


Insurance

ne of the major
legal develop-
ments of the last
third of the 20th
century was the

— development of a
law of ﬁrst -party insurance bad
faith. It has evolved in two forms.
First, there is the common law tort.
In general, it permits policyholders
to recover against first-party insur-
ers that deny or delay claims
unreasonably. How untreasonable
the insurer must be to be liable
varies from jurisdiction to jurisdic-
tion. Few jurisdictions—if any—
assimilate the tort of bad faith 1o
negligence, but there are similari-
ties, How could it be otherwise
given the centrality of the concept
of reasonableness to both torts?

A second development in the
law of first-party insurance bad faith
has been statutory. Many jurisdic-
tions have statutes, often derived
from the Model Code of the
National Association of Insurance
Commissioners, which proscribes
unfair settlement practices. Those
include such conduct as “failing to
attempt in good faith to effectuate
prompt, fair, and equitable settle-
ment of a claim with respect to
which the insurer’s liability has
become reasonably clear].}”

The law of first-party insurance
bad faith developed against the
background that older tort policy-
holders and their assignees had and
have against third-party insurers
that were defending claims. In many
jurisdictions, if a defending liability
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insurer failed to settle covered
claims within policy limits, when it
had the opportunity to do so, and its
conduct was unreasonable, the
insurer could find itself liable for the
entire judgment taken against the
insured in the case it was defending
(or, at least, for the covered claims).
This tort, of course, is alive and
well. Unlike the law of first-party
bad faith, the standard in third-
party bad faith is often explicitly
said to be negligence.

Obviously, both first and third-
party insurers can’t have significant
liahility for adjustment foul-ups.!
Consequently, insurers wili need
legal advice—at least sometimes—in
complying with their adjustment
obligations and in avoiding bad faith.

Attorney-Client Privilege
The gist of the attorney-client
privilege is pretty much the same
in afl jurisdictions, although it
varies in detail. These details can
matter irt some cases. Testimonial
privileges contravene the funda-
mental principle of jurisprudence:
that the public has a right to every
persor’s evidence. Consequently,
testimonial privileges are strictly
construed, and they are “accepred
only to the very limited extent
that permitting a refusal to testify
or excluding relevant evidence has
a public good transcending the
normally predominant principle of
utilizing all rational means for
ascertaining truth.”

In essence, the attomey-client
privilege belongs to the client, and it

nt Privile oe

protects from disclosure, either in
trial or in discovery, communications
between a client and his lawyer that
are made in confidence and made
“for the purpose of obraining or pro-
viding legal assistance for the client.
If a communication is not made for
the purpose of providing legal assis-
tance, then it is not privileged.* The
attorney-client privilege protects dis-
closure even after the death of the
client’ A communication is any con-
veyance of information. Commu-
nication is in confidence if the
communicating person reasonably
believes that no one will learn the
contents of the communication
except someone covered by the privi-
lege.” Persons protected by the privi-
lege include agents of the client so
long as the scope of the agency
involves dealing with the lawyer and
agents of the lawyer, the scope of
whose agency includes receiving
information, processing i, or acting
on it, Organizational clients, such as
insurance companies, may be pro-
tected by the privilege, as are natural
individuals® The attomey-client
privilege is the oldest privilege for
confidential commumnications to be
found anywhere in the common law.
The attorney-client privilege is
subject to several exceptions. The
client may not invoke the privilege
in a context in which the client is
actacking the lawye, e.g., for mal-
practice.” The privilege does not
apply to a communication that
accurs in the context of a client
consulting a lawyer “for the pur-
pose, later accomplished of, retain-
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ing assistance to engage in a crime
or fraud or aiding a third person to
do sol.]"" In addition, the privilege
does not apply if a client originally
obtains fegal advice for some legiti-
mate purpose, but later puts it to
criminal or fraudulent use."

Most significantly, for the pur-
pose of discussing the relationship
between the attorney-client privi-
lege and the law of insurance bad
faith, if a client injects a lawyer’s
assistance or a lawyer-client or
client-lawyer communication into
issue in a civil dispute, not involv-
ing the lawyer but involving the
client as a party, the privilege is
most likely thereby extinguished.
The Restatement is quite clear on
this point at § 80(1)(a) as a gen-
eral matter:

The attorney-client privilege is

waived for any relevant commu-

nication if the client asserts as

10 a material issue in a proceed-

ing that . . . . The client acted

upon the advice of a lawyer or

that the advice was otherwise

relevant to the legal significance

of the client’s conduct[.]

Comment b for § 80 says that this
exception is “based upon consider-
ations of forensic fairness[.]” The
Reporter’s Note for Comment b
states that there are three
approaches to § 80(1):
{1] The first approach radically
holds that, whenever a party
seeks judicial relief, the party
impliedly waives the
privilege. . . . [2] A second
approach would atrempt to bal-
ance the need for disclosure
against the need for protecting
the confidentiality of the
client’s communicarions on the
facts of the individual case. . . .
{3] The third approach avoids
the extremes of the over-inclhy-
sive automatic-waiver rule or an
indeteyminate ad hoe balancing
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approach. Instead it focuses on
whether the client asserting the
privilege has interjecied the issue
into the litigation and whether
the claim of privilege, if
upheld, would deny the inquir-
ing party access to proof needed
fairly to resist the client’s own
evidence on thar very issue.

[Emphasis added.]

The Restatement adopts the third
approach.

It might be a good idea to point
out in passing that rhe “my-
lawyers-told-me-it-was-OK defense
is time-tested.” These words come
from Tom Mills, a Dallas, Texas,
criminal defense lawyer, who does
a fair amount of white-collar crimi-
nal defense work. He points out
that prosecutors in white-collar-
crime cases are “typically required
to prove the defendant has ‘intent
to violate the law."” Often, prose-
cutors are required to prove willful-
ness. This defense has now become
extremely itnportant in the con-
text of the Enron case.”

For obvious reasons, if an insw-
ance company seeks to defeat liabil-
ity in a bad faith case of any kind by
saying “What we did was reasonable
because we sought and obtained legal
advice and thern acted upon it,” the
insurance company will be bound
by § 80{1){a}. From a forensic point
of view, it would hardly be fair to
permit an insurance company o
rely upon this defense and then per-
mit it to refuse to produce the attor-
ney’s communiqué or—for that
matter—the client's communica-
tions with the attorney. First, the
policyholder-litigant should be able
to check to see whether the insurer
is telling the truth. Second, the pol-
icyholder litigant should be able to
test whether the insurer’s rransac-
tion with the attorney was within
the realm of reasonable. The insurer
must have given the ateorney a rea-
sonable account of its dispute with
the policyholder, and the attorney’s
advice must itself be reasonable,
generally speaking, under the cir-

cumstances. If an insured leaves out
significant facts when it asks for
advice, ot if a lawyer fails to con-
sider significant case or statutory
[aw, the fact that legal advice was
sought and received may well be
either irrelevant or inculpatory.

The attorney-client privilege
can be waived, if proper objections
are not made when the communi-
cations are sought. It can also be
waived by disclosure of the commu-
nication outside the context of liri-
gation. Thus, the Restatement
distinguishes between exceptions to
the privilege and waivers of the
privilege. At the same tie, note
that Restatement § 80(1), which
expresses an exception to the privi-
lege, proceeds in terms of the idea
of waiver. The reason is that the
attorney-client communications
between an insurer and its lawyer
may well be privileged, until a bad
faith suit is brought and the insurer
makes a decision to use the fact of
legal advice as a defense in the bad
faith case, Hence, there was a time
at which the communication was s
privileged, a later time at which it
was not. The transition sounds like
a waiver.'

The “we-got-legal-advice”
defense has been wellknown for
some time in bad faith cases,”®
although it has been subject to
some critique.’* One doubts thar if
the legal advice defense is expressly
realized, then the attorney-client
communications thereby are made
available to the policyholder in
discovery and for testimonial pur-
poses.”” The outer limits of this
well-known doctrine, however, as
with almost any legal doctrine—
are subject to some blurriness, and
recently two significant cases have
explored these limits. :

The Lee Case
In State Farm v. Lee,"” the issue per-
tained to implied waiver. State
Farm denied coverage systemati-
cally, across the board, to a whole
range of claimants. Lee was a class
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action. The plaintiffs sought the
discovery of claims files and other
documents, State Farm resisted
production, in part, because of the
attorney-client privilege.
Importantly, State Farm had

not expressly injected the advice of

counsel defense into Lee, and that

absence set up the case. The trial

judge accepted
State Farm’s avowal that it
would not advance an express
reliance on advice-of-counsel
defense. He concluded further
that State Farm would not be
relying on the objective reason-
ableness of the decision to deny
[coverage]. Instead, [the trial
judge apparently determined
that] State Farm was defending
plaintiffs' claim by asserting
that its claims managers held a
subjective good-faith belief that
their decision to deny [cover-
age] was reasonable under what
they knew about the state of
the law as it then existed. . . .
The judge evidently believed
that what State Farm knew
included advice of counsel
because that was part of the
basis for the defense,

According to the Arizona

Supreme Court, the trial judge

_ apparently believed rhar what State
Farm knew included the advice it
had received from counsel. The
trial judge therefore concluded that
“State Farm had impliedly waived
the attorney-client privilege when
it put at issue the subjective, legal
knowledge of its managers after
they sought and received legal
advice.” The Arizona Supreme
Court held that the trial judge did
not abuse his discretion in coming
to these conclusions.

The Arizona intermediate-level
appellate court had disagreed with
the trial judge as to whether State
Farm had performed the affirma-
tive act of including advice of
counsel at issue. The intermediate-
level court therefore had found an
abuse of discretion and had
reversed the trial court. In affirm-

The courts adopt a kind of
doctrine of implied waiver for
insurers in bad faith cases.

ing the trial court, the Arizona
Supreme Court vacated the opin-
ion of the court of appeals, and
adopted State Farm’s own charac-
terization of its position:
[State Farm’s] defense has both
objective and subjective com-
ponents because the defense
necessarily mitrors [the] plain-
tiffs’ claims, which themselves
have both objective and subjec-
tive components. Once again,
State Farm asserts thar its con-
duct was objectively reasonable
and subjectively reasonable and
in good faith because of what
its policies, the statute and the
case law actually said (and not
what State Farm’s lawyers said
they said), and because of what
its personmel actually knew and
did {not what State Farm’s
lawyers told them 1o do).

While the trial judge saw State
Farm’s defense entirely in terms of
subjective reasonableness, State
Farm trself thought that objective
reasonableness also was involved.
The Supreme Court sided with
Strate Farm.

The whole idea of subjective rea-
sonableness bears reflection. We
must confess that we are not sure
what the phrase means. If a belief
is reasonable only if a reasonable
person would hold the belief, then
all measures of reasonableness
involve intersubjectivity and,
therefore are not merely subjective.
We suspect that the true distine-
tion here is hetween the reasonable-
ness of a process in acquiring a belief
and the static reasonableness of a
belief given the evidence. Perhaps the
idea of subjective reasonableness per-
tains to the reasonableness of a
belief given what the believer takes
his evidence to be. Even this con-

cept of reasonableness, however,
has an objective component, The
question would be whether a rea-
sonable person could believe what
the believer believed, given what
he took the evidence to be.
Obviously, this idea involves a sub-
jective component (i.e., believ-
ing), but the assessment of
reasonableness is objective.

Under Arizona law, State Farm
is liahle for insurer bad faith “if the
evidence shows its employees could
not or did not reasonably believe
that the first-party . . . claims could
be rejected within the bounds of the
law.” This does not require that they
be righe. [t only requires that they
be reasonable. Surely, said the coutt,
communications to and from
lawyers are “very relevant and mate-
rial” to the question of: “[What
information could be more impor-
tant to determining that these
employees and managers actually
knew and reasonably believed that
the advice they cbtained from coun-
sel with respect to the validity of a
[policyholder] claims?”

Relevance, of course, is not
enough. A litigant must also put the
fact of the advice into play in the
case at hand. Surely State Farm did
exactly that, said the Arizona
Supreme Court. State Farm claimed
that it had a reasonable evaluation of
the law. Clearly, any such evaluation
of the law “necessarily incorporates
what the litigant leamed from ies
lawyer,” asserted the court. That
makes any communication from the
lawyer bearing on the problem dis-
coverable and admissible. Thus,
according to the Arizona Supreme
Court, an insurer need not say “We
were teasonable in denying the claim
because we relied on the advice of
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counsel.” It need only say “We were
reasonable because our interpretation
of the law was reasonable.”

Ungquestionably the insurer pre-
viously sought and received legal
counsel. Any other decision,
according to the court, would per-
mit an insurer litigant to use the
attormey-client privilege as a
sword, and not just as a shield.

The court’s argument bears
some scrutiny. Suppose a person
claims that a belief of his is reason-
able, given the evidence. Does it
matter one iota how he came to
acquire the beliel? Suppose he
acquired the belief as the result of
witcheraft. If the belief is reason-
ably relevant to the evidence, then
the believer's belief is reasonable,
even if he acquired it in an irra-
tional manner. Thus, from the
point of view of justification, as
opposed to process, conformity to
evidentiary standards is what is
important, not genesis.”

That State Farm sought legal
advice has bearing on the subjec-
tive reasonableness of its position,
as well as on its objective reason-
ableness. According ro the court,
abjective reasonable turns, in patt,
on the extent of the insurance
investigation:

A litigant cannot assert a
defense based on the contention
that it acted reasonably because
of what it did to educate itself
about the law, when its investi-
gation of and its knowledge
about the law included informa-
tion it obrained from its lawyer
and then use the privilege to
preclude the other party from
ascertaining what it actually
learned and knew.

On the basis of this reasoning, the
coutt announced the following rule:
Where . . . an insurer makes fac-

tual assertions in defense of a

claim awhich incorporate, expressly

or implicitly, the advice and judg-
ment of its counsel, it cannot
deny an opposing party “an
opportunity to uncover the
foundation for those assertions
in order to contradict them.”

This rule, of course, “does not create
atule of per se waiver of the attor-
ney-chient privilege in insurance bad
faith cases.” It does create a rule,
however, that where “an insurer
makes factual representations which
implicitly rely upon legal advice as
justification for non-payment of
claims, the insurer cannot shield
itself from disclosure of the complete
advice of counsel relevant to the
handling of a claim.™

There were dissenting opinions.
One justice contended that State
Farm had not asserted that the legal
advice it received was relevant to its
understanding of the law. State
Farm did not use the fact that it had
received legal advice in issue. The
only issue it presented was whether
its understanding of the law—what-
ever its origins—was reasonable.
There was also a second dissenting
opinion, which mainly agreed with
the first one. The second dissenter
wrote separately only to emphasize
the degree to which he believed the
majority opinion undermined the
attorney-client privilege. This jus-
tice is concerned that alt sorts of
communications between attorneys
and clients will now be waived. He
suggests, for example, considering a
plaintiff in a personal injury case
who is claiming pain and suffering
damages. Could such a plainiff be
found to have waived the attomey-
client privilege if his knowledge of
his rights derives, at least in part,
from conversations with counsel?
Surely not, implied the second dis-
sentet, and yet the majority——on its
facial language—seems to have
implied the opposite.

The second dissenting justice
suspects that the majority’s holding
in Lee turned upon the fact that it
involved a first-party insurance bad
faith claim. Fe does not seem to be
terribly uncomfortable with this
idea. Rather, he seems concerned
about the uncertainty and potential
abrogation that the broad rule
adopted by the majoriry has created.
There is a deep issue of jurispru-

dence lurking in the wings here. It is
a fact of lepal life that insurance
contracts are treared differently than
other contracts, although courts are
open to arguments from general
contract law, especially if the insut-
ance law is silent, obscure, or prob-
lematic for some reason. At the
same time, one wonders how differ-
ently insurance companies, as busi-
ness institutions, should be treated
from other institutions. Of course,
they already are subject to the law of
bad faith, when many other busi-
nesses are not, The question then
becomes, should that difference be
extended to the law governing the
attorney-client privilege? One won-
ders if insurance companies should
be treated that differently. Why are
questions of insurers’ efforts to avoid
bad faith less worthy of protection
than those of others™

Some lawyers consider the Lee
decision to be problematic. There
is a difference between what a
client believes, what a lawyer says
to her client, and the fact that a
client has talked to an attorney at
all. The Lee case may well conflate
these three distinct ideas. More
significantly, if Lee may fail to dis-
tinguish the reasonableness of a
process of forming a belief from the
reasonableness of the ultimate
belief, that could be a significant
distinction.

The Boone Case
The Ohic Supreme Court has
taken a somewhat different and
broader approach to dealing with
the atrorney-client privilege in the
context of insurer bad faith. The
decision in Boone . Vanliner
Insurance Company® depends to a
considerable extent upon the rea-
soning and scope of a previous
decision of the Chio Supreme
Court pertaining to limits on the
attorney-client privilege in the
context of an Ohio sratute regard-
ing awards of prejudgment interest
in medical malpractice cases.* The
issue before the court in Boone was
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“whether, in an action alleging bad
faith denial of insurance coverage,
the insured is entitled to obtain,
through discovery, claims-file doc-
uments containing attorney-client
commumnications and work product
that may cast light on whether the
denial was made in bad faith.”

The setup of the issue followed a
not tnustal pattern. An employee of
a policyholder sought recovery on a
policy under which he was an
insured, or nearly the equivalent of
an insured. Vanliner Insurance
denied the claim, and the employee
filed suit. Subsequently, Vanliner
reversed its rights on the coverage
issue, but the employee-plaintiff pro-
ceeded with a bad faith case.
Vanliner sought to avoid producing
many parts of its claims file, on the
grounds of privilege. It asserted the
attorney-client privilege and the
work-product doctrine. The trial
court ordered the insurer to submit
its files for in camera inspection. The
claims file consisted of over 1,700
documenes. The trial court found
that 175 of the documents were pro-
tected from discovery and ordered
the insurer to procuce the rest. The
insurer appealed the trial court’s
order with respect to 30 documents.
The court of appeals ordered that
ane of those be disclosed in its
entirety but accepted the insurer’s
argument that the remaining 29
were privileged either in whole or in
part. The cause then came before
the Ohio Supreme Court.

In Moskowity, the QOhio
Supreme Court had previously
held that “‘[d]ocuments and other
things showing the lack of a good

faith effort to settle by a party or
the attorneys acting on his behalf
or her behalf [as is mandated by an
Ohio statute] are wholly unworthy
af the protection afforded by any
claimed privilege.””” Boone sought
to extend the rule in Moskovitz to
as equally applicable to an insur-
ance bad faith claim. He argued
“that claims file material showing
an insurer’s lack of good faith and
determining coverage are equally
unaworthy of protection.” In con-
trast, Vanliner Insurance suggested
that the Moskowity rule does not
apply in the context of an insur-
ance bad faith claim. Vanliner
argued thar when the question was
limited to judgments——indeed,
only those judgments regulated by
an express Ohio statute.”

The Ohio Supreme Court sided
with Boone. “Our ruling in
Maoskowitz did not turn on the sta-
tus of the underlying claim, but
rather upon a recognition that cer-
tain attorney-client communica-
tions and work-product materials
were wndeserving of protection, i.e.,
materials ‘showing the lack of a
good faith effort to setele.”™ Thus,
the Ohio Supreme Court rejected
the narrow interpretation of
Moskowity submitted by Vanliner.

The court also rejected concern
about the relationship between the
coverage/bad faith case in the
underlying case. Vanliner had
argued that it never waived the priv-
ilege and that causing legal advice
to be turned over in a coverage case
when the underlying case still is
pending would discourage insurance
companies from getting legal opin-

The advice-of-counsel defense is easily
subject to manipulation and it is both
cumbersome and expensive to disprove.

ions, and would unfairly disadvan-
tage insurance companies in the
underlying cases. The supreme court
majority was not persuaded. It
pointed out that the coverage case
could be stayed until after the under-
lying case was resolved. In addition,
it posited that the principle it was
constructing had nothing to do with
the waiver of the privilege. Rather, it
had to do with an exception to the
privilege. The supreme court con-
cluded that the rationale underlying
Moskouity is applicable to allege bad
faith denials of coverage, as it is fit
to failures to negotiate in medical
malpractice cases. Significantly,
“claims file marerials that show an
insurer’s lack of good faith and deny-
ing coverage are unworthy of protec-
tion.” (Emphasis added.)

The Supreme Court of Ohio,
however, did not completely
endorse the action of the trial court.
It held that only communications
that occur before coverage is denied
should constitute exceptions to the
privilege. Communications received
from or sent to an attorney after a
denial of coverage do not fit within
the paradigm. The more precise rule
the supreme court appears to have
enunciated was this: “In an action
alleging bad faith denial of insur-
ance coverage, the insured is enti-
tled to discover claims file materials
containing attorney-client commu-
nications related to the issue of cov-
erage and [which] were created prior
to the denial of coverage.” One
should note that the supreme court’s
rule is restricted to insurance bad
faith cases.

To some extent, Boone’s victory
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may have been a pyrrhic one. For
reasons that are not crystal clear
from facts outlined in the opinfor,
the Ohio Supreme Court ordered
that only four documents be pro-
duced without redactions. It is not
clear how many documents were
ordered produced but with redac-
tions. Certainly, Boene's victory
was not a significant one by page
count. Then again, it’s not quite
clear which documents were
ordered produced. A key documenr
may have been ordered produced.
The logic of the opinion suggests
that the coverage opinion had o
have been released, and that may
have been the one Boone wanted.
Moreover, locking at the totality of
the circumstances—that is, start-
ing from the beginning of the
insurer’s refusal to turn over docu-
ments—Boone's victory may have
been anything but pyrrhic.

There was also a dissenting opin-
ion in which three judges joined
(making the opinion a close 4-3
decision). Hence, by any standard,
the decision in Boone was a close
one. The minority believed thar the
wholesale exception to the “attor-
ney-client privilege” created by the
majority was neither principled nor
warranted by precedent. Minority
judges simply could not understand

ow an itsurer could engage in a
“full and frank communication”
with its attorneys in light of the
majority opinion. As a resul, they
expressed concem that the new
exception would fail to “promote
broader public interests in the obser-
vance of law and the administration
of justice.” In addition, the minor-
ity observed that under the rule in
Boone, all a policyholder has to do
in order to get the insurer’s claim
file, including advice from its attor-
neys, is to plead bad faith. The dis-
senting justices thought this was
overreaching. They also thought
that the “unworthy-of-protection”
argument was fundamentally incon-
sistent with the very purpose of the
attorney-client privilege. Why, the

dissent asked rhetorically, should we
suppose that insurers should not be
able to have open and honest dia-
togue with their attorneys? The rule
in Boone, said the dissent, will dis-
courage insurers from consulting
with attorneys or—at east—will
discourage them from getting care-
ful, written, formal opinions,

Both Lee and Boone are proving
controversial among practicing
lawyers. Significantly, as discussions
are conducted in cases, at the office,
on the street, and at CLE functions,
two lines of critique are often heard.

Conduding Cbservations
and Queries

Cne of the themes of these cases is
that if an insurer wishes to establish
that its view of the law was reason-
able, and hence that it may not be
guilty of bad faith, it must be willing
to show in discovery and ar trial
everything that it had in its posses-
sion that probes the reasonableness
of its denial or delay. Thus, the
courts adopt a kind of doctrine of
implied waiver for insurers in bad
faich cases. One could wonder if this
is a good idea, Formerly everywhere,
and in most places now, pretty much
all client attorney consultations
were out of bounds when it came to
litigation inquiries.

Of course, it is worth remem-
bering that the advice-of-counse)
defense is easily subject to manipu-
lation and it is both cumbersome
and expensive to disprove. On the
other hand, from the insurer’s
point of view, coverage opinions—
even quite good ones—are hardly
ever perfect, so they may be subject
to misleading attack in trial.

Underlying the decisions in
Arizona and Chio may be some
judicial intuition that the insurer-
insured relationship is much more
like a fiduciary relationship than
any other kind. Then again, fiduci-
aries have a right to some private
legal advice immune from the
review of those with whom they
have a fiduciary relationship.

Obviously, this is an area of the
law that will develop slowly, even
glacially. At the same time, it will
develop and it will change. No doubt
many reading this article will partici-
pate in forging those changes. B
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