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he Insurer to the Insured

in Litigation and Settlements:
Avoiding Bad Faith Claims

Litigation
To avoid a claim of bad faith, an insur-
ance company generally has to act reasonably
and in a timely manner to reported claims,
and to its insured. An insurer must have
a reasonable justification for the positions
that it takes regarding its contractual duties
owed to its insured under the insurance
policy, especially where there are potential
coverage-related issues in connection with
the facts or circumstances of a claim. In this

regard, insurers are required to:

e Timely acknowledge the receipt of
the claim.

e Promptly investigate whether there
is coverage.

e Timely communicate any coverage
decisions to the policyholder.

* Properly and timely reserve rights
under the policy, where appropriate,
based upon the facts and applicable
law, and provide written notice to
the policyholder of the same.

® Retain competent defense counsel
(or coverage counsel if necessary).

®  Objectively evaluate, on an ongoing
basis, the liability exposure to the
policyholder and act to protect the
policyholder's interests.
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Settlement
Policy Limits.

Losses may give rise to potential dam-
ages that are so large that they exceed the
applicable insurance policy limits. In cases
such as these, the insured (if it does not have
excess or umbrella coverage) becomes, in
essence, the excess insurer, as it will be “on
the hook” for any verdict or judgment award
that exceeds its policy limits.

In these situations, what duty does an
insurer owe to its insured to settle a claim
within the policy limits when there is a pos-
sibility that, if taken to trial, a verdict could
exceed the policy limits and thereby require
the insured to make up the difference?

Settlement Obligations.

An insurer is not necessarily liable for
refusing to settle a claim brought against
the insured for an amount within the policy
limits. The mere fact that insurer refuses to
settle within policy limits is not itself conclu-
sive of bad faith and does not automatically
give rise to tort liability,” and in absence of
bad faith a liability insurer is generally free
to settle or litigate at its own discretion,
without incurring liability to its insured for
a judgment in excess of the policy limits.2

Duty of Good Faith.

An insurer can be found liable to
its insured for refusing to settle a claim
brought against the insured for an amount
within the policy limits if it fails to act
in good faith regarding settlement of the
claim and, as a result, exposes the insured
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to additional liability that is over and above
the policy limits. A decision by the insurer
to expose the insured to direct out-of-pocket
money damages must be grounded upon
an honest and well-founded belief by the
insurer that the facts and circumstances of
the case indicate that there is a reasonable
possibility of a verdict for the insured, or a
verdict within the policy limits.

Standards in Various Jurisdictions.

The reasonable justification standard
is used to determine whether an insurer
has breached its duty to act in good faith
towards its insured. Under this standard,
the insurer must base its conduct upon
circumstances that provide a reason-
able justification for its actions. However,
the insurer's intent is not necessarily an
element of the reasonable justification stan-
dard.® Other courts find that to establish an
insurer's bad faith in failing to settle a claim,
the insured must prove that the insurer's
conduct constituted a “gross disregard” of
the insured’s interest — that is, a deliberate
or reckless failure to place on equal foot-
ing the interest of its insured with its own
interests when considering a settlement
offer. Still other courts find that an insurer,
as a professional defender of lawsuits, is
held to a higher standard than an unskilled
practitioner such that what may be neglect
on the part of the latter, may constitute bad
faith on the part of the insurer.®
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Duty of Good Faith/Interests in Conflict.

The insurer has a duty to act in good
faith even when its interests conflict with
its insured's interests. In these situations,
the insurer must devote an equal degree
of attention and concern for the interests of
the insured as it would for its own interests
in the matter. This duty does not require the
insurer to place the interests of the insured
above its own interests, but on an equal
basis with it. The insurer should evalu-
ate such claims without considering the
policy limits and as though it alone would
be solely responsible for the potential
exposure in the event that an unfavorable
judgment is rendered against its insured.
Generally, the insurer must conduct itself
with the same degree of care that would be
used by an ordinary prudent person in the
management of his or her own business.
Other courts have diverged somewhat from
this plateau of equal interest and held insur-
ers to more rigorous and higher standards
and obligations. As the Court in Maryland
Cas. Co. v. Dixie Ins. Co. summarized, "[]
he interests of the insured are paramount
to those of the insurer, and the insurer may
not gamble with the funds and resources of
its policyholders.”

Checklists - Good Faith.

Basic elements involved in an insurer's
good faith negotiation, settlement, and
defense of a claim include the following
handy checklist:

e Appropriate conferences and touch-
points between the insured's trial
counsel and the insured.

e Appropriate and adequate investiga-
tion of the facts and circumstances
of the accident or occurrence giv-
ing rise to the claim, including acts
of the persons involved and other
physical facts present (e.g., for a
motor vehicle accident, the highway
conditions, weather, traffic condi-
tions, and traffic control devices).

¢ Insurance counsel should formulate
an advisory opinion as to the appli-
cable legal bases for the parties’
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claims and defenses, based upon
the information gathered during the
investigation and convey the same
fully and accurately to the insured.

e The insurer and its counsel should
formulate a general determination
of the degree of liability, if any, of
the insured, and share this informa-
tion with the insured, including an
analysis of the applicable liability
laws in the jurisdiction where the
claim arose or the lawsuit is venued
(especially where there are multiple
tortfeasors or the plaintiff contrib-
uted to the loss).

o The insurer has a duty to look to
settle within the policy limits where
there is a reason to believe that the
claim against the insured is meritori-
ous and the reasonable expectation
of successfully defending the action
is negligible.

e The insurer should inform the
insured of all offers to settle the
claim, and particularly those that
are at or near the policy limits. This
communication affords the insured
the opportunity to engage in set-
tlement discussions and to make
appropriate offers of contribution
toward settlement (if any).

Checklists — Bad Faith.

Courts have identified combinations of
underlying situations and litigation devel-
opments that are indicative of an insurer's
bad faith:

e Evidence of liability and damages
that are overwhelmingly against the
insured, which are not disclosed or
shared with the insured.

e The insurer recognizes that a set-
tlement is advisable, but does not
make an attempt to get the insured
to contribute, or the insurer fails to
discuss the idea of contribution with
the insured. An inference of bad
faith may arise even though claim-
ant's settlement demand equals or
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exceeds policy limits if the insured
is not informed of its right to con-
tribute to excess in order to achieve
settlement.8

e The insurer cannot appropriately
assess the potential exposure or
probabilities of the case because it
failed to investigate the claim prop-
erly or fully.

e The insurer rejected the advice of
its attorneys or agents urging a
settlement.

e The insurer failed to act on compro-
mise offers within or near the policy
limit.

e Theinsurer offered an unreasonably
low settlement at the time of trial
after receiving a reasonable com-
promise offer to settle.

e The insurer failed to inform the
insured of settlement negotiations
and other information throughout
the litigation or failed to consider
the interests of the insured when
rejecting a settlement demand.
Such conduct on the part of the
insurer can constitute breach of cov-
enant of good faith and fair dealing ’

Summary/Communications.

Generally, the most important factor in
these analyses is whether or not there was
an open line of communication concerning
the tripartite relationship: namely, between
the insurer and its counsel (if any) and the
insured and its counsel (if any). This line of
communication must be open with regard
to litigation tactics and decisions, both for-
mal and informal discovery and the fruits of
that discovery, and — of utmost importance
- any potential settlement developments
or offers conveyed by the counterparty.
When the tripartite relationship is function-
ing smoothly, with full and open lines of
communication, the risks to the insurer of
bad faith allegations, and commensurate
headaches for the insured, are minimal.
After all, neither of those two involved par-
ties benefits from a bad faith situation. <=
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