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TORT AND INSURANCE LAW REPORTER
]

"The Insurer’s Unreasonable Failure to
Defend: Enough to Prove Bad Faith?

by Ronald M. Sandgrund

"1 the 1992 case of Wheeler v.
Reese, the Colorado Court of Ap-

- peals, purportedly following the

" Colorado Supreme Court’s 1991
emsmn in Farmers Group, Inc. v. Wil-
ams,? held that the alleged bad faith of
n insurer in refusing to defend its in-
red against an action for rescission
agto be measured against the stan-
ard of “reasonableness under the cir-
umstances.” This article discusses (1)
_hether the court in Wheeler adopted
the proper standard and (2} whether, in-
ead, the “fir st-party” standard adopt-
‘by the Colorado Supreme Court in
385 in Traveler’s Insurance Company v.
1wio *—that the insurer must not know-
gly or recklessly disregard a valid
aim—is the proper standard for prov-
g bad faith where an insurer fails to

fend.

Standard of Conduct—
hird-Party Claims
The 1984 case of Farmers Group, Inc.
Trimble* involved a claim by an in-
ured against his liability insurer aris-
g from the insurer’s investigation into
and defense of a third-party tort claim.
Inrecognizing liability in tort for the
breach of an insurer’s implied duty of
good faith and fair dealing, the Colorado
Supreme Court in T+imble relied on the
Special nature of the insurance contract
and the relationship which exists be-
tween the insurer and the insured,
.. Contrary to an ordinary commercial
contract, by obtaining insurance an in-

Column Ed.: William P. Godsman
of Salmon, Godsman & Niechol-
son, P.C., Englewood—(303) 771-

sured seeks to obtain some measure of

financial security and protection against
calamity, rather than to secure commer-
cial advantage, By refusjng to pay valid
claims without justification, the insurer
defeats the expectations of the insured
and the purpose of the insurance contract,
For this reason, the courtin Trimble held
that it is necessary to impose a legal du-
ty on the insurer to deal with its insured
in good faith. The court noted that partic-
ularly when handling claims of third par-
ties that are brought against the insured,
aninsurancecompanystandsin a position
sirilar to that of the fiduciary.®

By virtue of the insurer’s Hahility in-
surance policy, which authorizes the in-
surer toinvestigate and settle any claims
arising under the policy and provides the
insvrer with the right and duty to defend
any action brought against the insured
for claims covered by the policies, the
Trimble court said that the insurer “re-
tains the absolute right to control the de-
fense of actions brought against the in-
sured, and the insured is therefore pre-
cluded from interfering with the investi-
gation and negotiation for settlement.”
The insured whe purchases a liability
policy thus barters to the insurer the ex-
clusive right to settle or compromise the
claim and to conduct the defense and
agrees that he or she will not interfere
exceptathis or her own cost and expense,

Trimble held that the standard of con-
duct of an insurer toward its insured in
a third-party context must be character-
ized by general principles of negligence
and that the question of whether an in-
surer has breached its duties of good faith
and fair dealing with its insured is one of
reasonableness under the circumstances.
The court noted that while the conduct
forming the basis of the claim will neces-

sarily be an “intentional act” by virtue of
the necessity of a conscious decision on
the part of the insurer to refuse to pay a
claim, the standard applicable to estab-
lish the tort of bad faith remaing one of
reasonableness under the circumstances.

Standard of Conduct—
First-Party Claims

In Savie, the Colorade Supreme Court
addressed the question of what stan-
dard of conduct applies where an insur-
er is presented with a dirvect claim by its
insured for benefits under the policy, in
this case a workers’ compensation poli-
cy. Savio held that in this first-party con-
text, an insured must not only prove that
the insurer acted unreasonably under
the civcumstances, but that the insured
must further egtablish the insurer’s
Iknowledge or reckless disregard of a valid
claim,

The court noted that the basic ration-
ale for imposing tort liability for bad faith
comduct by an insurer in the third-party
context—financial inequity—applied
equally to the fivst-party context. Once a
calamity has befallen an employee cov-
ered by workers’ compensation or an in-
sured covered under a private ingurance
contract, the injured party is particular-
ly vulnerable because of the injury or
loss. If a claim for bad faith were not cog-
nizable, insurers, backed by sufficient fi-
nancial resources, would be encouraged
to delay payment of claims with an eye
toward settling for a lesser amouint than

This month’s column was written by
Ronald M. Sandgrund, Englewood, a
principal and shareholder of Vanatta,
Sullan & Sandgrund, PC., (303) 775-
0077,
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that due under the policy. However, in im-
poging an additional element of proof in
a first-party bad faith claim, the Savio
court offered two rationales.

First, in a fivst-party direct coverage
case, the insured has not ceded any right
to represent his or her interest fo the in-
gurer. Rather, the insured can directiy

influence the insurer’s claim evaluation:

process and may file a civil action to com-
pel performance by the insurer or to seek
damages for failure of the insurer to per-
form.

Second, the insurer must be accorded
wide latitude in its ability to investigate
claims and to resist false or unfounded
claims to obtain funds not available un-
der the contract of insurance, Thus, this
element of “adversity” between the in-
sured and insurer in the context of a first-
party claim iz significantly different from
the relationship which characterizes a
third-party claim.®

Duty to Defend as a
First-Party Benefit

In Trmble, the insurance company con-
ducted a pre-suit investigation into the
facts but did not inform its insured of the
results of the investigation. The insur-
ance company also rejected a pre-suit set-
tlement offer and did not inform its in-
sured of this settlement offer. Ultimate-
ly, the insurer assumed control of the de-
fense and settlement of the case but did
so under a reservation of its rights under
the policy. As such, the record supports
the conclusion that the insured had “ced-
ed” his right to represent his own inter-
ests to the insurer.

However, a question arises as to what
standard should apply where an insur-
ance company investigates a third-party
claim, determines that it is not obligated
to defend that claim and never assumes
the defense of the claim nor any respon-
sibility for settlement negotiations relat-
ing to that claim. Does the rationale for
imposing liability under the third-party
standard in Colorado apply to such a fail-
ure to defend? Under the facts of Whee!-
er, the Colorado Court of Appeals’ answer
to this question was “yes.”

The Wheeler Decision

In Wheeler, the Colorado Court of Ap-
peals held that a title insurer’s alleged
bad faith refusal to defend a third-party
action for rescigsion was to be measured
against the standard of reasonableness
under the circumstances, expressly rely-
ing on Willioams.” In Wheeler, the iisur-
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er, Transamerica, flatly refused to de-
fend the underlying claim of rescission
against itsinsured. The insuredfileda
third-party complaint against the insur-
ar for breach of its duty to defend and
for bad faith. :

“The insurer must be
accorded wide latitude in its
ability to investigate claims

and to resist false or
unfounded claims.”

The trial court found for the insurer
on the insured’s third-party claims for
breach of its duty to defend and bad faith,
The Colorado Court of Appeals reversed,
holding that the insurer had an obliga-
tion to defend the insured against the
underlying rescigsion claim, relying on
the broad “duty to defennd” adopted in
Heela Mining Co. v. New Hampshire In-
surance Company.?

Turning to the question of whether the
trial court erred in applying the standard
it uged in finding that the insurer did not
act in Bad faith in refusing to defend the
insured, the Court of Appeals held that
the trial court applied the incorrect stan-
dard but affirmed the result it reached,
The court acknowledged that two stan-
dards exist for measuring the conduct of
an insurer in relation to its insured, de-
pending on the context of the claim. In
the context of a third-party claim against
the insured, the court stated that the
standard for bad faith must be charac-
terized by general rules of negligence,
relying on Trimble, (This holding could
be regarded as dicta because the same
result would have been reached by the
Coutt of Appeals applying eitherthe first-
or third-party standard, since the court
held that the insurer’s decision not to
defend did notlack a reasonable basis.)

The Wheeler panel reasoned that if the-

allegations of bad faith arize in a situa-
tion in which the insured “claims bene-
fits that he is entitled to under the terms
of the insurance contract for himself”—
a so-called first-party dlaim—the insured
must establish not only that the insurer
acted unreascnably, but also that the in-
surer knew or recklessly disregarded
the fact that it was acting unreasonably,
citing Savio. The court held that because
“Transamerica’s alleged bad faith re-

fasal to defend occurred in the context o
third-party Wheeler’s action for rescig.
sion against Barker, the correct sta
dard is reasonableness under the circum.
stances.” The Colorade Supreme Co
denied certiorari in August 1992 with ve
gard to the question of what “bad faith”
standard should properly apply to an in,
surer’s refusal to defend.

The decision in Wheeler noted that the
standard of conduct applicable to first.
party claims applies where an insur
claims benefits that he or she is entit
to under the terms of the insurance con:
tract, However, the court ignored §
fact that in the cage before it the insur
was seeking benefits to which he was
titled under the terms of the insurance
contract—the provision of a legal
fense against the claims of a third-pa;
at the expense of his insurer. Instet
the Wheeler court appears to have |
corded greater weight to the “label’
attached to the context in which {
claim arose {(a third-party claim for’
scission asserted against the 1nsured
than on whether the allegedly wron,
act arose from the insured ceding cert;
of his rights to the insurer.?

In Trimble, it was the ceding of the.
sured’s interests to the insurer and the
insurer exercising its absolute right
control over the defense of the aeti
againat its insured that gave rise to!
bility, In Wheeler, no such right of ¢
trol was ever ceded to nor exercised by
the insurer, as the insured at all time
controlled the defense and settlemen
the claims asserted against him, '

Selecting the Proper Standar

or third-party standard applies are: the
“ceding” of the insured’s control over
or her fate {that is, the control of his
her legal defense); control over the ev
uation and acceptance of a settlement of
fer; and control over the investigation of
the facts so as to make an intelligent an
informed decision regarding the handling
of the third party’s claim, Where this ced
ing of interest does not occur—Ifor exam
ple, in a first-party fire loss claim—the
imposition of a higher standard of care a8
espoused in Trimble is less justifiable.”
With regard to a first-party claim, it i
reasonable fo grant greater leeway t
the insurer to investigate the claim, to
demand information from the insured
and to treat the insured in some respectg
as an adverse party so as to discover thi
true facts of the claim,
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Rather than analyzing a claim on the
hasis of whether it is a first- or thivd-par-
ty claim and then, based on this charac-
terization, mechanically imposing a stan-
dard of conduct, one should analyze the
wrongful claims haredling decisions at

sue and determine, on a claim-by-claim
hasis, whether the rationale for impos-
ing the Savio standard or the rationale

r imposing the Trimble standard ap-

es to each decision. Using this analy-
sis, some traditional third-party claims
may be subject to the first-party standard

d vice versa. In addition, the applicable

andard of conduct may change where,
for example, the insurer initially denies

efense then later assumes the defense
er a reservation of rights.

Such a shifting standard of care is con-

tent with the Savio rationale. The
vio court refused to hamstring an in-
rer’s right to investigate vigorously
and, if appropriate, reject a noncompens-
able first-party claim. However, the Col-
do Supreme Court has not yet ad-
ssed the question of whether thére is
a good and sufficient reason why similar
eeway should not be granted a liability
nsurer when evaluating its duty to de-
end a third-party claim.
_ When a liability claim is presented, an
urer must review the facts, often avail-
e only from the insured, in an effort to
alugte coverage under its policy (and
ts quty to settle such a claim if there is
erage). Arguably, under these circum-
ances, a third-party insured could be
: equaﬂy motivated as a first-party in-
ured to mislead its insurer or distort,
'__'_fac‘:{:s,l1 especially where the third-
rty insured is seeking the benefit of
ubstantial defense costs from its insur-
and faces the substantial risk of a judg-
nt for which it seeks indemnity under
pohcy Just ag the Savio court noted
t a first-party insured can directly in-
ence the insurer’s claim evaluation
cess and may file a civil action to com-
el performance by the insurer or seek
amages for the failure of the insurer to
rform its duties in the workers’ com-
ensation context, a third-party insured
nay similarly do so in the liability insur-
& context.
tecent Colorado decisions, such as
Vheeler, suggest that a consistent anal-
s of which standard should be ap-
>d is needed.’2

Jther Jurisdictions

While a few courts have grappled with
he question of what bad faith standard
Pplies to an insurer who fails to defend,

none of-these decisions provides much

.guidance to the resolution of this ques-

tion under Colorado law. Two cases have
wregtled with the interesting question
of what standard applies fo an insurer
that fails to settle while defending under
a reservation of rights. Both decisions of-
fer some guidance to Colorado courts,

In North Iowa State Bank v. Allied Mu-
tual Insurance Company,M a bank was
sued by several borrowers for an alleged
wrongful attachment and sale of their
swine herd. The borrowers sued on six
theories. The bank’s insurer, Allied,
agreed to provide an attorney to assist

"in defending only one of the six claims,

and the bank sued the insurer for bad
faith. The trial court held that the insur-
er’s decision not to defend the bank and
assume coverage, although mistaken in
part, was a fairly debatable issue and

did not support a finding that the insur- -

er acted in bad faith or was stubbornly
litigious, _

On appeal, thebank urged that the tri-
al court erred in deteymining that the in-
surer could not be guilty of bad faith by
applying a fairly debatable standard—
the standard required of a casualty in-
surer when handling a fivst-party claim
of its insured in Iowa. The bank con-
tended that the trial court should have
applied the same standard of conduct
required of a liability insurer in repre-
senting ite insured againat a third-party
claim. Like Colorado, lowa applies dif-
ferent standards for tort recovery in bad
faith actions against an ingurer, depend-
ing on the nature of the claim.

The Iowa Supreme Court in Allied Mu-
tual said that in a first-party claim, the
insurer occupies the same arm’s-length
position in relation to an insured that it
occupies when the insurer challenges an
insured’s coverage of casualty losses, The
court held that the trial court correctly
applied the fairly debatable standard in
what it said was properly characterized
as a first-party dispute concerning the
insurer’s duty to defend.

In the Arizona case of Clearwater v.
State Farm Mutual Insurance Com-
pany,'® suit was brought against insurer
State Farm’s insured for wrongful death
arising from a traffic accident, The insur-
er defended the claim. During the course
of the litigation, the insurer refused three
offers of settlement within the policy lm-
its. The insured was not notified of these
offers because of State Farm’s internal
policy not to inform insureds of settle-
ment offers greater than the policy Hmit,
An excess verdict was returned. The in-

LEGAL
RESEARCH
ASSOCIATES

WE RESEARCH AND WRITE
. BRIEFS, MEMOS,
MOTIONS AND PLEADINGS

WE'LL HELP YOU
MEET DEADLINES,
CONTAIN COSTS, AND
PRODUCE THE HIGHEST
QUALITY WORK POSSIBLE

OUR SERVICE IS

FAST AND AFFORDABLE
(HOURLY RATES OR FLAT FEE)

ALL WORK PERFORMED BY
LICENSED ATTORNEYS

CALL
LEGAL RESEARCH
ASSOCIATES

(303) 794-8402

‘Richard W. Yolles

Attorney and Counselor

Social Security
Disability Claims

Accepting referrals and
requests for co-counsel

Richard W. Yolles

15 years expetience
representing individuals

in their cfaims for Social
Security Disability Benefits

1741 High St
Denver, Colorado 80218
{303) 393-1212

The CovLonavo Lawver / May 1994 / YoL. 23, No. 5/ 1115




1116

TORT AND INSURANCE LAW REPORTER

surer paid the policy limit, and its in-
gured assigned her bad faith claimsto
the decedent’s parents in return for a cov-
enantnot to execute thejudgment against
the insured personally.
The Arizona Supreme Court in Clear-
water noted that:
Bad faith actions against insurers are
generally classified as either first- or
third-party claims. These classifica-
tions are based on the type of insur-
ance coverage provided by the policy
in question. The first-party coverage
arises when the insurer contracts to
pay benefits directly to the insured.
Examples of first-party coverage in-
clude health and accident, life, dis-
ability, homeowner’s, fire, title, and
property damage insurance. In con-
trast, a third-party coverage arises
when the insurer confracts to indem-
nify the insured against liability to
third-parties. [Citations omitted.] The
type of claim is not determined by the
identity of the party bringing the bad
faith action against the insured. For
example, a third-party action might

be brought by the insured in the event

that he is subjected to excess liability
by reason of the insurer’s bad faith re-
fusal to seftle. In that event, the stan-
dards applicable to third-party claims
would govern the action, although it
was brought by the insured, rather
than a third-party assignee.!s
The insurer in Clearwater requested a
fairly debatable instruction based on case
law involving first-party coverage, in
which insureds brought actions against
their own insurers alleging bad faith re-
fusal to pay valid claims. The court not-
ed that both first- and third-party bad
faith claims derive from the same duty—
the duty of good faith and fair dealing.
However, the court noted, in a third-par-
ty claim the “insurer takes on the addi-
tional responsibility of defending the
claim, and typically has exclugive au-
thority to accept or reject offers of settle-
ment.” Citing to the New Hampshire case
of Lawton v. Great Southwest Fire In-
surance Company,' the Clearwater court
noted the dilemma presented by the ab-
solute control of trial and settlement vest-
ed in the insurer by the insurance con-
tractin the third-party context, (One con-
clusion might be that this dilemma is ab-
sent from a third-party claim where the
insured has not yet assumed absolute
control of trial and settlement by accept-
ing the defense of the action and acknowl-
edging coverage.)
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" The Clearwater court held that al-
though the fairly debatable standard
sufficiently protects both parties’ inter-
est in first-party actions, it inadequately
protects the insured’s interest in third-
party actions. Consequently, the court
upheld the trial court’s instruction that
the insurer could be liable for bad faith
if it fails to give equal consideration to
the interests of its insured as it gives to
its own interests and that rejection of a
first-party fairly debatable instruction
wag proper.?

Conclusion .

Application of the Savio or Trimble
standard should not automatically be
based on whether the insurance claim
at issue arises under first-party or third-
party coverage. Instead, the applicable
standard must devolve from a thorough
and reagoned evaluation of the relation-
ship of the insured and insurer, the con-
text in which their dispute arose and
the respective obligations, rights and du-
ties of the insured and insurer under the
circumstances. .

1t is essential to then analyze, on a
claim-by-claim basis, Whether the in-
sured has ceded some right to its insur-
er such that the insured may reasonably
rely on the insurer’s judgment in the han-
dling of this aspect of the insured’s af-
fairs. Where the insured’s rights have
been ceded to the insurer, a more exact-
ing standard of conduct should properly
be imposed on the insurer than where
such rights have not been relinquished.
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& On Elder Law:
May 18-22 in Seattle

' The National Academy of Elder
Law Attorneys, Ine. “NAELA”) will
hold its Sixth Annual Symposiom on
Elder Law on May 18-22 in Seaitle,
Washington. The symposium fea-
tures sessions on the following top-
ics: “A Look at National Health Care
Policy”; “Where AARP Stands and
Where They Hope to Go Regarding
. Health Care”; “Retirement Benefits
- and Trust Planning”; “Obtaining
Medicare Coverage for Home Health
Care/Nursing Home Care”; and “The
Congtitutionality of State Prohibi-
tion of Assisted Suicide.” In addition,
May 18 is designated as an “Introduc-
tmn to Elder Law.”

* For additional information, call
- the NAELA at (602) 881-4005.
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