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SUMMARY

Contra proferentem is an essentially contested canon of construction for
insurance policies. Unquestionably, it applies to ambiguous policies. Nevertheless,
there are three distinct accounts of how and when it applies.

The “Radical Theory” prescribes that contra proferentem is a fundamental
rule which takes precedence over all canons of construction.

Another theory, which we call the “Early and Firmly Theory,” acknowledges
contra proferentem is subordinate to some other canons of construction, but maintains
that it limits them in a pervasive way and is not subordinate to Very many canons.
According to both the “Radical Theory” and the “Early and Firmly Theory,” contra
proferentem is a bright-line rule, and not merely a principle, maxim, guideline, or
slogan.

The “Last Resort Theory” maintains contra proferentem is a subordinate
canon of construction limited by other canons of construction and trumped by extrinsic
evidence.

In this paper we review these theories of contra proferentem and inquiry
whether that canon of construction is further limited by the sophisticated insurance
purchaser exception, as some courts and commentators have recently suggested.

In the end, we consider various theories of contra proferentem in the light

of two recent pollution exclusion cases, and inquire about the relationship between
contra proferentem and the use of dictionaries.
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AMBIGUITY, SOPHISTICATION, AND
THE LIMITED POLLUTION EXCLUSION®

By

Michael Sean Quinn®
H. Michelle Caldwell®

The late industrial age is the era of environmental and ecological crisis.*
Pesticide residues poison the food; pollution-induced holes dissipate the ozone layer;
nuclear contaminations (seemingly) threaten right and left; the planet endures the
hazards of global warming; chemicals taint the groundwater; and Americans produce
hazardous and toxic wastes at alarming rates.” There are perhaps as many as 25,000

The views expressed in this paper are personal to the authors. They are not necessarily the
views of any law firm with which they are associated or any clients that they represent.

2 Partner, Zelle & Larson--Dallas (1983-91); ].D. (University of Missouri-Kansas City, 1980); Ph.D.
(University of Pittsburgh, 1972); B.A. (University of Texas, 1965). Senior Author has
represented some insureds in insurance-related pollution litigation,

3 Law Clerk, Zelle & Larson-Dallas (1990-1991); Associate, Cowles & Thompson--Dallas
(September, 1991); ].D. (Southern Methodist University, 1991); B.A. (Baylor University, 1988).
The Junior Author has assisted the Senior Author in representing insureds in insurance-related
pollution litigation.

About this there is a consensus. There is not a consensus, however, about how to conceive
the fundamental problems, or how to approach them. See D. BORKIN, DISCORDANT HARMONIES
(1990). A. WILDAVSKY, SEARCHING FOR SAFETY (1988). This volume is a general theory of
dealing with risks, including environmental risk. The book has had enormous influence, and
is considered in a variety of points of view in Symposium: Risk, Safety and Capitalism, 27
SOCIETY 4-31 (1989). See also McKibben, The Mountain Hedonist, 38 NEW YORK BOOK REVIEW 29
(April 11, 1991). “We talk in a lazy shorthand when we speak about ‘the environment’ and
‘the environmental movement’ as if there were a single, obvious program for the planet’s
protection. But the environmental movement is far broader and more diverse than any of the
"progressive’ campaigns that preceded it, since no single policy can deal with problems as
diverse in scale and scope as the greenhouse effect and the extinction of the spotted owl, the
pollution along Louisiana’s Cancer Alley and the destruction of the tropical rain forests. No
one expects economists to put together programs, or even philosophies, that simultaneously
increase the market share of Remington razors and redress the global balance of trade. Yet the
environment is a far more complex subject than the economy.” Id.

> H. Hynes, EARTH RIGHT (1990). According to Hynes, the United States creates 450,000 tons
of solid waste a day, and by the year 2000, the amount may reach 530,000 tons per day.
“Today, 80 percent of our waste is buried in landfills....Of the remaining 20 percent of waste
that is not landfilled, 10 percent is recycled and 10 percent is incinerated.” Id. at 47. (Hynes
cannot mean what she says. She must mean that half of the remaining 20% is recycled, while
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dump sites in need of cleanup.® We are apparently living on “environmental
capital.”’ Environmental problems are not only international® in scope, but also
create security problems for individual countries.’

Because, and in the midst, of these problems, society is considering and
debating profound questions.’® How much do our lives have to change in order to
achieve environmental responsibility? What is environmentally and ecologically
required? How much should be invested in cleaning the environmental iniquities of
the past? Who should pay in the first instance? And from where is the money to
ultimately come? Some of these questions are being raised in the courts of our land.

I, INTRODUCTION
From time immemorial, the common law has provided causes of action for
injuries to property, and these remedies can be adapted to environmental problems. ™
Further, the public has demanded, and governments at all levels have mandated, that
the ground be cleansed of the worst of these pollutants. The Comprehensive
Environmental Response, Compensation, and Liability Act (CERCLA), for example,

half is incinerated. Otherwise, she leaves 80% of the remaining 20% unaccounted for.) See
P. BROWN & E. MIKKELSEN, NO SAFE PLACE: TOXIC WASTE, LEUKEMIA, AND COMMUNITY ACTION
(1990) (an epidemiological discussion of the Woburn dispute).

6 Ashley, Representation of the Insurer’s Interest in an Environmental Damage Claim, 1 DEF. COUNSEL
J. (1987). :

7 Fairclough, Global Environmental and Natural Resource Problems~Their Ecomomic, Political and
Security Implications, 14 WasH. Q. 81 (1991).

8 R, BENEDICK, OZONE DIPLOMACY: NEw DIRECTIONS FOR SAFEGUARDING THE PLANET (1991). See
Jasanoff, American Exceptionalism and the Political Acknowledgement of Risk, 119 DAEDALUS 61
(1990).

? Rowlands, The Security Challenges of Global Environmental Change, 14 WASH. Q. 99 (1991).

10 See Burger, Health as a Surrogate for the Environment, 119 DAEDALUS 133 (1990).

11 Perhaps these actions may be adapted only clumsily to the current environmental crisis. See

Ginsberg & Weiss, Common Law Liability for Toxic Torts: A Phantom Remedy, 9 HOFSTRA L. REV.
859 (1981).
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contains broad provisions regulating who shall pay for cleaning up polluted land.*
Many states have analogous statutes.'®

A. Insured v. Insurer
As a result of these statutes, thousands of business entities and persons have

in fact been required to finance CERCLA-mandated environmental cleanups. In their
search for a financial life ring,™ these entities have looked to their liability insurers,
among others. This search is understandable, given the sums of money involved and
the new, very real potential for bankruptcy introduced by environmental liability.'®
Insurers generally have had deep pockets,'® at least before the recent spate of

12

13

14

15

16

The Comprehensive Environmental Response Compensation and Liability Act (CERCLA), 42
U.S.C. §§ 9601-9675 (1982), the Superfund Amendments and Reauthorization Act of 1986
(SARA), Pub. L. 99-499, 100 Stat. 613 (1986) and the Resource Conservation and Recovery Act
of 1976 (RCRA), 42 U.S.C. §§ 6901-6992 (1982), state the federal standards for handling solid
hazardous waste and for cleaning up existing polluted sites. Barr, CERCLA Made Simple: An
Analysis of the Cases Under the Comprehensive Environmental Response and Compensation Liability
Act, 45 BUS. LAw. 923 (1990). Weber, Misery Loves Company: Spreading the Costs of CERCLA
Cleanup, 42 VAND. L. REV. 1469 (1989). See Developments—Toxic Waste Litigation, 99 HARV. L.
REV. 1458 (1986). For an early discussion of RCRA, see Meyer, Compensating Hazardous Waste
Victims: RCRA Insurance Regulations and a Not so ”Super” Fund Act, 11 ENVTL. L. 689 (1981). For
a recent treatment of SARA, see Note, SuperFund Amendments and Reauthorization Act of 1986:
Limiting Judicial Review to the Administrative Records in Cost Recovery Actions by the EPA, 74
CORNELL L. Rev. 1153 (1989). '

In Texas, for example, a Superfund program similar to the federal government’s CERCLA was
commissioned in 1989. Tex. REV. CIV. STAT. ANN. art. 4477-7 (Vernon Supp. 1989). The Texas
Solid Waste Disposal Act provides the necessary financial aid for Texas pollution sites which
do not qualify for Superfund assistance. TExAS ENVIRONMENTAL LAw HANDBOOK 185-187 (D.
Baker, E. Fromm, & C. Holder eds. 1989). This volume is published by the Fulbright &
Jaworski law firm.

See Special Edition on Environmental Law, 44 Sw. L. ]. 1299-1630 (1991). Environmental problems
consume the entirety of the Spring 1991 issue of this journal. It includes articles on efforts to
allocate environmental risk, indemnification for environmental risk, lender liability, and other
problems as well.

Smillie, When Worlds Collide: The Effect of the Bankruptcy Stay on Environmental Cleanup Litigation,
8 TeM. ENVTL. L. & TECH. ]. 77 (1989); Note, Belly Up Down in the Dumps: Bankruptcy &
Hazardous Waste Cleanup, 38 VAND. L. REV. 1037 (1985); Note, Mass Tort Claims and the Corporate
Tortfeasor: Bankruptcy Reorganization and Legislative Compensation Versus the Common-Law Tort
System, 61 TEX. L. REV. 1297 (1983).

But see State Farm Fire & Casualty Co. v. Oliveras, 441 So. 2d 175 (Fla. Dist. Ct. App. 1983)
“The rule that ambiguities in insurance contracts are to be construed in favor of the insured
is not a license for our raiding the deep pocket.” Id. at 178.
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insurance insolvencies. Moreover, we live in an age in which legal remedies are
justified on the basis of distributing risk,"” and insurance markets, if not insurance
coverages, are as broad as life itself.

Commercial liability insurers assert they were taken by surprise by the claims
generated by CERCLA-mandated cleanups (and similar environmental claims), claims
they never intended to insure.'® For one thing, CERCLA was passed in 1980, yet
many insureds are seeking coverage under policies issued before that date. Finding
coverage under a policy issued before the passage of a statute smacks of offensive
retroactivity.”” For another, payments in response to exercises of governmental
police power traditionally were not the sort of claims for which liability insurance
carriers saw themselves responsible.?? For a third, starting in 1973, many insurance
carriers included in their liability policies, first by way of an endorsement and later by
inclusion within the body of the policy, a provision excluding coverage for many types
of events constituting or resulting in pollution.

7 McCarthy, CERCLA Cleanup Costs Under Comprehensive General Liability Insurance Policies:
Property Damage or Economic Damage?, 56 FORDHAM L. REv. 1169 (1988). And see Cheek, Risk-
Spreaders or Risk-Eliminators? An Insurer’s Perspective on the Liability and Financial Responsibility
Provision of RCRA and CERCLA, 2 VA. J. NATURAL RESOURCES L. 149 (1982). See also Gillespie,
Insurers’ Liability Under CERCLA: Shifting Hazardous Waste Site Cleanup Costs to the Insurance
Industry, 31 WasH. U.]. Urs. & CONTEMP. L. 259 (1987). Finally, for a general account of the
relationship between the risk distribution theory of torts and insurance law, see Priest, The
Current Insurance Crisis and Modern Tort Law, 96 YALE L.J. 1521 (1987).

18 Abraham, Environmental Liability and the Limits of Insurance, 88 COLUM. L. REV. 942 (1988);
Comment, Insurance Coverage for Hazardous Waste Cleanup: The Comprehensive General Liability
Insurance Policy Defined, 39 CATH. U.L. REV. 195 (1989). See also Freeman, Tort Law Reform:
Superfund/RCRA Liability as a Major Cause of the Insurance Crisis, 21 TORT & INs. L.J. 517 (1986);
Jernberg, Insurance for Environmental and Toxic Risks: A Basic Analysis of the Gap Between Liability
and Coverage, 34 FIC Q. 123 (1984). For a very brief summary of the issues, see Crisham &
Davis, CGL Coverage for Hazardous Substances Clean-Up, FOR THE DEFENSE 21 (March 1988).

19 Abraham, supra, at 957-59.

2 For a general discussion of the “as damages” issue, see Quinn’s contribution to Carison, et al,
Toxic and Hazardous Substances and Environmental Law: Annual Survey, 26 TORT & INs. L.J. 421,
SIIT.A. at 436-38 (1991), and see Quinn’s contribution to Toxic and Hazardous Substances and
Environmental Law: Annual Survey, 25 TORT & INs. L.]. 487, SIIL A. at 505-09 (Black ed. 1990),
which also concerns the “as damage” issue.
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B. Limited Pollution Exclusion: Exposition

The starting point for understanding any pollution exclusion, however, is the
insuring agreement. After 1966, the insuring agreement of the Comprehensive
(subsequently, Commercial) General Liability Insurance policy read as follows:

The Company [i.e., the insurer] will pay on behalf of the insured all
sums which the insured shall become legally liable to pay as damages
because of bodily injury or property damage to which this insurance
applies, caused by an occurrence . . . [And an ‘occurrence’ is defined
as] an accident, including injurious exposure to conditions, which
results, during the policy period, in bodily injury or property damage
neither expected or intended from the standpoint of the insured.

In order to remove (at least some) pollution events from the scope of the insuring
agreement, the following exclusionary language was frequently used after 1973:

[This policy] does not apply to bodily injury or property damage
arising out of the discharge, dispersal, release or escape of smoke,
vapors, soot, fumes, acid, alkalis, toxic chemicals, liquids or gases,
waste materials or other irritants, contaminants or pollutants into or
upon land, the atmosphere or any watercourse or body of water; but
this exclusion does not apply if such discharge, dispersal, release or
escape is sudden and accidental.®

This language is frequently called the “limited” or ”qualified” pollution exclusion.”
What makes it “limited” or “qualified” is the “sudden and accidental” exception to the
exclusion in the last independent clause of the paragraph. In contrast, an “absolute
pollution exclusion” utilizes some of the above language, but omits the “sudden and
accidental” exception, thereby (arguably) absolutely excluding coverage for allincidents

21 Fora comprehensive and extremely interesting discussion of this general kind of language, sez
Alistate Ins. Co. v. Freeman, 432 Mich. 656, 443 N.W.2d 734 (1989) (case considers lability
aspects of a homeowner’s policy, but language is substantially identical). See also Abraham,
”Second Generation” Issues in Environmental Liability Insurance Litigation, 3 ENVTL. CLAIMS J. 309
(1991).

2 Note, The Pollution Exclusion Clause Through the Looking Glass, 74 GEO. L.J. 1237, 1251-53 (1986).
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of pollution. The limited pollution exclusion has been universally replaced by the
absolute pollution exclusion.”

C. Limited Pollution Exclusion: View of Insureds

There is tremendous economic pressure onr insureds to suggest that the
”sudden and accidental” language includes whatever pollution events for which they
are (potentially) liable and, hence, that these events are within the coverage of the
policy. Insureds have relied on two principal arguments. First, they suggest the
limited pollution exclusion is ambiguous and, hence, must be construed in their
favor.? (This we entitle the ”Ambiguity Argument.”) Second, insureds have argued
that the insurance carriers “hoodwinked” state regulatory agencies and the public in

3 The text of a broadly used absolute poilution exdusion is as follows:

10§ "Bodily injury” or “property damage” arising out of the actual, alleged or
threatened discharge, dispersal, release or escape of pollutants:

{a) At or from premises you own, rent or occupy;

(b) At or from any site or location used by or for you or others for the
handling, storage, disposal, processing or treatment of waste;

{c) Which are at any time transported, handled, stored, treated, disposed
of, or processed as waste by or for you or any person or organization for
whom you may be legally responsible; or

(d) At or from any site or location on which you or any contractors or
subcontractors working directly or indirectly on your behalf are

performing operations:

(i) if the pollutants are brought on or to the site or location in
connection with such operations; or

(i) if the operations are to test for, monitor, dean up, remove,
contain, treat, detoxify or neutralize the pollutants.

2 Any loss, cost, or expense arising out of any governmental direction or request
that you test for, monitor, clean up, remove, contain, treat, detoxify or
neutralize pollutants.

Pollutant means any solid, liquid, gaseous or thermal irritant or contaminant, including
smoke, vapor, soot, fumes, acids, alkalis, chemicals and waste. Waste includes
materials to be recycled, reconditioned or reclaimed.

24 Chesler, Rodburg, & Smith, Patterns of Judicial Interpretation of Insurance Coverage for Hazardous
Waste Site Liability, 18 RUTGERS L.J. 9 (1986).
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obtaining approval for the limited pollution exclusion in the 19705, by tricking them
into believing the “sudden and accidental” language of the limited pollution exclusion
meant no more than (and indeed repeated) the “expected or intended” language
commonly found in the insuring agreement of comprehensive general lability
policies.” (This we style the “Argument from Treachery.”)

The purpose of this paper is to examine the nature and soundness of the
Ambiguity Argument. We critically explicate the meaning, scope, and limits of the
legal norms™ regulating the construction of (possibly) ambiguous insurance policies.
In so doing, we examine the doctrinal and jurisprudential foundations of those norms.
This inquiry is perfectly general and rather abstract. It applies to any insurance policy
which is purportedly ambiguous. On this basis we analyze the Ambiguity Argument.
In the end, we apply these norms of construction, correctly understood, to the limited
pollution exclusion and consider some recent case law.”

D. Ambiguity Argument
The Ambiguity Argument appears to be simplistic itself. As befits any self-

respecting syllogism, it has two premises and a conclusion:

(P1) All ambiguities in every policy of insurance are to be resolved in favor of
the insured.

(P2) The words of the phrase “sudden and accidental” in the limited pollution
exclusion are ambiguous. _

% Chesler & Harris, What the Insurance Industry Now Says the Pollution Exclusion Clause Means, 5
MEALEY'S LITIG. REP.: INSURANCE 20, 22 (1991). “If the insurance industry attempted to
hoodwink its regulators and customers by charging premiums for non-existent coverage, it
should not now complain that the attempt failed.” Id. at 22.

% In using the term “norm,” we are adopting the nomenclature of the great legal scholar, Hans
Keisen. He used the term “norm” to refer to any sort of legal prescription. H. KELSEN, PURE
THEORY OF Law 4ff, 30ff (1967). We distinguish several types of legal norms. For a discussion
of Kelsen'’s theories, see H. HART, ESsAYs IN JURISPRUDENCE AND PHILOSOPHY 286-342 (1983).
For another instructive discussion see, Golding, Kelsen and the Concept of ‘Legal System,” MORE
EssAYs IN LEGAL PHILOSOFHY 69 (R. Summers ed. 1971). See also W. READ, LEGAL THINKING:
ITs LIMITS AND TENSIONS 55 ff (1986).

2 We are not concerned with the Argument from Treachery in this paper.
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(C) The phrase “sudden and accidental” is to be construed in favor of the
insureds.

If the phrase “sudden and accidental” is ambiguous, then the scope of the limited
pollution exclusion is substantially constricted. If the phrase “sudden and accidental”
is construed in favor of the insureds, then the exemption to the exclusion is expansive
and coverage is increased.

The correct view of the matter, however, is rather more complicated than the
Ambiguity Argument suggests. That Argument is not only technically fallacious,”
but--more interestingly--both of its premises are defective: the problems with (P1)
derive from the fact that it is ambiguous itself and not the law, while the falsity of (P2)
derives from its dependence upon implicitly presupposed but faulty semantics.

. THE CONTRA-INSURER AMBIGUITY NORM
Axiomatically, if a written contract contains ambiguous language, thatlanguage
is interpreted to the benefit of the offeree of the contract, at least where the offeror is
also the drafter of the language. This is frequently called “Contra Proferentem,””
and it (or one of its variants) is especially strong when applied to contracts of
insurance.®

28 The fallacy is this: P2 refers to the words in the phrase “sudden and accidental,” whereas C
refers to the phrase “sudden and accidental.” It is technically the fallacy of equivocation, since
P2 refers to one thing, while C refers to something else. The fallacy can be corrected, but the
argument becomes more complex, and more of an enthymeme than a simple syllogism. What
is needed is an argument that the phrase “sudden and accidental” has no meaning by itself,
but receives its meaning solely from the three words which make up the phrase. Obviously,
there are many phrases which are (organically) greater than, or even different from, the sum
of their parts. The phrase “arbitrary and capricious” is like this.

2 The rubric “Contra Proferentem” derives from the longer phrase “verba fortius accipiuntur contra
proferentem,” which literally means "words are to be taken most strongly against him who uses
them.” BLACK'S LaAw DICTIONARY 1728 (4th ed. 1968). However, a two-word phrase has taken
on a life of its own and may be considered a legal term of art. B. GARNER, A DICTIONARY OF
MODERN LEGAL USAGE 151 (1987). “{Tlhe name of the doctrine that, in interpreting documents,
ambiguities are to be construed against (unfavorably to) the drafter.” Id. at 151. See D.
WALKER, THE OXFORD COMPANION TO LAW 283 (1980). See also BLACK'S LAW DICTIONARY 393
(4th ed. 1968).

30 137]. APPLEMAN, INSURANCE LAW AND PRACTICE §7426, et passim (1976), 2 G. CoucH, CoucH

ON INSURANCE 2d §15:74 £f (Rev. ed. 1984); E. IVANY, GENERAL PRINCIPLES OF INSURANCE LAW
362 (Sth ed. 1986).
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The general jurisprudence of insurance®™ and the law of almost™ every
American jurisdiction contains the following legal norm:

Ambiguities in insurance policies are to be construed against the insurer. 33

This Contra-Insurer Ambiguity Norm ("CIAN”} is the subject of substantial discussion.
Ambiguities in insurance policies are certainly a source of difficulty. Indeed, an
insurer’s deliberate insertion of a known ambiguity in an insurance policy may
constitute actionable insurer bad faith.** But, how should CIAN be understood?
And how should it be evaluated?

A. Criticism

Keeton and Widiss say in their influential text, for example, that, although the
doctrine is well recognized, it is subject to unprincipled application and should be
replaced:

3 This happy phfase comes from Qwens-lllinois, Inc. v. Aetna Casualty & Surety Co., 597 F.
Supp. 1515, 1521 (D.C. 1984).

32 New Hampshire first adopted the contra-proferentem rule for insurance policies in 1980.
Trombly v, Blue Cross/Blue Shield, 423 A.2d 980, 984 (N.H. 1980). See Comment, Insureds
Versus Insurers Litigating Comprehensive General Liability Policy Coverage in the CERCLA Arena, 43
Sw. L.J. 969 (1990). “Maryland is the only state ‘that does not follow the ambiguity rule
because Maryland courts do not consider insurance policies to be contractions of adhesion.”
Id. at 975 n.45.

3 This prescription could be called the “Contra-Insurer Norm of Construction” or “Contra-Insurer
Ambiguity Norm.” We use the term “construction” as the noun formed from the verb
“construe.” We use the term “construction” to mean any regular, systematic procedure by
means of which people try to understand discourse. Thus, the construction of a written
instrument is the attempt to understand it. The law provides rules for proceeding with this
endeavor. We use the term “construction” in preference to the term ” interpretation” because
the term “interpretation” in some legal quarters means an attempt to understand written
discourse by means of determining the intent of the parties. There are huge controversies in
the law over whether all construction is necessarily interpretation, in this narrow sense. If we
were writing for a European audience, we eliminate this ambiguity and use the term
“hermeneutic.” That term sounds exotic to the ears of American lawyers, however.
INTERPRETING LAW AND LITERATURE: A HERMENEUTIC READER (S. Levinson & S. Mailloux eds.
1988). It is amusing that some techniques of construction are now called “deconstruction.”
Balkin, Deconstructive Practice and Legal Theory, 96 YALE L.]J. 743 (1987). See A. ALTMAN,
CRITICAL LEGAL STUDIES (1990). See also C. NORRIS, THE DECONSTRUCTIVE TURN (1983).

Alexander & Alexander, Inc. v. Rose, 671 F.2d 771, 777 (3d Cir. 1982).
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[NJumerous judicial opinions that predicate the resuit, on the theory
of resolving an ambiguity against an insurer in situations which clearly
appear to be beyond what seem to be the reasonable bounds for
applications of the ambiguity theory.®

Later these distinguished authors elaborate:

The principle of resolving ambiguities in a contract against the
drafter increasingly has not been an adequate explanation of or
justification for the results in many of the appellate decisions that
clearly seemed to press beyond the reasonable scope of the ambiguity
principle. . . .

Judicial decisions that strain a reader’s credulity in regard to
existence of an ambiguity not only create an impression of
unprincipled judicial prejudice against insurers and the insurance
industry, but also produce confusion and uncertainty about the nature
and extent of judicial regulation of contract terms.

Keeton and Widiss argue for the doctrine of reasonable expectations as a replacement
for CIAN, and not just an alternative approach.*® Courts have not replaced CIAN
with the doctrine of reasonable expectations; rather, they have used the doctrine of
reasonable expectations as a supplement to the contra-insurer ambiguity norm, or they
have used the doctrine of reasonable expectations as a principle or a maxim with which
to justify CIAN.

Most insurers fear the doctrine of reasonable expectations. This fear might or

might not be justified.¥ (Many insurers believe the docirine of reasonable

36

37

R. KEETON & A. WiDIss, INSURANCE Law 629 (1988).

Interestingly, New Hampshire adopted the doctrine of reasonable expectations before it
adopted CIAN, using the latter as a supplement to the former. Trombly v. Blue Cross/Blue
Shield, 423 A.2d 980, 985 (N.H. 1980). See Hancock Laboratories v. Admiral Ins. Co., 777 F.2d
520, 523 n.5 (9th Cir. 1986).

AU Ins. Co. v. Superior Court [FMC--REAL PARTY IN INTEREST], 51 Cal. 3d. 807, 274 Cal.
Rptr. 820, 831, 839, 799 P.2d 1253 (1990). Courts have found all sorts of ramifications in the

doctrine of reasonable expectations. The lowa Supreme Court for example, has held that
standardization makes the insurance contract product-like and therefore subject to implied
warranty of fitness for its intended purpose. C & [ Fertilizer, Inc. v. Allied Mut. Ins Co,, 227
N.W.2d 169, 177-179 (Jowa 1975). On the whole, insurers regard this sort of result as
dangerous nonsense. They would also be concerned about whether there was an implied
warranty of merchantability and whether some analog of strict liability for product defects also
governed insurance policies. But see Comment, A Critique of the Reasonable Expectations Doctrine,
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expectations led directly to the continuous trigger doctrine in asbestos, and similar
cases.® Liability insurers, by and large, detest the continuous trigger doctrine.)

Some commentators have even expressly rejected CIAN without reference to
the doctrine of reasonable expectations.” One author argues that the CIAN is
economically inefficient because it makes it impossible for insurers to define insurance
risks precisely and to group common risks. In addition, CIAN creates undiversifiable,
secondary, “{jluridical risk,” which inevitably lead to overestimation of premiums.*
The author also suggests the ambiguity doctrine confers an “inordinate amount of
discretion” on courts, since all language is arguably ambiguous.”*

The Note just cited suggests that courts use modern contract law as a
substitute for the ambiguity doctrine. The author points out modern contract law has
a number of protective devices that were unknown when the ambiguity doctrine was
first devised in the 18th and 19th centuries, particularly unconscionability and
justifiable reliance.” The Note author argues at some length that the canons of
construction set forth in the RESTATEMENT (SECOND) OF CONTRACTS are
sufficient to protect insureds.*

The Note criticizes what we call the Early & Firmly Theory (“EFT”). The
position of the Note is very much like that of what we will call the Last Resort Theory
(“"LRT”), but the LRT does not contain the radical-sounding rhetoric of the Note.
- Thus, we are in substantial agreement with the Note’s princpal conclusions.

Whether or not these commentators are correct in their critique of CIAN, it is
unlikely that many courts will abandon it.** Furthermore, before a deeply embedded

56 U. CH. L. Rev, 1461 (1989).

3 Keene Corp. v. Insurance Co. of N. Am., 667 F.2d 1034, 1041 (D.C. Cir. 1981), re’s denied, 456
U.S. 951 (1982).

¥ Note, Insurance as Contract: The Argument for Abandoning the Ambiguity Doctrine, 88 CoLuM. L.

REV. 1849 (1988).
90 M. at1862.
1 1. at 1863.
2 4. at1871.

B 14, at 1867-68.

#  Arizona has adopted the Keeton critique, and it has adopted § 211 of the RESTATEMENT
(SECOND) OF CONTRACTS (1981). Darner emphasizes the continuity between general contract
law and insurance law. The Darner court was attempting to strike a balance between intricate
faith and fairness in a commercial system where standardized contracts reign in the legal
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norm like CIAN is abandoned, it needs to be understood correctly. Such an
understanding, however, requires asking a number of fundamental questions, some
of which are quite abstract. What does CIAN amount to? Does it have a canonical
formulation? What is its domain? What is its strength? What is its scope? What is
its force? How powerful is it? How deeply is the norm embedded? What kind of
norm is CIAN? Is it a rule, a prindple, a maxim, or a mere slogan? What are its
inherent exceptions? How is it related to other norms? What are its doctrinal
justifications? What theory can specify this vague, yet highly complex norm. What
theory best explains CIAN?

B. Dimensions of Legal Norms
In order to discuss the dimensions of CIAN, we need to elucidate certain terms

and concepts and talk generally about some aspects of legal norms. While it is
unusual to develop such general categories in a tizspical legal essay, this is a condition
precedent to a non-partisan discussion of CIAN.

Some legal norms are expressed in many alternative ways, while others are
stated again and again in relatively fixed verbiage. A norm has a canonical
formulation when its wording is relatively fixed. Nisi prius courts rely on canonical
formulation more than courts of last resort, while intermediate appellate courts are
somewhere in the middle. Generally, although not invariably, to the extent courts rely
on canonical formulation, they approach the problem at hand less flexibly and less
creatively than otherwise.

The breadth of a norm is determined by its domain. To talk about the domain
of a legal norm is to talk about that to which it applies. The central step in
determining the domain of a norm is to define its key terms. A legal norm ranges
over (and regulates) that which is referred to by the substantive terms in the norm.
A legal norm can be no broader than its domain. Every norm has an explicit domain
and an implicit domain. The explicit domain of a norm is that which can be
determined from the words and concepts utilized in the norm itself. Obviously, to the
extent that a norm lacks a canonical formulation, the explicit domain of a norm may
be somewhat variable. The implicit domain of a legal norm is determined by watching
what the courts are doing with the norm. Courts apply some norms expansively,
others constrictively. Thus, implicit domains are inferred from the behavior of
authoritative norm appliers. What is the domain of CIAN? The broadest domain it

regime where there is a “temptation to create ambiguity or invent intent in order to reach a
result.” Darner Motor Sales, Inc. v. Universal Underwriters Ins. Co., 140 Ariz. 383, 682 P.2d
388, 399 (1984).

45 Robert Chesler, for example, has called for nonpartisan discussion of contra proferenterm.
Chesler & Harris, What the Insurance Industry Now Says the Pollution Exclusion Clause Means, 3
MEALEY'S LITIGATION REPORTS: INSURANCE 20, 22 (January 8, 1991).
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could have is all terms of all insurance contracts and all insureds. Is CIAN’s domain
that broad?

The scope of a norm refers to whether it is universal or particular. Universal
norms begin with the words all,” or “no,” whereas particular norms begin with words
like “some.” Particular norms may be either extensive in their scope or quite
restricted, depending upon whether the term “some” ranges over “many” (or even
“most”) or merely “a few.” Similarly, a universal norm in reality may be quite narrow
if it covers all entities in a certain domain, but the domain itself is quite narrow. Thus,
the non-legal norm “No duckbill platypuses should be eaten raw” is universal in its
scope, but quite narrow. Every norm has an explicit scope and an implicit scope. The
explicit scope of the norm can be determined from the wording of the norm itself, as
discussed above. The implicit scope of the norm refers to what courts are doing with
the norm. Thus, a norm might have a universal explicit scope, but a particular implicit
scope, if the courts are applying it selectively.

To ask about the strength of a norm is to ask about two things. First, one may
be asking whether (and the extent to which) a norm is defeasible, i.e., susceptible to
being overridden (defeated) by other norms. In general, the strength of a norm is
inversely proportional to the number of other legal norms which can defeat or override
it. When one norm is defeated by another, that norm is subordinate to the other.
Second, one may be asking about the influence the norm has on others. For example,
one norm can limit another without actually defeating it. Limitation may be express
or implicit. When one norm expressly limits another, one constitutes an exception to
the other. Implicit limitation occurs when one norm permeates the other and
constitutes a constraint on how firmly and how broadly that norm is applied.
Limitation by permeation is another form of subordination.

The force of a norm refers to how strong its prescriptive term is. Terms vary
in their force from “have to” down to “might be a good idea to.” “Have to” norms are
duty norms. “You must do this.” Whereas the latter type are advice-giving norms:
“It would really be a good idea for you to do such and such.” Of course, most legal
norms are duty norms; statutes are, perhaps, the paradigm of a duty norm.
Nevertheless, there are many advisory norms. For example, there is much
accumulated wisdom on how judicial discretion ought to be exercised, but this
prescriptive wisdom does not rise to the level of “have to,” since no rights are viclated
even if a judge chooses at different times to exercise his discretion differently.*
Norms have explicit force and implicit force. Thus, a norm may be formulated in such
a way that its force is “have to,” but the courts might apply that norm differently. If
so, then the norm’s implicit force differs from its explicit force. The implicit force of
a norm can frequently be influenced by the fact that the norm in question is permeated
by some other norm.

%  This is true so long as he does not abuse his discretion.
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The power of a legal norm differs from both strength and force. Some norms
are important not because they are virtually indefeasible (strong), or because their
domain is quite large, or even because the prescription is a “have to,” but rather
because they are at or near the center of a cluster of legal norms, a body of legal
doctrine, or a significant legal theory. Thus, a requirement of due process is a
powerful legal norm because it is at or near the center of our constitutional
jurisprudence. Powerful norms are also protean, because they generate other norms,
take many forms, and transform the significance of legal situations. Hence, genuinely
powerful norms seldom have canonical formulations. Powerful norms frequently
permeate other norms and implicitly limit them. Powerful norms may also defeat
other norms, but there is sometimes more power in permeation than there is in
confrontation and defeat. Norms which are not powerful are to be found toward,
near, or at the fringe of a set of rules of a body of doctrine. To the extent that legal
prescriptions are fringe norms, they tend to be less important and less generative.

The embeddedness of a legal norm refers to its significance in the legal history
of a jurisdiction. If a legal norm constitutes an integral and venerable part of the legal
tradition of a jurisdiction, then the norm is deeply embedded. Deeply embedded
norms are referred to often. Norms which are not cited often or which do not
otherwise play a generative influential role in the legal tradition of a jurisdiction are
only superficially embedded or merely anomalous. In a perfect world, legal norms
would be no more deeply embedded than required by their justifications. However,
the world is not perfect, so legal norms are sometimes more deeply embedded than
is vindicated by the doctrines which support them.

Legal norms come in many forms. Legal rules are generaily clear cut, bright-
line norms, and subject to lists of exceptions knowable in advance.” There are clear
criteria for the applicability of legal rules. Legal principles in contrast, are broader,
vaguer (perhaps fuzzier) and not subject to exceptions knowable in advance.® A
legal maxim is a very broad, open-ended legal norm usually not very forceful, but
often quite powerful. Maxims provide guidance for lawyers and judges, but no more
than guidance.? (Hence, they are frequently not forceful.) Finally, some legal norms

7 R, DWORKIN, TAKING RIGHTS SERIOUSLY 22-26 (1977). In this sense, speed laws, requirements

for valid wills, appellate timetables and the like are all legal rules.

4 14, at28-31. See R. DWORKIN, Laws EMPIRE (1986). Dworkin gives a famous example of what
he describes as a principle: “No man shall profit from his own wrongdoing.” Id. at 23. This
legal principle, unlike a legal rule, applies in some areas and not in others, although it cannot
always be known in advance when it will apply and when not.

%9 The Bill Murray character in Ghost Busters explicitly draws the distinction between rules and
guidelines in a famous scene with a monster near the end of the film. Perhaps the most
famous set of maxims are the “maxims of equity.”
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are not even maxims, but more like calls-to-arms or hortatory urgings and so forth.
These should be called slogans.™

The relatedness of a legal norm refers to how it is connected to other legal
norms. Relatedness is a continuum concept. At one end, some legal norms stand
alone; at the other end are norms which are discrete but (tightly) nested and norms
which interpenetrate, and which are not, therefore, really discrete. These are the
norms mentioned earlier which permeate one another. A nested norm is closely and
systematically related to a lot of other norms. This nesting may be chaotic, as when
there is no particular sequence in which a group of norms must be applied; other
nestings are ordered. This occurs when there is a sequence in which related norms
are applied.

The justification of a norm is to be found in the considerations used to justify
the norm. Those legal docirines may be other norms. For example, rules are
frequently justified by more powerful rules, or by principles, or by powerful maxims.
On the other hand, legal principles are sometimes justified by reference to elements
of public policy,” by reference to community morality, by reference to substantive
moral principles,” and by matters of economic efficiency.® In general, both the
strength and power of legal norms are related to their justifications. Legal norms are
no stronger than, and no more powerful (and, hence, no more subject to extension)
than their doctrinal and jurisprudential justifications.

The legal theory of a norm constitutes a systematic articulation of all of the
aforementioned factors. But what is the correct theory of CIAN? In our view, the
jurisprudence of insurance law has never developed such a theory of CIAN, or other
interpretive norms. This paper is a preliminary step in that direction.

C.  Ambiguity

No matter how CIAN is understood, it has quite a broadly used domain.
Indeed, the term “ambiguity,” used in CIAN’s formulation, is itself ambiguous.

50 The nom “No taxation without representation” comes to 'mind, as does “All men are created
equal,” and “one man, one vote.”

51 M, EiSENBERG, THE NATURE OF THE COMMON LAW 26-33 (1980).

52 14, at 21-24.

3 M at 14.

3 R. POSNER, ECONOMIC ANALYSIS OF THE LAW (3d ed. 1988). But see Markovits, Legal Analysis and
the Economic Analysis of Allocative Efficiency, 8 HOFSTRA L. REV. 811 (1980). Markovits rejects what
he calls “Posner's hypothesis that the economic analysis of allocative efficiency (or wealth in

Posner’s terms) provides a reliable algorithm for defining common law rights.” Id. at 811. See
Non-Posnerian Law and Economics Symposium, 12 HAMLINE L. Rev. 195-410 (1989).
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According to the general jurisprudence of insurance, and virtually all jurisdictions,
CIAN applies not only to ambiguities, literally--linguistically--understood, but also to
unclarities, vagueness, obscurities, and doubts of all sorts.” Legal ambiguities are
‘judged from the point of view of the layman.*

Literally, an ambiguous word is a word with more than one distinct meaning,”
more than one distinct sense, or “can be construed in two, or at least two, quite
different ways.”® In contrast, a term is vague when its boundaries are not clear.”
The term is nebulous when its meaning is so completely hazy that it is difficult to pick
out even paradigms of the term. On the other hand, a term is abstract when it seems
conceptually crystal clear but it is difficult to determine to what it refers. A term is
multi-dimensional where there are several related themes weaving their way through
the meaning of the term, even though the term does not have difference senses.
When the problem of multi-dimensionality is acute, the term is obscure. The law
refers to all these features as “ambiguity”; thus, “legal ambiguity” is broader than
“linguistic, [or, “real”] ambiguity.” Thus, CIAN itself contains ambiguous language.

The term “ambiguity” in CIAN is ambiguous for another reason. Sometimes
CIAN appears to refer to entire instruments as ambiguous, while at other times it
appears to refer only to ambiguous terms. An instrument is said to be ambiguous
whenever it is susceptible to alternative, inconsistent reasonable constructions. We
postulate that every ambiguous instrument must contain doubtful language. (Doubts
about the language of an insurance policy might arise from inconsistent usage, or from
contradictory endorsements, just as well as ambiguity, vagueness, or obscurity.)

Ambiguity may derive from diverse sources. Terms are semantically ambiguous
if it is impossible in any context to determine which of its several meanings were

55 Friedman v. Virginia Metal Prod. Corp., 56 So. 2d 515 (Fla. 1952). The statement in the text is
completely uncontroversial, and true in all jurisdictions we know of. It would be impossible to
document this matter thoroughly without a treatise length study. Therefore, we have opted to
collect citations on a more or less random basis for uncontroversial propositions. We try to
make it clear from the context when we are documenting something which is peculiar to a given
jurisdiction or otherwise subject to limitation.

3 Allstate Ins. Co. v. Clemmons, 742 F. Supp. 1073, 1075 (D. Nev. 1990).

57 5. ENGEL, WITH GOOD REASON: AN INTRODUCTION TO INFORMAL FALLACIES 57 (4th ed. 1990).
The word “bank” is a paradigm of ambiguity, since it has three quite distinct meanings.
Another example of an ambiguous term is “learned.” This term is even pronounced differently,

depending upon what it means. Other ambiguous terms are: “bum”, “tramp”, “reason”. A.
FLEW, THINKING STRAIGHT 58-59 (1977).

58 A. FLEw, THINKING STRAIGHT 70 (1977).

59 J. CEDERBLOM & D. PAULSEN, CRITICAL REASONING 72 (2d ed. 1986). Flew, cited in the previous
note, denounces the elision between vagueness and ambiguity, 70-71 (1977).
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intended.” In the sentence “Watch out for banks,” the term “bank” is semantically
ambiguous. The term is syntactically ambiguous if its meaning is rendered doubtful
as the result of word order or sentence structure.®’ Thus, the command “Help blind
people,” is syntactically ambiguous. A term is rendered pragmatically ambiguous
when its meaning is in doubt as a result of a conflict between what is said and the
fundamental purposes of speaking at all. In the insurance context, policy language is
pragmatically ambiguous when a possible construction (and meaning) would eliminate
or vastly constrict coverage, whereas the purpose of the insurance policy is to grant
coverage.®* Finally, terms can become ambiguous as a result of the structure of the
document in which they appear.® Thus, in every insurance policy which is
inconsistent, some term will be structurally ambiguous.* One wonders if courts do
not implicitly treat differently ambiguities with different sources.

D.  Dimensions of CIAN

Any complete theory of legal construction implicitly presupposes an account of
the various dimensions of the contra-insurer-ambiguity norm, as well as the norms to-
which it is related. Every theory of insurance contract construction will (at least
implicitly) have an account of the canonical formulation of CIAN, if any, plus a theory
about CIAN’s strength, its scope, its domain, its force, its power, and its
embeddedness; whether it is a rule, a principle, a maxim, or a slogan; and a theory on
its relatedness and its justifications: in short, the legal theory which best explains it.
Different accounts of the nature of CIAN disagree precisely in how to analyze the
various dimensions of CIAN. For example, some theories about how to construe
insurance policies hold that CIAN is a very strong and powerful norm, virtually
constituting a bright-line rule. (Here stands what we call the “Radical Theory” (“RT")
and the EFT.) Other theories suggest CIAN is neither strong, nor powerful, nor a
rule. (Here stands what we dub the “LRT.”)

In every theory of construing insurance policies, however, CIAN is justified on
the grounds that insurance is a sophisticated financial market in which insurers have
a virtual monopoly on insight. It therefore seems rational that risks arising out of

€ M. BEARDSLEY, PRACTICAL LOGIC 39 (1950).
61 14, at 40.

82 The dominant purpose of insurance policies is the provision of indemnity. Owens-Illinois, Inc.
v._Aetna Casualty & Sur. Co., 597 F. Supp. 1515, 1521 (D.C. 1984). Ser Keene Corp. v.
Insurance Co. of N. Am., 667 F.2d 1034, 1041 (D.C. Cir. 1981), reh’g denied, 456 U.S. 951 (1982).
(Keene specifically discusses pragmatic ambiguity, although not in quite those terms.)

6 Boeing Co. v. Aetna Casualty & Sur. Co., 113 Wash. 2d 869, 784 P.2d 507, 520 (1990) (dissenting
opinion).

% Inconsistency is not the only source of structural ambiguity, of course.
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doubtful language should be allocated to the insurers.”” This policy argument is
bolstered by the fact that most insurance policies are drafted by insurers and that
insurance contracts tend to be viewed as contracts of adhesion.® Historically,
commentators suggested the terms of insurance contracts were not subject to
negotiation, insurance contracts were presented on a take-it-or-leave-it basis, and the
insurance market was generally a mass market.

65 Claussen v. Aetna Casualty & Sur. Co., 676 F. Supp. 1571 (5.D. Ga. 1987), rev’d on oiher grounds,
888 F.2d 747 (11th Cir. 1989). Ser Gaunt v. John Hancock Mut. Life Ins. Co., 160 F.2d 599, 602
(2d Cir. 1947), cert. denied, 331 U.S. 849 (1947). “[T}he canon contra proferentem is more
rigorously applied in insurance than in other contracts, in recognition of the difference between
the parties in their acquaintance with the subject matter. A man must indeed read what he
signs, and he is charged, if he does not; but insurers who seek to impose upon words of
common speech an esoteric significance intelligible only to their craft, must bear the burden of
any resulting confusion.” Id. at 602 (a Learned Hand opinion). See also Frazier v. Frazier, No.
1588 (Ohio App. 1990) (1990 Westlaw 34261). “All insurance policies are issued with the idea
that the return on the premium and investments will exceed the anticipated losses. The
premium charged is based on the company’s calculation of the anticipated risk. The premium
is paid on the basis of the policyholder’s expectation of anticipated coverage. [CIAN], in effect
holds that the language of an insurance policy is predictive. That is, the policy language is an
attempt to describe all future events and to provide coverage for some of those events and to
exclude coverage for the others. Anticipating all future events is an undertaking fraught with
peril, and the language of any policy may sometimes be construed to include or to exclude the
event as it actually occurred. When such an ambiguity occurs, the ambiguous language is
construed so as to include the unanticipated event within the coverage afforded by the policy.”
1d. at 2.

8  One way to look at adhesion contracts is this. The law prohibits, and therefore voids, contracts
of adhesion. Each contract involves oppression and necessity. The theory of contract of
adhesion is that the offeror is powerful and the offeree is powerless, but in need of the
agreement or relationship. The more a contract resembles a contract of adhesion, the more it
will be construed in favor of the powerless and oppressed party. Brokers Title Co. v. St. Paul
Fire & Marine Ins. Co., 610 F.2d 1174, 1179-80 (3d Cir. 1979). There is another way to put this
point which is conceptually different but practically identical: regard all contracts of adhesion
with suspicion; if one is particularly oppressive, it will be voided; others will be construed very
favorably to the promisee; boiler-plate language if oppressive will be ignored, although the
remainder of the contract will be enforced. See Rakoff, Contracts of Adhesion: An Essay in
Reconstruction, 96 HARv. L. REv. 1174 (1983). See also Slawson, The New Meaning of Contract: The
Transformation of Contracts Law by Standard Forms, 46 U. PITT. L. Rev. 21 (1984). Throughout this
paper, we are talking about patent rather than latent ambiguities. A latent ambiguity is one in
which the insurance policy language is clear, intelligible, and suggests a single meaning, but
some extrinsic fact or extraneous evidence creates a necessity for interpretation or a choice
between two or more possible meanings. On the other hand, a patent ambiguity is that which
appears on the face of an instrument and arises from defect, and obscure or insensible language.
Drisdom v, Guarantee Trust Life Ins. Co., 371 So. 2d 690, 692 n.2 {Fla. Dist. Ct. App. 1979).
This is a universally utilized distinction. See Bank of the West v. Superior Court {Indus. Indem.
Co.—Real Party in Interest], 275 Cal. Rptr. 39 (Cal. App. 1990).
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II. CONSTRUING THE INSURANCE POLICY
Insurance policies constitute a use of language. Construing language is simply
trying to understand it. The law provides a set of norms for construing the terms of
insurance policies, just as it provides a set of norms for construing contracts, statutes,
and so forth. CIAN fits into the set of norms the law provides for construing
insurance contracts. But, where does it fit in? How does it fit in? Let us answer this
question by reviewing the four fundamental rules for construing insurance policies.

A, The Beginnings of Construction: The Plain Meaning Doctrine

Every written instrument is subject to construction.” There is no such thing
as a written instrument which does not have to be understood and, therefore,
construed. The fundamental norm of construing every legal instrument--whether it
is a statute, an ordinary contract, or a policy of insurance--is that it shall be given its
plain meaning, if there is one.®® Thus, the plain-meaning norm, is this:

Insurance policies are construed and enforced in accordance with their plain meaning,

This proposition of law is very common and to be found in virtually all
jurisdictions.” This norm of construction implies that if the language of an
instrument is susceptible to only one reasonable reading--one construction, one
understanding--then that is the meaning to be assigned to the instrument. Of course,
unreasonable constructions are not permitted.” Consequently, courts should not
strain to find an ambiguity,” or torture the language of the policy to find an
ambiguity. Moreover, literal language should not be construed metaphorically. Al this

67 Recall the definition of “construction” at n.33, above.

%  Transcontinental Ins. Co. v, Washington Pub. Utils. Dists’. Util. Sys., 111 Wash. 2d 452, 760

P.2d 337, 340 (1988). But see Utica Mut. Ins. Co. v. Impallaria, 892 F.2d 1107, 1111-12 (1st Cir.
1989).

%9 See Myrtil v. Hartford Fire Ins. Co., 510 F. Supp. 1198 (E.D. Pa. 1981).

™ Washington Pub. Util. Dists.’ Util. Sys. v. Public Utility District No. 1, 112 Wash. 2d 1, 771 P.2d
701, 706-07 (1989). See Preferred Risk Mutual Ins. Co. v. Lewallen, 146 Ariz. 83, 703 P.2d 1232
(Ariz. App. 1985). Courts will not “torture the English language” to find an ambiguity and
courts “may not create an ambiguity where none exists even though the insured may suffer
harsh results.” Id. at 1234,

™ Calcasieu-Marine Nat'l Bank v. American Employers’ Ins., 533 F.2d 290, 296 (Sth Cir. 1976).
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may appear to be trivially common sensical. Indeed, it may not appear to be
construction at all. Nevertheless, it is.”

Obviously, the necessity for construing an instrument does not imply the
existence of an ambiguity. This conclusion follows trivially from the fact that all
instruments must be construed, which in turn follows from the proposition that every
instrument is subject to the rules of construction.”” The conclusion follows more
significantly from the proposition that complexity (which requires construction and
interpretation) does not necessarily imply ambiguity.”™

The dominant method of construing contracts in Anglo-American jurisprudence
is interpretation. Interpretation is the legal attempt to find the intent of the parties.”
In insurance policies, as with all other contracts, the intent of the parties is presumed
to be objectively embodied in the language of the contract. That presumption is
irrefutable if the court finds the contractual language is plain, ordinary, and free of
doubt. This is why courts refuse to rewrite a contract whose terms are plain and
simple.”® Thus, as stated, the necessity for interpretation and analysis does not imply

72 It is a contingent matter that the plain meaning norm is the fundamental norm of legal
instruments. Other texts are subject to quite different norms of construction. The interpretation
of poetry, for example, opposes this norm and embraces entirely different interpretative norms.
Some theories on how to interpret the Bible reject the fundamental norm of legal constructions,
as do theories on how to interpret fairy tales, epics, novels, and even essays. See S. LEVINSON
& S. MAILLOUX, INTERPRETING LAW AND LITERATURE 61 (1988). The fundamental principles of
interpreting legal instruments {(and, hence, insurance contracts) are quite natural, however, given
the purpose of legal instruments. Id, Because their application is so natural, at least to the
modern, secular, technocratic mind, it does not always appear that every instrument stands in
need of construction.

73 Hess v. Liberty Mut. Ins, Co., 458 So. 2d 71 (Fla. Dist. Ct. App. 1984).

74 But see Allstate Ins. Co. v. Clemmons, 742 F. Supp. 1073 (D. Nev. 1990) “To be clear, the
provision should be neither ambiguous nor difficuit to understand.” Id. at 1075.

75 Rigel v. National Casualty Co., 76 So. 2d 285, 286 (Fla. 1954). “The Court should construe the
contract of insurance to give effect to the intent of the parties.” Id. at 286.

76 City of Milwaukee v. Allied Smelting Corp., 117 Wis. 2d 377, 344 N.W.2d 523 (1983). “[]t is
fundamental that no insurance contract should be rewritten so as to bind any insurer to a risk
which it did not contemplate and for which it was not paid, unless the terms are ambiguous or
obscure.” Id. at 526.
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the existence of ambiguity.” Similarly, a disagreement about the meaning of policy
language alone does not imply the existence of ambiguity.”® The disagreement must
be reasonable.” On the other hand, in determining where there is an ambiguity,
courts may consider whether alternative or more precise language would have put the
matter beyond reasonable question.®

The EFT acknowledges that CIAN is subordinate to the plain meaning norm.
At the same time, the EFT diminishes the implicit strength and the implicit force of the
plain meaning norm. The EFT applies the plain meaning norm gingerly and in a
limited way. According to the EFT, whether or not there is plain meaning present in
a text is a matter of judgment, a matter of some discretion. The EFT construes the
concept of plain meaning narrowly and is quicker to find ambiguity than an alternative
approach, such as the LRT.

B. Second Fundamental Norm of Construction: Anti-Absurdity

Many courts hold that an insurance policy cannot be construed to achieve an
absurd result. This is an interpretive norm of enormous power. It is defeated by few
others. It pervades all other norms. Nevertheless, the Anti-Absurdity Norm is
somewhat vague. What is, after all, an “absurd result?” Obviously, self-contradictory
results are absurd, but these are few and far between. Interpretations which are so
zany as to be laughable are also probably absurd, but they, too, are rare. Less rare are
interpretations which are offensive to the informed and experienced practical
intelligence. Are interpretations which are offensive in this way ”absurd”? The cases

77 State Farm Fire & Casualty Co. v. Oliveras, 441 So. 2d 175, 178 (Fla. Dist. Ct. App. 1983). See
Hess v. Liberty Mut. Ins. Co., 458 So. 2d 71 (Fla. Dist. Ct. App. 1984).

78 Robbins Auto Parts, Inc. v. Granite State Ins. Co., 435 A.2d 507, 509 (N.H. 1981); American
Medical Int’l, Inc, v. Scheller, 462 So. 2d 1, 7 (Fla. Dist. Ct. App. 1984). We have seen insureds

in coverage disputes suggest that the very fact that the insurer and the insured disagree about
the meaning of the contract entailed that it was ambiguous. There is absolutely no reasoned
authority for this view.

7 Laconia Rod & Gun Club v. Hartford Accident & Indem. Co., 459 A.2d 249, 251 (N.H. 1983).
But see Northwest Airlines v. Globe Indem. Co., 303 Minn. 16, 225 N.W.2d 831 (1975). “[Tlhe
very fact that their respective positions as to what this policy says are so contrary compels one
to conclude that the agreement is indeed ambiguous.” Id. at 837.

80 Totedo v. Bankers Life & Casualty Co., 670 F. Supp. 148, 150 (W.D. Pa. 1987). Ser Nationwide

Mut. Ins. Co. v. U.S, Fidelity & Guaranty Co., 529 F. Supp. 194 (E.D. Pa, 1981). (Itis not clear
that this norm is deeply embedded, or even recognized, in ail jurisdictions.)
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seem to suggest that they are,® and that is the sense in which we understand the
term “absurd.”

Harsh results are not necessarily absurd. Sometimes a harsh result simply
results from the plain meaning of the contract. At other times, a harsh outcome
results from determining who should bear the risk for unclarity. Nevertheless,
harshness and absurdity are related. If a harsh result is not dictated by the plain
language of the contract, and if the result is so lopsided as to be offensive to informed
and experienced practical intelligence, then harshness may amount to absurdity.

The anti-absurdity norm appears in many jurisdictions.* New York courts
hold that contracts of insurance may not be construed to reach an absurdly harsh
result.®® New York courts rely upon the anti-absurdity norm extensively in
interpreting all sorts of contracts.®* Similarly, no contract can be interpreted to lead
to an absurd conclusion under Florida law.® If an interpretation leads to an absurd
conclusion, the interpretation is abandoned and the court adopts one in line with
reason and probability.?® This doctrine applies to insurance contracts.” Courts in
many other states have also used the anti-absurdity principle in cases involving
insurance policy construction.

81  pyblic Util. Dist. No. 1 v. Walbrook Ins. Co., 115 Wash. 2d 339, 797 P.2d 504.

82 See generally American Motorists Ins, Co. v. Trane Co., 544 F. Supp. 669 (W.D. Wis. 1982);
Qlguin v. Allstate Ins. Co., 71 Wis. 2d 160, 237 N.W.2d 694 (1976); Equitable Life Ins. Co. V.

Michigan Nat’l Bank, 484 F. Supp. 1176 (W.D. Mich. 1980); Mondou v. Lincoln Mut. Casuaity
Co., 283 Mich. 353, 278 N.W. 94 (1938). _

8 sitverstein v. Metropolitan Life Ins. Co., 254 N.Y. 81, 171 N.E. 914 (1930); Cross Armored

Carrier Corp. v. Valentine, 49 Misc. 2d 917, 268 N.Y.5.2d 792, 798 (1966); McGrail v. Equitable
Life Assurance Soc’y, 292 N.Y. 419, 425, 55 N.E.2d 483 (1944).

See Application of Seneca Falls Cent. School Dist., 117 Misc. 2d 879, 459 N.Y.5.2d 689 (1983);
Bensons Plaza v. Great Atl. & Pac. Tea Co., 55 A.D.2d 266, 389 N.Y.5.2d 947 (1976); River View
Assocs. v. Sheraton Corp., 33 A.D. 2d 187, 306 N.Y.5.2d 153 (1969).

85 Gee Triple E Dev. Co. v. Floridagold Citrus Corp., 51 So. 2d 435, 439 (Fla. 1951).

8 14,

87 See Travelers Indem. Co. v. Milgen Dev. Inc., 297 So. 2d 845, 847 (Fla. Dist. Ct. App. 1974); St.

Paul Guardian Ins. Co. v. Canterbury School, 548 So. 2d 1159, 1161 (Fla. Dist. Ct. App. 1989).
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C. A Third Fundamental Norm of Construction: Reading the Policy as a
Whole '

Another norm of construing insurance policies is the prescription:
When construing the terms of the insurance policy, the contract must be read as a whole.*

This doctrine is nothing more than an application of a general principle for construing
all contracts.” This norm is not entailed by the fundamental plain language norm,
but is independent of it. They are congruent, however, and the read-it-as-a-whole
norm may be inferred with some degree of warrant, from the proposition that
contractual language should be construed in terms of the purpose of the contract.”
The read-it-as-a-whole norm, in any case, is probably the second most important
principle in construing insurance contracts. Of course, it is not invoked in every case
construing an insurance contract because the whole of a policy may not be immediately
relevant in every case.

In our view, CIAN is subject to the read-it-as-a-whole norm. However, it is not
clear if the EFT recognizes this fact. Nevertheless, the subordination of CIAN to the
read-it-as-a-whole norm involves a number of implications. For example, it implies
exclusions must be understood in relationship to the insuring agreement and to other
exclusions. This fact may very well have bearing on the proper construction of a
pollution exclusion. Moreover, this subordination also implies that some parts of a

8  Falmouth Nat'l Bank v. Ticor Title Ins. Co., 920 F.2d 1058, 1061 (1st Cir. 1990); Zurich Ins. Co.
v. Raymark Indus., Inc,, 118 Il 2d 23, 112 Il. Dec. 684, 514 N.E.2d 150 (1987); Leatherman v.
American Family Mut. Ins. Co., 52 Wis. 2d 644, 190 N.W.2d 904 (1971).

8 Ross v. Western Fidelity Ins. Co., 872 F.2d 665, 668 (Sth Cir. 1989) (Mississippi law).

% Some courts make it appear as though the read-it-as-a-whole norm is conceptually linked to the
plain-meaning norm. Thus, UL.S. v. A.C. Strip, 868 F.2d 181 (6th Cir. 1989), states as follows:
“In determining the plain meaning of an insurance contract, the contract should be read as a
whole. . . .”” Id. at 185. Nevertheless, there is no conceptual linkage here, because it is possible
that one could search for plain meaning clause-by-clause. At the same time, the two norms
obviously dove-tail.
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policy.” 1t is difficult to see how this could be otherwise, given the function of
endorsements. In addition, what constitutes a whole policy must be understood
broadly. In particular, the declaration sheet is “a crucial part of an insurance policy,
and interpretation of the declarations is critical to determining the scope of policy

coverage.”*

D. A Fourth Fundamental Norm of Construction: Anti-Redundancy

A fourth norm for construing insurance polices also derives from the general
law of contracts. The anti-redundancy norm prescribes, presumptively at least, that
every word in an insurance policy should be given an independent (and different)
meaning. No term should be struck out as redundant or mere surplusage in the
absence of compelling evidence.”

We have always thought that the anti-redundancy norm was somewhat odd.
It doesn’t seem as “rock-bottom” as the others. In fact, it is not clear to us that
contracting parties can always be trusted to eliminate all surplusage. Nevertheless,
given the deeply embedded position of the norm, its universally acknowledged
importance, and its age, the norm takes on conventional significance. If everyone
knows that this is how courts treat contracts, then they can be relied upon to draft
contracts in conformity with it-whether or not it's completely natural. Whether
conventional or natural, the anti-redundancy principle is fundamental.

It is entirely unclear whether the EFT acknowledges that CIAN is subordinate
to this norm. Even if the EFT permits the anti-redundancy norm to defeat CIAN, the
EFT would assert that CIAN permeates the anti-redundancy norm. What counts as
a different meaning may be open to some shading and, therefore, judgment. If so,

91  Morbark Indus.. Inc, v. Western Employers Ins. Co., 170 Mich. App. 603, 429 N.W.2d 213
(1988). “The general rule, in Michigan as elsewhere, is that if there is an ambiguity such that all
parts of the contract cannot be harmonized, the language of the policy endorsement or rider
controls.” Id. at 218. The EFT seldom acknowledges this terribly important norm.

%2 Seaway Port Authority v. Midland Ins. Co., 430 N.-W.2d 242, 248 (Minn. App. 1988).

9  Allstate Ins. Co. v. Freeman, 432 Mich. 656, 443 N.W.2d 734, 742 (1989), and cases there cited,
See Falmouth Nat'l Bank v. Ticor Title Ins. Co., 920 F.2d 1058, 1061 (1st Cir. 1990); Ross v.
Western Fidelity Ins. Co., 872 F.2d 665 (Sth Cir. 1989). “Courts must consirue contracts so that
they give effect to all provisions and do not produce an unfair and unreasonable result.” Id. at
668 (citation omitted).
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the EFT would favor CIAN over the anti-redundancy norm. Nevertheless, anti-
redundancy defeats CIAN; it is deeply embedded and closely associated with the plain-
meaning norm, and even more closely associated with the read-it-as-a-whole norm,
although it is not entailed by either of them, it is both strong and powerful. In the
pollution exclusion context, the anti-redundancy norm requires the word, “sudden”
and “accidental” (at least presumptively) to be given independent meanings.

Where does CIAN stand in relation to these four fundamental norms of
construction? Is the relatedness ordered or chaotic? Does CIAN limit or permeate
these norms? These are extraordinarily intricate questions, and neither courts nor
advocates have spent much time pondering them, although they are crucial to the
proper understanding of insurance contracts.

IV. THE RADICAL THEORY

In order to put a full elaboration of the contending theories of CIAN in
perspective, we begin by considering a theory which no one really believes, but which
functions as a legal slogan. We call this the “Radical Theory.” The RT submits that
CIAN is a fundamental rule of construction and that it is no way subordinate to the
plain-meaning, anti-absurdity, read-it-as-a-whole, or anti-redundancy norms. In fact,
on the RT, those norms are subordinate to CIAN, limited by it, or--at the very least--
only chaotically related to CIAN.

The RT is supported by language in some cases which mandates unqualifiedly
that insurance policies are construed in favor of coverage whenever possible. The
underlying philosophy seems to be that all language is doubtful and, hence, legally
ambiguous to some degree, so the contra-insurer norm always applies. The RT
eliminates any domain for and thereby destroys the plain-meaning norm. Obviously,
according to the RT, CIAN is a strong, universal, forceful, powerful, and relatively
exceptionless rule, whose domain extends to all doubts about meaning and all
insureds.

The fundamental notion of the RT that all terms in an insurance policy are
immediately and automaticaily construed in favor of the insured is erroneous. The
simple truth is that for better or for worse, the law insistently recognizes the existence
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of language which has a plain meaning.”® The courts are right: even if it were true
(which it is not) in philosophical never-never land that all words are subject to doubt,
that claim is not true in the real and practical world of the law. Insurance contracts
are to be construed, “according to the rules of the law of contracts,” just like any other
contract.® Thus, courts should construe insurance contracts in accordance with
“their plain and ordinary meaning and refrain from rewriting the agreement.”*

These principles entail the falsity of the RT, since it implies that all insurance
contracts, whether ambiguous or not, should be construed in favor of the insured--no
matter what the plain and ordinary meaning. The RT, as a theory of ambiguous
language, can be ignored, except insofar as it is considered a slogan or a call to
arms.”

V. THE EARLY AND FIRMLY THEORY
Most sophisticated lawyers do not advocate the RT. Rather, they advocate a
view which recognizes the weak priority of-at least-the plain-meaning norm. We call
this approach the Early and Firmly Theory (“EFT”) because under this view CIAN
automatically and firmly applies very early in the process of construction, so no more
questions need be asked. Moreover, CIAN permeates, weakens, and limits all other
rules of construction. This view makes construing insurance contracts simple.

Under the EFT, CIAN is a strong, universal, forceful, very powerful, relatively-
exceptionless rule whose domain includes all doubts about meaning and all insureds.
However, on the EFT, CIAN is not as out-and-out as strong as some norms of

% 1S v. AC Strip, 868 F.2d 181, 185 (6th Cir. 1989) (Chio law and an insurance case}.

% Michigan Miflers Mut. Ins. Co. v. Christopher, 66 A.D.2d 148, 413 N.Y.5.2d 264, 265.

9%  United States Fidelity & Guar, Co. v. Annunziata, 67 N.Y.2d 229, 501 N.Y.S.2d 790, 492 N.E.2d
1206, 1207 {1986).

%  The more sensible way to interpret the RT is as the doctrine of reasonable expectation. That
doctrine explicitly ignores the presence of ambiguity and looks to the reasonable expectations
of the insured, whatever they are and whatever their source. Of course, the language of the
insurance contract has gomething to do with what expectations an insured might have and
whether they are reasonable. Nevertheless, according to the doctrine of reasonable expectations,
the plain language of an insurance policy may be overridden by an insured’s reasonable
expectations. This essay is not about the doctrine of reasonable expectations, but the ambiguity

argument.
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construction. With respect to these norms, CIAN is nested in an ordered and
subordinate way. Itis clear, on the EFT, that CIAN yields to the plain-meaning norm.
It is less clear whether CIAN is defeated by the read-it-as-a-whole norm. There is no
ironclad, conceptual reason why the read-it-as-a-whole norm would have to defeat a
CIAN, in fact, purely as a conceptual matter, things could be the other way around,
similarly with the anti-redundancy norm. It is unclear whether, according to the EFT
CIAN defeats anti-redundancy, or whether anti-redundancy defeats CIAN. There is
no conceptual necessity in either of these norms taking precedence over the other.

There is a more complicated feature of the EFT, which has already been
mentioned. According to the EFT, CIAN is a powerful norm. It is at or near the
center of the cluster of legal rules available for interpreting insurance contracts. As
befits a powerful norm, CIAN permeates other norms and implicitly limits them.
Thus, according to the EFT, CIAN implicitly limits the plain-meaning norm. If a court
(unconsciously) adopts the attitude of the EFT, then it will construe the plain-meaning
norm narrowly, have a tendency not to find plain-meaning, and show a predilection
towards finding ambiguity.

The implicit competition existing between the plain-meaning norm and CIAN
is concealed in judicial opinions. To read judicial opinions, one would think that it is
always clear whether terms have a plain-meaning or not. In fact, this is not true. The
existence of plain-meaning is a judgment call, and it will be inevitably influenced by
the attitudes and values of the deciding court.

Obviously, if CIAN is defeated by either the read-it-as-a-whole or the anti-
redundancy norms, then it is a weaker norm than it would otherwise be. Obviously,
advocates who wish to rely on CIAN will try to place it as high in the hierarchy of
norms as possible and as close to the center of norms of construction as possible. In
any case, under the EFT, CIAN defeats the norm of construction, not yet discussed.

VI. PROBLEMS WITH THE EARLY AND FIRMLY THEQRY
The EFT, while somewhat better than the RT, is subject to a number of
problems. In particular, it is unsupported by sound reasoning, and is inconsistent
with persuasive authority. Most significantly, there is substantial authority that other
norms of construction defeat CIAN under these same authorities, CIAN is a norm of
last resort which trumps virtually nothing.
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A.  Unsupported by Sound Reason
The EFT is unsupported by sound reason. There are two reasons why this is

50.

First, it makes very little sense for CIAN to be defeated by the plain-meaning
norm, but not the read-it-as-a-whole, anti-absurdity, and anti-redundancy norms.
Although these norms are mutually implied by one another or an equivalent, they are
closely related as a practical matter.

Second, the plain-meaning norm is really the fundamental norm of construction,
so it is not permeated--and hence not implicitly limited—by CIAN. This is what it
means to be fundamental. Indeed, not as though the other way around: the plain-
meaning norm permeates and implicitly limits CIAN. This observation is anathema
to the EFT.

B. Extrinsic Evidence

According to the EFT, when an ambiguity is discovered in an insurance
contract, it is construed in favor of the insured immediately. If this norm were correct,
then extrinsic evidence could never be admitted to construe an insurance document,
because the admissibility of extrinsic evidence presupposes the presence of an
ambiguity. Thus, the logic of the EFT dictates that extrinsic evidence should not be
received to disambiguate an insurance contract.”®

All this makes little sense. If the basic function of"mterpretation is to find the
intent of the parties and if the language of the insurance contract is ambiguous, one
would expect the receipt of extrinsic evidence to elucidate the meaning of the

% g Lilly & Co. v. Home Ins. Co., 794 F.2d 710, 714 (D.C. Cir. 1986). This DES case arose under
Indiana law and had been certified to the Supreme Court of Indiana by the Circuit Court. The
circuit court saw itself as merely applying the rule enunciated by the Indiana Supreme Court.
Hli Lilly & Co. v. Home Ins. Co., 482 N.E.2d 467 (Ind. 1985). That “court held that it would not
consider extrinsic evidence to determine the meaning of the trigger provisions of Lilly’s
insurance.” 794 F.2d 714. This decision explicitly invoked the EFT, although not by that name.
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contract.” If interpretation is the dominant form of construction, one would expect
the courts to receive extrinsic evidence in preference to applying CIAN automatically.

In fact, most courts receive extrinsic evidence, when it exists, to explicate the
meaning of an uncertain insurance contract.’® This fact alone decisively refutes the
EFT." The appropriateness of material extrinsic evidence can also have tremendous
practical impact, perhaps constituting a complete impediment to summary judgment
for either side.

Types of extrinsic evidence are legion. In the insurance context, extrinsic
evidence frequently arises from the negotiation file of the insured, the broker’s file, the
underwriting file, the insured’s claims file, the insurer’s claims file, and evidence of
oral discussions. All this evidence is admissible. %

The EFT, as advocated by insureds in the courts, is not perfectly consistent on
the admissibility of extrinsic evidence. Currently there is substantial controversy as
to whether the drafting history of, for example, the limited pollution exclusion
constitutes admissible extrinsic evidence. Of course, drafting history is extrinsic to the
contract—-that much is unquestionable. The problem arises over whether it is material

% Transcontinental Ins. Co. v. Washington Pub. Utils. Dists.” Utils, Sys., 111 Wash. 2d 452, 760
P.2d 337 (1988). "To determine the parties’ intent, the court first will view the contract as a
whole, examining its subject matter and objective, the circumstances of its making, the
subsequent conduct of the parties, and the reasonableness of their respective interpretations.
If the court determines that the policy remains ambiguous even after its consideration of
extrinsic evidence, the court will apply a meaning and construction most favorable to the
insured, even though the insurer may have intended another meaning.” Id. at 340. See United
Equitable Ins. v. Reinsurance Co. of America, 157 IIl. App. 3d 724, 109 HL1. Dec. 846, 510 N.E.2d
914 (1987).

100 See, e.g., Greer v. Northwestern Nat'l Ins. Co., 109 Wash. 2d 191, 743 P.2d 1244, 1249 (1987).
See also Pedersen v. United Services Auto. Ass’n, 383 N.W.2d 427 (Minn. App. 1986); First State

Underwriters Agency v. Travelers Ins. Co., 803 F.2d 1308, 1314 n.5 (3d Cir. 1986).

101 Of course, extrinsic evidence frequently does not exist, especially for relatively routine contracts
of insurance. The fact that extrinsic evidence is unavailable, however, does not imply that the
contra-insurer-interpretative norm is conceptually automatic. It simply means that there is no
extrinsic evidence to be introduced.

102 Industrial Risk Insurers v. New Ortleans Pub. Serv., Inc., 666 F. Supp. 874, 879 (E.D. La. 1987).
“[W]here the intent of the parties to the contract is not adequately expressed and cannot be
discovered by a study of the entire contract, the Court may consider preliminary negotiations
leading to the contract and other relevant parol evidence.” Id. at §79.
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and relevant evidence.'™ Current advocates of the EFT in insurance cases do not
seem to concede the admissibility of extrinsic evidence in general. Rather, they appear
to claim that admissions against interest are admissible’™ and that the drafting
history constitutes such an admission. This is an entirely different evidentiary
approach than arguing the disambiguating effect of exirinsic evidence. Thus,
proponents of the EFT can seek the admission of drafting history and yet claim that
CIAN defeats extrinsic evidence.

C.  Custom

One particularly important form of extrinsic evidence is evidence of industry
custom. In the insurance context, there are invariably two industries whose customs
need to be considered. First, there is the industry within which the insured
participates.’® That might be mining, manufacturing, fishing, or the provision of
legal services. Second, there is the insurance industry. In general, insurers are
presumed to have more than rudimentary knowledge of the insured’s industry, but
it must be actually demonstrated that the insured likely knew of the customs in the
insurance industry before they will be admissible.'®

Theoretically, a jurisdiction could admit some extrinsic evidence to construe
doubtful language, but exclude other such evidence. In fact, some jurisdictions seem
more uncomfortable with evidence of industry customs than they do with other forms

103 The topic of this paper is ambiguity. We do not address the issue of drafting history.
Obviously, if the language of the pollution exclusion is unambiguous, then the drafting history
would be inadmissible as extrinsic evidence to construe contract terms. (Sometimes insureds
appear to argue that the drafting history is admissible, not to construe the terms, but to support
the Argument from Treachery. That too is a subject for a different paper.)

104 Fep. R. Evip. 801(d)(2).

105 pyarhor Ins. Co. v. Omni Constr. Co., Inc., 912 F.2d, 1520, 1522 (D.C. Cir. 1990); Utica Mut. Ins.
Co. v. Emmco Ins. Co., 309 Minn. 21, 243 N.W.2d 134, 138 (1976). See Security Mut, Casualty
Co. v. Luthi, 303 Minn. 161, 226 N.W.2d 878 (1975). See also Quinlivan v. Emecasco Ins. Co.,
414 N.W.2d 494 (Minn. App. 1988); Lesicich v. North River Ins. Co,, 191 Wash. 305, 71 P.2d 35
(1937). In Lesicich, the parties stipulated that the law and customs of England would govern
a certain maritime insurance policy.

106 Cagter v. Motors Ins. Corp., 28 0L App. 2d 363, 171 N.E.2d 425 (1961). See Freeport Motor
Casualty Co. v. Tharp, 338 1ll. App. 593, 88 N.E.2d 499 (1949).
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of extrinsic evidence.'” Nevertheless, many jurisdictions admit evidence of industry
custom.

10
Co.,

The language of Chief Judge Coffin in Eagle-Picher Indus. v. Liberty Mut. Ins.

¥ an important asbestos-insurance coverage case, is typical:

Insurance policies are generally interpreted in the same way as other
contracts. In construing the policies at issue, our dominant purpose is
to give effect to the intentions of the parties. Where the relevant
language is unambiguous and the application of the policy to the relevant
facts is clear, that intent must be ascertained by the plain and ordinary

meaning of the contract language. Where, however, the policy terms are
ambiguous and the coverage issue is reasonably disputed, a court may
consider extrinsic evidence of the surrounding circumstances and of the
parties’ intent. For example, evidence of the construction given to the
language by the parties and of the customary usage of persons in the
same commercial setting is normally admissible. If the meaning of the

policy terms remains unclear, the policy is generally construed in favor

of the insured in order to promote the policy’s objective of providing

coverage.'?

Thus, according to Judge Coffin, the search for actual intent trumps CIAN, and in the
‘absence of specific extrinsic evidence, evidence of customary usage in the industry is
admissible to determine intent, and therefore meaning,'’

107

108

109

110

But see Allstate Ins. Cb. v. Freeman, 432 Mich. 656, 443 NWZd 734 (‘1989). "’Perhaps the most
common of extrinsic aids to the construction of an insurance policy or other contract is usage
and custom.” Id. at 760.

682 F.2d 12 (1st Cir. 1982).

Id. at 17 (emphasis added). Accord William C. Roney & Co. v. Federai Ins. Co., 674 F.2d 587
(6th Cir. 1982); Travelers Indem. Co. v. United States, 543 F.2d 71 (9th Cir. 1976); Close-Smith
v. Conley, 230 F. Supp. 411 (D. Or. 1964); Waterman $.5. Corp. v. Snow, 222 F. Supp. 892 (D.
Or. 1963). See also Toren v. Braniff, Inc., 893 F.2d 763, (5th Cir. 1990). In determining the
existence of an ambiguity, “the court should consider the intent of the parties as evidenced by
the terms of the contract and industry custom.” Id. at 763 (emphasis added).

Judge Coffin is a jurist of the first rank. He is one of the leading writers in America today on
the judicial process and may be likened to Benjamin Cardozo. See Coffin, Grace Under Pressure:
A Call for Judicial Self-Help, 50 OHIO ST. L.J. 399 (1989). See also F. COFFIN, THE WaYs OF A
JUDGE: REFLECTIONS FROM THE FEDERAL APPELLATE BENCH (1980).
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Evidence of industry custom is obviously a very persuasive type of extrinsic
evidence. Most jurisdictions agree that evidence of industry custom, where it exists,
is admissible to explicate the meaning of an insurance policy. Obviously, to the extent
that evidence of industry custom is admissible, CIAN is a subordinate norm. To the
extent that EFT rejects evidence of custom as prior to CIAN, EFT is mistaken.:

D.  The Price Norm

Most courts and commentators acknowledge that the coverage provided to the
insured is relevant to the amount of premium charged. A leading treatise states, for
example, that “although the amount of premium cannot affect the plain terms of the
contract, it a fact to be taken into consideration in construing doubtful clauses in a
policy. An insurer may fairly be assumed to intend to limit the risk to the price
exacted.'! Thus, price limits other terms.

Many jurisdictions hold that the price term might trump others in construing
an insurance contract. The Second Circuit, applying New York law, has expressly
stated that the size of the premium is relevant to the construction of an insurance
policy.”® Furthermore, the New York Court of Appeals, has also considered the
price of the premium in determining the nature and extent of the coverage afforded
to the insured. In Harris v. Allstate Ins. Co., the court stated, “In view of the much
lower premium payable because of such exclusion, the insured could not reasonably
have expected the coverage of the policy to extend, nevertheless, to the [risk al-
leged]....”*?

New York is not unique. Courts throughout the United States have relied upon
the rule that the premium charged evidences limits on coverage. A leading case is
McNeilab v. North River Ins. Co.'™* In McNeilab, the District Court of New Jersey

11 5 G, CoucH, CYcLoPEDIA OF INSURANCE LAw 2d § 15:52 (Rev. ed. 1984). Accord 13 J. APPLEMAN,
INSURANCE LAW AND PRACTICE § 7389 (1976).

12 Gy Pan Am. World Airways v. Aetna Casualty & Sur. Co., 505 F.2d 989 (2d Cir. 1974); Muiler
v. Globe & Rutgers Fire Ins. Co.,. 246 F. 759, 761 (2d Cir. 1917) (both applying New York law).

13 309 N.Y. 72, 127 N.E.2d 816, 818 (1955) (emphasis added).

14 645 F. Supp. 525 (D.N.]. 1986), affd, 831 F.2d 287 (1987).
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explicitly held the amount of the premium can be used in establishing the extent of
coverage.

E. The Subordinate Status of CIAN

Far from being an automatic rule, then, CIAN is a subordinate prescription for
construction. Not only is CIAN defeated by the plain-meaning norm, but CIAN does
not permeate any of the more fundamental norms of insurance contract construction,
and it is permeated (thus, implicitly limited) by them. As a result, CIAN is weak—both
in the sense of not being strong and in the sense of not being very powerful. Indeed,
CIAN is not a rule at all but a different norm of last resort.'*® This proposition has
been true for centuries.”” At most, CIAN is a principle, and a principle of last
resort. (To use our terminology, CIAN is nested in an orderly way, and it is
subordinate to a large number of other norms of construction. It is not clear, however,

15 See Werner Indus. v. First State Ins, Co., 112 N.J. 30, 548 A.2d 188 (1988); Prather v. American
Motorists Ins. Cq., 2 N.J. 496, 67 A.2d 135 (1949); Pan Am. World Airways v. Aetna Casualty
& Sur. Co., 505 F.2d 989, 1001; Close-Smith v. Conley, 230 F. Supp. 411 (D. Or. 1964); 11
G. CoucH, CyYCLOPEDIA OF INSURANCE LAw 2d § 44:261, at 405-06 and n.11 (Rev. ed. 1982 &
Supp. 1990). “[Tihere is no coverage with respect to a type of claim which falls directly within
a particular coverage clause which was not purchased by the insured.” Id. at 405-06 (emphasis
added). Many authorities recognize price as a term which can be used to determine coverage.

116 New Hampshire has an interesting way of putting the point. In New Hampshire law, CIAN is
a “rule of presumption only.” “Factors which can be used to rebut the presumption of
construction in favor of the insured are the parties’ prior dealings with each other and the
insured’s reasonable reliance on his agent’s representations.” Town of Epping v. St. Paul Fire
& Marine Ins. Co., 444 A.2d 496, 499 (N.H. 1982) (citations omitted). What is important for our
purposes is that CIAN is presumption only and hence (explicitly) defeasible.

17 During the seventeenth century, in his MAXIMs OF THE LAW Reg. 3 at 46 (1630) Francis Bacon
(1561-1626) put it this way:

But now it is to be noted, that [contra proferentem] is the last to
be resorted to, and is never to be relied upon but where all other rules
of exposition of words fail; and if any other come in place, this giveth
place. And that is a point worthy to be observed gernerally in the rules
of the law, that when they encounter and cross one another in any case,
it be understood which the law holdeth worthier, and to be preferred
and it is in this particular very notable to consider, that this being a rule
of some strictness and rigor, doth not as it were its office, but in
absence of other rules which are of more equity and humanity; which
rules you shall afterwards find set down with their expositions and
limitations.

(Emphasis added.) See D. WALKER, THE OXFORD COMPANION TO Law 106 (1980).
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whether the nestin% of all the canons of construction which are superior to CIAN is
orderly or chaotic.)'’®

F. Tales from Two Jurisdictions

Our citique of the EFT is embodied in the law of many jurisdictions.
Nevertheless, two more or less arbitrarily-chosen jurisdictions (New York and Florida)
illustrate the point well.

1. New York
The law of New York (highly influential in matters of insurance) clearly supports
the very subordinate status of CIAN. The leading case in New York on insurance

policy construction is McGrail v. Equitable Life Assurance Society.'® In that case,
the New York Court of Appeals stated:

Consistently followed in this State has been the rule that the policy must
be construed reasonably and that it must be given a practical
construction, not thereby with the result that there is a revision of the
policy or an increase of the risk and thus an extension of the resulting

liability, but for the purpose of determining what the parties must
reasonably have intended by its terms when the policy was written by
defendant and accepted by the plaintiff. 120

This continues to be New York law. According to Loblaw, Inc. v. Employerg’ Liability
Assurance Corp., “in interpreting such provision the contract [of insurance] must be
read as a whole to determine what the parties must have reasonably intended by its
terms.”'?! Furthermore, and very significantly, in New York, the law governing the
interpretation of an insurance policy does not differ from the law governing the
interpretation of other contracts.’”® The Loblaw court further stated that
“ambiguities will not be resolved in favor of the insured,” until the search for intent

18 (learly, the plain-language norm is the strongest and most powerful of the norms. The read-it-
as-a-whole norm appears to be subordinate only to the plain-language norm. After that, the
order of the nesting, if any, is open to question,

119 292 N.Y. 419, 55 N.E.2d 483 (1944).

120 14, at 486 (emphasis added).

121 g5 A.D.2d 880, 446 N.Y.S.2d 743, 745 (1981).

122 gep McGrail v. Equitabie Life Assurance Soc’y, 55 N.E.2d 483, 486.
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is exhausted and other interpretive devices are employed.’® Similarly, in Scinta v.
Kazmierczak, the court stated unequivocally that “an insurance policy sets forth the
contractual obligations of the parties and under basic contract law the intent of the
parties at the time of entering the contract should be closely examined. "%

Many New York courts have specifically held CIAN is used only as a last resort
in interpreting the policy.” The law of summary judgment supports the
admissibility of extrinsic evidence to construe insurance policies.’® Summary
judgment is inappropriate where a factual dispute exists as to the intent of the con-
tracting parties, including the parties to an insurance contract. The New York Court
of Appeals was crystal clear on this point in Hartford Accident & Indemnity Co. v.
Wesolowski.’¥ In that case, the high court upheld an interpretation of the term
“occurrence” favoring the insurer, stating:

The objective in any question of the interpretation of a written contract,
of course, is to determine “what is the intention of the parties as derived
from the language employed”. At the same time the test on a motion for
summary judgment is whether there are issues of fact properly to be
resolved by a jury....

If there is ambiguity in the terminology used, however, and

determination of the intent of the parties depends on the credibility of
extrinsic evidence or on a choice among reasonable inferences to be
drawn from extrinsic evidence, then such determination is to be made by

the jury.'®

123 446 N.Y.5.2d 745.
124 59 A.D.2d 313, 399 N.Y.S5.2d 545, 547 (1977).

135 Golden Eagle Liberia Ltd. v. St. Paul Fire & Marine Ins. Co., 685 F. Supp. 393 (S.D.N.Y. 1988);
Zissu v. Bear, Stearns & Co., 627 F. Supp. 687 (S.D.N.Y. 1986).

126 Higgins Erectors & Haulers, Inc. v. Niagra Frontier Transp. Auth., 140 A.D.2d 982, 529 N.Y.S.2d
654 (1988). One case held that “executive officer” was ambiguous. (Vague is what the phrase

really was.) Smith v. Liberty Mut. Ins. Co., 130 N.H. 117, 536 A.2d. 164 (N.H. 1987).

127 33 N.Y.2d 169, 305 N.E.2d 907, 350 N.Y.5.2d 895 (1973).

128 14. at 898 (emphasis added & citations omitted).
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In other words, CIAN considered as a mechanical prescription is subordinate to
determining the intent of the parties by means of extrinsic evidence. If there is any
extrinsic evidence available concerning the intent of the parties, summary judgment
is inappropriate.

2. Florida
The law of Florida is the same as that of New York--although perhaps not so
developed. The Florida Supreme Court, for example, has held that the contra-insurer-
ambiguity maxim only applies when uncertainty remains after resorting to the ordinary
rules of construction. In the same case, the court held that this rule does not allow
courts to reach results contrary to the intention of the parties.’®

The ”old” Fifth Circuit, applying Florida law, has also recognized that CIAN is
not to be applied when “only one logical interpretation consistent with the intent of
the parties exists....””*® When such an interpretation exists, “the court must give the
policy that meaning.””®® As is in most jurisdictions, neither extrinsic evidence, nor
any norm of construction subordinate to extrinsic evidence is admissible if there is no
ambiguity on the face of the insurance contract.’® When there is an ambiguity,
extrinsic evidence may be introduced to explain the ambiguity.'®

Other Florida cases explicitly hold that industry custom and usage govern the
meaning to be given to “terms of art” in insurance contracts. In Stuyvesant Ins. Co.
v. Butler,' the Supreme Court of Florida was called upon to construe an undefined
term in an insurance policy. The Court found:

129 Excelsior Ins. Co. v. Pomona Park Bar & Package Store, 369 So. 2d 938 (Fla. 1979).

130 1deal Mut. Ins. Co. v. C.D.I. Constr,, 640 F.2d 634, 657 (Sth Cir. 1981).
131 14, at 657.

132 Fireman’s Fund Ins, Co. v. Cox, 742 F. Supp. 609, 610 (M.D. Fla. 1989), aff'd, 892 F.2d 87 (1989)
(table).

133 Reinman, Inc, v. Preferred Mut. Ins. Co., 513 So. 2d 788 (Fla. Dist. Ct. App. 1987).

134 314 So. 2d 567 (Fla. 1975).
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[Tlhe policy provision in question is ambiguous in view of the
circumstances of this cause, and we conclude that the District Court
correctly decided that in the absence of definition in the policy of the
term minor and in view of the nature of the policy--to provide coverage
for injuries sustained by crewman on board a shrimping vessel engaged
in the fisheries industry on the high seas within 150 miles of the coast of
North and South Carclina, Georgia and Florida—the term should be given

meaning consistent with the parlance of the maritime industry.'®

Thus, in Butler, customary understandings about the meaning of insurance terms in
the maritime industry was allowed to trump the contra-insurer-interpretive norm.

VI. SOPHISTICATED INSURANCE PURCHASERS
Sophisticated insurance purchasers present another problem for EFT. This
problem is a large and independent one. It is also relatively new.

If EFT were true, the domain of CIAN includes all insureds, no matter who the
insured is. But there is convergent authority rejecting precisely this view. Of course,
the law does not speak with one voice on this matter,” either in the general
jurisprudence of insurance or among the jurisdictions. In fact, the idea that
sophisticated insureds should be treated differently than ”innocent,” naive insureds
is an idea in its relative infancy. For this reason, no principle or rule pertaining to
sophisticated insurance purchasers could possibly be deeply embedded in the law of
any jurisdiction.

A.  Commentators and Critics
The reasoned views of objective, non-partisan scholars, text writers and
commentators are an extremely important source of authority in modern common

135 4. at 570 (emphasis added).

136 Oratan Savings & Loan v. Fidelity & Deposit Co. of Maryland, 744 F. Supp. 1311, 1315 (D.N.L.
1990). See Northwest Airlines v. Globe Indemnity Co., 303 Minn. 16, 225 N.W.2d 831 (1975).

In this case, the court suggested that actual negotiations between sophisticated parties might be
important to construing a contract, but not when printed form was used. Id. at 837 n.2.
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law.’” This is inevitably so whenever common law is under pressure or in a state
of transition.'®

As both a practical and as a historical matter, CIAN became embedded in
insurance law because of disputes involving homeowner, auto and other personal lines
of insurance. Also, until the middle part of this century, businesses outside the
maritime industry were not generally sophisticated in insurance matters. The
unreflective expansion of CIAN to genuinely sophisticated commercial insurance
buyers has been subjected to severe criticism by commentators’® and text
writers.!®  According to the scholars, it makes no sense to subject negotiated
commercial insurance contracts to CIAN, as understood by EFT, because this rule
originates contract rules applicable where contracts of adhesion are presented to parties
of unequal bargaining power on a take-it-or-leave-it basis.

B. Courts
In recent years, some courts have joined scholars in conduding anti-insurer
norms of construction have no place in the realm of big-money commercial insurance.
The Second Circuit, for example, applying New York law, wrote in Schering Corp. v.
Home Insurance Co.:'

[TThere is an unresolved question whether the rule of contra proferentem
is even applicable in a situation involving a large, sophisticated, coun-
selled entity such as Schering, since a number of courts have recognized
that in cases involving bargained-for contracts, negotiated by

137 M, EISENBERG, THE NATURE OF THE COMMON LAw 96-99 (1988).

138 4. at 118-21.

139 Note, Insurance as Contract: The Argument for Abandoning the Ambiguity Doctrine, 88 COLUM. L.
REV. 1849 (1988); Ostrager & Ichel, Should the Business Insurance Policy Be Construed Against the
Insurer? Another Look at the Reasonable Expectations Doctrine, 33 FED. INs. CONs. Q. 273 (1983);
Ostrager & Ichel, The Role of Bargaining Power Evidence in the Construction of the Business Insurance
Policy: An Update, 18 FORUM 577 (1983).

M0 13 1 APPLEMAN, INSURANCE LAW & PRACTICE § 7402, at 300-301 (1981); A. WINDT, INSURANCE
CramMs AND DiSPUTES § 6.02 (1987).

141 712 F.2d 4 (2d Cir. 1983).
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sophisticated parties, the underlying adhesion contract rationale for the
doctrine is inapposite.'®

Thus, where the insurance contractis bargained for, and is not a contract of adhesion,

the contra-insurer-interpretive norm should not apply. Schering is a very influential
143

case.

Similarly, the Fifth Circuit in Eagle Leasing Corp. v. Hartford Fire Insurance

Co.,'* found the contract was ambiguous, but went on to state as follows:

We do not feel compelled to apply, or, indeed, justified in applying the
general rule that an insurance policy is construed against the insurer in
the commercial insurance field when the insured is not an innocent but
a corporation of immense size, carrying insurance with annual premiums
in six figures, managed by sophisticated business men, and represented
by counsel on the same professional level as the counsel for insurers. In
substance the authorship of the policy is attributable to both parties alike.
Significantly, the policy in question is not the usual printed form but is
what is known as a “manuscript” policy, containing some standard
printed clauses but convected especiaily for {the insured]. It is true, of
course, as the trial judge observed, ”scriveners of insurance policies are
acutely aware of the meaning and effect of the language.” We comment:
So too, are counsel for large companies carrying fleet insurance with
annual premiums in six figures. There is no purpose in following a legal
platitude that has no realistic application to a contract confected by a
large corporation and a large insurance company each advised by
competent counsel and informed experts.'*®

Thus, where the insurance purchaser is a sizable business, managed by sophisticates
and advised by insurance and legal professionals, the contra-insurer-interpretive norm

M2 17 at 10, n.2 (citations omitted). See Baker v. Nationwide Mut. Ins. Co., 158 A.D.2d 794, 551
N.Y.S.2d 387 (1990) (insurer should have lost and did).

143 Tt is not universally honored, however, even in its own small circuit. One court has limited the
sophisticated insurance purchaser exception to situations in which the insured, through its
broker, entirely drafted the policy. Qgden Corp. v. Travelers Indem. Co., 681 F. Supp. 169, 174
(S.D. N.Y. 1988).

144 540 F.2d 1257 (5th Cir. 1976).

45 14, at 1261 (citations omitted).
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makes no sense. According to the court, one barometer of this kind of sophistication
is the use of an actual negotiated policy. After all, these are not standard form
contracts. The Eagle Leasing court was quite specific on this point.

In a footnote, the court went on to refute the justification of the contra-insurer-
interpretive norm in the commerdial context. The court stated, “An insurance
[contract] is usually a ‘contract of adhesion’, where the insured has no bargaining
power. Only for this reason, is the policy construed against the insurer.”’* Thus,
if an insurance contract is not a contract of adhesion, then the contra-insurer-
interpretive norm should not apply.

The law of Pennsylvania is similar to that expressed in Eagle-Leasing. In
Eastern Associated Coal Corp. v. Aetna Casualty & Surety Co.,'¥ the court wrote:

If an ambiguity does exist and if the insurer wrote the policy oris in a
stronger bargaining position than the insured, the ambiguity is generally
resolved in favor of the insured and against the insurer. However, the
principle that ambiguities in policies should be strictly construed against
‘the insurer does not control the situation where large corporations,

advised by counsel and having equal bargaining power, are the parties
to a negotiated policy.

As pointed out...above, Eastern’s insurance broker selected the policy
forms, prepared the policies, and sent them to the insurance companies
for execution.'®

16 14, at 126162, n.4 (emphasis added).

147 632 F.2d 1068 (3d Cir. 1980). See Aerial Agricultural Serv. of Montana, Inc. v. Till, 207 F. Supp.
50, 57 (N.D. Miss. 1962) for an earlier statement of roughly the same view.

148 14, at 1075 (emphasis added & citations omitted). See First State Underwriters Agency v.
Travelers Ins. Co., 803 F.2d 1308, 1311-12 (3d Cir. 1986). See also Qliver B. Cannon & Son, Inc.
v. Fidelity & Casualty Co., 519 F. Supp. 668, 671-72 (D. Del. 1981) (discussing Pennsylvania
law). But see Commercial Union Ins. Co. v. Pittsburgh Corning Corp., 553 F. Supp. 425 (E.D.
Pa. 1981) (rejecting sophisticated insurance purchaser exception under Pennsylvania law.)
Acands, Inc. v. Aetna Casualty & Sur. Co., 764 F.2d 968, 973 (3d Cir. 1985) (rejecting
sophisticated insurance purchaser exception under Pennsyivania law).
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Eastern Associated Coal recognizes that if a broker for a sophisticated corporation is
involved in selecting the policy forms, then the contra-insurer-ambiguity maxim lacks
justification. '

The law of Massachusetts is similar. In Falmouth National Bank v. Ticor Title
Insurance Co.,'* the Circuit Court string cites a number of cases affirming the
existence of the sophisticated insurance purchaser exception and states as follows:

The rationale behind interpreting ambiguities against the insurer would
not seem to apply as strongly when the transaction is between two
parties of equal sophistication and equal bargaining power. '

Falmouth Nat’l Bank is interesting because it does not wipe out CIAN for sophisticated
insurance purchasers. Rather, it reduces at least the strength of the norm. Arguably,
it also reduces its power, and perhaps even its force.

The California Supreme Court came to a very similar conclusion in Garcia v,
Truck Ins. Exch.” In construing a medical malpractice policy purchased by a
hospital trade association, the Court stated as follows:

[Tlhe principle that ambiguities in insurance policies must be strictly
construed against the insurer stems, primarily, from a recognition of the
typical relationship between the parties. Ordinarily, we are faced with
a conflict between the purchaser of an insurance contract and the
insurance carrier. In such cases, it is typically the carrier who drafts the
insurance contract, unilaterally, and for policy reasons is thus held

responsible for any ambiguity in language. And, in the typical situation,
the policy represents a contract of adhesion “entered into between two
parties of unequal bargaining strength, expressed in the language of a
standardized contract, written by the more powerful bargainer to meet
its own needs, and offered to the weaker party on a ‘take it or leave it/
basis....”These factors are not present here. The terms of this policy
were_negotiated between the carrier and [the California Hospital
Association], and the language in contention was the product of joint
drafting. And it is apparent that CHA, acting as representative of

14% 920 F.2d 1058 (1st Cir. 1990).
130 14, at 1062.

151 36 Cal. 3d 426, 204 Cal. Rpir. 435, 682 P.2d 1100 (1984).
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hospitals throughout the state and in a favorable competitive position,
enjoyed substantial bargaining power vis a vis the carrier.’*?

Thus, when the insured is advised by capable insurance counsel, contra proferentem
has no place. One of the key points in Garcia concerns negotiation. If a policy is
genuinely negotiated by parties who are not subject to distortive inequalities in
bargaining power, then anti-insurer “construction” lacks justification.

The sophisticated insurance purchaser exception articulated in Garcia was
reaffirmed in 1990. In AIU Insurance Co. v. Superior Court, ' the California
Supreme Court wrote that the confra-insurer-ambiguity norm and the doctrine of
reasonable expectations applied less stringently when the insured was sophisticated.
The court wrote:

[wlhere the policyholder does not suffer from lack of legal sophistication
or a relative lack of bargaining power, and where it is clear that an
insurance policy was actually negotiated and jointly drafted, we need not
go so far in protecting the insured from ambiguous or highly technical
drafting.>*

Notice this version of the sophisticated insurance purchaser contains three elements.
First, the policyholder must be either legally sophisticated or in possession of power
commensurate with the insurer. Second, the insurance policy must actually be
negotiated. And third, the policy must be jointly drafted.”™ (Of course, many

152 14, at 1105-06 {citations omitted & emphasis added). Even before Garcia, California courts were
particularly sympathetic to a sophisticated insurance purchaser exception. See Whittaker Corp.
v. Pacific Indem, Co., 115 Cal. App. 3d 651, 171 Cal. Rptr. 557, 561-62 (1981) (a fidelity bond).

133 51 Cal. 3d 807, 274 Cal. Rptr. 820, 799 P.2d 1253, (1990).
15% 14 at 1265.

155 As applied to the particular facts of the AIU Ins. case, the court found that the elements of the
California version of the exception were not met. FMC unquestionably had both legal
sophistication and substantial bargaining power; indeed, one of its subsidiaries was in the
insurance business. However, there was no evidence before the court suggesting joint drafting
or even comunon agreement and that certain terms would have technical meanings. Id. at 1265.
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factual and conceptual questions arise. When is a contract negotiated? Can a contract
involving forms never be a negotiated one? When is a contract jointly drafted?)!

Many reported cases of district courts come to the same conclusion. Applying
Louisiana law, one court succinctly criticized CIAN as follows:

This rule is apt when the insured is an innocent and naive party
unfamiliar with the insurance field. But where the insured is a
corporation, as here, represented by counsel on the same professional
level as counsel for insurers, then ambiguous provisions should not be
construed strictly against the insurer, but should be construed in favor
of what reason and Probability dictate was intended by the parties with
respect to coverage.™

Thus, if an insured is represented by a lawyer who is sophisticated in insurance
matters, then CIAN should not apply. Although it is not discussed in the case,
presumably this rule would apply if experienced counsel were in-house counsel. Then
why shouldn’t it apply if the insured has the assistance of someone as sophisticated
in insurance and negotiation matters as the insurance counsel is likely to be? Might

this not be a risk manager?'®

- Perhaps the most thoughtful district court decision on this issue is McNeilab,
Inc. v. North River Ins. Co.,® which concerns the well-known Tylenol incident.
In 1982, unknown terrorists poisoned Tylenol capsules in Chicago. McNeilab, a
division of Johnson & Johnson, withdrew all of its Tylenol products from the market,
destroyed them, and sought recovery from its liability insurers, even though it had

156 Some of these complexities were taken up in McLaughlin v. Connecticut Gen. Life Ins. Co., 565

F. Supp. 434 (N.D. Cal. 1983).

157 Insurance Co. of N. Am. v. John I. Bordlee Contractors, 543 F. Supp. 597, 602 (E.D. La. 1982)

(emphasis added). Accord Industrial Risk Insurers v. New Orleans Pub. Serv., 666 F. Supp. 874,

881 (E.D. La. 1987); Nationwide Mut. Ins. Co. v Ins. Co. v. United §t§tes Fideiity & Guar. Co., 529 F,

Supp. 194, 197 (E.D. Pa. 1981); McNeilab, Inc. v. North River Ins. Co., 645 F. Supp. 525 (D.N.].
1986).

158 See Thomas, Risk Management in the New Europe: Insurance & Financial Management Issues, THE
EUROPEAN ECONOMIC COMMUNITY: PRODUCTS LIABILITY RULES & ENVIRONMENTAL POLICY (1990).
(This volume was a course handbook for the Practicing Law Institute.)

19 645 F. Supp. 525 (D.N.]. 1986).
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considered--but refrained from purchasing--recall insurance. The court held that the
policy unambiguously excluded coverage, but it went on to state:

But even were the policy ambiguous, defendants [the insurers]
would prevail. Plaintiff argues that if an ambiguity be found, the rule of
contra proferentem should be strictly applied and that extrinsic evidence,
which here goes one way and one way only and which plaintiff seeks to
avoid like the plague, should not be allowed to demonstrate the actual
intent of the parties. Plaintiff reads New Jersey law to be that the strict
rules of insurance construction should apply even when the insured is
a large corporation which had the aid of counsel in choosing and
bargaining over the policy. Plaintiff is wrong.'®

The facts of McNeilab were somewhat unusual. In this case, the insurer sold terrorist
- coverage, but McNeilab rejected it. There was exirinsic evidence proving this
proposition. McNeilab opposed the admissibility of such evidence and argued for an
absolutely automatic application of contra proferentem. The court rejected this gambit
in the following language:

Although there are no New Jersey cases directly on point, it would
seem that the New Jersey courts would decide that insurance policies of
large, skilled corporations--and here, I venture to suggest, Johnson &
Johnson is larger than its insurers--would be treated as ordinary
contracts. Such a position would dovetail with the New Jersey policy
that insurance policies are generally strictly construed because they are
contracts of adhesion, i.e., they are products of unequal bargaining
power.

In the present case, there is no question but that the parties were
of equal bargaining power and that all that preceded and all that
followed the execution of the policy at issue here is reminiscent of the
entry into and the living under a treaty between two great nations.
Plaintiff's protestations about the size and competitiveness of the liability
insurance market and the “adhesion contract” prepared without its input,
in a phrase, fall flat. This latter protest, I note, cannot have been other
than tongue in cheek for the evidence belies any suggestion other than
that the policy itself was negotiated, as were almost all of the fifteen
addenda to the policy, most of which added or subtracted specific form
coverages over the years....

180 14, at 544 (emphasis added).
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Johnson & Johnson, which ranks fifty-ninth in the Fortune 500,
generates annual insurance premiums of approximately $20,000,000 and
maintains a Corporate Insurance Department consisting of an expert
insurance staff with a legal staff at its disposal....Johnson & Johnson was
a “favored customer”....[t]his was not the usual insured-insurer
relationship.

Concededly a sophisticated insured, Johnson & Johnson cannot
seek refuge in the doctrine of contra proferentem by pretending it is the

corporate equivalent of [an individual insured]. Cessante ratione le%is,
cesset et ipsa lex -- “where the reason stops, there stops the rule.”®

Thus, where the insurance purchaser and the insurer are of equal bargaining strength,
the contract should be construed in accordance with the usual rules of contract
construction. In short, where the doctrine of adhesionary contract does not apply, a
sophisticated insurance exception should.!%

The New Jersey Supreme Court recently decided a case in accord with McNeilab
in Werner Industries v. First State Ins. Co.,'® although utilizing the doctrine of
reasonable expectations. In this case, the court was called upon to determine whether
an excess liability carrier “drops down” upon the insolvency of the primary carrier.
The general question in “drop down” cases is whether excess policies insure against
not only bodily injury and physical damage, but also the specific economic risk of the
insolvency of the primary carrier.

The Werner Industries court began from the doctrine of reasonable expectations,
but it pointed out that courts did not have or at any rate had a lesser ”spedcial
responsibility” insurance contexts where there was bargaining and where both sides
were sophisticated in insurance matters. In such context, the court said the contract

161 14 at 546-47 (citations omitted).

162 Otiver B. Cannon & Son, Inc. v. Fidelity & Casualty Co., 519 F. Supp. 668, 673 (D. Del. 1981);
Di Santo v. Enstrom Helicopter Corp., 489 F. Supp. 1352, 1362-63 (E.D. Pa. 1980) (reasoning

from an insurance case).

163 112 N.J. 30, 548 A.2d 188 (1988).
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should be construed in accordance with the intent of the parties not in accordance with
some dispositive rule of construction.®*

In another recent case, Northbrook Excess & Surplus Insurance Co. v. Proctor
& Gamble Co.,'® a case arising out of the Toxic Shock Syndrome cases, the

sophisticated insurance purchaser excepts less than the usual way. The case was tried
under Ohio procedure, where the disambiguation of insurance contracts is a matter for
the jury. Proctor & Gamble contended for a jury instruction which would embody the
EFT, whereas the insurer contended for a jury instruction presupposing the
sophisticated insurance purchaser exception. The trial court gave the instruction
sought by the insurer; Proctor & Gamble lost the case and appealed.

The Seventh Circuit affirmed the court’s finding that the insurance policy was
not one of adhesion and, hence, affirmed the court’s refusal to give an instruction
embodying the EFT. The court of appeals recognized that the EFT ”states correctly an
abstract principle of law,” but it held that the EFT did not govern. The court observed
that contra proferentem is “grounded in the need to protect an insured from an
insurer who has had exclusive control of the drafting process.”’® The Court of
Appeals found that concerns about an insurer seizing exclusive control of the drafting
process was not implicated in the dispute it was adjudicating. The court stated as
follows:

Ohio [construes insurance contracts against’'some insurers, but it also]
follows the cardinal rule of contracts law that the document is to be
enforced according to the intent of the parties. Therefore, we can
assume--like other jurisdictions--Ohio would not apply the contra
proferent{elm principle to situations in which its underlying rationale is
inapplicable.

164 Not every New Jersey court has followed either McNeilab or Werner Industries. See CPS
Chemical Co.. Inc. v. Continental Ins. Co., 222 N.]. Super. 175, 536 A.2d 311 (1988).

165 924 F.2d 633 (7th Cir. 1991).

166 14, at 638.
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