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	INTRODUCTION





		Legal liability issues decided in the United States courts have a direct effect upon the syndicates and companies subscribing to liability policies covering assureds in the U.S., for it is in these courts that the policy terms and conditions are interpreted and given effect.  The purpose of this presentation is to provide an overview of legal developments in both the U.S. generally and, more particularly, recent trends in Texas, a jurisdiction which has unfortunately developed a certain notoriety among insurers, both domestic and foreign.  





		The interpretation of insurance agreements is a matter of state law.  Therefore, insurers may face different rulings in various states’  courts.  Because there is no uniform U.S. law applied to the interpretation of liability policy wording, insurers must consider a patchwork of various states’ decisions.  This presentation will touch on a few of the most significant recent developments in the U.S. state and federal courts which affect insurers.





		In addition, we trust that this overview of liability trends in the U.S. legal system may also provide some advance warning to Underwriters and companies involved with domestic U.K. and European liability policies.  As we have seen with the development of contingency fee litigation and the appearance of post-traumatic stress syndrome claims outside of the U.S., some of these U.S. born legal issues are beginning to appear in other jurisdictions.  Therefore, in addition to providing a brief analysis of recent U.S. legal issues as they affect liability insurers, this presentation will also offer a glimpse of possible future developments in the domestic U.K. and European markets.








	PUNITIVE DAMAGES





		In the last twenty years, liability insurers have acknowledged that significant damage awards are unfortunate risks of doing business in the U.S.  Nevertheless, the possibility of a legal award for actual damages can be factored into an insurer’s projection of the costs and benefits of  writing policies  in a particular market.  Awards for punitive damages, however, are less subject to cost/benefit projections and, by their very nature, can create a significant financial burden on an insurer.  Historically, punitive damage awards have been a very unpredictable area of litigation in the U.S.  This unpredictability has often created an incentive for insurers to settle legal matters prior to trial or avoid insuring certain risks entirely.  The following is a brief analysis of recent legal developments concerning awards for punitive damages.





1.	The U.S. Supreme Court Limits Punitive Damages Awards





		The United States Supreme Court rendered a recent opinion declaring excessive punitive damage awards unconstitutional.  In BMW of North America, Inc. v. Gore,� Plaintiff Gore purchased a BMW automobile from an authorized BMW dealer. Although the dealer represented that the car was “new,” the plaintiff later learned that it had been repainted prior to his purchase of the car.  After discovering this information, he filed suit against BMW alleging that the failure to disclose the repainting constituted fraud.  Following the trial in Alabama state court, the jury returned a verdict in favor of the plaintiff for $4,000 in compensatory damages and $4,000,000 in punitive damages.  On appeal, the Alabama Supreme Court affirmed the judgment, but issued a remittitur of $2,000,000 on the exemplary damage award.  Faced with a $2,004,000 judgment, BMW petitioned the United States Supreme Court. 





		The United States Supreme Court granted writ of certiorari and held that the $2,000,000 punitive damages award was grossly excessive and therefore exceeded the constitutional limit.  In reaching its decision, the Supreme Court applied three factors:





		(1)	the degree of reprehensibility of the defendant’s conduct;





		(2)	the disparity between the harm or the potential harm suffered by the plaintiff and the punitive damage award; and 





		(3)	the difference between this remedy and the civil penalties authorized or imposed in comparable cases.





		By applying these factors, the Supreme Court found that the enormity of the punitive damage award did not properly reflect BMW’s offense. Thus, the Court held that a punitive damage award of five hundred (500) times the actual damages awarded, was unconstitutionally excessive. 





		The Supreme Court also issued dissenting opinions which criticized the majority for overreaching the jurisdiction of the Court.  First, the dissent opined that the majority improperly applied the due process requirement of the Fourteenth Amendment to the United States Constitution.  The dissent also criticized the majority for invading territory traditionally within the state’s domain.  In its opinion, the dissent wrote “[t]he Constitution provides no warrant for federalizing yet another aspect of our Nation’s legal culture (no matter how much in need of correction it may be) . . . .”  Accordingly, the dissent reasoned that, if the states believe action should be taken to limit such awards, then the states’ legislatures should undertake this endeavor, not the United States Supreme Court.





2.	Texas Changes the Substantive and Procedural Handling of Cases Involving Punitive Damages





		In 1994, the Texas Supreme Court also issued an opinion which dramatically changed the substantive and procedural handling of cases involving claims for punitive damages.  In Transportation Ins. Co. v. Moriel,� the court recognized that punitive damages are “exceptional,” and should be awarded only “to punish the most outrageous, malicious, or otherwise morally culpable conduct.”  Accordingly, the Court made two significant changes to address the extraordinary nature of punitive damages -- one substantive change and one procedural change.





		Substantively, the court revised the test for “gross negligence” on which an award for punitive damages is based.  Under the new test, a plaintiff may recover punitive damages only where he or she can demonstrate that a defendant knew his actions would almost certainly cause serious harm to the plaintiff and acted with that knowledge.





		Procedurally, the Court required a bifurcated trial for cases involving a punitive damage claim when requested by a defendant.  During the first phase of the trial, the trier of fact determines liability and the amount of compensatory damages.  The trier of fact will also determine liability for exemplary damages, but will not consider a punitive damage award.  If it is determined that the defendant is liable for exemplary damages, the Court then, and only then, will conduct a second phase of the trial to determine the amount of any exemplary damage award.  Moreover, a plaintiff can only present evidence of a defendant’s net worth during the second phase of the trial.  





3.	Codification of the Moriel Decision





		The Texas Legislature agreed with the Supreme Court’s decision and adopted the principles set forth above.  The substantive and procedural modifications addressed by the Court are now codified in the Texas Civil Practice and Remedies Code (the “Code”).  In addition, the Legislature amended the Code to limit the potential amount of exemplary damage awards.  Specifically, the Code provides that exemplary damages awarded against a defendant may not exceed an amount equal to the greater of: 





	(1)	(A)	two times the amount of economic damages; plus


	


		(B)	an amount equal to any noneconomic damages found by the jury, not to exceed $750,000; or





	(2)	$200,000.





		The foregoing provision substantially changes the previous legislation which restricted punitive damages to the greater of four times the amount of “actual damages,” and defined “actual damages” to include non-economic damages such as mental anguish, physical impairment, and loss of love and affection.  Under the present provision, only “economic damages” are subject to multiplication, and then only by two (2).  Additionally, plaintiffs may only recover an amount equal to non-economic damages as a punitive award. 





		These amendments to the Code should substantially reduce the possibility of a disparate exemplary damage award in Texas.








	EMPLOYMENT PRACTICE LITIGATION





		Employment liability litigation is one of the more active areas in the U.S. legal practice.  Fortunately, many general liability insurers have escaped the significant impact of employment practice claims due to policy exclusions for claims of employees, or policy requirements that the assured be a subscriber to a separate valid workers’ compensation program.  In the last decade, however, we have seen the development of creative legal theories that arguably could create coverage for employee claims under general liability policies.  Among these numerous developments, we have limited our review to the following:


�



	1.	Sexual harassment;


	2.	Fraud/negligent misrepresentation to induce employment; and


	3.	Leased employee liability





1.	Sexual Harassment;





		In recent years, an increasing number of sexual harassment suits have been filed in the U.S. courts. This increase has been bolstered by the sensational media coverage afforded to high profile claims, such as the claim against Justice Thomas of the United States Supreme Court. However, such claims, including related negligence claims, are generally excluded under “occurrence” based CGL policies, due to employee exclusions, and  the definition of “occurrence.”





	A.	Employee Exclusions:





		Under a typical CGL policy, the general exclusions usually include a provision which states that the insurance shall not apply to bodily injury to any employee of the insured arising out of and in the course of his employment by the insured. If the policy contains a Third Party Oil Exclusions endorsement, then it will likely contain an even broader employee exclusion inclusive of personal injury claims.�  These provisions should exclude coverage under a CGL policy to any sexual harassment claim by an employee.





		In Old Republic Ins. v. Comprehensive Health Care,� the Fifth Circuit Court held that a suit for sexual harassment and related claims of negligent hiring and supervision was not covered by the subject insurance policy.  In denying coverage based upon the employment exclusion, the Fifth Circuit stated:





		That exclusion broadly covers virtually any claim arising out of the employment relationship between [the employer and plaintiff] and other employees.  Both slander of the employees’ work reputations . . . and the negligence claims against [the employer] are inextricably intertwined with the underlying sexual harassment and discrimination claims.  In Texas, because the underlying claim for intentional harassment is excluded from policy coverage, the interrelated negligence and slander claims are also not covered. (citations omitted).�





		In a similar case, a Texas court of appeals held that an insurance company did not owe a duty to defend its insured from a sexual harassment suit.  Like the Fifth Circuit, the state court based its decision on the policy’s employee exclusion which excluded coverage for:





		Bodily injury to any employee of the insured arising out of and in the course of his employment by the insured for which the insured may be held liable as an employer or in any other capacity. �








	B.	Intentional Sexual Harassment Falls Outside the Definition of Occurrence: 





		Moreover, the typical CGL policy does not provide coverage for intentional sexual harassment because such conduct falls outside the definition of “occurrence.”�  “Occurrence” is generally defined as an accident, including continuous or repeated exposure to conditions which result in bodily injury or property damage neither expected nor intended from the standpoint of the insured.  Based upon this definition, a claim for sexual harassment should not be covered by the policy because it does not qualify as an “occurrence.”  





		Under Texas law, where an insured’s actions are voluntary and intentional, there is no “accident” or “occurrence” even though the result or injury may have been unexpected, unforeseen, or unintentional.�  Thus, the intentional conduct of insured or its employees will likely fall outside the definition of “occurrence”, and as a result, a claimant’s alleged claim for bodily injury arising out of sexual harassment should be excluded from coverage under the policy.





	C.	Negligence-based Claims Arising Out of Intentional Sexual Harassment Are Not Independent Causes of Action:


 


		Imaginative plaintiffs’ attorneys, aware of the occurrence definition and its exclusion of intentional conduct, have begun to plead sexual harassment based upon negligence, rather than intentional conduct.  Under Texas law, however, negligence-based claims, which arise out of intentional sexual harassment, are not independent causes-in-fact of a claimant’s injuries.  Thus, if the claim of sexual harassment is excluded from coverage, then the negligence claims arising out of the intentional sexual harassment likewise will be excluded. 





		In Columbia Mut. Ins. Co. v. Fiesta Mart, Inc.,� the Fifth Circuit made it clear that the negligence claims arising from facts establishing underlying intentional acts were not covered by the general liability policies at issue in that case.  In denying coverage for the negligence claims, the Court stated that "[w]ithout that [intentional] fraud, there would have been no basis for suit."� Similarly, the Fifth Circuit rejected an argument that an insured's failure to seek treatment for his pedophilia was covered by a homeowner's insurance policy because it constituted negligent, not intentional, conduct.�  The Court found that:





		Each and every allegation [in the underlying personal injury action] arises out of the alleged acts of sexual molestation.  The claims of negligence are not independent causes-in-fact of the injuries.  Finding a separate and distinct duty to defend Dr. Roberts [under a negligence theory] would necessarily require proof of the underlying sexual molestation.�





		Thus, it appears that Texas courts will refuse coverage for negligence-based claims if they arise from an otherwise excluded act.





	D.	Similar Handling of Sexual Harassment Claims under California Law:





		Like Texas, California law holds that intentional sexual harassment, including interrelated negligence claims, is not covered under general liability policies.  Under California law, an insurance policy which defines “occurrence” as an “accident” excludes coverage for intentional conduct.�  Moreover, California Insurance Code § 533 establishes an implied exclusionary clause which is statutorily read into all insurance policies interpreted under California law regardless of the express language of a policy.� Section 533 provides:





		An insurer is not liable for a loss caused by the willful act of the insured; but he is not exonerated by the negligence of the insured or of the insured’s agents or others.





		The purpose of § 533 is to discourage willful torts.�  Accordingly, the courts which have interpreted this provision of the Insurance Code hold that the provision clearly bars recovery on an insurance policy for the “willful act” of sexually molesting a child; an intentional battery; and the sexual harassment of an employee.�  





		In addition, section 533 and the public policy it represents bar an employee’s attempt to shift liability to an insurer not only for intentional sexual harassment, but also for associated employment-related torts.  For example, in Hartford Fire Ins. Co. v. Karavan Enterprises, Inc., the federal district court considered whether allegations of the negligent infliction of emotional distress arising out of the discharge of an employee created a potential for liability under a policy covering “occurrences.”�  The Karavan court held that because the claim was based on the intentional act of discharging the employee, the plaintiff’s negligence allegation did not create a duty to defend.�  





		Based upon the foregoing, it is apparent that California law is similar to Texas law in its handling of sexual harassment claims and related negligence claims.  In both jurisdictions, the courts refuse to find coverage under “occurrence”-based insurance policies for intentional conduct because intentional conduct falls outside the typical definition of “occurrence”. 


�



2.	Fraud/Negligent Misrepresentation to Induce Employment:





		In recent years, it appears that many courts in the United States have curtailed an employee’s tort claims in wrongful discharge lawsuits against a former employer.  While this remains true in most jurisdictions which recognize “employment-at-will,” the California Supreme Court has recently carved out a cause of action for fraud.  If other jurisdictions follow California’s lead, this innovative cause of action may increase the risk and cost of litigating wrongful termination.





		In Lazar v. Superior Court,� the plaintiff claimed that he had been told before he was hired that he would continue to be employed so long as he performed satisfactorily in his job and achieved his performance goals.  The company also informed him that he would enjoy continued advancement, security, and a strong future.  Included in these representations, the company specifically told plaintiff that he would be groomed to replace the department head, who was about to retire; that the company had an optimistic future due to its financial strength; and that his own compensation would dramatically increase within a short period.  Based upon these representations, Lazar left his job in New York and moved his family to California to work for the company.  Despite an exemplary performance, the company informed him that his position was being eliminated due to management reorganization.





		Thereafter, the plaintiff filed suit against his former employer alleging fraud.  The California Supreme Court held that the plaintiff’s fraud claim differed from its previous opinions which barred fraud claims by a terminated employee.  Under the Court’s analysis, plaintiff alleged a viable fraud claim because the company’s misrepresentations were aimed, not at effecting the plaintiff’s termination, but at inducing him to accept the company’s offer of employment.  Hence, the plaintiff detrimentally relied upon the company’s representations and this reliance was separate from the termination itself.  Accordingly, the California Supreme Court concluded that the plaintiff properly pled all the elements of fraud.  





		As a result of the Lazar decision, it would not be unreasonable to expect an increase in complaints where terminated employees attempt to cast their claims based upon fraud, or possibly negligent misrepresentation, which may trigger liability policies. 





3.	Leased Employee Liability:





		In an attempt to avoid the burdensome costs of employee related compensation plans, employers have begun to use leased employee programs.  These programs often allow employers to provide better benefits to their employees at a lower cost; such benefits include medical insurance, retirement plans and workers’ compensation insurance.  The objective of these leasing companies is accomplished by placing workers in a larger and more cost efficient labor pool, which is administered by the leasing company.  A client company then leases the services of the employees from the leasing company which ensures that benefits are maintained and administrative duties are performed. 





		 Within the past few years, the leased employee market has grown to become a significant portion of the total workforce in the United States.  As a result, Texas courts have faced an increasing number of cases in which they are required to determine whether the leasing company or the client company is an employee’s “employer” in an employee leasing situation. The “employer” issue is especially important when read in conjunction with the Texas workers’ compensation laws.  Under the Workers’ Compensation Act, an employee is barred from bringing a lawsuit against his employer if the employee is covered by workers’ compensation insurance.  On the other hand, an employer who fails to subscribe to an approved  workers’ compensation policy is not only subject to suit by an injured employee, but also is stripped of his common law defenses in that lawsuit. 





		In resolving the “employer” issue, most courts have applied the borrowed servant doctrine, focusing on the “right to control” the details and manner of the work to be performed. Unfortunately, problems arose when the courts inconsistently applied these tests.  These inconsistent opinions indicated a need for legislation to definitively resolve these issues.  In response to this need, the Texas Legislature enacted the Staff Leasing Licensing Statute (the “Act”).�





		The Act provides that the staff leasing company and the client company are co-employers for purposes of the workers’ compensation laws.�  Therefore, both the leasing company and the client company should enjoy immunity from negligence based law suits by employees.  In addition, the liability insurers of the client company and the leasing company should receive the benefits of this immunity as well as any policy exclusions for claims of employees of the assured.








	DEFENDING BAD FAITH LITIGATION





		The U.S. courts have generated some spectacularly large bad faith awards against insurers, both foreign and domestic.  This trend of liberal bad faith verdicts has had an obvious chilling effect on the decisions of insurers, both foreign and domestic, to continue placing policies in the U.S. market.  Texas has developed a particular notoriety among insurers due to the number, and size, of bad faith awards.





		Although various state legislatures and courts appear to be swinging back to a more moderate treatment of insurers, bad faith exposure remains a very real threat to insurance companies.  The following is a brief overview of some of the more recent legal developments that will affect insurers’ exposure in the U.S. market.





1.	An Insurers’ Common Law Duties To Its Insureds in Texas





		Texas law recognizes a special relationship between an insurer and its insured.  This relationship provides the foundation for an insured’s cause of action against its insurer for breach of the duty of good faith and fair dealing.�  In Aranda v. Insurance Co. of N. Am.,� the Texas Supreme Court set forth the elements required to establish a breach of an insurer’s duty of good faith and fair dealing to its insured.  Under Aranda, a breach is established when:





(1)	there is an absence of a reasonable basis for denying or delaying payment of benefits under the policy and





		(2)	the carrier knew or should have known that there was not a reasonable basis for denying the claim or delaying payment of the claim.





		Thus, as long as an insurer has a reasonable basis for denying or delaying payment, it should be able to avoid a judgment for bad faith.





		If a liability insurer assumes an insured’s defense under a policy, it does not owe its insured a duty of good faith and fair dealing in handling the third-party claims.  Rather, it owes its insured a duty to handle the third-party lawsuit with ordinary care.�  In Texas Farmers Insurance v. Soriano,� the Texas Supreme Court refused to extend the duty of good faith and fair dealing to a liability insurer handling a third-party claim.  In so doing, the Court held:





	At the outset, we note that this court has never recognized a cause of action for breach of the duty of good faith and fair dealing where the insurer fails to settle third-party claims against its insured.  We first articulated the standard of care owed by insurers to their insured in responding to claims made by the insured in Arnold, . . .  We reiterated an insurer’s duty of good faith and fair dealing to its insured in Aranda . . . , and most recently in Lyons (full citations omitted).  Significantly, each of these cases involves the insurer’s duty to its insured in handling first-party claims.  We have never held and do not hold today that either of these two standards applies to insurers in responding to third-party claims.�





		Thus, it appears that a liability insurer owes its insured the duty to handle a third-party lawsuit in an ordinarily prudent manner.  This common law duty requires the insurer to use ordinary care in investigating, preparing to defend and try the lawsuit, and attempting to settle the lawsuit.� However, in order for the insurer’s common law duties to be triggered, the insurer must be obligated under the insurance contract to defend the insured against the claim.  If no coverage exists under an insurer’s policy, then there can be no common law claim.� 





		Moreover, Texas law does not recognize a cause of action in favor of third parties to the insurance contract for a breach of an insurer’s duty of good faith and fair dealing.�   





		California and New York also recognize an insured’s cause of action for bad faith against its insurer.  Under California law, the test for “unreasonable” or “bad faith” refusal to settle has been variously described in applicable case law.  Although the decisions offer slightly differing opinions, an insurer generally negotiates in bad faith when it refuses a settlement offer that is both within policy limits and reasonable.  An offer of settlement within policy limits is reasonable when there is a substantial likelihood that a jury verdict will be beyond those limits.�  Under New York law, the courts place, what appears to be, a more onerous burden on the insured to establish bad faith.  To prove that an insurer acted in bad faith under New York law, the insured must show that its insurer acted in gross disregard of the insured’s need.  An insured meets this standard when it establishes that the insurer deliberately or recklessly failed to place on equal footing the interests of its insured with its own interests when considering a settlement offer.�





		California also recognizes comparative bad faith as a defense to suit by an assured alleging breach of an implied covenant of good faith and fair dealing.�  Although Texas courts have discussed the application of comparative bad faith, to date, no Texas appellate court has adopted this doctrine as a valid defense to an assured’s action.





2.	Assignment of Bad Faith Causes of Action and Declaratory Judgment Actions in Texas





		Texas law allows an assured to assign its bad faith claims against its insurer to third party claimants.  This scenario occurs with disturbing regularity in Texas, particularly when the claim against the assured exceeds its policy limits and the third party believes that the possibility of a bad faith award against the insurer may be more lucrative than the claim against the assured.  Typically, the assured will enter into an agreed judgment with the claimant.  In conjunction with the agreed judgment, the assured will assign to the claimant any bad faith causes of action the assured may have against his insurer as a result of the insurer’s failure to defend, indemnify and/or settle the claim. As consideration for the judgment and the assignment, the third party claimant usually will issue a covenant not to execute the judgment against the assured for a specified number of years.





		In response to the increasing number of bad faith suits, the Texas Supreme Court recently issued an opinion regarding the assignment of bad faith claims and the proper handling of a claim to avoid liability for bad faith.  In State Farm Fire & Casualty Co. v. Gandy,� the defendant agreed to a judgment in favor of the plaintiff and assigned his causes of action against his insurer, State Farm.  As consideration for the judgment and assignment, the plaintiff agreed not to execute the judgment against the defendant.  In this lengthy opinion, the Supreme Court stated that a defendant’s assignment of claims against his insurer is invalid if:





		1.	the assignment is made prior to an adjudication of plaintiff’s claims against the defendant in a fully adversarial trial;





		2.	the defendant’s insurer has tendered a defense; and





		3.	either (a) the defendant’s insurer has accepted coverage of the claims or (b) the defendant’s insurer seeks a declaratory judgment requesting that the court declare the parties rights under the applicable policy.�





Moreover, under the Gandy opinion, a pretrial agreed judgment in favor of the plaintiff and against defendant is not binding on the defendant’s insurer nor admissible as evidence of damages in an action against the defendant’s insurer by the plaintiff as the defendant’s assignee.�  





		Gandy  suggests that in the event of a coverage dispute, an insurer can insulate itself from an assignment of claims against it by accepting the assured’s defense under a reservation of rights and seeking a declaration of the parties’ rights under the applicable policy.  In its discussion, the Texas Supreme Court outlines an insurers alternatives in handling disputed claims.  Specifically, an insurer may choose to reserve its rights under the applicable policy or deny coverage outright.  If an insurer believes that a legitimate coverage dispute exists, the Court instructs the insurer to assume the assured’s defense, subject to a reservation of the insurer’s rights to deny coverage.  Regardless of whether an insurer chooses to defend under a reservation or deny coverage of the claim, the Gandy opinion seems to indicate that the filing of a declaratory judgment action is the most appropriate method of resolving issues regarding coverage in Texas. 


�



3.	Diversity of Jurisdiction in Federal Declaratory Judgment Actions Involving Lloyds Syndicates:





		Generally, filing a declaratory judgment action is the least perilous manner in which an insurer can resolve coverage issues in the U.S. courts.  When filing a declaratory judgment, the first question to be answered is where to file the action -- state court or federal court.  As a general rule, foreign Underwriters believe that they will receive fairer treatment and a strategic advantage in a federal court.  





		The purpose of federal diversity jurisdiction is to enable non-residents of a state, such as foreign insurers, to assert their rights in federal court, free from the fear of bias and prejudice that may be present in state courts.  Federal court is typically perceived as a fairer jurisdiction for a foreign party because federal judges are appointed, not elected, to their position, and the appointment is for life.  Hence, federal judges are less likely to be influenced by the political pressures faced by many state court judges, whose jobs are dependent upon the votes of its constituents and affected by public interest groups, in periodic elections. In recent years, however, varying decisions from across the country have altered foreign insurers’ right to pursue a declaratory judgment action in federal court.





		These cases focus on the application of the diversity statute to establish federal jurisdiction.  In this regard, the federal statute requires “complete diversity” of citizenship between the plaintiffs and defendants to the suit.  If a Lloyd’s syndicate is involved in a suit, however, the diversity issue may become blurred due to the unique structure of a Lloyd’s syndicate.  Specifically, the courts must determine whether to consider the individual citizenship of each Name or whether to consider only the citizenship of the Active Underwriter.  





	A.	Citizenship of Active Underwriter Considered:





		In Certain Interested Underwriters at Lloyd’s, London, England v. Layne,� the United States Court of Appeals for the Sixth Circuit held that, based upon the pleadings in the case,  only the citizenship of the Lloyd’s syndicate’s Active Underwriter should be considered for diversity jurisdictional purposes.  The Sixth Circuit applied the “real party in interest” test, and determined that the Active Underwriters were the “real parties in interest” because they were able to bind the syndicate members on the insurance contract. 





		The Court reached its decision by applying the laws of agency under Tennessee jurisprudence.�    The Court noted that while the certificate of insurance stated that the insurance “is effected with certain Underwriters at Lloyds, London,” neither the Names nor the syndicates were listed in the policy.�  Since the Active Underwriters were British citizens and the defendants were citizens of Tennessee, the parties were completely diverse and federal jurisdiction was properly invoked.





	B.	Citizenship of All Names Considered:





		Following Layne, a number of decisions from various federal district courts have  criticized the Layne opinion and held that the citizenship of each Name must be considered to invoke diversity jurisdiction.�   These cases recognize the “real party in interest” test applied in Layne. However, the courts generally hold that Names are also real parties in interest, because the insurance policies are between the individual Names and the policyholder -- not between the Active Underwriter and the policyholder.�  Hence, the courts take Layne’s agency analysis one step further and apply the test for artificial entities.�  In so doing, these cases rely on the United States Supreme Court holding in Carden v. Arkoma Associates.�  





		In  Carden, the Court considered a challenge to diversity jurisdiction in a suit against a limited liability partnership.  The Court held that an artificial association, including a  limited liability partnership, may not be deemed a “citizen” under the jurisdictional rule established for corporations.  Rather, the citizenship of all of the artificial association’s members, including limited partners, must be considered to invoke the diversity jurisdiction of the federal courts.  The Supreme Court noted that this rule was inflexible in light of new business forms,� but indicated that any change in the rule should be left to the United States Congress.�





		In applying the Carden test, the federal district courts note that the Lloyd’s “[s]yndicates are neither incorporated nor are they legal entities in and of themselves.”�  As such, the district courts, under Carden, have consulted the citizenship of all of the syndicates’ members (Names) in determining the courts’ jurisdiction.  





		In the wake of Carden, one court has extended this diversity test.  In Humm v. Lombard World Trade, Inc.,� the New York District Court not only looked to the citizenship of each Name in determining diversity jurisdiction, but it also required that each Name satisfy the minimum jurisdictional amount requirement in order to invoke the Court’s jurisdiction. To date, no Court has followed the Humm decision.  Moreover, from a practical standpoint, the application of the Humm standard makes it almost impossible for a Lloyd’s syndicate to invoke the federal court’s jurisdiction. 





		The manner in which diversity of citizenship is determined for a Lloyd’s syndicate is an unsettled issue in the U.S. legal system.  Unfortunately, this issue could have a very significant effect on the ability of parties subscribing to London placed policies to protect their interests through declaratory judgment actions in federal court.  Based upon applicable case law, however, it appears that diversity jurisdiction will likely be determined by the pleadings.  If Underwriters initiate a declaratory judgment action, they should not include the Names as parties to the litigation.  Hence, diversity jurisdiction may be initially established by relying on the Sixth Circuit’s opinion in Layne. On the other hand, if the insured’s counsel designates Names as parties to a suit by way of a counterclaim or motion to join real parties in interest, the insured would be in a much better position to dispute the court’s diversity jurisdiction.  In this situation, the federal courts would likely consider the citizenship of the individual Names in determining whether the Court’s jurisdiction was properly invoked.  However, it is unclear whether the Court would follow the Humm decision and apply the minimum jurisdictional amount to each Name in reaching its determination.





		From a practical standpoint, foreign Underwriters have a reasonable chance of establishing federal court jurisdiction if they initiate the suit.  Moreover, if opposing counsel successfully attacks the court’s jurisdiction, the case simply will be dismissed without prejudice to Underwriters’ right to file a declaratory judgment action in state court. 





4.	Agent/Underwriter Relationship and Liability:





		Texas courts may hold Underwriters liable for the actions and representations of local brokers. To those working under the Lloyds’ structure, there appears to be a clear distinction between a broker in the surplus lines� arena and an agent for insurance companies operating under the Texas Insurance Code.  However, Texas courts fail to make this distinction.�  Consequently, courts will apply general agency principles to determine whether Underwriters will be vicariously liable for a broker’s wrongful conduct.  Accordingly, a surplus lines insurer may be held liable for the actions of a broker, if the broker was acting within the scope of its agency relationship at the time it committed the alleged misrepresentation or wrongful act.� 





		In Texas, an insurance company is generally liable for any misconduct by its agent that is within the actual or apparent scope of the agent’s authority.�  In determining a principal’s vicarious liability, the proper question is not whether the principal authorized the specific wrongful act.  Rather, the proper inquiry is whether the agent was acting within the scope of the agency relationship at the time of committing the act.�  For there to be an agency relationship, there must be some act constituting an appointment of a person as an agent; it is a consensual relationship.�  However, only the conduct of the principal, leading one to suppose that the agent has the authority he purports to exercise, may charge the principal through the apparent authority of an agent.�  For example, a broker who simply bills for and collects premiums on behalf of an insurer not admitted to do business in Texas will likely be deemed an agent for the insurer.�





		Thus, it appears that Texas courts have established a low threshold for determining whether a surplus lines insurer will be vicariously liable for a broker’s wrongful conduct.  As a result, Underwriters may be held liable for a broker’s actions, if the broker simply billed for and collected premiums on behalf of Underwriters. Based upon the low threshold, we may see an increase in lawsuits which attempt to hold Underwriters liable for the misrepresentations of their representative brokers and agents. 





5.	Bonding Requirement: 





		Some plaintiffs have alleged that Article 1.36, Section 11 of the Texas Insurance Code requires surplus lines carriers to post a bond before proceeding with a declaratory judgment action. Section 11(a) requires the posting of a bond or proof of financial security “[b]efore an unauthorized person or insurer files or has filed any pleading in any court action, suit, or proceeding . . . instituted against that person or insurer through service of process . . . [in an amount sufficient to satisfy] any final judgment that may be entered in the court action”.  (emphasis added).  However, the rationale behind the bond requirement does not apply to Underwriters in pursuit of a declaratory judgment action for two reasons.  First, the action is instituted by Underwriters, not against them.  Moreover, there is no monetary judgment in a declaratory judgment action to apply against the bond.  Rather, the judgment is simply a declaration of the parties’ rights.�





		California and New York have also passed similar statutes requiring foreign insurers, prior to filing any pleading in an action, to post a bond sufficient to secure payment of any final judgment against it.�  Interestingly, the California and New York Legislatures carved out similar exceptions to the bonding requirement.  Under these exceptions, certain insurers who issued policies effected by surplus lines brokers will not be required to post a bond if they meet the requirements of the exception.�





	INTERACTION OF CGL AND EIL POLICIES





		The interaction of Comprehensive General Liability (CGL) and Environmental Impairment Liability (EIL) policies has been the subject of various treatises in the last six years.  This presentation does not attempt to provide an exhaustive analysis and comparison of EIL and CGL policies.  Rather, we focus an the following:





	1.	Policyholder attempts to create pollution coverage under CGL policies.





	2.	Joint coverage under CGL and EIL policies.





	3.	Choice of law issues associated with environmental claims.





		Before reviewing these developments, we must consider the evolution of EIL policies and their fundamental differences from standard CGL policies.  EIL coverage developed as an industry response to early Congressional environmental legislation (“RCRA” or the Resource Conservation and Recovery Act, 1976) and the perceived pollution exclusions included in most CGL policies.  Throughout the late 1970's and 1980's, insurance companies marketed EIL policies for the purpose of providing coverage to claims resulting from long-term gradual pollution.  





		Early EIL policies often suffered from less than precise underwriting.  As a result, the early policies were often construed by the courts to provide broad coverage at a relatively low premium rate.  Unfortunately for Underwriters, these broadly written policies ultimately covered millions of dollars in claims. As claims and legislation concerning environmental matters increased, however, EIL policies became more restrictive concerning coverage and demanded higher premiums.� 





		EIL coverage is generally provided under “claims made” policies, insuring environmental losses if the claim is presented during the EIL policy period.  Additional restrictions can also be inserted which require that the claim be made and reported during the policy period. EIL policies can also contain policy enhancement endorsements which can extend coverage beyond the policy period.





		CGL coverage, on the other hand, is generally provided through “occurrence” based policies.  CGL policies are triggered by bodily injury, or property damage, that takes place during the policy period, without regard to when the third-party claim is made against the assured.





		Clearly, Underwriters intended CGL and EIL policies to respond to distinctly different sorts of claims.  Unfortunately, the U.S. policyholders and the courts have not always appreciated these distinctions.  We have seen various attempts by U.S. policyholders to establish pollution coverage under the CGL policies, either by making an end run around the absolute pollution exclusion or by an inventive interpretation of personal injury coverage.  In addition, the U.S. courts have analyzed both EIL and CGL policies in respect to the choice of law by which their terms should be interpreted and the configuration of the policies in primary and excess scenarios.


�



1.	Pollution Coverage Under CGL Policies:





		In the last decade, U.S. policyholders have made various inventive attempts to create pollution coverage under CGL policies.  We focus on this time frame because in 1986 the Insurance Services Offices (ISO) developed the “absolute pollution exclusion” for standard CGL policies.  The exclusion states that the policy does not cover:





	(1)	Bodily injury or property damage arising out of the actual, alleged or threatened discharge, dispersal, seepage, migration, release or escape of pollutants:





		(a)	At or from any premises, site or location which is or was at any time owned or occupied by, or rented or loaned to any insured;





		(b)	At or from any premises, site or location which is or was at any time used by or for any insured or others for the handling, storage, disposal, processing or treatment of waste;





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





		(d)	At or from any premises, site or location on which any insured or any contractors or subcontractors working directly or indirectly on any insured’s behalf are performing operations.





(i)	If the pollutants are brought on or to the premises, site or location in connection with such operations by such insured, contractor or subcontractor, or





(ii)	If the operations are to test for, monitor, clean up, remove, contain, treat detoxify or neutralize, or in any way respond to, or assess the effects of pollutants.





		Subparagraphs (a) and (d) (I) do not apply to “bodily injury” or “property damage” arising out of heat, smoke or fumes from a hostile fire.





		As used in this exclusion, a hostile fire means one which becomes uncontrollable or breaks out from where it was intended to be.





	(2)	Any loss, cost or expense arising out of any:


										


(a)	Request, demand or order that any insured or others test for, monitor, clean up, remove, contain, treat, detoxify or neutralize, or in any way respond to or assess the affects of pollutants, or





		(b)	Claim or suit by or on behalf of a governmental authority for damages because of testing for, monitoring, cleaning up, removing, containing treating, detoxifying or neutralizing, or in any way responding to, or assessing the effects of pollutants.





		Pollutants 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.





		Policyholders, in attempting to circumvent the absolute pollution exclusion, have focused on the scope, causation and ambiguity elements of the exclusionary wording.  As a result, the pollution exclusion has generated significant litigation in recent years and the result is an unsettled and conflicting body of case law.�





	A.	Whether the scope of the absolute pollution exclusion was intended to encompass the alleged environmental claim.





		It appears that insureds have achieved the greatest success by arguing that the claimed loss is not the type of loss contemplated and barred by the absolute pollution exclusion.  For example, the New York State courts have held that the absolute pollution exclusion would only apply to cases involving “environmental pollution.”  Hence, a claim for lead poisoning to a child would not be excluded.�  Similarly, Louisiana State courts have held that the exclusion was applicable to “polluters” who indifferently pollute the environment, but not to companies who incidentally possess a pollutant, such as a pesticide, as part of their business.�





		Other jurisdictions have disagreed with Louisiana’s approach.  For instance, in Alcolac, Inc. v. California Union Ins. Co., the court rejected the argument that the exclusion was only meant to apply to intentional polluting activities.�  Rather, the court held that the “pollution exclusion is just what it purports to be -- absolute.”  Likewise, it appears that Texas courts will likely defer to the exclusionary language of the pollution exclusion in the face of any reasonable claim of pollution.  As discussed in more detail below, the Texas Supreme Court recently adopted the language of Alcolac, holding that the pollution exclusion should operate to exclude claims which fall under the scope of endorsement’s language.� 





	B.	Whether the injury was proximately caused by pollution.





		Policyholders have occasionally attacked the pollution exclusion of a CGL policy by arguing that the injury resulted from some type of covered activity, rather than pollution.  Generally, this approach has not been widely accepted by the courts and it has produced only limited success for insureds.  The California court of appeals is one of the few courts which has applied this causation analysis.  In Brian Chuchua’s Jeep, Inc. v. Farmers Ins. Group,� the insured argued that ground contamination was caused by an earthquake (a covered loss) which damaged an underground storage tank, rather than pollution (an excluded loss).  The California court reasoned that it was a question of fact for the jury to determine whether the  proximate cause of the incident was the earthquake or a gasoline leak.  





		On the other hand, numerous courts have rejected similar tactics by insureds.  In American States Ins. Co. v. Skrobis Painting & Decorating, Inc.,� the court held that contamination resulting from a spillage of diesel fuel was barred by the pollution exclusion regardless of whether it was caused by the negligence of the insured’s employees.  Likewise, in Perkins Hardwood Lumber Co. v. Bituminous Casualty Co., the court held that the exclusion operated to preclude a motor vehicle accident caused by smoke resulting from a fire set by the assured.  The court opined that the exclusion unambiguously applied to bar coverage regardless of any agreement that the accident was caused by the insured’s negligence in failing to warn motorists of the hazard.�





	C.	Whether the pollution exclusion is ambiguous.





		Some insureds have attempted to avoid the preclusive effect of the pollution exclusion by arguing that the exclusion is ambiguous.  However, the majority of courts in the States have rejected this argument, holding that the standard absolute pollution exclusion unambiguously excludes claims caused by pollutants.  In attacking the alleged ambiguous nature of the absolute pollution exclusion, insureds often focus on the definitions (or lack thereof) provided in the exclusion.  In this regard, insurers are faced with a double-edged sword.  If the term is defined, courts restrict the insurer to that definition; on the other hand, if the term is undefined, then courts can hold the term is ambiguous, thus construing the policy in favor of coverage.  Despite this seemingly uphill battle, the courts generally hold that the exclusion is unambiguous.�





		Most recently, the Texas Supreme Court rejected the ambiguity argument in National Union Fire Ins. Co. of Pittsburgh, Pennsylvania v. CB Industries, Inc.�  In CBI, the assured argued that the insurance policies, by virtue of their “absolute pollution exclusions,” were patently or latently ambiguous.  Moreover, the assured complained that it had not been allowed to conduct discovery to establish the ambiguity.  In applying the policies’ language in the context of the claim, the Texas Supreme Court opined that the policies were neither latently nor patently ambiguous, and the exclusion clearly barred coverage under the policy.  Accordingly, there were no fact issues that warranted discovery.�





2.	Joint Coverage Under CGL and EIL Policies





		The coverage provided by CGL and EIL policies is not necessarily mutually exclusive, and both types of policies may arguably provide coverage to the same claim.  In the event of joint coverage, the courts must determine the amount to be contributed by each policy.  This issue requires an analysis of the “other insurance” provisions contained in the applicable policies to determine the priority of contributions between the policies.





		Under Texas law, the courts determine the priority of the policies by considering the coverage provided by each policy, comparing the language of the “other insurance” provisions of the various policies, and adhering to the rule that the insured’s rights are favored.�  Initially, Texas Courts are instructed to “look to the overall pattern of insurance coverage to resolve disputes among the carriers.”�  In this regard, all primary policies must be exhausted before an excess policy becomes liable for a claim.� 





		If a conflict exists between two policies, the offending provisions should be ignored, thereby affording coverage under both policies to the assured.�  When both policies provide coverage the court should prorate contributions between the insurers in proportion to the amount of insurance provided by their respective policies.�





		Accordingly, in the event that a CGL policy and an EIL policy both provide coverage for a pollution claim, the court should look to the policies’ “other insurance” provisions to determine the contribution of each policy.  If the policies contain mutually repugnant provisions, the court will likely disregard the provisions and order the insurers to contribute to the claim on a prorata basis in proportion to the limits of coverage provided by the respective policies.





3.	Choice of Law Issues Associated with Environmental Claims





		Environmental claims can create complex problems from what are normally simple legal issues.  A prime example of this unique characteristic of environmental claims is seen in the New Jersey District Court’s opinion issued in NL Ind., Inc. v. Commercial Union Ins. Cos.�  In this twenty page diatribe, the court presents a tortuous analysis of  New Jersey’s choice of law rules in an effort to determine which state’s substantive law would apply to the environmental claims at issue.  





		In the suit, NL sought coverage for 140 specific environmental claims, involving 93 sites in 28 states.  Of the 140 claims, 45 were in New Jersey, 17 in Texas, 9 in Pennsylvania, 8 in Michigan, 7 in California, 6 in Illinois, 6 in Missouri, and the rest were scattered in 21 other states. Ultimately, the court granted a partial summary judgment as to a few representative sites, but it specifically declined to determine which state’s law would apply to the remaining 91 sites. 





		The substance of NL Ind. provides little guidance to determining choice of law issues around the United States.  Rather, this case is highlighted as an example of the complex issues which often arise in association with environmental claims.  








	INSURED’S DUTY TO PROVIDE FULL DISCLOSURE 


	IN ITS APPLICATION FOR INSURANCE





		Under Texas law, an insured must provide full disclosure in its application for insurance.  If an insured fails to provide material information or otherwise misrepresents information in its application, an insurer may avoid the policy altogether.  Article 21.16 of the Texas Insurance Code and subsequent case law require an insurer to plead and prove the following five elements before it may avoid a policy because of the insured’s misrepresentation in the application for the policy:  








		1.	the making of the representation;





		2.	the falsity of the representation;





		3.	reliance thereon by the insurer;





		4. 	the intent to deceive on the part of the insured in making same; and





		5.	the materiality of the representation.�





The failure of the insurer to prove any of the foregoing elements defeats its cause of action for avoidance of the policy.





		A misrepresentation defense under Texas law carries a high burden of proof and requires a showing that the misrepresentation was made willfully and with the intent to deceive or to induce the insurance company to issue the policy.� This burden is met only if the insurer establishes that the insured actually, not constructively, knew that what it represented was untrue, especially when the allegedly untrue statement is one of opinion.�





		In considering this point, the Enserch court opined that “even a material misrepresentation in an insurance application does not defeat recovery if it is made innocently and in good faith.”  A good faith standard implies subjectivity; an objective standard cannot fit within  a test that allows innocent misrepresentations.�  Moreover, in Garcia v. John Hancock Variable Life Ins. Co.,� the court held that it was unlikely that the “intent to deceive” element could be established for summary judgment purposes.  





		In addition, an insurer must timely notify the insured of its refusal to honor the policy  because of misrepresentations in the application in order for an insurance company to avoid coverage. Article 21.17 of the Texas Insurance Code provides that ninety (90) days is a reasonable time in which an insurer must provide the required notice to its insured.  Accordingly, if an insurer discovers a material misrepresentation in an application for insurance, it has ninety days to notify the insured of its intention to avoid the policy.  If the insurer fails to notify the insured within ninety days, the insurer waives the misrepresentation defense to coverage under its policy.








	RECENT TRENDS IN DEFENDING CASUALTY CLAIMS





		From a lawyer’s perspective, the defense of casualty claims in the U.S. has been both challenging and frustrating over the last ten years.  Claimants and their attorneys continue to develop imaginative causes of action against assureds.  These claims create a two-fold challenge for insurers.  First, they must determine whether these claims come within coverage of the particular policy.  If the claim triggers a duty to defend or provides coverage to the assured, the insurers then must decide  how best to defend the assured.  The process by which these decisions are made, and the procedures that insurers must follow to defend the assured while reserving the insurers’ rights under the policy, can be hypertechnical.





1.	Insurer’s Duty to Defend and Appointment of Defense Counsel





		In determining whether an insurer has a duty to defend its insured, Texas courts generally look only to the allegations of the plaintiff’s complaint and the terms of the insurance contract.�  Under the so-called “8 corners rule” or “complaint allegation rule,” the allegations of the complaint are taken as true, and the duty to defend arises if the complaint thus construed asserts allegations facially within the coverage of the policy as reflected by its terms.�  Even if the plaintiff’s complaint alleges multiple claims or claims in the alternative, some of which are covered under the policy and some of which are not, the duty to defend arises if at least one of the claims in the complaint is facially within the policy’s coverage.  When there is a clear distinction between covered and non-covered claims, however, an insurer may apportion defense costs among the claims.�





		Obviously, the duty to defend is broader than the duty to indemnify.  Despite the breadth of this duty, an insurer is required to defend only those cases within the policy coverage.  Thus, if the petition only alleges facts excluded by the policy, the insurer is not required to defend its insured.�





		When a petition is ambiguous, it may be difficult to tell whether a claim is covered under the policy.  Therefore, the courts have created an exception to the general “8-corners rule.”  The courts have defined this exception as follows:





When the petition does not contain sufficient facts to enable the court to determine if coverage exists, it is proper to look to extrinsic evidence in order to adequately address the issue.�





		It is noted, however, that the cases which have reviewed this narrow exception usually discuss the exception in relation to a declaratory judgment action. Thus, it is unclear whether an insurer could apply this exception in its review of coverage and consider extrinsic evidence in determining its duty to defend the insured in the face of an ambiguous pleading.  In order to employ this exception, it may be necessary for an insurer to file a declaratory judgment action. 





		If an insurer believes that the complaint alleges conduct which may not be covered by the policy, it should issue a letter reserving its rights under the policy.�  In such a situation, a reservation of rights will not be a breach of the insurer’s duty to defend, but notice of intent to reserve rights must be sufficient to inform the insured of the insurer’s position and must be timely. If an insurer fails to timely reserve its rights under a policy, it may waive or be estopped from raising its policy defenses. 





		Texas law generally holds that “the doctrines of waiver and estoppel cannot be used to create insurance coverage where none exists under the terms of the policy.”�  However, there is an exception to the general rule known as the “Wilkinson Exception.”  Under the Wilkinson Exception, if an insurer assumes an insured’s defense without timely declaring a reservation of rights or obtaining a non-waiver agreement, and with knowledge of facts indicating non-coverage, all policy defenses, including those of non-coverage, are waived, or the insurer may be estopped from raising them.�





		The Wilkinson Exception supercedes the general no-expanded-coverage rule where an insured can demonstrate the following:





	1.	That the insurer had sufficient knowledge of the facts or circumstances indicating non-coverage; but





	2.	Assumed or continued to defend its insured without obtaining an effective reservation of rights or non-waiver agreement; and as a result,





	3.	The insured suffered some type of harm.�





		When a reservation of rights is made, however, the insured may properly refuse the tender of defense and pursue its own defense.  Texas law allows an insured to select independent counsel because of the inherent conflict of interest which arises between the insurer and its insured when an insurer is contesting coverage, but defending the insured under a reservation of rights.�  This conflict usually arises when coverage under a policy will be determined by the findings of the trier of fact as to certain issues in the main case.  If the insurer is allowed to select counsel, the counsel could conceivably manipulate the discovery and presentation of the case to skew the facts in favor of the insurer and a finding of no coverage. To avoid this possibility, Texas law allows an insured to select independent counsel, when a conflict arises.�  Moreover, if an insured selects independent counsel, the insurer remains liable for reasonable attorneys’ fees incurred by the insured and may not insist on conducting the defense.�  





2.	Recent Jury Awards in Texas





		There appears to be a discernible trend by various state courts and legislatures to treat insureds and insurers more reasonably.  In addition, tort reform lobbying and anti lawsuit abuse advertising sponsored by the insurance industry seems to be having an effect on the public in general, and juries in particular.  Nevertheless, the potential for extraordinarily large jury verdicts still exists.  Texas has the notoriety of being one of the more liberal jurisdictions when it comes to the number and size of jury awards.  The following recent verdicts are provided by way of example.





		In Bartlett v. Mitchell Energy Corp., a Wise County jury awarded significant damages against Mitchell Energy Corporation for environmental contamination claims alleged by seventeen plaintiffs.  The plaintiffs alleged that their ground water supplies had been contaminated by leaking natural gas wells, which were owned and operated by Mitchell.  In addition to the claim of contamination, the plaintiffs alleged that Mitchell had hidden the problem from the plaintiffs and the Texas Railroad Commission for years.





		After a three week trial, the jury returned a verdict of $204 million -- $4 million in actual damages and $200 million in punitive damages.  According to reports released by Mitchell, it intends to appeal the verdict.





		In June, 1996 a Texas jury determined that coverage for the Valdez casualty existed under a London market policy and returned a verdict of $238,473,752.50 against various underwriters, at Lloyds, London and London Companies in Exxon Corp. v. Lloyds.  When combined with prejudgment interests and Exxon’s attorney’s fees, the Final Judgment entered by the Court on July 3, 1996 was $410,345,199.72.�





		The magnitude of these awards indicates that the threat of significant jury awards remains a very real cost of writing policies in the U.S.A.
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     �		134 L.Ed 809, 116 S.Ct 1589 (1996)


     �		879 S.W.2d 10 (Tex. 1994)


     �		The typical Third Party Oil Exclusions endorsement states that the policy does not apply to:





	(a)	any liability of whatsoever nature of the assured, whether the assured may be liable as an employer or in any other capacity whatsoever, to any of its employees, . . . whether by reason of the relationship of master and servant or employer and employee or not.





	(b)	any liability of any employee of the assured with respect to bodily and/or personal injury to or illness or death of another employee of the assured sustained in the course of such employment.





     �		2 F.3d 105 (5th Cir. 1993).


     �		Id. at 109.


     �		Aberdeen Ins. Co. v. Bovee, 777 S.W.2d 442, 444 (Tex. App.-El Paso 1989, no writ).


     �		Under the policy’s general provisions, Underwriters will usually be liable for “ . . . all sums which the Insured shall become legally obligated to pay as damages because of





		A.	bodily injury or





		B.	property damage





		to which this insurance applies, caused by an occurrence.” 


     �	Argonaut S.W. Ins. Co. v. Maupin, 500 S.W.2d 633, 635 (Tex. 1973); See also, Misle v. State Farm Mutual Automobile Insurance Co., 908 S.W.2d 289 (Tex.App.--Austin 1995, no writ). 


     �	987 F.2d 1124 (5th Cir. 1993).


     �	Id. at 1128. 


     �	Commercial Ins. Co. v. Roberts, 7 F.3d 86 (5th Cir. 1993).


     �	Id. at 88.


     �	United Pacific Ins. Co. v. McGuire Co., 229 Cal.App.3d 1560, 281 Cal.Rptr. 375 (1991).


     �	 CAL. INS. CODE § 533 (West 1993).


     �	J.C. Penny Casualty Ins. Co. v. M.K., a minor, 52 Cal.3d 1009, 278 Cal.Rptr. 64 804 P.2d 689 (1991).


     �	See, Coit Drapery Cleaners, Inc. v. Sequoia Ins. Co., 14 Cal.App.4th 1595, 18 Cal.Rptr.2d 692 (Cal.Ct.App. 1993), see also, Save Mart Supermarkets, v. Underwriters at Lloyd’s London, 843 F.Supp. 597 (N.D.Cal. 1994).


     �	699 F.Supp. 787 (N.D.Cal. 1988).


     �	Id. at 1076.


     �	12 Cal.4th 631 (1996).


     �	TEX. LAB. CODE ANN. § 91.000 et seq. (Vernon 1996).


     �	TEX. LAB. CODE ANN. § 91.042(c) (Vernon 1996).


     �	Arnold v. National County Mutual Fire Ins. Co., 725 S.W.2d 165 (Tex. 1987).


     �	748 S.W.2d 210 (Tex 1988).


     �	American Physicians Insurance Exchange v. Garcia, 876 S.W.2d 842, 847 (Tex. 1994) citing G.A. Stowers Furniture Co. v. American Indemn. Co., 15 S.W.2d 544 (Tex. Comm’n App. 1929, holding approved).


     �	881 S.W.2d 312, 317 (Tex. 1994).


     �	Soriano, 881 S.W.2d at 317 (Tex. 1994); also see Two Pesos, Inc. v. Gulf Ins. Co., 901 S.W.2d 502 9 Tex.App.--Houston [14th Dist.] 1995, n.w.h.).


     �	A primary carrier also owes this common law duty to an excess carrier.  Under the theory of equitable subrogation, an excess carrier has the right to sue a primary carrier for a primary carrier’s wrongful handling of a claim.  American Centennial Ins. Co. v. Canal Ins. Co., 843 S.W.2d 480, 483 (Tex. 1992).


     �	Garcia 876 S.W.2d at 847-849.


     �	Allstate Ins. Co. v. Watson, 876 S.W.2d 145 (Tex. 1993).


     �	Highlands Ins. Co. v. Continental Casualty Co., 64 F.3d 514 (9th Cir. 1995).


     �	Allstate Ins. Co. v. Jacobs, 208 A.D.2d 578, 617 N.Y.S. 360 (N.Y.App.Div. 1994). 


     �	California Casualty General Ins. Co. v. Superior Court, 173 Cal.App.3d 274, 218 Cal.Rptr. 817 (Cal.Ct.App. 1985).


     �	925 S.W.2d 696 (Tex. 1996). 


     �	A declaratory judgment action is a statutorily authorized form of relief.  In a declaratory action, the parties seek a declaration from the court of their respective rights under a contract, writing or policy of insurance.  Hence, a judgment in a declaratory action simply provides the parties with a statement of their rights and liabilities; it does not necessarily provide any sort of material or substantive relief. 


     �	Gandy clarifies the effect of an insured’s agreed judgement on its insurer.  Prior to Gandy, it was generally accepted that consent judgments were not subject to a collateral attack based on fraud or the unreasonableness of the assessed damages.  Ranger Ins. Co. v. Rogers, 530 S.W.2d 162, 167 (Tex.Civ.App.--Austin 1975, writ ref’d n.r.e.).  Accordingly, factual statements contained in the agreed judgment were sometimes used to establish coverage under a policy, which would not otherwise provide coverage for the subject claim. Under the Gandy rule, however, a pretrial agreed judgment, which is not supported by an evidentiary hearing,  is not enforceable against a defendant’s insurer.  On the other hand, an agreed judgment which is entered by a court after an evidentiary hearing may still be enforceable against a defendant’s insurer.





		In contrast, California law allows an insurer to attack consent judgments on the grounds of fraud, collusion and unreasonableness of damages. Samson v. Transamerica Ins. Co., 636 P.2d 32 (Cal. 1981).


     �	26 F.3d 39 (6th Cir. 1994).


     �	The Court applied the substantive law of Tennessee in Layne because state law governs substantive legal issues in diversity actions.


     �	Under Tennessee law, an agent for an undisclosed principal is personally liable on a contract.  Therefore, the Court reasoned that the Active Underwriters, who bound the Names, were agents for the undisclosed Names.  Accordingly, under Tennessee law, a party who deals with such an agent may sue either the principal or the agent, but not both.  The Court opined that when the defendants in Layne elected to sue the Active Underwriters through their counterclaim, they elected to sue the agents.


     �	For example, see the following federal district court cases:  Bath Iron Works Corp. v. Certain Member Companies of the Institute of London Underwriters, 870 F.Supp. 3 (D. Maine 1994); Humm v. Lombard World Trade, Inc., 916 F.Supp. 291 (S.D.N.Y. 1996); Transamerica Corp. v. Reliance Ins. Company of Illinois, 884 F.Supp. 133 (D. Del. 1995); and Lowsley-Williams v. North River Insurance Co., 884 F.Supp. 166 (D. N.J. 1995).  None of these cases are from federal district courts within the United States Fifth Circuit.


     �	One important distinction arises between Layne and the other federal court decisions.  For instance, in Layne, only the Active Underwriter was named as a party.  For example, in Humm v. Lombard World Trade, Inc. 916 F.Supp. 291 (S.D.N.Y. 1996), the “Names” on the applicable policy were included as parties to the suit by reference to “ . . . John Does 1 through 50, fictitious names being and intended to be all persons having liability under Lowndes Lambert Cover Note No. MB6807/7000, to be named individually when identified.”  As noted in the previous section, Layne did not consider whether its agency analysis would apply to support diversity jurisdiction in those cases actually designating “Names” as parties to the suit. 


     �	The courts consider an “artificial entity” to be any form of business or company, other than a corporation.  Such businesses include partnerships, limited liability partnerships, and limited liability companies.


     �	108 L.Ed. 2d 157, 110 S.Ct. 1015 (1990).


     �	e.g., limited liability partnerships and limited liability companies.


     �	We believe this language from Carden is significant, because the Supreme Court recognizes that the rule may not be appropriate in every situation.  As applied in Carden, the rule places an onerous, almost impossible burden of proof on Underwriters to establish diversity, with thousands of Names, world-wide.  In all likelihood, the strict application of the rule to the Lloyd’s structure is one of the inappropriate applications of the rule envisioned by the Court when it made this statement.


     �	Lowsley-Williams, 884 F.Supp. at 167; also see, Transamerica Corporation, 884 F.Supp. at 137; Humm, 916 F.Supp. at 293; and Bath Iron Works, 870 F.Supp. at 5. 


     �	916 F.Supp at 299.


     �	Surplus lines insurance is provided by insurers who are not licensed to write insurance in the state of issuance, but who meet certain statutory reporting and financial criteria.  Surplus lines coverage is available for  risks which cannot or will not be insured by insurers licensed to transact business in the state of issuance.  Surplus lines insurance is typically issued in high risk industries, such as the marine industry and the oil and gas industry. 


     �	See Weyant v. Acceptance Ins. Co., 917 F.2d 209 (5th Cir. 1990), rehearing denied, 923 F.2d 851; Bellefonte Underwriters Inc. Co. v. Brown, 663 S.W.2d 562 (Tex. App.--Houston [14th Dist.] 1983), rev’d in part and aff’d in part on other grounds, 704 S.W.2d 742 (Tex. 1986); and St. Paul Surplus Lines Ins. Co., Inc. v. Dal-worth Tank Co., Inc., 1995 W.L. 508001 Tex. App.--Amarillo 1995, no writ). 


     �	Weyant, 917 F.2d at 213; Bellefonte, 663 S.W.2d at 580; and St. Paul, 1995 WL 508001 at 16.  


     �	Celtic Life Ins. Co. v. Coats, 885 S.W.2d 96 (Tex. 1994).


     �	Id. at 99.  


     �	Carr v. Hunt, 651 S.W.2d 875, 879 (Tex. App.--Dallas 1983, writ ref’d n.r.e.). 


     �	Southwest Title Ins. Co. v. Northland Bldg. Corp., 552 S.W.2d 425, 428 (Tex. 1977).  


     �	The provisions of Art. 21.02 of the Texas Insurance Code provide various acts which indicate an agency relationship, and based upon the case law, a Texas court will likely apply these factors to determine whether a broker is an agent of the insurer.  Article 21.02 provides:





	Any person who solicits insurance on behalf of any insurance company, whether incorporated under the law of this or any other state or foreign government, or who takes or transmits other than for himself any application for insurance or any policy of insurance to or from such company, or who advertises or otherwise gives notice that he will receive or transmit the same, or who shall receive or deliver a policy of insurance of any such company, or who shall examine or inspect any risk, or receive, or collect, or transmit any premium of insurance, or make or forward any diagram of any building or buildings, or do or perform any other act or thing in the making or consummating of any contract of insurance for or with any such insurance company other than for himself, or who shall examine into, or adjust, or aid in adjusting, any loss for or on behalf of any such insurance company, whether any of such act shall be done at the instance or request, or by the employment of such insurance company, or of, or by, any broker or other person, shall be held to be the agent of the company for which the act is done, or the risk is taken as far as relates to all the liabilities, duties, requirements and penalties set forth in this chapter.  This article does not authorize an agent to orally, in writing, or otherwise alter, amend, modify, waive, or change a term or condition of an insurance policy or application for an insurance policy.





TEX. INS. CODE Art. 21.02 (Vernon’s 1996).


     �	In addition, London Underwriters often issue liability policies as eligible surplus lines insurers.  As  surplus lines insurers, Underwriters will be exempt from section 11's bonding requirement, under subsection (d).  This position is not only supported by the plain language of the statute, but it is also supported by the recent decision in Mid-American Indem. Ins. Co. v. King, 38 Tex.Sup.Ct.J. 1018 (July 7, 1995).  In Mid-American, the Texas Supreme Court found that an insurer which is an eligible surplus lines insurer when it issued insurance, as well as when it attempts to file pleadings, is exempt from the bond requirement.  Thus, if Underwriters are eligible surplus lines insurers when they issue the policy in question, then they are not required to post a bond or other security.





     �	CAL. INS.CODE § 1616; McKINNEY’S INS. LAW § 2117.  


     �	CAL. INS. CODE §§ 1620 and 1763; McKINNEY’S INS. LAW §§ 1213, 2105 and 2117. 


     �	Relatively recently, we have seen the emergency of the Financial Institution Environmental Liability (FIEL) policy.  The FIEL policy was marketed to provide protection to loan collateral, as well as lending instructions from claims of third parties based upon the lenders’ interests in the environmentally impaired property.


     �	We note, however, that some policies contain a Seepage and Pollution Buy-Back Endorsement.  This endorsement allows an assured to avoid the preclusive effect of the absolute pollution exclusion, if the assured successfully establishes all of the following requirements:





		A.	The occurrence was accidental and was neither expected nor intended by the Insured.  An accident shall not be considered unintended or unexpected unless caused by some intervening event neither expected nor intended by the Insured.





		B.	The occurrence can be identified as commencing at a specific time and date during the term of this policy.





		C.	The occurrence became known to the Insured within 30 days after its commencement and was reported to Underwriters within 90 days thereafter.





		D.	The occurrence did not result from the Insured’s intentional and willful violation of any government statute, rule or regulation.





		Under the “Buy-Back” endorsement, an assured obtains limited coverage for environmental impairment claims.  Nonetheless, the nature of an “occurrence”-based CGL policy remains intact, and the inclusion of the endorsement does not extend coverage under a CGL policy to non-accidental/non-sudden incidents.  Rather, liability for claims resulting from gradual contamination of land, as well as related suits, continues to fall squarely under the coverage of EIL policies.


     �	Generali-U.S. Branch v. Caribe Realty Corp., 612 N.Y.S.2d 296 (Sup. Ct. 1994).  


     �	West v. Board of Comm’rs of the Port of New Orleans, 591 So.2d 1358 (La.App. 1991).  


     �	716 F.Supp. 1546 (D.Md 1990).


     �	National Union Fire Ins. Co. of Pittsburgh, Pennsylvania v. CBI Industries, Inc., 907 S.W.2d 517 (Tex. 1995).


     �	10 Cal.App.4th 1579, 13 Cal.Rptr. 2d 444 (1992).


     �	513 N.W.2d 695 (Wis.App. 1994). 


     �	378 S.E.2d 407 (Ga.App. 1990). 


     �	See, e.g., Western World Ins. Co. v. Stack Oil, Inc., 922 F.2d 118 (2d Cir. 1990); City of Maple Lake v. American States Ins. Co., 509 N.W.2d 399 (Minn.App. 1993).


     �	907 S.W.2d at 522.  


     �	In regard to policyholders’ attempts to establish pollution coverage under CGL policies, Texas courts have also applied the fortuity doctrine.  The fortuity doctrine is premised upon the general nature of a CGL “occurrence” policy.  In a typical “occurrence” policy, the insurer undertakes the risk for all losses of a fortuitous nature, which, in the absence of fraud or other intentional misconduct of the insured, is not expressly excluded in the agreement.  Miles v. Royal Indemnity Co., 589 S.W.2d 725 (Tex. Civ. App.--Corpus Christi 1979, writ ref’d n.r.e.).  Hence, an insurer cannot insure against something that has already begun and which is known to have begun.  Simply stated, the insurer insures against a risk, not a certainty.  Two Pesos, Inc. v. Gulf Ins. Co., 901 S.W.2d 495 (Tex. App.--Houston [14th Dist.] 1995, no writ).  Moreover, several courts addressing this issue have specifically held that it is contrary to public policy for an insurance company to assume the burden of a loss that occurred prior to issuing the policy.





		In Two Pesos, the court strayed slightly from the precedent followed in other jurisdictions.  Specifically, the court used milder language to describe the knowledge requirement under the “loss in progress” principle.  In some jurisdictions, the courts require “actual awareness of a loss on the part of the insured or an immediate threat of loss tantamount to foreknowledge in order to defeat coverage.” In contrast, the Two Pesos court simply requires that the assured knew or should have known of the continuing loss.  From a technical standpoint, the standard remains essentially the same.  However, the Two Pesos court has removed the harshness of the language used in applying the standard, and in so doing, the court may have made the fortuity doctrine a more viable basis for denial of coverage. 





     �	See Hardware Dealers Mutual Fire Ins. Col. v. Farmers Ins. Exchange, 444 S.W.2d 583 (Tex. 1969).  


     �	St. Paul Mercury Ins. Co. v. Lexington Ins. Co., 888 F.Supp. 1372 (S.D.Tex. 1995) aff’d, 78 F.3d 202 (5th Cir. 1996); Liberty Mut. Ins. Co. v. U.S. Fire Ins. Co., 590 S.W.2d 783, 785 (Tex.Civ.App.--Houston [14th Dist.] 1979, writ ref’d n.r.e.).  


     �	Westchester Fire Ins. v. Heddington Ins. Ltd., 883 F.Supp. 158 (S.D.Tex. 1995), aff’d, 84 F.3d 432 (5th Cir. 1996).


     �	Hardware Dealers, 444 S.W.2d at 589.  


     �	Id.


     �	926 F.Supp. 1213 (D.N.J. 1996).  


     �	TEX. INS. CODE Art. 21.16 (Vernon’s 1996); Mayes v. Massachusetts Mutual Life Ins. Co., 608 S.W.2d 612 (Tex. 1980).  


     �	Mayes, 608 S.W.2d at 616; Enserch Corp. v. Shand Morahan & Co., Inc., 952 F.2d 1485, 1496 (5th Cir. 1992).  


     �	Enserch, 952 F.2d at 1496.


     �	Enserch, 952 F.2d at 1497.  


     �	859 S.W.2d 427, 431 (Tex.App.--San Antonio 1993, writ denied). 


     �	American Alliance Ins. Co. v. Frito Lay, Inc., 788 S.W.2d 152, 153-54 (Tex.App.--Dallas 1990, writ dism’d); see also Argonaut Southwest Ins. Co. v. Maupin, 500 S.W.2d 633, 635 (Tex. 1973).  


     �	Lafarge Corp. v. Hartford Cas. Ins. Co., 61 F.3d 389, 393 (5th Cir. 1995).  


     �	Id. at 398.


     �	Lafarge, 61 F.2d at 393.  See also Fidelity & Guaranty Ins. Underwriters, Inc. v. McManus, 633 S.W.2d 787, 788 (Tex. 1992).


     �	State Farm Fire & Cas. Co. v. Wade, 827 S.W.2d 448, 452-53 (Tex.App.--Corpus Christi 1992, writ den’d), and Western Heritage Ins. Co. v. River Entertainment, 998 F.2d 311, 313 (5th Cir. 1993).


     �	Rhodes v. Chicago Ins. Co., 719 F.2d 116 (5th Cir. 1983).


     �	Farmers Texas County Mutual Ins. Co. v. Wilkinson, 601 S.W.2d 520, 521 (Tex. Civ. App.--Austin 1980, writ ref’d n.r.e.); State Farm Lloyds, Inc. v. Williams, 791 S.W.2d 542, 550 (Tex. App.--Dallas 1990, writ den’d).  


     �	Wilkinson, 601 S.W.2d at 520.


     �	Pennsylvania Nat’l Mutual Casualty Ins. Co. v. Kitty Hawk Airways, Inc., 964 F.2d 478, 481 (5th Cir. 1992).  This third prong is not satisfied unless the insured suffers a “clear and unmistakable” harm from its insurer’s defense.  If the harm is not “clear and unmistakable,” then the insured must show how he was harmed.  Williams, 791 S.W.2d at 553.


     �	Id.; see also, Employers Casualty Co., v. Tilley, 496 S.W.2d 552 (Tex. 1973).


     �	California and New York also allow an insured to select independent counsel in the face of a conflict of interest with its insurer.  See, San Diego Navy Federal Credit Union v. Cumis Ins. Society, Inc., 162 Cal.App.3d 358, 208 Cal.Rptr. 494 (Cal.Ct.App. 1984); Curtis v. Nutmeg Ins. Co., 612 N.Y.S.2d 256, 204 A.D.2d 833 (N.Y.App.Div. 1994).


     �	Rhodes, 719 F.2d at 120.


     �	The Final Judgment states that post judgment interest is 10%, compounded annually beginning on July 3, 1996 until paid.  This results in $41,034,511.97 in interest per year or $789,125.23 in interest per week or $112,732.18 in interest per day.
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