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Outline of Principles of Insurance Law

I.
Introduction

A.
The nature and functions of insurance:

1.
Insurance = Minimization of Risk:

a.
Risk-transfer: Transfer risk from risk-adverse to risk-neutral person. (This is efficient because this encourages actions otherwise not taken.)

b.
Risk-pooling: Pool the risk. (Diversification - whole risk is smaller than sum of its parts.)

c.
Risk-allocation: Create incentive for Insured to optimize the degree of the risk they pose even when insurance is available.

2.
On the assumption that there is a group of the same risk individuals:

a.
Insurance turns “Unpredictable risk for individual” into “predictable risk for insurance company.”

b.
However, each event of accident must be independent.

3.
Value of Insurance:

a.
Expected value of loss = P (probability) * L (amount of loss)

b.
Attitude toward risk also counted.

B.
Problem of imperfect information:

1.
Moral Hazard:


a.
Simple policy and high charge v. With exclusion/limitation clause
 and low charge, but high administration cost:


Moral hazard raises probability of accident and cost of premium (cost analysis). Therefore Insurer tries to exclude or limit liability in case of immorality, otherwise Insurer can’t keep low premium.

b.
Pro-Insured argument:


Insured may argue Reasonable Expectation doctrine.

2.
Adverse Selection:

a.
No category/classification v. Category/classification

If there is no category or classification, high-risker gains from low-risker. This is a kind of subsidization by lower-risker to higher-risker. (cost analysis).

b.
Category/classification, however, is not necessarily good:

Insurer must take into account fairness in classifying against such as disability.

3.
Policy-driven toward coverage:

Insurance law is different from contract law in sense policy-driven toward coverage.

4.
Summary:


Excessive protection to coverage may harm to Insured as a whole because its raises premium. So Insurer draws a line somewhere.

II.
Interpretation of Insurance Contract

A.
Warranty:

1.
Warranty is condition precedent. If there is a breach of warranty, there is no contract.

2.
Warranty clause has similar effect as exclusion/limitation clause in mechanism for denying coverage.

3.
Because of harsh effect of breach of warranty, it tends to be against Insurer by reason of Public Policy or Ambiguity under statutes/interpretation. As a result, but odd enough, warranty does not favors Insurer than exclusion/limitation does now.

B.
Misrepresentation:

1.
To combat Adverse Selection and Moral Hazard, Insurer requires Insured to disclose inherent risk which Insured know better than Insurer. 

a.
If tested perfectly to get insurance, cost and time-consuming.

However, the Insured’s failure to disclose is not dispositive.

2.
Insurer must prove falsity and materiality:

a.
Falsity: Not substantially true.

3.
Materiality: 2 types:

a.
Whether Insurer would have refused underwriting: 

i)
Justifiable reliance: Innocent misrepresentation still voids insurance contract, since affirmatively lied.

ii)
Pro-Insured argument: Insurers would have investigated if they claim materiality.

b.
Whether Insurer would have charged higher rate:

i)
Justifiable reliance: Easy test for Insurer. Almost everything is material.

ii)
In theory, however, Insured can cure the misrepresentation by paying what he would have paid earlier. Thus no downside for Insured. (First hide; if revealed, then pay.)

iii)
Statutes often choose the former test a. to void contract

4.
Another 2 types of materiality:

a.
Material if misrepresentation increases the risk.

b.
Material only if misrepresentation contributed to the incurred loss.

C.
Fraud/concealment:

1.
Insurer must prove a failure to disclose a fact that the applicant knows is material in order to void  insurance contract.

2.
Scienter requirement: Insurer must show inquired to subject matter concealed and thereby elicit a false answer to at least put application on notice that the subject of inquiry is material.

3.
However, incomplete answer to open-ended questions more likely to be forgiven.

4.
Also if Insured furnishes answers that could lead Insurer to the information Insurer seeks through a diligent search, then there has been no misrepresentation /concealment.

D.
AIDS problem:

1.
Highly policy driven:

a.
If all tested to get insurance, cost and time-consuming.

b.
If some tested, such as gays, discrimination problem occurs.

Thus privacy issues occur.

E.
Change of facts after application and before delivery:

1.
Both arguments possible:

a.
For Insured: No fraud; Reasonable Expectation; Insurer can bear the risk easily.

b.
For Insurer: Adverse Selection; clear provision requiring Notice.

2.
Reality is for the Insurer.

F.
Contra Proferentem and Reasonable Expectation doctrine:

1.
Four Schematic Steps:

a.
Manifest intent of parties controls unless Public Policy contravenes.

b.
Whether clear or ambiguous as a matter of law.

c.
If ambiguous, Insured may apply Contra Proferentem.

d.
If clear, Insured may still apply violation of Reasonable Expectation. 

2.
Contra Proferentem: Ambiguity is to be construed against Insurer unless Insured is sophisticated.

a.
Objective standard and reasonableness are combined.

b.
Conflicting interest: The more precise, the harder to read and understand.

3.
Reasonable Expectation doctrine:

a.
Reasonable Expectation has different origin from Contra Proferentem.

b.
Reasonable Expectation works even if a clause has very clear language and no ambiguity.

c.
Argument: Objective Standard (Reasonable Insured would have expected), v. Subjective Standard (the plaintiff-Insured reasonably expected)

i)
Majority: Objective Standard:
Even if plaintiff knew the clause, objective standard still applies and plaintiff’s knowledge is irrelevant.

ii)
Minority: Subjective Standard:
If plaintiff knew the clause, it can be a defense.

d.
Whether another insurance is available or not:

i)
If no choice, for Insured.

ii)
If choice, against Insured.

e.
Difference from unconscionability in contract:

Unconscionability requires following 2 elements:

i)
Substantive unfairness:

Difficult to prove for Insured (need prove unfairly expensive premium)

ii)
Detrimental reliance:

If no other insurance is available, no reliance anyway.


This is why Reasonable Expectation doctrine came out. Reasonable Expectation does not need to prove these 2 elements, i) and ii).

f.
Problem: 


By applying Reasonable Expectation test, court's interference and making of another insurance policy have expanded coverage unreasonably, which raises premium. Thus application of Reasonable Expectation in one way may disadvantage another Insured in future cases.

G.
Intermediaries:

1.
Agent: representative of Insurer.

a.
2 types:

i)
Independent agent: represent more than one Insurer.

ii)
Direct writer: exclusive/captive agent.

b.
In a case of false statement in application through agent, general rule: “knowledge of agent imputed to Insurer itself.” However another test can be applicable:

i)
If Insured would have expected kind of fraud, Insured lose.

ii)
If no chance to know the agent’s fraud and misrepresentation, Insured win, because Reasonable Expectation of Insured comes in.

2.
Broker:

Theoretically it represents Insured, though may also have relationship with Insurer.

3.
Problem in agent:

Since it is commission-driven, agent does not tell negative matters to Insured.

4.
Authority issue: Similar to ordinary contract.

a.
Actual authority:

b.
Apparent authority:

i)
Need some kind of connection between two parties to create the relationship; but once they have connection, it's up to policyholder's perception.

ii)
Insurer's ability to limit agent's authority is quite narrow; Insurer can't expect instruction to be followed either Insured or agent.

c.
Option for Insurer: If agent breached contract and Insurer is held for liable:

i)
Indemnification by the agent, 

ii)
Error/omission insurance:


Provided, that Insurer won't go for agent practically: because agency cost is more than benefit. If will do so, it will increase premium.

H.
Waiver and Estoppel:

1.
Waiver: Look at conduct of Insurer if Insurer voluntary relinquished.

2.
Estoppel: Look at conduct of Insurer’s representation and Insured’s change of position.

a.
In estoppel, Insurer’s representation in 3 situations:

i)
When contract made: There is reliance.

ii)
After contract but before loss: There is reliance.

iii)
After loss: No reliance. If after loss, estoppel is rarely applied. Reasonable Expectation helps Insured any way.

I.
Group Insurance:

Whether Employer is an agent of Employee or of Insurer.

J.
Public Policy Restrictions:

1.
Public Policy against insurance of intentional tort:

a.
Moral Hazard is to combat against incentive to commit crime; Without/against Moral Hazard, no deterrence effect.

b.
However, need of such insurance in, ex. Employer Insurance, where it is liable for Employee’s intentional torts and no incentive there.

cf.
“Intent” is narrower in insurance law than in tort law. If intent to contact, no Moral Hazard: So can be Insured.

2.
Public Policy against insurance of punitive damages:

a.
Argument as to whether punishment or deterrence purpose:


Especially if former, insurance makes no sense.

b.
Courts are split: majority uphold coverage.

3.
Public Policy for insurance of loss caused beyond fixed period:

a.
Public Policy discourage person to lose leg earlier after accident: let them try to fix it.

b.
Insurer’s concern that causation is difficult to prove after long period; Evidence purpose.  This is transfer of Burden of Proof.

4.
Relation with Reasonable Expectation:

If Reasonable Expectation and Public Policy go for Public Policy first, it is a superior concern; only if no Public Policy, go for Reasonable Expectation.

III.
Insurance Regulation

A.
McCarran-Ferguson Act:

1.
Insurance business is regulated under state law subject to exemption.

2.
Federal Antitrust may apply as long as no state law.

3.
Federal Antitrust apply as to agreement to boycott, coerce, intimidate.

B.
Regulation for Insurer Solvency:

1.
Minimum capital requirement:

2.
State guaranty fund:

C.
Rate Regulation:

1.
Purposes:

a.
Consumer protection, since they are unsophisticated policyholder.

b.
Fairness to avoid discrimination.

c.
Avoid excessive competition or, too low price.

d
Reflect political dynamics in insurance industry.

2.
"Unfairly Discriminatory" Rates: Classification:

a.
General:


If there is only 1 class, subsidization occurs from low-risk to high-risk, which is Adverse Selection. On the other hand, if there is more classes, competition leads to classification and efficiency.


Provided, that in some cases, it turns unfair.

b.
Gender Problem: No justification and no causal link.

i)
Unfairly discriminatory in sense because one can't change gender.

ii)
Putting individual into group stereotype.

iii)
Must be careful to correlation of statistic data.

c.
Genetic issue: Whether classify or not:

i)
Cost of classification v. Benefit analysis.

ii)
Availability of reliable information.

iii)
Admissibility of Insurer to use such information as Public Policy. 

iv)
Unavoidability of disease because of genetics.

4.
There is always some degree of subsidize in any insurance: no perfect system.

D.
Business of Insurance Is Exempted from Federal Anti-trust Law:

1.
3 prong test (Royal Drug Test): 

Whether practice is:

i)
Transferring of Insured's risk.

ii)
Integral part of relation between Insurer and Insured.

iii)
Among entities within insurance industry. 

2.
It is not "business of insurance" that makes exempt from antitrust law: rather, it's "cooperative rate-making process", though rule does not work that way.

E.
Underwriting Cycle:

1.
Major reason = fluctuation in supply of capital:

a.
As long-tail coverage difficulties such as medical malpractice, Product Liability,  and environment pollution, there is increase in risk exposure due to change in legal system. So Insurer needs to reduce degree of projection.

b.
There was shift from Occurrence-made basis to Claims-made basis.

2.
Claims-made coverage: See IV. F.

a.
Typical 1 year renewal

b.
No difference in paying judgment and in paying premium

3.
When supply of coverage is shortage, issue of antitrust arose.

4.
Boycott: 

a.
Against certain Insurer, court rejects.

b.
Against Insureds, court may hold.

IV.
Liability Insurance (3rd Party Insurance)

A.
General Understanding:

1.
All-risk policy:

a.
Burden of Proof of Insured is "loss and policy existence."

b.
Burden of Proof of Insurere is "within exclusion."

2.
Specified-risk policy:

Burden of Proof of plaintiff is "covered by policy"

3.
Environmental pollution issue:

a.
Public Policy is against insurance of intentional pollution; Moral Hazard.

b.
Provided that there is some type of pollution unexpected by negligence:

i)
Insure them by phrase “sudden and accidental.”

ii)
Interpretive problem due to various type of pollution and legislation such as Superfund Act (CERCLA).

B.
Meaning of Damage: Whether Cleanup Cost is included as damage: 

1.
Approaches:

a.
Ordinary Person Standard: Ordinary lay person, Insured, thinks that Cleanup Cost is included as damage. 

b.
Professional Person Standard: Policy reason:

i)
If insurance covers damage for cost in lawsuit but does not cover cleanup order, all Insured prefers lawsuit, which incurs lawsuit costs and disincentive of cleanup.

ii)
This is analogy to coverage of settlement.

2.
Threatening Damage v. Existing Damage:

a.
If Cleanup Cost is expected to before pollution, this is Business Risk and is not covered.

b.
If Cleanup Cost is already spent and existing after pollution, it is covered.

3.
Argument for and against Cleanup Cost as damage:

a.
Against: damage = legal remedy, not equitable remedy = cleanup

For: no matter legal/equitable since Statutory remedy

b.
Against: cleanup = restitution, not equal to no coverage

For: cleanup = government ‘s recovery for loss

c.
Against: cost = damage

For: cost of avoiding harm which would be Insured must be covered 

Against: but there is no imminent harm when cleanup

d.
Against: Cleanup increases property value; might be Moral Hazard

For: simply matter of measure of recovery

C.
Trigger of Coverage:

1.
Issue in long-tail medical exposure/pollution:

a.
Exposure Theory: Cause based Exposure test is desirable and what Insured Reasonably Expects.

b.
Manifestation Theory: Effect based Manifestation test is easy to identify, but it is too narrow, so court is reluctant to hold it, unless otherwise in case of progressive loss.

c.
Injury-in-fact Approach: Injury-in-fact trigger test can be any time between Exposure and Manifestation.

Theoretically great.

2.
Problem of adopting one theory to protect particular plaintiff:

It may be bad for other subsequent Insureds.

3.
No change in CGL today:

D.
Number of Occurrence: Cause Test v. Effect Test.

1.
General: Insurer wants Cause Test, i.e. less occurrence:

a.
Since coverage triggered on every occurrence.

b.
Especially when amount limit per occurrence exists.

c.
Insurer tries to set the definition of occurrence as broad as possible.

2.
Exception: If aggregate amount limit per year exists and reaches the limit,

a.
No incentive for Cause Test since Insurer have to pay same amount under Cause Test or Effect Test.

b.
Rather opposite incentive, i.e. for Effect Test if deductible amount by Insured per occurrence exists.

3.
General practice of discrimination: 1 occurrence.

4.
Miss-shipment of chemicals: Parties can argue many ways.

5.
Cause Test is dominant than Effect Test since Cause Test would look at Insured rather than victim in 3rd party liability insurance.

E.
Exclusions and Conditions: Against Moral Hazard purpose:

1.
General: 

a.
Burden of Proof of Insured: within Insurance Contract

b.
Burden of Proof of Insurer: within Exclusion provision

2.
Expected/intended harm:

a.
Issue of whether Subjective Test or Objective Test under Reasonable Expectation.

b.
Procedural difference:

i)
If it is Subjective Test, it is hard to prove "Expected" for Insurer. 

ii)
However, practically 2 Tests have no difference; One is summary judgment as matter of law and the other is jury trial as a matter of fact.

c.
Expected harm: Courts often adopt Subjective Standard, but can be both; matter of contract language.

High:
excluded if "absolutely certain" to occur

 |

(Middle:
if "substantial probability" to occur)

 |

Low:
if "reasonably foreseeable" to occur: It is negligence and not covered. This is wrong: Insurance is largely to cover negligence; So this is violation of Public Policy against Adverse Selection and Moral Hazard. It should be covered.

d.
Intended harm: Objective Standard:

e.
If multiple Insureds, excluded act of one Insured do not bar coverage for another who did not expect/intend.

3.
Own-property Exclusion:

a.
Provision in 3rd party liable insurance: If Insured want to insure own property, another 1st party insurance is available.

b.
Issue of whether coverage for Cleanup order before damage to 3rd party property.

c.
Justification: Argument against coverage:

i)
excluded by plain language,

ii)
can get separate 1st party insurance policy,

iii)
must be imminent during policy period; but not yet imminent when Cleanup.

d.
Argument for coverage: Against Own-property Exclusion:

i)
"Imminent threat to 3rd party" enough for trigger,

ii)
get cleaned today rather than tomorrow,

iii)
Public Policy against incentive of "let's wait and pollute 3rd party property, then covered"; this is Moral Hazard 

iv)
This also is against Principle of Indemnity because Cleanup covered by insurance increases value of own-property and 3rd-property. So if Cleanup cost is covered, social cost would be minimized. Cf. IV.B.3.d.

cf.
Here, "expected/intend" exclusion may rarely apply, since Exclusion require that particular accident to be expected in order to be excluded, which is very narrow;  Expectation of future flow of waste is insufficient.

v)
Cleanup cost includes cost for own property and for protection of 3rd party property: Insurance proceeds should be apportioned so that 3rd party damaged part may be covered otherwise if Insured wants to insure own property, Insured would but another 1st party insurance.

4.
Business Risk Exclusion:

a.
Contract Liability: If breach of contract with 3rd party such as warranty, Insured must bear a contract liability for economic loss. Economic loss is not covered by insurance because totally within control of Insured, such as limitation by production costs. This is business risk.

b.
Thus if contract is breach by Insured, there is no incentive for insurance to work properly: This is typical Moral Hazard, except unexpected cost. To avoid this, Exclusion forces Insured to internalize the costs of unsatisfactory operation.

c.
Tort Liability: Insurance is for tort liability where physical damage to others, not  economical damages. Strict Liability also see IV. I. 2.d. ii).

d.
Insurer tries to draft in order to draw line between contract liability and tort liability. However, there comes problem of Ambiguity or Reasonable Expectation. 

e.
Distinction between Exclusion and Exception to Exclusion: 

i)
Exclusion = restriction of coverage; no creation of coverage.

ii)
Exception to Exclusion = mere removal of the restriction; it never means to create coverage.

f.
Exception to Exclusion must still satisfy all other requirement in the Insurance Contract.

g.
Exclusions are independent to each other: No inconsistency among Exclusions can be found.

5.
Pollution Exclusion: 

a.
Intended and expected pollution is not covered.

b.
However, Exclusion does not apply if discharge/release/escape of pollution is sudden or accidental. But there is no definition for sudden or accidental.

c.
“Unexpected” to be “occurrence”: What must be unexpected?

i)
If Insured would have expected as to discharge, no coverage. This Business Risk.

ii) 
If Insured would not have expected as to damage, it is covered.

d.
Court's tendency to regard as the latter, though intentional discharge (which should be blamed.)

e.
Industry introduced Pollution Exclusion which excluded pollution unless discharge is "sudden and accidental"; If focus on damage, all would have been covered.

f.
Serious dispute as to the meaning of the phrase:

i)
Originally Exclusion was attempted to exclude intentional/reckless discharge, not negligent discharge; but the phrase is narrower to exclude even unexpected discharge unless abrupt. Thus all gradual pollution exclusion would be denied.

g.
Courts are split:

i)
Reflect original intent of language:

a)
If intentional discharge, deny coverage.

b)
If unexpected discharge, basically covered.

Still, issue remains what is "sudden and accident."

ii)
Ignore the original intent of language and rely on policy reasons.

h.
Possible argument for Coverage:

i)
"Sudden" is ambiguous.  Contra Proferentem.

ii)
"Sudden" means unexpected.

a)
But return to the initial problem by some court ; it deems unexpected "damage."

b)
Also, unsound reason:

(i)
If only means "unexpected," mere surplus with "accidental."

(ii)
If leak is for long time, Insured must act to prevent it, compared to real sudden case where coverage would be appropriate.

"Short-duration" meaning does make sense for Insurer and in common sense.

iii)
“Sudden” means sudden start, but no need to end so.

iv)
Drafting and regulatory history is against Public Policy.

i.
There is quite good justification exists for Insurer side:

i)
Pollution Exclusion clause with “Sudden and accidental” is to avoid Moral Hazard: To prevent Insured from continuing pollution by paying premium; Enlarging exclusion forces Insured to take necessary steps.

6.
Notice Condition: To afford the Insurer a reasonable opportunity to protect its rights.

a.
Timely investigation:

i)
To the determination in regard to whether a loss is covered.

ii)
To the preparation of a defense to claims by third party against Insured.

b.
Notice of loss "as soon as practicable":

i)
Quite flexible approach by courts.

ii)
Whether reasonable time under facts and circumstances:

iii)
Conduct of intermediaries should be considered.

c.
Burden of proof of Prejudice because of delay on investigation of loss:
 

i)
If burden of proof on Insured, if delay, Insurer do nothing; just wait till Insured bring suit and prove no-prejudice.

ii)
If burden of proof on Insurer if delay, Insurer still need to investigate to prove prejudice.


Majority to Insurer because:

a)
Better from Public Policy viewpoint,

b)
Insurer is in a better position on access to information.

d.
Test for determining prejudice:

i)
But For Test: Coverage is denied only if Insurer proves that but for delay it would have avoided liability.

ii)
Materiality Test: Coverage is denied coverage if Insured would have materially impaired its ability to contest its liability to an Insured or liability of Insured to third party. 

e.
Materiality test is too harsh for Insured because coverage is denied even other factor might cause impairment.

F.
Occurrence-based coverage
 v. Claims-made coverage:

1.
Disadvantage for Occurrence-base coverage: This cannot estimate degree of future claims:

a.
This is bad not only for Insurer, but also for Insured; Insured might not buy enough coverage against huge future claims.

b.
Claims-made coverage cure this defect by covering retroactively; More precise calculation of risk and premium is possible.

2.
Retroactive Date Provision:


If excessively restrictive (retro date = issue date), against Public Policy and unenforceable; a kind of Reasonable Expectation doctrine.

3.
Switching: Change from Occurrence-base coverage to Claims-based coverage:

a.
Which coverage to be applied: Court regards Claim-based coverage as Occurrence-based coverage for Insured.

b.
Insurer raises premium in the following year if there is claim; Insured has Right to Renewal with reasonable premium.

G.
Duty to Defend:

1.
Generally:

a.
If complaint against Insured is ambiguous, interpret in favor of coverage; there is Duty to Defend.

b.
Even if Insurer is doubtful of coverage, or even if groundless claim, Insurer has Duty to Defend subject to "Reservation of Rights" Letter (or non-waiver agreement) so that it can deny coverage later; It works as notification to Insured.

c.
Even if coverage-part litigation ends, Insurer usually have to continue to defend, otherwise Insured would be harmed by allowing Insurer to get out the case.

2.
Duty to Defend is broader than Duty to Indemnify: Separate insurance policy:

a.
There are Conflict of Interests between Insured and Insurer:

i)
If Insurer bears defense cost, Insured prefer to settle because subject to limit of coverage Insured may get coverage.

ii)
Insurer prefer to fight in the court to protect its own interest otherwise Insurer has to pay coverage.

b. Difference between Duty to Indemnity and Duty to Defend:

Duty to Defend:

Filing of claim is enough, no need judgment. 

Duty to Indemnity:
Judgment is necessary to pay full judgment amount.

3.
Termination of Duty to Defend:

a.
Withdrawal from the case: When Insurer pays full policy limit and get out of Duty to Defend subject to Insured’s acceptance.

b.
Out of Coverage: When the claim turns to be excluded coverage.

4.
Damage for breach of Duty to Defend:

a.
Insured is compelled to substitute defense legal cost (counsel fee and defense cost).

b.
If Insurer refused Duty to Defend and if Insured settled or is judged, Insured might be able to get subject to Policy Limitation, settlement/judgment amount, since it is impossible for Insured to determine whether covered or not.


N.B. Duty to Defend and Duty to Indemnity is different, so defense legal cost can not set off settlement/judgment amount.

c.
If bad faith breach by Insurer, Insured might be able to get subject to Policy Limitation, settlement/judgment amount including defense legal cost and punitive damages, since it is impossible for Insured to determine whether covered or not and whether Insurer breached the duty to defend.

5.
2 actions:

a.
According to Duty to Defend but subject to Reservation Letter, Insurer fight for Insured against the plaintiff.

b.
Next according to Reservation Letter, Insurer fight against Insured.

H.
Conflict of Interests:

1.
Co-existence: Duty to Defend and Duty to Indemnity: Duty to Defend is broader than Duty to Indemnify.

a.
If complaint against Insured is ambiguous, Insurer’s option:


i)
Defend subject to Reservation of Right Letter/Non-waiver Agreement, or


ii)
Dispute coverage (action for declaratory judgment ).

2.
California Approach: 

a.
To eliminate conflict, Insurer redoes the 1st trial without Collateral Estoppel (= one more fact-finding to solve coverage dispute), so that Insurer must defend wherever slight chance of coverage. 

b.
Problem:


Insurer's control in the 1st trial preparation advantages Insurer in the 2nd trial.


Lawyer must not disclose information to Insurer but tell what is going on in the 1st trial.

c.
Cumis Controversy: recognition of insufficient Insured protection:

i)
Lawyer represents the Insured but is paid by Insurer; Real client for lawyer hired by Insurer is Insurer, not Insured: This is fundamental conflict. 

ii)
Insured must hire an independent attorney paid by Insurer or Insured.

iii)
Thus it cost much and it isn’t practical.

iv)
State regulations may prohibit insurance contract to distinguish Duty to Defend  and Duty to Indemnity.

3.
Cases in the Textbook:

a.
To eliminate conflict, Insurer can and should walk away the case because of lack of fidelity on the assumption that Duty to Defend is no broader than Duty to Indemnify; if Insurer must indemnify, Insurer must defend; if no duty to indemnify, no duty to defend and avoidance of conflict.

b.
Rule:

i)
If Insurer defends, Insurer must pay judgement no matter really covered or not unless Reservation of Right.

ii)
If Insurer does not defend, Insurer can dispute coverage.

c.
Problem:


When offer for defense subject to Reservation of Rights, most Insured would have to take risk of bearing all cost even when unsuccessful. If Inured accepts the offer, Insured can at least avoid cost of defense.

d.
Lawyer cannot use confidential info gained at the 1st trial from Insured for the benefit of Insurer to deny coverage at the 2nd trial; but even if no disclosure to Insurer, still possible conflict such as bias kind.

e.
Withdrawal is unrealistic; because it would send message to Insurer as to any doubt on coverage Insurer would take advantages in the 2nd trial.

I.
Settlement:

1.
General understanding:

a.
If any possibility that Insured loses over limit and thus insured pays for excess, Insured prefers settlement within limit.

b.
Insurer simply thinks based on probability of judgment in amount of Policy Limit (PinsL) as against Probability of judgment (PpolicyholderL).

c.
Thus following 4 possibilities are considered:

Case 1
Offer < PinsL < PpolicyholderL <Policy Limit

Case 2
PinsL < Offer <PpolicyholderL <Policy Limit

Case 3
PinsL < PpolicyholderL <Offer <Policy Limit

Case 4
PinsL < PpolicyholderL <Policy Limit <Offer

d.
In Case 1 both Insurer and Insured would accept the Offer.

e.
In Case 4 both Insurer and Insured would not accept the Offer.

f.
In Case 2 Insurer would not accept but Insured would accept the Offer. Should Insurer accept or reject the Offer?

2.
Settlement and Policy Limit (Crisci case):

a.
In settling, Insurer must give Insured’s interest at least as much consider as to Insurer’s interest.

b.
Reasonable Offer Test: Whether reasonable Insurer without policy limits would have accepted settlement offer (comparison between PpolicyholderL and Offer. Exclude any factor of policy limit.)

i)
Duty to Accept Reasonable Offer (fiduciary duty) is implied in covenant of good faith and fair dealing.

ii)
If Insurer failed to Duty to Accept, it constitutes not only breach of contract but also independent tort; Insured can recover mental distress (but minority: no need of deterrence as long as the test works.)

c.
Thus in Case 2 Insurer should accept the Offer.

d.
Then in Case 3 whether Insurer should reject the Offer under the Reasonable Offer Test is problem: No. Insurer should not accept the Offer

e.
Example: Damage is $100,000, Policy limit is $50,000, PpolicyholderL is $10,000(10%*$100,000), and PinsL is $5,000(10%*$50,000.)

Case 1
If the Offer is $3,000, Insurer should accept.

Case 2
If the Offer is $7,000, Insurer should accept. 

Case 3
If the Offer is $30,000, Insurer should reject.

Case 4
If the Offer is $70,000, Insurer should reject.

3.
Liability for excess amount as a result of failure to Accept the offer:

a.
Two situations where this issue arise:

i)
Where it is covered but possibility of loss in trial is low that Insurer rejects settlement offer, and

ii)
Where there is question as to coverage that Insurer rejects settlement Offer.


If Insured lost in trial and judgement exceeding Policy Limit even though Insurer acted reasonably to reject the Offer, there is 3 possible tests:

b.
Negligence Standard:

i)
Insurer need not pay the excess if reasonably acted under the Reasonable Offer Test.

ii)
Hard standard for Insured due to difficulty in proving unreasonable rejection; Burden of Proof is on Insured.

c.
Strict Liability Standard: 

i)
Insurer need to pay the excess.

ii)
Thus Insurer would take into account of PpolicyholderL; same as Reasonable Offer Test where assumes no limit.

(a)
Good for Insured; easy to implement.

(b)
But Insurer would raise insurance premium up to possible judgment.

(c)
Argument that it cures Insured’s mistake in choosing policy limit. 

(d)
Counter argument that here claimant would get full compensation which he would not have got otherwise since Insured would have been judgment-proof; See following 4. Wealth of Defendant.

d.
Bad faith rule:

i)
Insurer must pay all if bad faith. See VII. H. Bad Faith Breach.

e.
Majority = Negligence Standard:


Enforce Insured's choice as to Policy Limit.

f.
Strict Liability test is not adopted though good in many respect.

A kind of compulsory insurance with subsidization. See c. ii) (b)

4.
Wealth of Defendant:

a.
Comparison between PL (social sense) and P x wealth of defendant (court sense).

Insure has Duty to Accept:

i)
Under Negligence Standard, if PL < P x wealth of defendant.

ii)
Under Strict Liability Standard, any offer amount less than Policy Limit.

J.
Relationship Between Primary and Excess Insurer:

1.
Issue of whether Primary has duty against Excess to settle below the excess line:

a.
In theory of equitable subrogation: Primary has the duty to Insured, and Excess steps into the Insured's shoes. Excess may maintain action against Primary for  refusal to settle the offer within the Policy Limit.

b.
Alert that no direct contract relationship between Insured and Excess. So subrogation is necessary.

c.
Another argument that since they each have Duty to Defend, stick together as a team; As for Excess it is possible cause of action.

d.
But not a big deal since they can charge the cost to Insured.

2.
Refusal of settlement by Insured:

a.
Insured takes assumption of risk; Insured is liable for gap otherwise Moral Hazard; there is no breach of duty to Primary so there can be no subrogation.

b.
Excess fights against Insured for breach of fiduciary duty not breach of contract because there is no privity of contract. (Tort liability)

3.
Drop-Down Liability:

a.
Excess usually covers if no coverage in Primary; or if Primary limit exhausted.

b.
Liability would “Drop-Down” if Excess assumes Primary's responsibility; issue when Primary becomes insolvent. (Should take care of Moral Hazard by Primary.)

c.
Usually, a matter of contract language.

4.
Where question of coverage and wealth of Insured:


Since Insured might be judgment-proof, Insurer would not want to defend, to pay and to settle the 1st. Insurer would litigate as to coverage issue afterwards, since Insurer would not get back the payment under settlement. Thus Insurer rather prefers bifurcated trial.

V.
The Secondary Market

A.
Residual Market Mechanism:

1.
Response to shortage of coverage due to Insurer's reluctance (Diverse of risk).

2.
Effort to force Insurer to offer coverage with subsidization. (Transfer of some portion of premium to Reinsurer by treaty.)

a.
Residual market mechanism necessarily shows deficit.

b.
Several type of recoupment mechanism 

B.
Reinsurance:

1.
Traditional Duty of Utmost Good Faith Imposed:

a.
Since between sophisticated parties, no Reasonable Expectation, nor Ambiguity is applicable.

b.
Duty of disclosure to Reinsurer:


Based on history of reinsuring abroad with insufficient information. As customary practice, by asking questions from brokers to gain additional information makes traditional duty costless.

2.
”Follow-the-Fortune” Clause:

a.
When settled, binding on Reinsurer

b.
Settlement discretion is on Primary Insurer.

i)
Primary Insurer knows more than Reinsurer,

ii)
A kind of Joint Venture; but Primary Insurer must be sure that they have same interest.

c.
Clause does not apply if outside of the scope of reinsurance coverage under treaty.

d.
Why Reinsurer does not participate in settlement negotiation?


Originally Reinsurer has no direct liability against Insured because of no privity of contract. So keep not to attend would avoid exposure to liability claimed by Insured otherwise attending may create privity.

i)
Future business: Primary Insurer mind with Insured as a custom, but Reinsurer does not.

e.
Same “Duty to Settle" arguments apply such as Reasonable Offer; Strict Liability; Bad Faith. Insurer is cost minimize motivated.

3.
Insolvency and Cut-through Clause:

a.
Whether Reinsurer has duty to pay to insolvent Insurer under treaty, or may directly pay to Insured:

b.
General principles:

i)
Reinsurer has no duty to Insured because there is no privity.

ii)
Insolvency of Primary Insurer does not terminate Reinsurer's obligation under treaty.

c.
Reinsurance is for the benefit of Primary Insurer and creditor of Primary Insurer; reinsurance is indeed to minimize the risk of bankruptcy.


Argument in support:

i)
Because of bankruptcy of Primary Insurer, Reinsurer should not bargain for less amount settlement which in essence reduces assets of insolvent Primary Insurer.

ii)
Proceeds are for general creditors of Primary Insurer, under Bankruptcy procedure, which would be preference to the Insured. Otherwise it is detrimental to the creditors.

iii)
How to determine which Insured is entitled to if there are any Insureds?

d.
But Cut-through Clause allows Reinsurer directly pays to Insured and save Primary’s administrative expenses to pass to Insured.

4.
Set-off Insolvency:

VI.
Fire and Property Insurance (1st Party Insurance)

#.
General:

Difference from CGL Policy such as exclusion type; Property coverage is not easy to define compared to CGL Policy.

A.
Insurable interest: Co-exist with Principle of Indemnity.

1.
Reason for Requirement: Moral Hazard:

a.
Against wagering contract.

b.
Against destroying property for profit.

c.
For limitation on the sweep of indemnification contract.

All based on Principle of Indemnity that insurance should cover loss but give no gain.

2.
4 theories:

a.
Legal Interest theory : more strict.

Legally cognizable interest: Insured has to have enforceable title to everyone.

ex. Stolen property is not insurable because it is not enforceable to real owner. However, Good-faith purchase of stole property had insurable interest; Substantial economic interest because it is lawful in the sense that it was not acquainted against law.

b.
Factual Expectation theory: lax.


An insurable interest if Insured would gain some economic advantage by its continued existence or would suffer some economic detriment in case of its loss or destruction. There is no reason to destroy property. 

c.
Contract right:


ex. Secured Creditor

d.
Potential for Legal Liability:

B.
Subrogation: 

1.
A Property Insurer has a right to subrogation despite the absence of a subrogation clause in the Insurance Contract. Insured can not settle with tortfeasor without subrogation by Insurer.

2.
Functions: 

a.
Principle of Indemnity: To avoid Insured from a double recovery by substitution.

b.
Public Policy: To help allocate ultimate financial responsibility to who cause the loss.

3.
2 types:

a.
Equitable subrogation: Legal subrogation by operation of law.

b.
Contractual subrogation: Agreement of the parties.

4.
Rule:

i)
Insurer cannot have subrogation against own Insured. See Mortgage.

ii)
Insured who interferes with Insurer’s subrogation right after suffering loss voids coverage.

5.
Exception: 

If there is Notice to tortfeasor, tortfeasor is not free from subrogation liability which covers Insured.

6.
Argument and consideration in Pre-loss Post-loss:

a.
Whether clear language that prohibits release of tortfeasor in the policy: 
Insurer wants to put it in contract. Thus release of third party after loss is usually prohibited in the policy.

b.
If there is release even though it is interference no matter when it was entered, Insured can argue that if release before loss, Insurer has no actual subrogation rights yet. Exculpatory Clause clarifies this.

c.
Justification:

i)
Exculpatory Clause is not separately negotiated, but is contained in standard form.

ii)
Property Insurer can more precisely risk-classify than Liability Insurer:


ex. Contractor case

C.
Limited Interests:

1.
Mortgage:
a.
History of Mortgage Clause:

i)
Bank wants mortgage paid even if property is lost.

ii)
If straight assignment of right to proceeds from Insured to Bank, problem for Bank since Insurer has all the defense against Insured against General Rule of “no subrogation against own Insured".

iii)
If intentional arson/material misrepresentation, no coverage.

iv)
Bank wants insurance which covers Bank when Insured (= debtor) can not pay.

b. Two alternatives:

i)
Mortgage Clause (= put Bank into additional insured party of Insured‘s insurance.)

ii)
Bank buys another insurance:

(a)
Bank imposes cost to owner (= debtor) by increased interest.

(b)
The same thing as i) in sense owner (= debtor) bears cost.

Practically i) adopted because of administration cost.

c.
Construction of case if Insured intentional wrong/misrepresentation and Insurer paid to Bank:

i)
Policy voids because of wrong/misrepresentation.

ii)
Insurer paid to Bank under Mortgage Clause since it is separate and distinct duty:

(a)
Mortgagor's duty to pay mortgage is not discharged.

(a)
Since Insurer is subrogated, if no mortgage payment, Bank can foreclose.

iii)
Alert that subrogation is permissible against General Rule of “no subrogation against own Insured" because contract was voided.

iv)
Alert that tortfeasor ultimately bear the loss, no matter how constructed.

2.
Leaseholds: 

a.
Issue: whether tenant is covered by landlord’s insurance policy as implied Co-Insured:

b.
Alaska case: By Reasonable Expectation covers tenant unless clear language holding tenant is liable for his own negligence.

c.
As General Rule that Insurer cannot use subrogation rights against Insured, Insurer will price the policy to cover it; cost increase to landlord ultimately goes to tenant.

3.
Real Estate Sales:

a.
If property destroyed during period between execution of contract and transfer of title, mismatched insurance if Insured is not who bears the loss.


cf. At common law, risk to buyer; By Statute and agreement, now mostly to seller.

b.
Under common law situation, popular approach is to hold insurance proceeds as constructive trust for buyer; a kind of buyer as implied Co-Insured.

c.
Since premium is paid to Insurer, no damage to them: This is good for all.

4.
In limited interest cases,

i)
Alert who should pay for loss and whether subrogation right.

ii)
Alert for any windfall Insurer may receive and how court might avoid it.

D.
Exclusions and Exceptions:

1.
Cause of damage in determining coverage:

a.
Really difficult to evaluate the chain of causes

b.
Direct cause or proximate cause; both arguments


2.
How to think if excluded:

a.
If provision ambiguous, Contra Proferentem

b.
If unambiguous but cannot get insurance elsewhere, Reasonable Expectation.

c.
If unambiguous and can get elsewhere,

i)
Still Insured wins under Reasonable Expectation, or

ii)
Insurer wins.

3.
Also think:

a.
Any windfall to Insurer.

b.
Reason for exclusion at 1st place; If good reason like no-independent events, no windfall.

4.
As far as unexpected loss realized, policy is not free of being ambiguous; Insurer always lose against unexpected risk.

E.
Increased Risk:

1.
Tension between Insurer to combat Moral Hazard such as intentional/gross negligence and Insured to get coverage for certain negotiation loss.

2.
Normally expected activities by Insured should be covered (Reasonable Expectation); do not trigger Increase-of-hazard Clause: because Insurer knows it and that’s what's Insured.

3.
Also, normally expected negligent act should be covered because of Foreseeability.

4.
Types:

a.
Increase-of-hazard Clause: increase of risk within control/knowledge of Insured.

b.
Vacant/occupied Clause: temporary vacancy is not “vacant” in legal sense.

ex. Going shopping for 5 minutes

5.
Comparison to Warranty principle:

a.
The same effect.

b
But by Increased-of-hazard Clause, more understandable by Insured by generalizing as increased-risk activities.

6.
Relation between Increase-of-hazard Clause and Vacant clause:

a.
Increase-of-hazard Clause must be within control of Insured. 

b.
Vacant clause need not be within control of Insured. Excluded even if vacant is out of control because Insured must notify or behave reasonably to avoid risk in that case.

F.
Measure of Recovery: “Actual cash value”:

1.
Market Value:

Does not reflect value for Insured. 

2.
Replacement cost less depreciation:

cf.
To ignore depreciation is windfall to Insured; incentive for Insured to destroy property after use; Against Moral Hazard.

a.
Easy to ascertain.

b.
But often result in excess recovery due to inflated cost of replacement.

3.
Broad evidence rule:

Widely accepted.

G.
Coinsurance in Fire and Property Coverage:

1.
If not fully Insured against property, only pay partially for partial loss.

2.
Percentage which cover against partial loss = face amount of policy/full replacement cost of property * 0.8.

3.
Idea:

a.
Total loss of property is less likely than partial loss.

Ex. 1st is $100 more probable than 2d $100

b.
Property insurance is priced per $1000 of property value, and premium rate do not decline the more coverage.

i)
Insured incentive to buy only part of full value.

ii)
Since more likely to suffer partial loss, good protection.

iii)
Reaction as to this: if partial loss, partial coverage.

c.
Possibility is based on loss/ whole value, then, can set policy limit based on percentage to whole? But then, difficulty in evaluating structure annually.

d.
Also note that premium decline do not help the problem: different in probability of losing 1st $25,000 between expensive property and cheap property; Horizontal issue.

e.
If pursue Horizontal issue, 1st $25 must be the same price as the 2d $25, since same probability of loss between $25 to $50 property and $50 to $100 property; then, above problem.

f.
Even though coinsurance clause, problem if property price fluctuates; Originally fully Insured property maybe under insured later; Possible partial coverage.


Insured needs to check whether properly insured.

H.
Business Interruption Insurance:

1.
Usually, insurance for specific plant, otherwise, if cover all business, by shifting operation to other plant and no loss, no coverage.

2.
Determination of loss; to avoid complexity, (pre-fixed) ”valued” insurance exists, a kind of liquidated damage under contract law.

3.
“shall use any equipment to expedite continuance/resumption of business”
Whether Duty to Mitigate loss, or mere Due Diligence:

a.
If Duty to Mitigate, required to use other plants; also, taken into account in determining loss; Otherwise Moral Hazard.

b.
If Due Diligence, required to use only specific plant.

Anyway, other plants in other location has no effect in determining suspension period. 

VII. Health Insurance (1st Party Insurance)

A.
Negligence Action against Insurer:

1.
Whether cause of action for negligent delay in application process:

2.
It is well established that agent has Duty to Act within reasonable time because of the relationship; some court also see it against Insurer though no clear basis for the duty.

3.
Causation test: whether delay prevented Insured from getting insurance elsewhere that would have covered loss which requires a kind of reliance.

B.
History and Problems:

1.
Adverse Selection:

a.
Bluecross/Blueshields:

i)
Community based rating: all-average same premium.


anti-selection spiral

ii)
Low-risker get out for lower rates.

Blues left with very high-risk Insureds with high costs.

Changed and charged based on individual risk (experience rating.)

iii)
But Right to Renewal; still difference in risk and cost within same policy group

Again, low-risker get out and premium go up. 

b.
Employer’s Insurance:

i)
Larger employment groups:

(a)
No worry about age, sex, area: consistent from year to year/

(b)
Also, self-insurance has prevailed by large groups.

ii)
State action of compulsory grouping of small business within community; here, still cost subsidization from low-risker to high-risker.

Get out of it by self-insurance which is not under state insurance regulation: though some fluctuation year by year, better off than cost subsidization.

2.
Health Care Cost:

a.
Another big problem; high inflation in cost:

i)
Technological advance/sophistication.

ii)
Health insurance also developed to cover those treatment.

b.
State reaction etc.:

i)
Quite hard to regulate due to incapability of state staff and limitation of cost.

ii)
Rise of Health Maintenance Organizations etc.

C.
Pre-existing Condition Limitations:

1.
Purpose:

a.
High probability of risk realization:

b.
Avoiding Adverse Selection:

2.
In application, if require to disclose "any symptom diagnosed by Doctor," applicant won't seek treatment.

a.
Often draft policy as "condition that reasonable person would seek treatment", Reasonable Expectation.

3.
Argument for and against excluding any Pre-existing Condition: 

a.
For: Adverse Selection can't exclude "normal" illness that happened to be related to the cause.

b.
Against: Considering purpose of the clause, should not exclude normal illness that do not rise to level of Adverse Selection.

D.
ERISA and Change in Coverage:

1.
Right to regulate employee benefits reserved to Federal Government:

a.
Preemption unless business of insurance which is regulated under state law.  Similar to preemption in antitrust law - Royal Drug 3-part test. See III. D. 1.

2.
Affords certain federal cause of action for improper denial of benefits

3.
But under ERISA, Employer is free to amend/terminate benefit terms

a.
Because of concern as to cost to employer's as long as apply to all employees; no discrimination.

b.
Other consideration:

i)
Small company: costly disease may lead the benefit plan go bankrupt.

ii)
Interference to employer's choice by judiciary.

iii)
Discourage employer from setting self-insurance; or force employer to set very low limit at the outset.

iv)
Flexibility is critical for ERISA.

c.
ERISA can reduce coverage against AIDS:

But possible cause of action under federal/state anti-discrimination acts.

d.
If it were Insurer, Insurer must cover when Insured turned out to be AIDS:

i)
Reverse of Pre-existing Condition: if not pre-existent, Insurer must cover: it's within unexpected risk as far as Insurer price it correctly.

ii)
Insurer cannot reduce/deny coverage: because this is critical whether business of insurance.

(a)
If so, state regulation apply. 

(b)
If not, loose ERISA apply.

(c)
If self-insurance, also free from state regulation.

iii)
But usually, only big Corporation who may spread risk can self-insurance. If small, fluctuation and go bankrupt.

iv)
What happened oddly is small Corporation preferred self-insurance since free from state regulation.

e.
Standard of review for employer benefit plan:

i)
If discretion on Administrator, federal cause of action by ERISA and standard is arbitrary/ Capricious.

ii)
If no discretion on Administrator, state cause of action under state insurance law: Such Contra Proferentem etc. as the state has. 

E.
Cost Containment:

1.
Managed Care; HMOs: (Health Maintenance Organization):
a.
Attempt to minimize health care cost.

b.
But not that cost saving effect since utilization review cost is high.

c.
Difference from traditional insurance:

i)
HMO is more directly cost-sensitive.

ii)
Timing:

(a)
Insurance: Insured pays, thereafter Insurer denies coverage.

(b)
HMO: Pre-review, but no treatment.

2.
Medically Necessary Services:

a.
Policy question: Who should bear burden of expensive medical treatment?

b.
Good argument for Insured:

i)
Language of policy controls unless unambiguous.

ii)
Public Policy:

(a)
Insurer cannot deny Doctor's prescription especially if in danger; hard to 2nd-guess his opinion, so Insurer cannot force that.

(b)
But if Informed Consent procured, argument fails. 

iii)
Reasonable Expectation doctrine:

(a)
Approach from reasonable layperson standard: "reasonably expect that treatment is in best interest of patient and would think that Insurer cover."

(b)
No other insurance cover experimental research.

c.
Though good argument for patient, this ignores cost issue: Like pollution, inconsistent result because tension between insurance law principles and social issue of cost.

3.
Strict Liability/Negligence Standard: Same argument as in Duty to Settle:

a.
If Strict Liability Standard, Insurer pays anyway; matter of choice between:

i)
Charge less, pay less, pay Strict Liability in suit, and

ii)
Charge lot, pay lot, avoid such liability in suit.

Matter of cost-effectiveness among the two.

b.
If Negligence Standard determination by court; matter of Burden of Proof

Not necessarily matter of cost-effectiveness

4.
ERISA aspect:

a.
It is hard to claim federal cause due to freedom for employer though there is room for state insurance law.

b.
If self-Insured, out of scope.

c.
No adequate protection of Insured against denial of coverage.

F.
Coordination of Coverage: Excess Clause:

1.
Purpose: Principle of Indemnity: insurance should cover loss but give no gain.

2.
Method:

a.
Pro rata share: usually based on policy limit.

b.
One as primary and another as excess.

c.
Employer basically bear primary coverage.

3.
Arguments:

a.
Deem it consistent.

b.
Deem it inconsistent and split in the middle.

c.
Look at pricing insurer took and reflect that expectation.

4.
Intent of parties: 

a.
If individual insurance.

b.
But difficult if group insurance, which is based on employee's experience only and not consider any other policy at all.

5.
Subrogation and settlement for less amount:

a.
If judgment establishes full compensation:

Insurer gets back what it paid after allocating legal fee.

b.
If reduced judgment due to comparative fault:


Since Insurer steps into shoes of Insured, Insurer also bears the fault.

c.
If settle for less:


Ex. $100 as loss; $25 paid as insurance; settle for $25 due to P(25%)*L($100)

i)
Argument: 

Treat it as final judgment. = full compensation. [Off-the-top]

->
Insurer gets $25.


Courts often do this way because:

(a)
Easy to handle, and

(b)
Insurer couldn't participate in settlement.

ii)
Why not get pro rata ($25*1/4)? It is unfair to Insured. [Pro rata]

iii)
Another way in case No Notice of settlement to Insurer:

(a)
Void coverage; effect is almost same.

(b)
But not do that since Insurer already paid proceeds due to health insurance system.

iv)
Summary of apportion:

i)
Off-the-top,

ii)
Pro rata,

iii)
Full indemnity for Insured.

G.
Disability Insurance:

1.
Conduct Clause: "not disable if any job”:

a.
Whether straight forward interpretation; or "job that is fitted"

b.
This intended to be exclusive evidence clause; "if got job, it suggest that he is no longer disabled; that is his fitted job."

i)
If Duty to Mitigate provision, Insurer would have paid difference; cannot completely exclude. Against Moral Hazard not to work. 

c.
Court in text did not enforce Conduct Clause since it is against Public Policy:

i)
Nasty choice forced to Insured; no work at all to get coverage (like cutting leg); also against Moral Hazard not to take cure.

2.
Coordination-of-benefits Clause:

a.
Moral Hazard:


Insured’s choice of:

i)
workers compensation, or 

ii)
social security benefits.

b.
Pro-argument for Insured:

i)
Violation of Public Policy: Coverage may unrealistically limited for premium if Insurer engaged in:

(a)
Misleading marketing practices, or

(b)
Substantial economic value. 

ii)
Reasonable Expectation


Insured paid premium for the coverage for workers compensation and social security benefits.

H.
Bad Faith Breach:

1.
General:

No mental distress damage/punitive damage in breach of contract; only in tort actions.

Insurance is commercial setting against unforeseeable happening to life/ personality.

2.
If CGL type, where Insurer defend against 3d party for interest of Insured special relationship of Trust:

a.
Fiduciary Duty such as Duty to Defend, Duty to Settle. 

b.
If breached, not only breach of contract, but also breach of fiduciary duty. So Insured can pursue emotional damage.

3.
If simple 1st party insurance contract, especially punitive damage?

a.
Breach of ordinary contract:

i)
In contract, breach might be good thing because of market change etc.

ii)
That's the bargain, let them do it efficiently without punitive damage.

b.
Breach of Insurance contract:

i)
NOT so in insurance contract; breach is bad thing;

ii)
Party wouldn't do that intentionally (no bargain either) - not matter of compensation, but matter of deterrence.

Iii)
Should have punitive damage as in CGL because destruction of substantial reliance.

4.
Court: Duty of Good Faith and Fair Dealing implied in every insurance contract:

a.
If breach, liability under tort; mental damage included.

b.
Dominant approach today: Not need independent tort claim; mere bad faith is enough.

i)
But some states still require independent tort claim; oppression, fraud, intentional infliction of emotional distress, or malice to be liable for exemplary damage.

� Deductible Clause/Coinsurance also work to reduce Moral Hazard.


� Innocent misrepresentation and unrelated cause of less would result in much higher expectation of coverage. Knowing misrepresentation and related cause of loss would result in much less expectation.


� Matter which Insurer did not ask is that which Insured has much less expectation to the cause of loss.


� Basically state regulation.


� Insurer’s capacity to defend; difficulty of proving a coverage defense.


� Provide unlimited prospective coverage and no restriction coverage at all. There is considerable difficulty in accurately calculating underwriting risks and premiums with respect to perils that typically lead to long tail exposure and in determining precisely when the actuating event occurred. From the standing point of Insured, there is the danger of inadequate coverage in cases in which claims are asserted long after the error or omission occurred.


� From the Insurer’s perspective, the clear advantage in the limitation of liability to claims asserted during the policy period. The limitation of liability enables Insurer to calculate risks and premium with greater precision. Not against Public Policy.


� Insured would be afford reasonable retroactive coverage by the Claims-made policy. Essential trade-off: Relinquishment of prospective coverage in return for retroactive coverage.
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