corporate
employer, pro bono or moonlighting claims.

Certain organizations have creatively
provided insurance coverage for in-
house counsel by seeking to include them
as insured parties on a combination of
insurance policies. Thus, to create $3
million in insurance policy limits, an
organization may seek $1 million as a sub-
limit from each of a general liability policy,
professional liability policy, and a D&O
policy. Although these additions may be of
little or no financial cost to the organization,
the definitions, exclusions, and other terms
and conditions of these policies are not
typically designed to address the insurance
coverage needs of in-house counsel.

The road ahead will likely keep in-house
counsel wheels spinning as they navigate
around obstacles and detours presented by
corporate employers, regulators and others.
The issues of backdating, fraud, corporate
governance,e-discovery,compliance,antitrust
abroad, global warming, and consequences
of the subprime meltdown remain backseat
drivers on this trip. At the end of the journey,
however, in-house counsel who know their
exposures and address them adequately will
have an easier ride on the Corporate America
Highway. =
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HOW TO PRESERVE ‘LATE NOTICE' DEFENSE

Investigations critical for insurers seeking to deny policyholder’s claims

By JAMES V. SOMERS

hen insurance claims are denied
based upon late notice, litigation
frequently follows.  Everybody in the
insurance business knows this, but what
is not as widely appreciated is the impact
that the insurance company’s handling of

a claim, prior to issuing a denial, can have
upon future litigation.

As we all know, subpar claim handling
leads to bad faith claims and allegations
of unfair insurance practices. Poor claim

Jim Somers is a partner with Halloran & Sage. He con-
centrates his practice on commercial litigation, including
representing carriers in insurance coverage disputes.

THE RIGHT

handling can also lead to allegations that
the insurance company has waived its
rights to deny coverage, or else is otherwise
precluded from asserting its policy defenses.
This article addresses how an insurer can
best handle aclaim, prior to issuing a denial,
S0 as to preserve the validity of a coverage
defense based upon late notice.

IF THE INSURED WHOSE
CLAIM IS DENIED
BRINGS SUIT AGAINST
ITS INSURANCE CAR-
RIER, THE INSURER’S
REPRESENTATIVES WILL
HAVE TO ANSWER QUES-
TIONS IN DISCOVERY.

Property insurance policies generally
require the insured party to give prompt
notice to its insurance carrier in the
event of a loss. The requirement exists in
insurance policies because late notice “can
deprive the insurer of the opportunity for
prompt investigation and impede defense
against fraudulent claims.” Noon Realty, Inc.
v. Aetna Insurance Company, 387 N.W.2d
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465, 467 (Minn. App. 1986). “The purpose
of a policy provision requiring the insured
to give the company prompt notice of an
accident or claim is to give the insurer an
opportunity to make a timely and adequate
investigation of all the circumstances.”
Aetna Casualty & Surety Co. v. Murphy, 206
Conn. 409, 417,538 A.2d 219 (1988).

Thus, if an insured fails to give prompt
notice after suffering a loss, then the
failure to give notice may serve as a basis
for denying the claim. However, almost all
jurisdictions hold that for a court to uphold
a denial of coverage based on late notice,
the court must first inquire as to whether
the failure to provide prompt notice
prejudiced the insurer. In many states, late
notice is a valid coverage defense only if the
insurer can prove it was prejudiced by the
insured’s failure to give prompt notice.

By contrast, other courts hold that where
the insured gives late notice, the insured
can only recover if it first proves that the
insurer was not prejudiced by the failure to
give prompt notice.

Serious Evaluation

Regardless of where the burden of proof
lies, before an insurer decides to deny
coverage based upon late notice, it should
conduct a serious evaluation of whether it
has been prejudiced. The cases that discuss
the importance of giving timely notice
repeatedly recognize that the purpose of
the notice requirement is to give the insurer
the opportunity to investigate the claim, to
evaluate the potential for subrogation, to
determine whether there is coverage and to
compromise the claim at an early point in
time. In a case which provides an excellent
example, an insurer which was not notified
of a roofing damage claim until many
months had passed was found to have been
prejudiced, since the late notice stripped it
of the opportunity to investigate whether
the loss was caused by another roofer
who had also been on the job. Hartford
Insurance Co. v. Colonial Insuriance Co., 58
Conn. App. 39, 44, 750 A.2d 1158 (2000).

The decision shows how important it is
thatinsurers be able to clearly articulate how
late notice prejudiced a claim investigation.
If the insured whose claim is denied brings
suit against its insurance carrier, the
insurer’s representatives will have to answer
questions in discovery, through written
interrogatories and at depositions, as to
how they were prejudiced by the late notice.
They will then have to give testimony on
these same issues at trial.

Evenif the burden of proof isonthe insured
to show the absence of prejudice, the failure
of an insurer to demonstrate any prejudice
likely will be taken as supporting an inference
that there is no prejudice. To put it another
way, if the insurer cannot clearly explain how
it was prejudiced, the court will be tempted to
think that it was not — especially in jury cases
where there may be latent hostility toward
insurance companies.

Blame Game

In recent years, there has been a trend for
insureds faced with a late notice defense to
respond by blaming the insurance company.

In other words, insureds who have had their
claims denied have aggressively asserted
that there is no prejudice to the insurer
because the insurer conducted a sloppy
investigation or handled the claim poorly.

Some courts have been swayed by such
arguments. A New Jersey Superior Court
rejected a late notice defense because of “the
inadequacy of the investigation conducted
by” the insurer. The court concluded that
the insurance company engaged in “only
peripheral investigation” which “mitigates
against [the insurer’s] claim of prejudice.”

It is important for an insurer to
understand the clever tactic of attacking the
claim investigation. When a policyholder’s
lawyer makes this argument, it means
that the insurer who denies a claim for
late notice will not only have to articulate
to the court how it was prejudiced, but
will also have to respond to a fusillade of
accusations that its claim handling was
poor or sloppy. And so the policyholder’s
lawyer completely reframes the discussion.
No longer is the question whether and how
the insurer’s investigation was interfered
with by the insured’s breach of a policy.
Instead, the insurer’s conduct is placed
under the microscope.

In a sense, what the policyholder is really
doing is asserting a de facto bad faith claim
against the insurer. And, since it is offered as
a response to the late notice defense rather
than an affirmative claim, the insured party
that makes this argument will not be held to
the demanding standard that is ordinarily
required to prove bad faith.

Following Leads

To successfully resist this attack,
an insurer must make sure that it has
scrupulously investigated the claim. The
insurer should ensure that it has followed-
up on all leads in the case, interviewing
potential witnesses who have relevant
information. If the insurance company has
a special investigation unit, then involving
that unit may be useful in showing that the
insurer was diligent in its investigation. The
insurer should also give thought to retaining
an independent engineer or consultant to
review the loss. This demonstrates that the
insurer is investigating the claim seriously,
rather than trying to quickly close its file
based on late notice.

The insurer also should see that higher
level employees, such as unit managers or
other supervisors, are involved in the claim
decision so as to establish that the claim
was fully investigated. Finally, the insurer
should make certain that the results of
its investigation, including any evidence
of prejudice, are well documented in the
claim file.

If these things are done, the insurance
carrier should then be able to articulate in any
subsequent litigation that its investigation was
sound, thereby shielding the insurer from an
attack on its claim handling and preserving
the viability of its late notice defense. Further,
this will prove that the insurer was not only
prejudiced, but that the prejudice was due to
the insured’s breach of the notice condition,
rather than an insurer’s failure to adequately
investigate a claim. =
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‘MISSIONARIES' SHOULD NOT BE THE GOSPEL

Decades-old ruling essentially creates coverage where none exists

By PETER B. BERNIER
and JOSEPH K. SCULLY

G iven the historical prominence of the
insurance industry in Connecticut,
it is not surprising that the state has been
among the leading jurisdictions in shaping
the insurance business and legal framework

throughout the country.

One of the more influential opinions
issued by the Connecticut Supreme Court
is Missionaries of Co. of Mary Inc. v. Aetna
Casualty & Surety Co., 155 Conn. 104
(Conn. 1967), in which the court held
that an insurer that improperly refuses to
defend its insured is liable up to its full
policy limits for any good faith settlement
or judgment of the claim — regardless of any
coverage defenses to indemnity the insurer
might otherwise have had.

Despite being a straight-forward case
involving a simple set of facts (i.e., a slip-
and-fall) and a very sympathetic insured
(i.e., an organization of nuns), Missionaries
has taken on a life of its own beyond what
is warranted by its facts and traditional
rules of law. The Missionaries rule is
not only contrary to basic contractual
principles concerning recovery of damages,
but it is also a judicially-imposed penalty
that encroaches on an area best left to the
legislature.

In Missionaries, the complaint included
allegations that potentially fell within
the coverage of the insurance policy at
issue. The insurer, however, declined to
defend believing that the underlying facts,
although not alleged in the complaint,
demonstrated that the accident fell within a
policy exclusion. The insurer did not issue
a reservation of rights letter.

The Supreme Court rejected the insurer’s
position, holding that when the underlying
complaint alleges a potentially covered
claim, the insurer is obligated to defend its
insured, regardless of whether facts outside
of the complaint demonstrated that the
claim was not covered. The court further
noted that if the insurer wished to contest
coverage, it should have provided a defense
to its insured under a reservation of rights,

Joseph Scully is Partner at Day Pitney. His practice
involves complex litigation disputes with a focus on
insurance and reinsurance matters. Peter Bernier is coun-
sel at Day Pitney, where his practice consists primarily of
insurance coverage and reinsurance litigation.

but because it failed to do so, the insurer
had breached its contract with the insured.

Extraordinary Step

Having determined the insurer was in
breach, the court took an extraordinary
step and held that an insurer who breaches
its duty to defend is estopped from later

THE MISSIONARIES RULE
IS NOT ONLY CONTRARY
TO BASIC CONTRACTUAL
PRINCIPLES CONCERNING
RECOVERY OF DAMAGES,

BUT IT IS ALSO A JUDI-

CIALLY-IMPOSED PENALTY

THAT ENCROACHES ON
AN AREA BEST LEFT TO
THE LEGISLATURE.

denying coverage based upon the lack of
an indemnity obligation. So rather than
hold that the insurer was obligated to pay
traditional contract damages arising from
the breach (i.e, reimburse the insured’s
cost of defense), the court held that the
insurer should be penalized for denying the
defense of the claim. The court reasoned
that as the first breaching party it would be
inequitable to permit the insurer to seek the
benefits of the insurance contract in order
to avoid coverage. Moreover, the court
explained that it would be unreasonable
to require the insured to demonstrate that
the insurer’s attorney could have achieved
a better, less expensive result than the
insured’s counsel actually achieved.

The fact that the Missionaries holding
iS punitive in nature is demonstrated
in the more recent Supreme Court
decision, Hartford Casualty Insurance
Co. v. Litchfield Muual Fire Insurance.
Co., 274 Conn. 457 (Conn. 2005). Like
Missionaries, the Litchfield Mutual case
involved fairly straight-forward underlying
facts concerning a dog bite involving a dog
owned by an employee of the corporation
which owned the premises at which the
attack occurred. A general liability insurer
had issued a policy to the corporation, but
declined to defend the individual employee
because the complaint did not identify the
individualasanemployee of the corporation
or allege that the dog was on the premises in
furtherance of the corporation’s business.
The individual employee, however, was
provided a defense by his homeowners’
carrier, which ultimately settled the matter
on behalf of the employee.

The homeowners’ carrier (and the
employee) then brought suit against the
general liability insurer for failure to
defend. The court determined that the
insurer had sufficient information to
know that the individual defendant was
an employee of its insured, and therefore,
had breached its duty to defend the
employee. Based upon the Missionaries
rule, the court ruled that the general

liability insurer was automatically liable
for both the defense costs incurred
and the settlement amount paid by the
employee’s other insurer. Thus, despite
the fact that the insured suffered no
damages as a result of the general liability
carrier’s breach of duty to defend (the
insured had been fully defended and

indemnified by his other insurer), the
court reflexively penalized the general
liability carrier.

Contrary To Principle

The holdings in Missionaries and Liberty
Mutual are contrary to basic contract
principles concerning the recovery of
damages. Certainly, an insured is entitled to
damages that naturally flow fromaninsurer’s
breach of the duty to defend. The insured can
easily prove and recover the attorneys’ fees it
was forced to incur as a result of the breach.
If the insurer’s breach forces the insured to
default, the measure of damages is similarly
easy to calculate. However, the Missionaries
rule potentially obligates an insurer to cover
a claim it never agreed to cover.

Moreover, Missionaries ignores the fact
that the duties to defend and to indemnify
are independent obligations. The insurer’s
breach of its duty to defend should not
preclude it from demonstrating that it has
no obligation to indemnify.

As the U.S. District Court in Rhode
Island recently noted, expanding the
scope of coverage under an estoppel
theory “blurs the much-touted distinction
between the duty to defend and the duty
to indemnify” and “in fact, it makes

them indistinguishable” Emhart Indus. v.
Home Insurance Co. 515 F. Supp. 2d 228,
261 (D.R.l. 2007). Applying Missionaries
does not make the insured whole, rather
it produces a windfall because it creates
coverage where none existed in the first
place.

While this result may not seem onerous
when applied to relatively modest claims,
it produces harsh results in large coverage
disputes such as environmental claims. In
these instances, more often than not, the
insured is forced to determine its duty to
defend based on the intentionally vague and
general allegations of a potentially responsible
party (PRP) letter from the Environmental
Protection Agency. Because some PRP letters
are susceptible to wide interpretations,
the insurer faces significant risks under
the Missionaries rule if it were to decline to
defend the insured even if the underlying
facts demonstrate that there is no coverage.
While Missionaries clearly anticipated that the
insurer could bring a declaratory judgment
action to terminate the duty to defend in
such circumstances, courts increasingly have
closed the door on this option by accepting
the insureds’ argument that such a coverage
action is premature until the termination of
the underlying dispute.

A Catch-22

The present-day application of the
Missionaries rule places the insurer in a
Catch-22: itrunsahuge risk if it declines to
defend an insured, but it cannot terminate
that defense until it already has paid for the
defense.

The Missionaries court could not have
foreseen that its holding in a case involving
a simple slip-and-fall at a monastery would
be applied in complex environmental
coverage suits to create coverage where
none existed under the terms of the parties’
contracts. It seems obvious that the holding
in  Missionaries was a result-orientated
decision without regard to traditional
notions of contract law. The Supreme Court
in Missionaries usurped the legislature’s
prerogative and created a court-imposed
penalty that abrogated the common law
rule for the proper measure of damages in
a breach of contract case. While Missionaries
is a long-standing rule in Connecticut, this
does not mean that the courts cannot or
should not revisit the issue. =
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WHEN TO SUE IF YOUR INSURER BEHAVES BADLY

Courts have rejected bad faith claims made after judgments are awarded

By ELIZABETH J. STEWART

Connecticut recognizes two causes of
action for insurance company bad faith
— common law breach of the covenant of
good faith and fair dealing and violation of
the Connecticut Unfair Insurance Practices
Act (CUIPA), asserted as a violation of

the Connecticut Unfair Trade Practices
Act (CUTPA). The question is when those
claims must be brought to avoid the bar of
the doctrines of res judicata and collateral
estoppel.

Elizabeth J. Stewart is a partner in the New Haven office
of Murtha Cullina LLP. She represents policyholders in
insurance coverage claims.

The first consideration is whether the
coverage at issue is a first-party policy
or a third-party policy. If the coverage is
first-party, the policyholder should assert
the bad faith claim in the original suit for
coverage. Waiting to sue later, even for bad
faith in settlement negotiations during the
original suit, can result in that second suit

THE STATE SUPREME
COURT HELD THAT THE
BAD FAITH AND CUTPA/

CUIPA CLAIMS AROSE
OUT OF THE INSURANCE
COMPANY’S REFUSAL TO

PAY POLICY BENEFITS
AND THEY COULD HAVE
BEEN ASSERTED IN THE

ORIGINAL ACTION.

being barred by res judicata.

Last year, the state Supreme Court, in
Powell v. Infinity Insurance Co., 282 Conn.
594 (2007), held just that. The policyholders
had won a judgment against their
uninsured maotorist company. Afterward,
the policyholders sued again for bad faith,
breach of contract and violation of CUTPA
through CUIPA, claiming that the company
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had failed to settle when offers of judgment
were made for the policy limits during the
pendency of the first suit. The plaintiffs also
claimed that the company delayed processing
the claims for more than three years before
and during the trial of the first case.

The insurance company moved for
summary judgment, and the trial court
granted it, holding that the claims were
barred by res judicata. The Supreme Court
affirmed. The Supreme Court held that the
bad faith and CUTPA/CUIPA claims arose
out of the insurance company’s refusal to
pay policy benefits and they could have been
asserted in the original action. The court
specifically noted that the policyholders
could have amended their pleadings once
the offers of judgment were not accepted.

Other Cases

Although Powell stretched the bar of res
judicata to cover bad faith in settlement
negotiations, it was not the first Supreme
Court case to hold that res judicata barred
bad faith claims brought in a second suit
on a first-party policy.

Twenty years earlier, in Duhaime v.
American Reserve Life Ins. Co., 200 Conn.
360 (1986), the Supreme Court held that
res judicata barred a CUTPA bad faith
claim in a second lawsuit. After winning
a claim that the insurance company had
wrongfully denied disability benefits,
the policyholder brought a second suit,
claiming that the wrongful denial was an
unfair trade practice. The Supreme Court
held that this second suit was barred.

The law is not so clear for third-party
liability insurance. The Connecticut
appellate courts have not yet looked at
this issue when a policyholder sues its own
insurance carrier. At least two Superior
Courts have ruled that, in the circumstances
before them, an earlier ruling that there was
a duty to defend did not bar a subsequent
cause of action for bad faith. In Salvatore
v. Ohio Casualty Insurance Co., 2001 Conn.
Super. LEXIS 1727, the court held that a
declaratory judgment in the first suit that
there was a duty to defend did not prevent
the policyholder from bringing a second
suit to recover those defense costs as well
as damages for bad faith and violation
of CUTPA. The court emphasized that

the first suit only involved a declaratory
judgment and did not determine the issue
of damages.

Another Superior Court held that a
breach of the duty to defend was not a
prerequisite for a breach of the covenant
of good faith and fair dealing. Fortin v.
Hartford Underwriters Insurance Company,
42 Conn. L. Rep. 353 (Nov. 20, 2006). That
case presented a single suit for declaratory
judgment and damages on the duty to
defend as well as a claim for breach of the
covenant of good faith and fair dealing.
The court ruled that there was a duty to
defend, and the insurance company sought
an interlocutory appeal of that ruling. The
court refused to agree that an appellate
ruling that there was no duty to defend
would be dispositive of the bad faith claim.

Procedural Bad Faith

Following United Technologies Corp. v.
American Home Insurance Co., 118 F. Supp.
2d 181 (D. Conn. 2000), the court held that
there was both substantive and procedural
bad faith, and that a procedural bad faith
claim did not depend upon there being a
duty to defend. The logical extension of
this ruling is that a decision that there was
a duty to defend might not bar a second
suit for bad faith. Nevertheless, these cases
leave unanswered whether a first suit for
declaratory judgment and damages would
have barred a second suit for bad faith.

After determining whether the policy is
first-party or third-party, the next variable
to consider is who is bringing the second
suit — the policyholder or a third party
who was injured by the policyholder. The
cases discussed above all involved claims
by the policyholder. When an injured party
tries to sue the tortfeasor’s insurer, he or
she may have to wait to sue.

The Appellate Court has held that an
injured party cannot sue under CUTPA/
CUIPA until there has been a judicial
determination that the tortfeasor is liable.
Carford v. Empire Fire and Marine Insurance
Co., 94 Conn. App. 41 (2006). The court also
observed that since the injured party was
not a party to the insurance policy, it could
not bring a claim for breach of the covenant
of good faith and fair dealing because a
contract is an element of that claim. =
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