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One of the most important goals of the Insurance Law Section isto keep our members informed of emerging
issues and significant developments in insurance, whether in the substantive law or in procedura aspects of insurance
litigation. The Section has sought to accomplish this through severa means, including CLE programs, the website,
and the weekly “Right Off the Press’ case updates. Of course, publication of The Journal of Texas Insurance Law
is, without a doubt, the principa means through which the Section achievesthisgod. Toward that end, thisissue of
the Journal includes an informative article on the recent Texas Supreme Court decison in Frank's Casing. Frank's
Casing isan important case for dl of us, insurer and policyholder lawyers alike (and defense attorneys), in that it
atersthe law on rembursement as we have known it (or thought we knew it) since Matagorda, hasimplicationsin
the settlement and Sowers contexts, and raises a new spectrum of rights and risks for those involved.

BY VERONICA CARMONA CZUCHNA
Jordan & Carmona, PC.

Thereis every indication that we will continue to see exciting developments in insurance law in 2005 — 2006.
There are severd cases presently pending before the Texas Supreme Court on significant insurance issues, including
the insurability of punitive damages, whether the ensuing loss provision in ahomeowners policy establishes coverage
for loss caused by mold despite an exclusion of such coverage, whether the use of captive or staff counsel by an
insurance company condtitutes the unauthorized practice of law, and whether and to what extent a settling insurer
that underpays owes an actionable duty to one that overpays the settlement.  The Section plans to continue providing
our members with updates, articles and analyses regarding these and other emerging insurance issues.

Each Section member soon should receive, or recently may have received, aMember Survey. We ask that
each of you please spend afew minutes responding to the survey and return it to our Executive Director, Donna
Passons.  The survey seeks your input concerning member benefits, and we very much would like to hear your
comments and ideas. Among many other things, we are trying to determine the level of interest, if any, in
receiving the Journal in electronic format.

| would like to thank Chris Martin, our Publications Officer and Editor-in-Chief, who, since 1999, has
continued to produce an exceptional Journal. His continuing dedication to publication of the Journal isa
benefit to each and every one of us. Of course, the Journal would not be possible without the articles and
editing contributions from the Section and Council members. Thank you for your many contributions.

Veronica Carmona Czuchna
Chair, Insurance Law Section



BY JIM PERSCHBACH

BRACEWELL & GIULIANI, L.L.P.

Be Careful What You Wish For

The Potential Pitfalls Facing Insurers
after Frank’s Casng

he Texas Supreme Court’s opinion in Excess Underwriters

at Lloyd's, London v. Frank's Casing Crew & Rental
Tooals, Inc., 48 Tex. Sup. Ct. J. 735, 2005 WL 1252321 (Tex.
May 27, 2005) significantly and importantly changed Texas
law regarding an insurer’s ahility to seek reimbursement for
indemnity payments made on its policyholder’s behaf. While
it is easy to see the problems that this decision will create for
policyholders, this paper takes the position that the decision
will also present dangersto insurers.  Specificaly, it seems
that an insurer’s ability to control the defense in liability cases
may have been significantly compromised. Additionaly,
insurers may be without some important defensesin later bad
faith or Stowers suits.  The bottom lineis that reservations of
rights have suddenly become much more important to both
insurers and their policyholders.

THE OLD REIMBURSEMENT RULE -
MATAGORDA COUNTY

Until recently, there was little danger to ether the insurer
or the policyholder from “form” reservations. While the
reservation created a potentia conflict of interest, the insurer
had the burden of either immediately challenging coveragein a
contemporaneous declaratory judgment action, Farmers Texas
County Mut. Ins. Co. v. Griffin, 955 SW.2d 81, 84 (Tex. 1997),
providing aqudified defense and basing any ultimate indemni-
ty decision on the underlying fact-finder’'s decison in the lia-
bility suit, 1d., or settling the claim againgt the policyholder
before the coverage dispute was resolved, thereby waiving the
coverage dispute, Texas Ass n of Counties Risk Mgt Pool v.
Matagorda County, 52 SW.3d 128 (Tex. 2000).

In Matagorda County, the insurer timely reserved rights
and tendered a qudified defense to the policyholder. The
plaintiffs made a settlement demand that the policyhol der
agreed was reasonable. |d.  Theinsurer agreed to pay the
demand but sent aletter purporting to reserveitsright to seek

reimbursement from the policyholder if the claim was later
found outside coverage. Id. a 130. The policyholder did not
respond to the insurer’s | etter, the settlement was funded, and
the insurer sought reimbursement through a declaratory judg-
ment action. Id.

Reasoning that the subject insurance policy did not con-
tain an implied right to reimbursement, the Texas Supreme
Court held that the insurer was not entitled to reimbursement.
Id. a 133. Infact, Matagorda County strongly implied that
the only way that an insurer could obtain reimbursement after
funding a settlement, despite reserved rights, was where the
policyholder had expresdy agreed to alow the insurer to pur-
Sue areimbursement action. Id. a 133-134. Therefore, the
Matagorda County rule was essentidly this: “An insurer may
reserve rights and may then elect to chalenge coveragein a
declaratory judgment action (or later Stowers suit).  However,
if theinsurer eectsto settleits policyholder’s liahility beforeits
coverage dispute has been resolved, then it has waived its right
to dispute coverage absent the policyholder’s consent to suit.”

THE NEW REIMBURSEMENT RULE -
FRANK’S CASING

Insurers were not willing to |et the reimbursement issue
rest after Matagorda County. Many insurers argued that the
Matagorda County rule was unfair because a Stowers demand
could force them to either pay a disputed indemnity claim
without recourse or risk much larger ligbility in the form of a
bad faith or Stowers suit.  The Texas Supreme Court agreed
and issued the Frank’'s Casing opinion amost exactly four and
ahadf years after Matagorda County.

The policyholder in Frank's Casing received a settlement
demand from the plaintiff. 2005 WL 1252321 a *1. Itsgen-
erd counsd forwarded the demand to its excess insurer togeth-
er with ademand to settle the case within policy limits. Id.

Jm Perschbach is atrid attorney with the San Antonio office of Bracewell & Giuliani, LLP. His practice concentrates on matters

involving insurance and consumer litigation.



While the insurer had issued atimely reservation of rights, it
had not filed a declaratory judgment action. Infact, theinsur-
er first gave its policyholder notice of itsintent to seek reim-
bursement after receiving the settlement demand. Id. The
excess insurer then filed its declaratory judgment action and
obtained a summary judgment that dl of the claims asserted
againg the policyhol der were outside coverage and awarding it
reimbursement of the over $7 million that it had paid to settle
the underlying lawsuit. Id. a *2. However, the Texas
Supreme Court issued Matagorda County shortly after the
summary judgment was rendered. In response, thetria court
vacated the summary judgment in the excess insurer’s favor
and entered summary judgment in the policyholder’s favor on
the ground that the policyholder did not expresdy agree to
allow the excessinsurer to seek reimbursement. 1d.

The Supreme Court in Frank's Casing held that the insurer’s
right to seek reimbursement isimplied in law and is quasi-con-
tractual a least in cases where the policyholder demands set-
tlement or expresdy agreesthat a case againgt it should be set-
tled. I1d.a*5. Although Frank's Casing purportsto do nothing
more than clarify Matagorda County, Justice Hecht correctly
noted in his concurrence that it effectively overrules Matagorda
County since any factua distinctions between the decisons are
immaterid to the ultimate hold. Id. a *8 (Hecht, J., concurring).

Frank's Casing holds that an insurer has the right to seek
reimbursement from its policyholder if it timely reservesrights,
notifies the policyholder of itsintent to seek reimbursement,
and paysto settle claimsthat are not covered in at least three
situations (two of which are new following Frank’s Casing):

1. Where the policyholder has expresdy agreed
to adlow the insurer to seek reimbursement (the
Matagorda County Rule presumably till applies
since the Court did not expressy overrule that
decision);

2. Where the policyholder has demanded that
the insurer accept a settlement demand that is
within policy limits, or,

3. Where the policyholder expresdy agrees that
the settlement demand should be accepted.

Id. at*3

The Court then went on to hold that the policyholder
admits, for the purpose of any later reimbursement and cover-
age suit, that the settlement amount paid to the underlying
plaintiff is reasonable by demanding that an insurer accept a
settlement demand or by agreeing that the insurer should
accept a settlement demand:

When there is a coverage dispute and an insured
demands that its insurer accept a settlement offer
within policy limits, theinsured is deemed to have
viewed the settlement offer as a reasonable one.
If the offer is one that a reasonable insurer should
accept, it is one that a reasonable insured should
accept if thereisno coverage. Theinsured knows
that if the case is not settled, a judgment may be
rendered againgt it for which thereis no insurance
coverage.

The insurer should be entitled to settle with the
injured party for an amount the insured has agreed
is reasonable and to seek recoupment from the
insured if the claims againgt it were not covered.
From the insured's point of view, it isin precisely
the same position in it would have been absent
any insurance policy, except that the insurer is
now the insured’s creditor rather than the injured
party.

Id. at *4

Therefore, the Court has essentialy imposed a duty to
determine coverage and evauate liability onto the policyhold-
er. By making a demand to settle, or by expresdy agreeing
that a case should be settled, the policyholder subjectsitsdlf to
reimbursing the carrier if alater declaratory judgment action
finds thet the claims were outside coverage. Additionaly, the
Court has held that the policyholder admits that the settlement
award is reasonable by demanding or accepting a liability set-
tlement. Id. at *3. Before Frank’s Casing, neither duty was
imposed on the policyholder. Now, however, the policyholder
and the insurer both face risks when faced with settlement
demandsin cases where the insurer has reserved coverage rights.

Frank's Casing clearly and dramatically expands an
insurer’s ability to seek reimbursement from its policyholder.
However, while at first glance this holding appears to favor
insurers by preserving their rembursement rights after settle-
ment, there is reason to believe that it may also present some
concernsfor insurers.

THE INSURER’S RIGHT TO CONTROL THE
DEFENSE - DAVALOS

Frank’s Casing must be read in conjunction with Davalos
v. Northern County Mut. Ins. Co., 140 SW.3d 685 (Tex.
2004). There, the Court was faced with a dispute between an
insurer and its policyholder over venue of athird-party claim.
The Davalos facts are well-known. Davalos (interestingly, a



Matagorda County resident) was involved in amultiple car
accidentin Dallas. Id. at 687. Davalosfiled suit in Matagorda
County. Id. Another driver then sued Davaosin Dalas
County. Davalos Matagorda County lawyers answered the
Dallas suit and filed amotion to transfer venue to Matagorda
County before notifying Davalos' insurer of the lawsuit against
him. Id. Theinsurer, Northern County Mutual, agreed to
defend Davalos provided that he both withdrew his motion to
transfer venue and further agreed to accept representation from
theinsurer’s pand counsd. Id.  Ultimately, the Matagorda
County suit was transferred to Dallas on another party’s motion,
and Northern settled dl claims against Dava os without any
contribution from him. 1d. at 687-88. However, prior to this
settlement Davalos filed it aleging that Northern acted in bad
faith and in violation of the Texas Insurance Code. 1d. at 688.

The Court noted that the insurer typically acquires the
right to control its policyholder’s defense as part of the insur-
ance policy where no conflict of interest exists. Id. (Citing
Sate Farm Mut. Auto. Ins. v. Traver, 980 SW.2d 625, 627
(Tex. 1998)). However, theinsurer losesitsright to control its
policyholder’s defense when a conflict arises between them.
The Court in Davalos set the following standard for control
of apolicyholder’s defense:

Ordinarily, the existence or scope of coverage is
the basis for adisquaifying conflict. In the typi-
ca coverage dispute, an insurer will issue areser-
vation of rights letter, which creates a potentia
conflict of interest. And when the facts to be
adjudicated in the lighility lawsuit are the same
facts upon which coverage depends, the conflict
of interest will prevent the insurer from conduct-
ing thedefense.  Ontheother hand, whenthedis
agreement concerns coverage but the insurer
defends unconditiondly, there is, because of the
application of estoppel principles, no potentia for
a conflict of interest between the insured and the
insurer.

Other types of conflicts may aso justify an
insured's refusd of an offered defense. One
authority lists four separate circumstances in
which the insured may rightfully refuse to accept
the insurer’s defense: (1) when the defense ten-
dered “is not a complete defense under circum-
gtances in which it should have been,” (2) when
“the attorney hired by the carrier acts unethicaly
and, at the insurer’s direction, advances the insur-
er'sinterests at the expense of the insured's,” (3)
when the “ defense would not, under the govern-
ing law, satisfy the insurer’s duty to defend,” and
(4) when, though the defense is otherwise proper,

“the insurer atempts to obtain some type of con-
cession from the insured before it will defend.”

Davalos, 980 SW.2d at 689 (citations omitted).

The Davalos Court found thet only avenue dispute existed
between the parties. Id.  Since venue disputes are strategic and
do not affect a party’s rights under an insurance policy con-
tract, the Court held that Northern had not violated either its
duty of good faith to Davalos or its duties to him under the
Texas Insurance Code. 1d. at 689-90.

DavalosApplied

Mogt practitioners are very familiar with how Davalos
was later applied in Dallas Housing Authority v. Northland
Insurance Co., 333 F. Supp. 2d 595 (N.D. Tex. 2004) (apped
pending). Theinsurer in that case reserved rights advising
DHA that it was providing DHA with a qudified defense but:

Reserving itsrightsto later disclaim coverageiif it
is determined that (1) DHA interfered with its
right to defend by failing to provide it with dl
information, assistance and cooperation that it
requests, or DHA otherwise prejudices [the insur-
er’'s| pogtion; (2) the clam is based upon, arises
from or isin consequence of any fraudulent act or
omission or any willful violation of any statute or
regulation; (3) the claimisbased upon, arisesfrom
or is in consequence of any conduct that DHA
knew was wrongful; or (4) the claim is for dam-
ages due in any part for actua or aleged bodily
injury, sickness, disease, or mental or emotiona
distress. [The insurer] aso disclaimed coverage
for punitive damages contending that insurance
coverage for such damagesis againg public policy
in Texas.

DHA, 333 F. Supp. 2d & 600.

The DHA court found that the insurer’s reservation of
rights to disclaim coverage for any willful statutory violation
was areservation based on the same facts a issue in the under-
lying lawsuit. Id. at 601. Therefore, despite the fact that DHA's
only complaint with theinsurer’s pandl counsd was an amnbiguous
assertion that such counsdl did not move cases as quickly as
DHA would like, the Court found that the insurer was disquali-
fied from contralling the insured’s defense.  1d. at 601-02.

The DHA court went on to hold in alater order that not
only was DHA entitled to recover the feesthat it paid to its
independent counsdl, that the insurer was obligated to pay the
statutory interest penalty imposed by the Prompt Payment of



ClaimsAct by virtue of itsfailure to pay such counse when
retained. Id. at 602-03.

CONCERNS FOR INSURERS

Losing the Right to Control the Defense by the Reservation
of Rights

The Duty to Timely Reserve Rights

Aninsurer must reserve rights before it can seek reim-
bursement. Frank's Casing, 2005 WL 1252321 at *3.
Obvioudy, the reservation must be made within a reasonable
time after the insurer has reason to believe that one or more
clamsagaing its policyholder are not covered.  See TEx. INs.
CopE 8§541.060(8)(4)(B) (Vernon 2005) (making it an unfair
settlement practice for an insurer to fail
to timely reserve rights); Tull v. Chubb
Group of Ins. Cos,, 146 S\W.3d 689, 694
(Tex. App—Amarillo 2005, no pet.)
(noting that an insurer that failsto timely
reserve rights after learning of facts that
may put the claims outside coverage
may be found to have waived any cover-

An insurer must

cause of action asserted against its policyholder should
deny coverage rather than provide a defense subject to a
reservation of rights.

In order to preserveitsright to later seek reimbursement,
the insurer must timely reserverights.  But, by timely reserv-
ing rights the insurer has created a potentia conflict. Davalos,
140 SW.3d at 689. Insurerswill certainly argue that not
every reservation results in adisqudifying conflict.  However,
as discussed below, Frank's Casing seems to give policyhold-
ers some very strong arguments that they are entitled to inde-
pendent counsel whenever an insurer reservesrightsin aliabil-
ity case given the Daval os standard.

The Duties Owed by Panel Counsd to the Policyholder

An important part of the insurer’s right
to contral its policyholder’s defenseis the
right to select the policyholder’s counsdl.
This counsd isamost always panel coun-
sel — an attorney that regularly accepts
assignments from insurers subject to the
insurer’s negotiated rates and litigation
guiddines. Of course, while pandl counsdl

age defensss). fesgyrverl ghtS is retained, usually as part of an ongoing
. relationship with the insurer, the panel
A policyholder is not obligated to b€f0re IT can S€€k counsd! representing the policyholder acts
accept a qudified defense after the insur- . asthe policyholder’s lawyer.  Employers
er resarvesrights.  Arkwright-Boston rd n”bursenmt, Cas. Co. v. Tilley, 496 SW.2d 552, 558

Mfrs. Mut. Ins. Co. v. Aries Marine
Corp., 932 F.2d 442, 445 (5th Cir. 1991).
However, if it does not object to the
reservation and accepts the qualified
defense, then it may be found to have
consented to the insurer’s reservation.
Western Cas. & Qur. Co. v. Newell Mfg. Co., 566 SW.2d 74,
76 (Tex. App.—San Antonio 1978, writ ref’d n.r.e.).

Of course, an insurer that reserves rights and offers a
qualified defense is amost always acknowledging that there
isat least one potentially covered cause of action asserted
against its policyholder. Thisis because the policyholder is
entitled to a defense as to all causes of action asserted
against it if any allegation is potentially covered under the
insurance policy contract. . Paul Ins. Co. v. Texas Dep't
of Transp., 999 S.\W.2d 881, 884 (Tex. App.—Austin 1999,
pet. denied); see Heyden Newport Chem. Corp. v. Southern
Gen. Ins. Co., 387 SW.2d 22, 26 (Tex. 1965). Only the
“eight corners’ of the petition and the insurance policy are
considered in determining the duty to defend. National
Union Fire Ins. Co. v. Merchants Fast Motor Lines, Inc.,
939 SW.2d 139, 141 (Tex. 1997). Therefore, an insurer
that does not believe that there is any potentially covered

(Tex. 1973). Assuch, panel counsel owes
the policyholder the same duties of loyalty
that are owed to any client. 1d.

Therefore, panel counsel must protect the
policyholder’s interests if such interest
would be compromised by the insurer’s
ingructions. Sate Farm Auto. Ins. Co. v. Traver, 980 SW.2d
625, 628 (Tex. 1998).

The Texas Supreme Court has held that an insurer is not
lidble for pand counsd’s professona malpractice.  Traver, 625
SW.2d at 628-29. And, courts have correctly noted that most
Texas attorneys zedoudy protect their clients even when their
businessis largely dependent upon an insurer’s continuing
referrals. But what can be done when the insurer’s need to
know the facts of the case in order to control the defense put
the panel counsel in the pogition of providing factua detailsand
legd analysisthat the insurer must use to determine coverage?

It is common knowledge that insurers often require panel
counsd to comply with litigation guidelines. While these
guiddines will certainly include billing standards and other
procedures for controlling defense costs, they will also generd-
ly include reporting requirements.  And these reporting



ment amount is reasonable by making the demand for settle-
ment or agreeing to the settlement in the face of disputed cov-
eage. Id. a*3.

requirements, in fact any reporting requirement necessary to
alow theinsurer to control the policyholder’s defense, will
amod certainly create adisqualifying Davaos conflict given
the Frank's Casing reimbursement rule.

Frank's Casing accepts the insurers argument that it is
unfair for them to be forced into a“ Catch 22" of ether paying
adisputed claim and waiving coverage defenses or facing a
later bad faith or Stowers suit that could result in payment
obligations beyond the policyholder’s contractual limits.

How the Davalos Conflict is Exacerbated by the
Frank’s Casng Reimbur sement Rule

Virtudly every Texas lawyer isfamiliar with the Stowers

doctrine. Aninsurer may become obligated to pay an amount
above its policyholder’s contractua policy limitsif it failsto
pay aproper Stowers demand.  Before Frank's Casing, the
elements of a proper Stowers demand were:

1. A covered claim againg the policyholder isa
issue.

2. The demand iswithin policy limits.

3. The demand is accompanied by an offer to
fully and finaly release the policyholder in con-
sderation of the insurer’s acceptance of such
demand.

4. The demand’s terms are such that an ordinari-
ly prudent insurer would accept it given the like-
lihood and potentia of an excess judgment
againg the policyholder.

American Physicians Ins. Exch. v. Garcia, 876 SW.2d
842, 848-49 (Tex. 1994) (clarifying that the Stowers standard
was viewed from the position of areasonable “insurer” rather
than a reasonable “ person”).

However, Frank's Casing modified the fourth element.
The policyholder now has a duty to determine coverage and
evaluate liability. Justice Owen wrote:

We have said that the duty imposed by Stowersis
to “exercise that degree of care and diligence
which an ordinarily prudent person would exer-
cise in the management of their own business.”
We have as0 said that the Sowers duty isviewed
from the perspective of an insurer: “the terms of
the demand are such that an ordinarily prudent
insurer would accept it.” Both statements are
correct.

Frank's Casing 2005 WL 1252321at * 3.

After Frank's Casing, a policyholder that demands that its

insurer settle aliability claim or who agreesthat aliability
claim should be settled in the face of disputed coverage faces
the risk of a subsequent reimbursement suit.  Of course, the
subsequent reimbursement suit will involve essentidly liqui-
dated damages since the policyholder admits that the settle-

Whether the insurer or the insured ultimately
bears the cost of a reasonable settlement with a
third party should depend on whether thereis cov-
erage. As pointed out by the Cdlifornia Supreme
Court and our own Court of Appedlsin the pres-
ent case, denying a right of reimbursement once
an insured has demanded that an insurer accept a
reasonable settlement offer from an injured third
party can significantly tilt the playing field. The
insurer would have only two options. It could
refuse to settle and face a bad faith clam if it is
later determined there was coverage.  Or it could
settle the third party clam with no right of
recourse against theinsured if it is determined that
there was no coverage which effectively creates
coverage where there was none. As the
Cdifornia Supreme Court concluded, “[R]eim-
bursement should be available because the insur-
er had not bargained to bear these costs and the
insured had not paid the insurer premiums for the
risk.”

Id. at *4.

But this argument ignores the fact that insurers are Smply
in afar better position to determine coverage and evaluate lia-
hility than the vast majority of their policyholders. Matagorda
County, 52 SW.3d a 135; see also Gonzalez v. Misson Am.
Ins. Co., 795 SW.2d 734, 737 (Tex. 1990) (theinsurer, asthe
policy drafter, bears the fault for any vague or ambiguous poli-
cy provision). Insurersare in the business of evaluating risk.
Policyholders are typicaly strangers (or at least reletive
drangers) to litigation.  While policyholders may not face
statutory pendlties, after Frank's Casing they do face the risk
of defending, at their own expense, a coverage suit againgt a
more sophisticated insurer.  In fact, as discussed below, they
may aso have Stowers-type duties to their insurer.

Like insurers, policyholders certainly cannot afford to
“gamble” with their coverageissues. See Frank's Casing,
2005 WL 1252321a *8 (Hecht, J., concurring) (noting that
insurers faced with Stowers demands cannot afford the “ gam-
ble” imposed upon them if they are wrong with respect to their



coverage determination).  If the insurer isto be given theright
to review coverage in alater rembursement suit, then the poli-
cyholder should reasonably have the right to have independent
counsel analyze the underlying lawsuit.

Insurers have never had a duty to settle claims outside
coverage. Garcia, 876 SW.2d at 848-49. The practica prob-
lemisthat plaintiffs lawyers have learned to make timed
demandsin ligbility casesin order to force coverage decisions
knowing that the policyholders and the underlying plaintiffs
can seek damages from the insurer for failing to timely pay a
covered claim.  See Rocor Int., Inc. v. National Union Fire Ins.
Co., 77 SW.3d 253 (Tex. 2002) (holding that the policyholder
is entitled to seek damages from itsinsurer under the Texas
Insurance Code when the insurer failed to timely pay a cov-
ered claim).

What the insurers are redlly objecting
to isthe pressure of having to make a cov-
erage decison in limited time with the risk
of additiona liability from making an

The policyholder,

could use Rocor and the threet of later coverage suits as lever-
ageto force an insurer into paying claims outside coverage.
However, the red net effect has been to tilt the playing field in
the insurers favor whenever coverage rights are reserved.

1. Frank's Casing Prohibits an Insurer from Compelling
its Policyholder to Accept a Defense from Panel Counsel
that is Obligated to Report on Facts to the Insurer

Insurers commonly reserve coverage rights where insuffi-
cient facts are available to determine coverage when the suit is
tendered. The insurer watches the case develop to both deter-
mine coverage and to evauate the policyholder’s potential lia-
bility. Watching the case develop is, of course, anintegral part
of the insurer’sright to control  the policyholder’s defense.
How can the insurer evaluate the potentid liability without
knowing the liability and damage facts? Conversaly, since the
policyholder now has aduty to determine
coverage and evauate liability (since he
can be sued on essentidly liquidated
damages for an incorrect decison), how

incorrect coverage decision. Ironicaly, 1 can the insurer condition a defense on the
Frank's Casing, rather than removing this prObabl yw thout the policyholder’s use of the same counsd
pressure from the equation, actualy seems benefit of cover age that provides the insurer with the informa-

to put this pressure on the policyholder.

counsd, ingtitutional
experience, or employees
trained in coverage,
will need to make a
coverage decision.

The policyholder, probably without
the benefit of coverage counsd, ingtitu-
tiona experience, or employeestrained in
coverage, will need to make a coverage
decision. The policyholder must weigh
its coverage position againg the insurer’s
reservetion to decide whether or not to
make a settlement demand or expresdy
agree that the case should be settled.

And, of course, the policyholder is making
this decison under the same time congtraints imposed on the
insure.

Of coursg, if the policyholder is forced to use pand coun-
sd, the policyholder is making the coverage determination and
evaluating potential damages based on the SAME legd and
factua analysisrelied upon by theinsurer.  Of course, the liti-
gation guidelines imposed on panel counsel and/or the ingtitu-
tiond relationship between the insurer and panel counsel mean
that such information and analysis has been tailored to the
insurer’s most efficient use of such information.

Why the Frank’s Casing Reimbur sement Rule Likely
Entitlesthe Policyholder to Independent Counsdl

Insurerswill argue that Frank's Casing does nothing more
than even the playing field. They will say that policyholders

tion that it may useto later dispute cover-
age? After Davalos, it seems clear that it
cannot.

Why isit unfair for the insurer and
the policyholder to rely on the same
counsd for case analysis? Theanswer is
clear — because both the insurer and the
policyholder have the same duty to deter-
mine coverage and evaluate liability. Of
coursg, it istrue that the facts are what the
factsare. Butitisdso truethat counsdl’s
assessment of the facts and the applicable law can color a
party’s determination of the potential coverage dispute. For
example, assume that a policyholder is sued for both negligent
and intentiona torts. Asdiscovery unfolds, the insurer will
rely on pand counsdl’s determination of witness credibility and
venueto “gamble’ on whether or not ajury will find that some
or al of the damages resulted from intentional (and, therefore,
non-covered) acts. How panel counsel reports “the facts’ will
undoubtedly color this decision.

Since both the insurer and the policyholder have duties to
determine coverage and evauate liability, the insurer’s reserva
tion coupled with the Frank’s Casing rule granting the insurer
aquasi-contractual right to reimbursement seemsto create an
irreconcilable conflict of interest with the policyholder. The
most efficient method of resolving this conflict isto grant the
policyholder the right to independent counsdl.



2. Frank's Casing Will Adversaly Impact Liability
Settlements

Frank's Casing accepts the reasoning adopted in certain
Cdlifornia decisons that preserving an insurer’s reimbursement
rights encourages liability settlements. Frank’s Casing, 2005
WL 1252321at *4. However, given the potentia risksto the
policyholder from demanding thet its insurer settle a case after
the insurer reserves coverage rights, it seems that the opposite
may well betrue.

Policyholders that are faced with judgments in excess of
their policy limits may elect to assign their bad faith claims
againg their insurer to the plaintiff in consideration of a
covenant to delay execution.  In fact, in those cases where the
policyholder is essentialy judgment proof,
thisis often the most attractive option for
the plaintiff since the insurer is amost
aways the deep pocket. While the insur-
er retains its coverage defenses, thereis,
especidly if the judgment is large enough,
agood chancethat it will be defending
against awell-funded and very aggressive
adversary. The plaintiff and his atorney
want their money and recognize that the
only way to get it is to win the coverage

Policyholdersthat are
faced with judgmentsin
excess of their policy
limits may elect to assgn

st their bad faith claims

But, the policyholder has no leverage and no ability to avoid
additiond litigation, not to mention potential liability to the
insurer, if the liability case settles.  Unfortunately for the poli-
cyholder, he may now owe Stowers-type duties back to the
insurer. A policyholder that refusesto alow an insurer to s&t-
tle out of fear of defending areimbursement suit could find
himsdf athird-party defendant in any later Stowers suit.  This
ismorefully discussed later in this paper.

3. Frank's Casing Crestes Conflictsin Drafting Liability
Settlement Releases.

Another very red problemis created by Frank’s Casing if
and when a settlement can actually be achieved in the face of
disputed coverage. Assuming that there are both some cov-
ered and some potentialy non-covered
causes of action at issue (an assumption
that will amost always be true given the
standard for the duty to defend), how will
any settlement be dlocated in any
release? The policyholder will likely
bear the burden of providing some basis
to allocate between covered and non-cov-
ered causes of action in any later reim-
bursement action.  See Lyonsv. Millers
Cas. Ins. Co., 866 SW.2d 597, 601 (Tex.
1993). Therefore, it isin the policyhold-
er'sbest interest to have the release reflect

However, if the insurer settlesthe i T that mog, if not all, of the settlement is
case but retains the right to seek reim- aga] nst tha rnsurer expresdy alocaed to indisputably cov-
bursement from its policyholder, then it to the p| al nti ﬂ: ered clams. Theinsurer, by contrast,

may have removed much of therisk of
defending againgt such an aggressive
adversary. The plaintiff is no longer
interested, and certainly lacks standing, to pursue any claim
againgt theinsurer.  Theinsurer may now become the aggres-
sor, especialy if the policyholder is unable to afford to litigate
the coverage aspects of the reimbursement suit.

Itis, of course, possible for apolicyholder to be asset-rich
but cash-poor.  Consider the individua policyholder that has
put al of his retirement funds into a Rockport home. He
intends to retire at year’s end, sdll his current homestead, and
move into this second home living on the proceeds from the
sdeof hisfirs home. While he has assets upon which ajudg-
ment creditor could execute, he does not have the funds to pay
alawyer to litigate a coverage suit.

The practical effect of thismay well be policyholders hes-
itance to demand settlement or agree to settlement in the face
of reserved coveragerights. After al, apolicyholder can have
some leverage to avoid the impact of an adverse judgment by
negotiating an assgnment with the plaintiff after judgment.

wants just the opposite.

Who will draft the release? Does
panel counsel have an obligation to demand that any release
allocate the mgjority of damages to covered clams? Thisis
clearly a duty owed to the policyholder client. Once again
this problem is most efficiently resolved by providing the
policyholder with independent counsel whenever rights are
reserved.

Before Frank’s Casing the insurer was the party with the
burden of timely determining coverage and evauating liability.
Thisisno clearly longer the case given the insurer’s right to
seek rembursement and the Stowers duties imposed on the
policyholder when coverage rights are reserved.

Frank's Casing May Defeat or \eaken Some Defenses to
SQubsequent Sowers and Bad Faith Quits

An insurer does not incur aduty to pay non-covered
clams upon receipt of a Stowers demand. See S. Paul Fire &
Marine Ins. Co. v. Convalescent Servs,, Inc., 193 F.3d 340, 343



(5th Cir. 1999). Moreover, an insurer does not risk “ creating”
coverage through waiver or estoppel.  Minnesota Muit. Life
Ins. Co. v. Morse, 487 SW.2d 317, 320 (Tex. 1972). An
insurer that is comfortable with its coverage position can cer-
tainly refuse to pay a Stowers demand and later defend on the
basis that liability was not reasonably clear (assuming, of
course, that it has timely reserved coverage rights). However,
Frank's Casing appears to make the insurer’s defense
almost exclusively dependent on the coverage element.
Theinsurer’s ability to contend that a reasonable insurer
would not have accepted the demand is minimized given
the insurer’s right to reimbursement.

Before Frank's Casing, an insurer defending againgt a
subsequent bad faith or Stowers action could and would
defend, in part, on the ground that liability was not reasonably
clear. Oneway to do thiswas to assert that there was no rea-
sonable basisfor concluding that an excess judgment againgt the
policyholder was likely. Another way was to assert that area
sonable insurer would conclude that the settlement demand
exceeded the reasonable evaluation of its policyholder’s liabili-
ty. But Frank's Casing will likely make this defense more dif-
ficult, if not impossible, to use.  Since the insurer can seek
reimbursement from its policyholder and since the policyhold-
er admitsthat the settlement demand is reasonable by demand-
ing that its carrier accept it, what possible reasonable basis can
the insurer have for not paying the demand?

Insurers can probably not defend on the ground that their
insured is judgment proof since Frank's Casing Sates:

[t]he reasonableness of a settlement offer is not
judged by whether the insured has no assets or
substantid assets, or whether the limits of insur-
ance coverage greatly exceed the potential dam-
agesfor which theinsured may beliable. Itisan
objective assessment of theinsured's potentid lia-

bility.
Frank's Casing 2005 WL 12523214 *3.

In fact, Frank's Casing can reasonably be read to hold that
plaintiffs are entitled to a“ deep pocket” in liability cases as
long as they can establish the policyholder’s liability.

Reimbursement rights encourage insurersto settle
cases even when coverageisin doubt. When an
insurer settles a claim for which coverage is in
douhbt, the risk that the insured lacks the resources
to fund a settlement is shifted to the insurer and is
lifted from the injured plaintiff who sued the
insured. The coverage dispute between an
insured and its insurer can be resolved after the

injured plaintiff iscompensated. Thus, aninjured
plaintiff’s risk that the defendant has no coverage
and may befinancially unableto fully compensate
the plaintiff is lessened.

Id. at *4.

While insurers may have won the right to seek reimburse-
ment (or at least force a contribution toward settlement) from
their policyholders, it ssemsthat Frank's Casing actualy
imposes an amost strict liability component into Stowers.
Insurersfailing to pay a Stowers demand or to pay aclaim fol-
lowing a demand from their policyholder should be especidly
careful to ensure that they have properly determined that no
coverage exists. Failing to do so may mean that the insurer
will be found to have acted unreasonably if coverageisfound
during later litigation since the ahility to argue that a reason-
able insurer would not have accepted the demand has been
minimized.

The Hecht Concurrence Does Not Alleviate the
Conflict Between the Insurer and the Policyholder.
In Fact, It Seemsto Impose Stower s Type Dutieson
the Palicyholder.

Justice Hecht's concurrence seems, et first glance, to limit
some of Frank's Casing's less pleasant effects on policyholders.
He wrote:

Perhapsit is necessary to stress, again, that no one
suggests that an insurer may unilaterdly settle a
claim for an unreasonable amount, or in circum-
stances that actually (rather than hypothetically)
prejudice the insured, and then force reimburse-
ment from the insured. Neither the present case
nor Matagorda County involved such a situation.
The Court has never been cited to a case involv-
ing such astuation. Inthe off-chancethat such a
Stuation could arise, Satutory prohibitions against
unfair practices by insurers offer full relief:  actu-
d damages, additiona damages, and attorney
fees.

Id. a *9 (Hecht, J., concurring).
Justice Hecht then adds:

Aninsured should not be dlowed to unreasonably
withhold consent to settlement to force the insur-
er to pay a clam and abandon coverage issues at
the risk of incurring tiff statutory ligbilities. An
insurer’s right to recoup from its insured the
amount paid to settle a clam depends on two
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things:  the reasonableness of the settlement and
coverage. That isthe essence of today’sdecision.

However, it is difficult to imagine a Stuation where the
insurer asserting reimbursement rights will ever be found to
have acted improperly to the policyholder’s detriment.
Reserving coveragerightsis expresdy permitted by the Texas
Insurance Code. See Tex. INs. Cope § 541.060(8)(4)(B). It
iswell-established that an insurer is not guilty of bad faith sm-
ply because it was wrong regarding coverage.  Trangportation
Ins. Co. v. Moridl, 879 SW.2d 10, 17-18 (Tex. 1994) (an insur-
er isnot guilty of bad faith when it is merely incorrect regard-
ing the factua basisfor adenia or about an insurance policy’s
proper condruction). Therefore, an insurer that reasonably
reserves rights may properly seek reimbursement from its poli-
cyholder without fear of violating any duty to its policyholder.
See Universe Life Ins. Co. v. Giles, 950 SW.2d 48, 55 (Tex.
1997) (adopting the Texas Insurance Code standard of failing
to atempt in good faith to settle aclaim where the insurer’s
liability is reasonably clear asthe standard for breach of the
duty of good faith and fair dedling).

Aslong astheinsurer has the requisite basis for reserving
coveragerights, it will likely be able to rightfully pursue reim-
bursement from its policyholder without fear of the statutory
prohibitions referenced in Justice Hecht’s concurrence.

However, the policyholder may now have some ligbility
to the insurer in those cases where it refuses to agree to a st-
tlement.  Under both the mgjority opinion imposing the duty
to determine coverage on the policyholder and Justice Hecht's
concurrence condemning a policyholder’s refusd to accept a
reasonable settlement, it seems reasonable to conclude that a
policyholder that fails to agree to a settlement and therefore
later subjects the insurer to a Stowers it may be liable to the
insurer under some extension of Stowers.

In fact, the Hecht concurrence actualy seemsto bolster
the policyholder’s right to independent counsel by highlighting
the conflict between the insurer and policyholder.  They both
have the same duties to determine coverage and evauate lia
bility. They both are probably subject to potentia (and very
possibly strict) Stowers liahility for failureto do so. And they
both are at risk for funding any settlement in an underlying
liability case after rights have been reserved.

Reserving Rights and Accepting Qualified Defenses
after Frank'sCasing

Clearly the decision to reserve rights has become much
more important after Frank's Casng.  While the insurer dways
has had an obligation to ensure that there was a reasonable
basis for reserving rights, there wasllittle practical harm in pro-
phylacticly reserving rightsin cases where coverage disputes
could be expected in the future.  After Frank’s Casing, howev-
er, insurers must weigh the need to preserve coverage defenses
againgt the risk that they may lose contral of the policyholder’s
defense.  Insurers also must carefully consider Stowers
demands sent by their policyholders since the right to reim-
bursement will likely foreclose the ability to later argue that a
reasonable insurer would not have accepted such a demand.

Policyholders also should consider whether they ill are
willing to accept qualified defenses after Frank's Casing and
Davalos. Aninsured that accepts a quaified defense probably
has waived its right to assert thet the insurer’s panel counsdl
impermissibly (albeit probably ethically) provided information
or andysisto theinsurer that could have given the insurer an
advantage in determining coverage.

Of course, policyholders should never agree to an insur-
er's offer to settle aclaim or demand that an insurer settlea
claim in the face of reserved rights without first carefully con-
sidering the coverage dispute and the potentia damages. In
fact, given the potential Stowers-type duties that the policy-
holder may owe the insurer when rights are reserved, it seems
thet the policyholder has an affirmative duty to carefully con-
sder both coverage and lighility whenever ademand is
received in aliability case.

Whether reservations in future cases can be resolved with-
out contemporaneous declaratory judgment actions or the poli-
cyholder’s agreement to contribute to a settlement in consider-
ation of the insurer’s releasing its reimbursement rights
remainsto be seen. However, additiond litigation regarding
the duty to defend and Stowersis amost certainly inevitable.
Insurers, policyholders, and practitioners should carefully con-
sider how radically Frank's Casing has changed the landscape
and tread carefully until the new map has been written.
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INTRODUCTION

In the event of a potentialy covered loss, claim or lawsuiit,
the insured is required to cooperate with itsinsurer in the
investigation and resolution of the claim.  This*“duty to coop-
erate’ is pecificaly set forth in the vast mgjority of policies as
one of severd duties or conditionsin the event of aloss, claim
or lawsuit! Itisanimplied condition precedent to coverage,
however, even if it is not expresdy set forth in the policy. See,
eg., First Bank of Turley v. Fidelity & Deposit Ins. Co. of
Maryland, 928 P2d 298 (Okla. 1996)(the duty to cooperate is
both contractual and implied as a matter of law.)

Purpose of the cooperation clause. From theinsur-
ance company’s standpoint, the cooperation clause servesto
ass g the insurance company to (i) obtain information concern-
ing aloss while theinformation is still fresh; (i) determine its
obligations to indemnify the loss and/or defend its insured; (iii)
protect itself from fraudulent claims; and (iv) pursue a subro-
gation claim againgt aresponsible third-party, if applicable.
Where athird-party claimant isinvolved, the cooperation
clause also serves to prevent collusion between the policyhold-
er and the claimant.  In both the first-party and the third-party
context, other, more specific clauses may address some or all
of these concernsaswell.  CoucH ON INSURANCE §199:4,
(THIRD ED. 2000).

The insured's failure to cooperate with the insurer may
result in acomplete loss of coverage.  Of course, in the third-
party context, such aforfeiture of coverage may mean that a
meritorious claimant will go without arecovery. For thisrea
son and more, courts are rather reluctant to allow insurersto
invoke a breach of the duty to cooperate as a complete defense
to coverage unless the insurer can show that it was prejudiced
by the insured’s failure to cooperate.

Scope of theinsured’sduties. The scope of the
insured's duty to cooperate varies greatly depending on the
type of policy and the type of loss. In the first-party insurance
context, the insurance company, following aloss, must rely on
the insured to provide it with sufficient details to evaluate the
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clam. Evenwhen an adjuster or surveyor will be assigned to
evauate the claim, there will sill be a certain store of critica
information that only the policyholder can provide. Inthe
third-party context, the insured’s cooperation may have asig-
nificant bearing on the overal liability question. In the usua
third-party case, however, the insured's degree of cooperation
will not have much impact on the issue of damages.

The insured's duty to cooperate can be approached from
two perspectives.  On the one hand, it may be viewed asa
generd and overarching duty in the event of aloss, claim or
lawsuit. Seenthisway, it pardlesthe insurer’s duty to act in
good faith and dedl fairly with the insured following aloss.
Thisarticle will from time to time refer to such a broad, over-
arching duty to cooperate asthe “genera” duty to cooperate.
From another perspective, the duty to cooperate may be seen
asa“fal-back” or resdua duty, one that may be invoked by
the insurance company as a defense to coverage when other,
more specifically enumerated defenses (such as the duty to
give prompt notice) do not apply, yet the insured has not been
completely forthcoming following aloss. Thisarticle will use
the term “residua” duty to cooperate when discussing this fall-

back aspect of the duty.

Scope of thearticle. Thisarticle will discuss both the
generd and the residual duty to cooperate from a Texas stand-
point. Itisintended asapractica guide to the insurance law
practitioner rather than as an academicaly grounded article.
Indeed, the articleis not “dl inclusive’ in the sense thet it dis-
cusses each and every reported Texas case in which an insurer
has dleged a breach of the insured’s duty to cooperate, or
every topic engendered by such dlegations. Reather, the article
attempts to give the “flavor” of some of the key cooperation
cases, al of which tend to be quite fact intensive.  The cases—
and as noted below, cooperation cases are not as numerous as
one might expect — are thus presented in some factual depth.
Theintent isto give the reader ataste for the body of facts that
will lead courts to conclude that an insured has or has not
breached the duty to cooperate, or (more often) that the insurer
has or has not shown that it was prejudiced by acts or omis-
sionsthat clearly amounted to abreach. The astute reader will

Rick Virnig is an associate with the law firm of Rathwell & Nizidek, P.C. in The Woodlands, Texas. The mgjority of hiswork isin
the insurance coverage area, with an emphasis on third-party ligbility policies. While Rick represents both insurers and policy-
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probably walk away from this article at least somewhat sur-
prised by the extent to which the insured can fail to cooperate
withitsinsurer and gtill defeat the insurer’s motion for summary
judgment based on the breach.

This article discusses the duty to cooperate in both the
firgt-party and third-party contexts. Given the author’s much
grester experience with third-party liability insurance policies,
however, the article is undoubtedly deficient with respect to
the first-party insured’s duty to cooperate.  This shortcoming
should be attributed to the author only. Of course, any com-
ments, observations or opinions expressed are those of the
author aone, and not necessarily (or a al) those of hisfirm,
his clients or the Journd’s editors.

In any discussion of third-party lawsuits, the reader should
assume that the discussion concerns a policy in which the
insurance company has the obligation to assume the insured's
defense in the event of a covered or potentialy covered claim
or lawsuit. Allegations of non-cooperation by an excess liabil-
ity insurer with no duty to defend may raise different or addi-
tional questions, but such questions are outside the scope of
thisarticle? For the interested reader, some guidance can be
found in Lagter v. Am. Nat'l Fire Ins. Co., 775 F.Supp. 985
(N.D. Tex. 1991), aff’d 979 F.2d 676 (5th Cir. 1992)(table
decision), Warren v. Am. Nat'| FireIns. Co., 826 SW.2d 185
(Tex. App. — Ft. Worth 1992, writ denied) and Vang v. Delta
LloydsIns. Co., 2001 WL 722279 (Tex. App. — Ddlas 2001,
no pet.)[not designated for publication]. The Laster and
Warren decisions spring from the same operative facts; the fed-
erd court opinion gives amore thorough factual review.

An observation. Itisnot the purpose of thisarticle to
address the friction that often exists between the insured and its
liability insurer when coverageisdenied. Itiswidely
acknowledged, in the third-party context at leadt, that once the
insurer has denied coverage, it may no longer rely on the
insured's compliance with any of the conditions of the policy
(though it may il assert that the policy does not cover the
occurrence). Enserch Corp. v. Shand Morahan & Co.,, Inc.,
952 F.2d 1485, 1496, fn. 17 (5th Cir. 1992); Gulf Ins. Co. V.
Parker, 498 SW.2d 676, 679 (Tex. 1973).°

Other articles have explored these outright-denia -of-cov-
erage issuesin great detail, and no attempt to duplicate these
materidswill be made. The author doeswish to note, however,
that where the insurer has not completely disclaimed coverage,
yet has reserved its rights on one or more issues, the insured's
subsequent actions can give rise to what, in the author’s opin-
ion, are often misplaced assartions that the insured is violating
the duty to cooperate. Another, perhaps better, way to say this
isthat many insurance practitioners, and especialy those who
either work directly for insurers or represent insurers to the

exclusion of palicyholders, view the insured’s duty of coopera:
tion as being much broader than it redly is.

For example, where the insured has some degree of con-
trol over its own defense or otherwise takes a great interest in
the lawsuit, the insured may question the insurance company’'s
choice of defense counsdl, request constant updates and reports
from counsdl, push to have a lawyer of its own choosing
appointed as defense counsel, ask the insurer to compensate
the insured's lawyer at her regular hourly rate instead of the
insurance company’s regular hourly rate for “approved”
lawyers, object to the use of “litigation guidelines’ by defense
counsdl, demand that counsdl be as diligent in defending non-
covered clams as sheisin defending covered claims, or other-
wise “interfere” with the insurance company’s handling of the
defense of the case.

Faced with such a“rebellious’ insured, some adjusters
and coverage attorneys will argue that the insured's continued
resistance to what the insurance company considers the proper
adminigtration of the claim amounts to a breach of the duty to
cooperate. (For adiscussion of such dlegetionsin atypicaly
contentious factua situation, see Quorum Health Res,, L.L.C.
v. Maverick County Hosp. Dist., 308 F.3d 451, 468-472 (5th
Cir. 2002), a case which, for better or for worse, does not
entirely resolve the cooperation issue, since the Fifth Circuit
reviewed the facts in the context of a granted motion for sum-
mary judgment in favor of theinsurer, largely predicated on an
unrelated topic (the express negligence doctrine).)

In the author’s opinion, friction between the insured and
the insurer over the proper conduct of the shared defense of a
third-party lawsuit may well lead to judtifiable disputes over
which party should pay which part of which attorney’s lega
fees. Other disputes may arise aswell. However, it should
only rarely be suggested in such asituation thet the insured has
breached the cooperation clause.  While the cooperation clause
surely precludes an insured from sabotaging the insurance
company’sinterests, the clause does not require the insured to
subjugate its own best interests, fairly advanced, to the best
interests of the insurance company. Rather, the cooperation
clause should be seen as requiring the insured to put forth an
honest effort to defeat or minimize the claims, insured or not,
advanced by the “common enemy” —the third-party plaintiff.

A note on the scarcity of caselaw. The number of
cases discussing the duty to cooperate (as either agenera or a
resdua duty) is not overwhelming. Where possible, the
courts attempt to discuss violations of more specific duties.
For example, and as third-party practitioners are well aware,
there are a plethora of cases dealing with the insured's duty to
give prompt notice of alawsuit and forward suit papers.  Yet
cases discussing the Situation where an insured gives prompt



notice of aclaim or lawsit, but then refuses to further cooper-
ate, are much fewer in number.

If reported cases discussing the insured's generd or residual
duty to cooperate in the third-party context are rather scarce,
cases discussing the duty in the first-party context are scarcer
dill. Thisisprobably duein part to the fact that first-party
clams are often smaller in size (or at least more actuarialy
predictable) than third-party claims. Also, the interaction
between the claimant and the insurance company is—or should
be —less confrontationa in the first-party context; the claimant
is, after all, the customer aswell, and insurance companies that
are heavily invested in the firgt-party market are “ reputation
sengtive”  Firg-party insurers as agroup may be more likely
to compromise a disputed claim and less likely to invoke a
potential defense to coverage than are liability insurers.

Two more factors may account for
the relative dearth of firg-party coopera-
tion cases. Firgt of dl, theinsured, fol-
lowing afirg-party loss, has every incen-
tive to cooperate with the insurance com-
pany. If shetakesan “I"ve got better

First-party insurers

attendance of witnesses at trial, assisting with settlement
negotiations and refraining from making voluntary pay-
ments, to a certain extent the general, overarching duty to
cooperate is less predictable and somewhat more amor-
phous than is the case in the first-party context. See gen-
erallyid. With thislack of specificity —and with the high-
er dollar amounts often at stake in the third-party context —
comes a greater willingness to go to court over alleged
breaches of the cooperation clause.

EXAMPLES OF BREACHES OF THE
COOPERATION CLAUSE.

As alluded to earlier, most breaches of the “genera” duty
to cooperate are aso breaches of a more specific duty, and are
best discussed as such.  Texas casesinvolving a breach of the
“resdua duty” to cooperate often involve
fairly clear violations of the duty to coop-
erae, however defined; the real question
presented is whether and to what degree
the insurer can show that it has been prgu-
diced by the insured’s obvioudy deficient
conduct.

ﬁg nmgt?Jﬁs;jt? ;o?ttrilte}rjcliﬁgqesvg:)r?gt ttr):e asa grOUp y The separation of cases into this sec-
information that the insurance co;npany mo I tion and the next (dealing with the insur-
will need from itsinsured following a be re l | kely tO ance company’s need to show that it was
firg-party lossis usudly quite predictable. Cormrom ¥a prejudiced by a breach of the duty to

The policy will typicaly provide that the
insured, following aloss, must comply
with certain well-defined duties such as
providing adequate notice, filing a proof
of loss, mitigating damages, submitting to
an examination under oath or an inde-
pendent medica examination, etc. See,
eg., Lidawi v. Progressive County Mut. Ins. Co., 125 SW.3d
725 (Tex.App. — Houston [14th Dist.] 2003, no pet.)(discussing
the duty to cooperate in a general sense but focusing on the
requirement to submit to an examination under oath on
request); see generally CoucH, §199:1.

In the third-party liability context, on the other hand,
the scope and extent of the cooperation that may be
required from the insured following a potentially covered
claim or the filing of alawsuit is more difficult to predict
due to the presence of an important extra factor in the
insurance equation — to wit, the third-party claimant. The
third-party claim situation is also much more likely to
involve attorneys, with all attendant difficulties.
Accordingly, while the modern liability policy provides
that the insured must comply with specific duties such as
giving timely notice of the occurrence, forwarding suit
papers if the claim matures into a lawsuit, obtaining the

disputed claim...

cooperate) isfairly arbitrary; the two
questions invariably go hand in hand.
However, the following three cases—all
over 40 years old — demongtrate how far an
insured may stray from a proper course of
conduct, yet il be entitled to coverage.
It should be noted &t the outset of this sec-
tion that what condtitutes a breach of the cooperation clauseis
usually aquestion of fact. Under certain egregious circum-
stances, however, acourt may hold that the insured breached
the cooperation clause asametter of law.  Frazier v. Glens
Falls (discussed immediately below), 278 SW.2d at 391.

Frazer v. GlensFalls. InFrazier v. Glens Falls Ind.
Co., 278 SW.2d 388, 391 (Tex.Civ.App. — Ft. Worth 1955,
writ ref’d n.r.e.), the Court examined a situation in which the
insured, rather than showing no interest in athird-party claim,
showed too much interest inthe claim.  In reversing the tria
court’s entry of summary judgment in favor of the insurer and
remanding for tria, the Court outlined an approach to the duty
to cooperate which suggests that an insured may go so far asto
openly cooperate with the claimant and root for the claimant to
recover, S0 long as the insured does not deceive the insurer,
engage in outright fraud or otherwise cross the line into col-
lusive behavior.



I

For better or for worse, many of the salient “cooperation”
facts of Frazier are not st forth by the Court in an entirely
straight-forward fashion. (The author guesses why thisis so
later oninthisdiscussion.) Itisclear that O.S. Frazier was
serioudy injured, and Mrs. Frazier was killed, while riding as
passengersin acar driven by George W. New. New was
Glens Fdls insured and, of greater import to the case, the son-
in-law of Mr. and the late Mrs. Frazier.

(On these facts, the modern reader must recall thet in
1955, Frazier and the estate of his late wife would normally be
prohibited from recovering from New by virtue of the Texas
Guest Statute.  The Guest Satute, Tex.Rev.Civ.Stat.Ann. art.
6701b, prohibited a cause of action againgt a driver by anon-
paying passenger if the passenger was related to the driver
within two degrees of consanguinity or affinity. An exception
alowed such a passenger to recover if the driver intentionaly
or recklessy caused the accident.  Thirty years after Frazier
was decided, the Texas Supreme Court held that the Guest
Statute was uncongtitutional under the Texas equal protection
clause. Whitworth v. Bynum, 699 SW.2d 194 (Tex.1985).)

While New was in the hospita, he gave a statement to
the Glens Falls adjudter, but later refused to Sign the adjuster’s
transcription of the statement. At some point, New gave
another statement to an attorney who was representing not
only New, but dso hisfather-in-law, Frazier. This statement
was passed dong to the insurer; New's wife (Frazier's daugh-
ter) aso gave a statement through the lawyer.  While the
Court does not come right out and say it, it appears that New's
statement to hisand Frazier's atorney, which related that New
was driving recklesdy a the time of the fatal accident, contra:
dicted the closer-in-time statement given to the adjuster. At
any rate, the attorney eventually wrote to Glens Falls, on
behalf of both of his clients, demanding that the insurer settle
Frazier'sclaim.

Remanding to the tria court, the court of appeals noted
that at the summary judgment stage, New’s refusal to sign the
adjugter’s statement would be presumed to have been for valid
reasons, since the insurer had presented no compelling evi-
dence to the contrary. 278 SW.2d at 391-92. And, while
noting that the attorney might have ethical difficulties repre-
senting both New and Frazier, the court appeared disinclined to
throw out Frazier's claim based solely on the attorney’s bad
judgment. Id. at 392.

Asto the gist of the insurer’s defense, the Court offered
the following observations on the duty to cooperate;

Besidesthe affirmative duty on the part of New to
make afull, frank and fair disclosure of the facts,
he owed certain negative duties to the Company.

He was obliged to refrain from any fraudulent or
collusive act which might operate as a means of
prejudice to the Company in the conduct of the
defense againgt, or settlement of, theclaim Frazier
made againg him. Cooperation with Frazier
would not condtitute a breach of the cooperation
clause of the policy solong asfraud played no part
therein.

New desred that Frazier collect the greatest
possibleamount fromthe Company. Thisgtate of
mind congtituted no breach of contract. New
could cooperate with Frazier and the Company at
oneandthesametime. Cooperation with the one
would not necessarily foreclose cooperation with
theother. Themaking of statementsto Frazier by
New was proper if they were true statements.
Even had they been fase, no breach would be
involved absent some prejudice to the company.
New's demands upon the Company to settle
Frazier's claims were proper demands if made in
good faith. Thisistrue even though it were con-
clusive that because thereof the Company’sinter-
estswere actualy prejudiced. Fraud or collusion
must be a factor, and prejudice must resullt.

278 SW.2d at 392.

The Court’s observations, made in the course of remanding
the case to thetria court, would probably come as asurprise to
many insurance law practitioners.  The Court seems to be say-
ing that an insured may assigt the claimant in the pursuit of his
lawsuit, so long asthereisno fraud; i.e. so long asno false-
hoods are concocted. (The Court’s statement that the insured
can demand in good faith that itsinsurer settle the case, even if
that demand is prejudicid to the insurer, isless noteworthy.
Indeed, following the explosion of “ Sowers demand” casesin
the last quarter century, it would probably seem unusud to the
modern insurance law practitioner to suggest that when an
insured demands that a third-party claim be settled, heis some-
how violating the duty to cooperate.)

A comment on Frazier. Reading Frazier v. Glens
Falls and its broad but amost tongue-in-cheek pronouncement
on what will not be considered a breach of the duty to cooper-
ate, one gets the impression that something moreis going on
than isreadily apparent. It may be —thisis purely conjecture
on the author’s part — that the Court was sending a strong State-
ment to the insurance company to take steps to prove at the
full trial that New and Frazier, assisted by ther joint attorney,
had concocted a verson of the accident that deviated from the
truth so as to avoid the effect of the Guest Satute.



While Frazier v. Glens Fallsis till instructive —no later
case has chalenged its formulation of the scope of the
insured's duty to cooperate — the case probably would not
come up today. Ignoring for amoment the impact of the
Guest Statute, few modern and knowledgeable attorneys
would represent both the insured and the claimant in the same
accident, and the insurance company would go to greater
lengths to show how itsinsured's actions prejudiced it before
moving for summary judgmen.

Griffin v. Fiddity and Casualty. In Griffinv. Fid. &
Cas. Co. of New York, 273 F.2d 45 (5th Cir. 1960), the insured
driver, Arthur White, made the mistake of alowing his 14
year old nephew, Arthur Felder, to drive his (White's) pickup
truck. (Note: The facts are more fully outlined in the district
court opinion, Fid. & Cas. Co. v. Griffin, 178 F.Supp. 678
(SD. Tex. 1959).) Felder promptly struck two minorson a
motor scooter, rendering them unconscious. While the vic-
tims remained unconscious, White appeared on the scene and
later told the authorities that he (White) had been driving the
pickup truck. White promptly notified Fidelity & Casudty of
the accident, again asserting that he, and not his young
nephew, was the driver.

Severd months later, alawsuit was filed, which named
White as the driver and sole defendant.  White timely for-
warded the suit papers to his insurer, without noting the dis-
crepancy between the facts dleged and the truefacts.  Fiddlity &
Casudlty gppointed defense counsel and began its investigation
of thecase. A few months|ater, just before his deposition
was to take place, White confided to his counsdl that it was
Felder who had actualy been the driver. The deposition went
ahead as scheduled and White testified truthfully that his nephew,
and not he, had been driving at the time of the accident.

Fiddity & Casudty filed a declaratory judgment action,
aleging that White had violated both the duty to give timely
notice (by giving afasified version of the notice) and had
failed to cooperate by waiting almost seven months from the
time of the accident (and roughly three months from the time
of thefiling of the lawsuit) to give the true version of events.*

The didtrict court entered judgment for Fidelity &
Casudty. Initsopinion, the fasified notice was no notice at
al. Thedidgrict court aso noted the rule (in effect at the
time) that the insurance company was not required to show
any prejudice in order to invoke failure of timely notice asa
defense to coverage. Asfor the breach of the cooperation
clause, the Court stated that it was unclear whether the insur-
er, having shown an obvious breach, needed to demonstrate
that it was prejudiced by the breach.  If ashowing of preju-
dice was required, however, the district court found that
because it had been delayed by at least seven months from

ascertaining the true facts of the accident, the insurer had in
fact been prejudiced.

The Fifth Circuit reversed and remanded. Asto White's
provision of notice, the court held that the notice was timely,
in that it identified the date of the accident, the vehicles
involved, and the injuries sustained; moreover, White had
promptly forwarded the suit papers to the insurer when the
lawsuit wasfiled. That was sufficient to provide the insurer
with timely notice notwithstanding the falsification of the
driver’'sidentity.

With respect to the duty to cooperate, the court of appeds
stated “under the overwhelming weight of authority, including
that of the courtsin Texas, it isthe law that is essentiad to proof
of breach of the cooperation clause, that actua, not merely
suppositious or theoretical prejudice to the insurer therefrom
be shown, and no such showing ismade.” 273 F.2d at 48.

The court cited, inter alia, to Frazer v. GlensFalls. Thereis
no subsequent higtory for Griffin, and it is unclear whether the
insurer would be able to show prgudice on remand. Itisaso
unclear whether Fidelity & Casudty might have had a defense
to coverage based on White's improvident loan of histruck to
young Felder, but if it did, it likely would not have pursued the
failure to cooperate angle.

U. S. Cas. Co. v. Schlein.  United Sates Cas. Co. V.
Schlein, 338 F.2d 169 (5th Cir. 1964) grew out of an accident
which occurred in Beaumont, Texas involving a car owned and
driven by Schlein, U.S. Casudty’sinsured, and another vehicle.
At his deposition, Schlein tetified that he had been playing
cards at his club the day of the accident but had not had any-
thing to drink, that he was traveling alone at the time of the
accident, and that he was proceeding in an easterly direction
on 16th Street when the claimants' car ran astop sign and
stuck hisvehicle. At their depositions, both claimants testified
that the insured was proceeding west on 16th Street when,
without prior warning, he made a complete U turnin an inter-
section and struck the claimants car. The claimants further
testified that the insured had a passenger in the backseet of his
car (aconvertible). The claimants apparently did not suggest
that Schlein had been drinking. 1d. &t 170.

A few days after Schlein testified, an attorney in the
office of defense counsel received a call from Schlein’s per-
sonal attorney. The personal attorney related that Schlein
had lied at his deposition. Specifically, Schlein had been
drinking on the day of the accident, had in fact madea U
turn in the intersection, and did in fact have his maid in the
back seat of his convertible at the time of the accident.
Defense counsel wrote to the insurance company and, with-
out coming right out and saying that his client had perjured
himself, related that Schlein was most likely completely



wrong about how the accident occurred. 1d. at 170-72.

The insurance company ordered defense counsdl to with-
draw from the case, based on a breach of the cooperation
clause. Thereafter Schlein, assisted by his persond attorney,
consummated a settlement for the accident in the amount of
$10,000 (well within the policy limits). It was formaly stipu-
lated thet the settlement was fair, reasonable and prudent.
Schlein then sued the insurer, seeking the amount of the settle-
ment, together with his attorney’sfees. Id. at 172.

While both the district court and the court of appeals read-
ily concluded that Schlein had in fact breached the cooperation
clause, both courts held that the insurer had failed to show how
it might have been prejudiced.  Spesking to the breach itsdlf,
the court of appedls Sated:

We can accept the proposition that the law gener-
aly, and presumably does so in Texas, regards
purposeful falsification of materia information by
the insured to be a breach of the cooperation
clause. ... Truthfulnessasan element of cooper-
aion has been variousdy described.
“Truthfulness seems to be the keystone of the
cooperation arch.” [Citation omitted.] “The
[insurance] company is entitled . . . to an honest
Statement by the insured of the pertinent circum-
stances surrounding the accident, as he remem-
bers them. Lacking that, the company is
deprived of the opportunity to negotiate a settle-
ment, or to defend upon the solid ground of fact.
Nothing is more dangerous than a client who
ddliberately fasfiesthefacts” [Citation omitted.]

338 F2d a 173. The Court further noted that caution
must be taken so that misstatements based on faulty observa:
tion or mistaken recollection are not interpreted as purposeful,
conscious breaches of the duty to cooperate. Id.

Despite the egregious behavior by itsinsured, the court of
appedls upheld the digtrict court’s holding in favor of Schlein,
because U.S. Casudty had not shown how it might have been
prejudiced by Schlein's breach of the duty to cooperate. As
the court noted, the insurer seemed content to rely on the gen-
erd propostion that since Schlein had given false testimony in
aforma pretria deposition, his credibility would be subject to
serious attack if the case weretried.  There was, however, no
indication that the case would in fact betried. Given the true
facts, the insurance company would undoubtedly have endeav-
ored to settle the case, and as all agreed, Schlein himsdlf, with
the assistance of his persond attorney, had attained a fair, rea
sonable and prudent settlement. Id. at 174. “Thereisthusno
indication whatsoever that [Schlein’s breaches] put the insurer

in apredicament of being unable to work out that disposition
of the case which its own intrinsic merits — then sufficiently
known — reasonably dictated.” Id. at 175.

Summary. Theinsured would seem to have agreat ded
of leeway in violating the cooperation clause before the third-
party primary ligbility insurer may disclaim coverage. While
the insured’s acts or omissons may amount to a breach of the
duty to cooperate as a matter of law, Frazier v. Glens Falls, the
gravamen of the insurance company’s case will amost never
be the egregiousness of the insured's breach but rather whether
the insurer was prejudiced thereby.

THE DEGREE OF PREJUDICE THE INSURER
MUST SHOW:

All ligbility policiesimpose certain duties upon the insured
in the event of a potentialy covered loss, claim or lawsuit.
For many years, adebate raged over whether these duties
served as absolute conditions precedent to coverage, the violar
tion of which automaticaly destroyed coverage, or whether the
insurer was required to show that it was prejudiced in order to
disclaim coverage. Aslate as 1993, Texas courts took a scat-
ter-shot approach to enforcement of these conditions, imposing
a“prgjudice” requirement as to some duties, but not others.
Inthe “late notice” arena, for example, whether the insurer was
required to show prejudice could depend on what type of poli-
cy was breached, or even what coverage part within the policy
was breached.®

Since the Texas Supreme Court decided Hernandez v.
Gulf Group Lloyds, 875 SW.2d 691 (Tex. 1994)(a*“no stle-
ment without consent” case, discussed further below), however,
some courts and commentators have expressed the opinion that
an insurer must now always show that it was prgjudiced in
order to raise abreach of any condition precedent as a defense
to coverage. As might be expected, the burden is on the insur-
er to demondrate how it was prejudiced by itsinsured's
alleged breach of acondition. 1d. at 692.

Compared to the confusion surrounding the duty to give
prompt notice, there has never been much confusion on the
basic question of whether an insurer must show prgjudicein
order to disclaim coverage based on a breach of the duty to
cooperate. It haslong been held that an insurer must show at
least some prejudice to raise such a breach as a defense to cov-
erage. See eg., discussonsof Frazier, Griffin and Schlein
supra. For better or for worse, however, cases purporting to
follow Hernandez may have introduced some confusion asto
exactly what degree of prgjudice — some, agood ded, a great
deal —the insurer must show to deny coverage based on a
failure to cooperate.



What degree of prejudice must the insurer show to escape
liability on the policy due to the insured’s lack of cooperation?
Ignoring for amoment Hernandez and its (possibly incorrect)
progeny, the answer appears to be “actual prejudice’ —some
prejudice, perhaps amaterid adverse change in position, but
not necessarily a grest dedl of prgudice.

McGuire v. Commercial Union. InMcGuirev.
Commercial Union Ins. Co. of New York, 431 SW.2d 347
(Tex. 1968), the supreme court used the term “actua preju-
dice’ in describing the degree of prejudice the insurer must
show in order to be discharged from its obligations following a
breach of the cooperation clause. Inthis case, atwo car colli-
sion led to the desth of Commercid Union'sinsured, Charles
Pryor. Thedriver of the other car, Billy Patton McGuire, was
serioudy injured.  Pryor’swidow, Karen, filed awrongful
deeth action against McGuire and hisemployer. McGuire
filed a counterclaim againgt Pryor’s estete,
aleging that Pryor’s negligence had led to
McGuire's seriousinjuries. 1d. at 349.

Theinsurance carrier for McGuire
and his employer was willing to pay
$10,000 on behaf of McGuire and the
employer in settlement of Pryor’s wrong-
ful death claim. Without any input from
Commercial Union, it was determined
that McGuir€' s insurer would pay
$10,000 to Pryor’s widow, the counter-
claim would be severed from the original
lawsuit, and McGuire's persona injury
lawsuit againgt the Pryor estate would
continue. 1d. at 349-50. The settlement
entered into between the McGuires and
Karen Pryor stated that:

... thiscompromise and settlement and the judg-
ment entered in pursuance hereof shal in no way
affect or prejudice such counter-claim or any other
cause of action which may be asserted by any per-
son by reason of theinjuries sustained by Billy Peat
McGuire in said collison, all such clams and
causes of action being expresdy protected and
reserved.

It is further understood and agreed that this
compromise settlement agreement, the fact of the
settlement and the judgment entered in pursuance
hereof shdl never be used or admissible in evi-
dence againg any of the parties released hereby.

431 SW.2d at 350-51.

All liability policies
Impose certain duties
upon the insured
In the event of a
potentially covered
loss, claimor lawsuit.

Commercia Union, Pryor’sinsurer, filed an answer to the
McGuire counterclaim but reserved the right to refuse to fur-
ther defend the suit or pay any judgment in favor of the
McGuires. Commercid Union then filed its declaratory judg-
ment action, and argued that Mrs. Pryor, by having entered
into the agreed judgment in the wrongful death suit without the
knowledge or consent of Commercia Union, released any
claims she might have had under the policy. 1d. at 350.

Because the wrongful death settlement could not be used
in evidence againgt its insured in the subsequent persona
injury lawsuit, the court ruled that Commercia Union had not
been prejudiced and could not thereby interpose Pryor’s settle-
ment, admittedly entered into without the knowledge or con-
sent of Commercial Union, asadefense.  The court stated:

We recognize the rule that, because of the provi-
sons of an insurance policy granti-
ng the insurer the right to defend
suits and requiring the assured to
cooperate with the company, the
assured cannot make any agreement
which would operate to impose lia-
bility upon his insurer or would
deprive the insurer of the use of a
valid defense.  [Citations omitted]
However, this principle will not
operate to discharge the insurer’s
obligations under the policy unless
the insurance company is actudly
prejudiced or deprived of a vaid
defense by the actions of the
insured. . .. [T]hisis not the case
here.  Commercial Union has
every defense that would be avalil-
able to it had the wrongful desth
action not been compromised or settled[ ]

Id. a 352 (emphasis added).

Two later cases. The “degree of prejudice’ question
was more squarely addressed in two later cases, Members Ins.
Co. v. Branscum, 803 SW.2d 462 (Tex.App. — Dallas 1991, no
writ) and In Re Texas Eastern Transm. Corp. PCB
Contamination Ins, Cov. Litig., 15 F.3d 1249 (3rd Cir. 1994),
cert. denied 513 U.S. 915 (1994). Both cases are essentidly
late notice cases, however; athough the courts address the
duty to cooperate, either case could have been decided by ref-
erence to the duty to provide prompt notice without discussing
cooperetion.

In Branscum, an auto policy case, the court stated in dic-
tum that the insurer would be required to show “actud” preju-



dice, but not “ substantial” prejudice, to defeat the claim on the
factsa hand. 803 SW.2d at 467. InIn Re Texas Eastern,
one of many reported decisions arising out of amassive dis-
pute between aleged CERCLA polluters and their insurers, the
Philade phia-based Third Circuit Court of Appeals made its
Erie guessthat under Texas law, prejudice results to the carrier
when thereisa“materid changein the carrier’s bargaining
postion.” 15F3dat 1255. Theinsurerswere prejudiced, the
court concluded, by the dleged polluters’ late notice and lack
of cooperation because, even though no final judgment had
been entered against any of the dleged polluters, the insurers
had lost out on the opportunity to engage in severa rounds of
preliminary negotiations between the government and the
insureds.

Hernandez v. Gulf Group Lloyds. With this back-
ground in mind, the question may be raised whether
Hernandez v. Gulf Group Lloyds, 875 SW.2d 691 (Tex. 1994)
and its progeny have “raised the bar” for an insurer asserting a
cooperation defense.  Hernadez dealt with a“ no settlement
without consent” clause. The Court held that an auto insurer
could not deny uninsured/underinsured motorist coverage
when the family of agirl killed in an auto accident settled with
the at-fault driver for hisfull policy limits without the consent
of their owninsurer.  The family had clearly violated the “no
Settlement without consent” clause, but the driver had no other
assets and the insurer could not show how it was prejudiced.

Stressing that insurance policies are contracts, and subject
to the same rules applicable to contracts generaly, the court
Sated:

.. .Afundamenta principle of contract law isthat
when one party to a contract commits a materia
breach of that contract, the other party is dis
charged or excused from any obligation to per-
form.
* * %

.. . [T]here may be ingtances when an insured’s
settlement without the insurer’s consent prevents
the insurer from receiving the anticipated benefit
from the insurance contract; specifically, the set-
tlement may extinguish a valuable subrogation
right. In other instances, however, the insurer
may not be deprived of the contract’s expected
benefit, because any extinguished subrogation
right hasno value. Inthelatter Stuation —where
the insurer is not prejudiced by the settlement —
the insured's breach is not materid.

875 S\W.2d at 692-93. In other words, the supreme court
sad, the insured's breach of the condition precedent is not
material unlessthe insurer isactually prejudiced.

Since Hernandez was decided, several courts and com-
mentators have expressed the opinion that, given the supreme
court’s contract-based andysis, its “ materid breach/actud prej-
udice” holding extends not just to the “ settlement-without-con-
sent” clause but to dl conditions precedent to coverage.  See,
eg., Hanson Prod. Co. v. Americas Ins. Co., 108 F.3d 627,
630-01 (5th Cir. 1997)(late notice case).

In Quorum Health Res,, L.L.C. v. Maverick County Hosp.
Dist., 308 F.3d 451, 468 (5th Cir. 2002)(discussed very briefly
above as involving a dispute between the insurer and the
insured over the proper conduct of the defense of a third-party
lawsuit), the court determined that Hernandez furnished the
degree of prejudice rule for breach of the duty to cooperate.
The court also relied on other cases pre-dating Hernandez,
including Sate Farm Fire & Cas. Co. v. SS, 858 SW2d 374,
385 (Tex. 1993), alate notice case which, like Hernandez,
applied an “actua prejudice’ standard. Unfortunately, in
rather briefly articulating the Hernandez standard, the Fifth
Circuit may have inadvertently changed therule. Rather than
stating the Texas rule as “the breach is not material unlessthe
insurer is actually prejudiced,” the Quorum Health Resources
Court dtated:

... To breach its duty to cooperate, an insured's
conduct must materially prejudice the insurer’s
ability to defense (sic) the lawsuit ontheinsured's
behdf... Hernandez, 875 SW.2d at 692-93...

308 F.3d at 468 (emphasis added).

By flipping the modifier “material” from the nature of the
insured's breach to the degree of the insurer’s prejudice, the
Fifth Circuit in Quorum Health Resources may have unwit-
tingly imposed a grester obligation on a Texas insurer seeking
to disavow coverage for a breach of the duty to cooperate than
isrequired by the Texas Supreme Court. It isunclear whether
the court’s mistaken recitation of the prejudice standard affect-
ed its eventua decision, because the court found that fact
issues precluded the entry of summary judgment and remand-
ed to the didrict court.

“Curing” theinsured's breach of the duty to cooperate.
Of course, when an insurance company successfully raises the
breach of a condition as a defense to coverage, the redl loser
can be ameritorious third-party plaintiff. Thefact that an
innocent party may be denied aremedy accounts for much of
the rationale behind requiring the insurer to show &t least some
prejudice occasioned by the breach.  The courts dso unanimoudy
agree that forfeitures of insurance coverage are disfavored, and
“[t]hereis no reason to require aforfeiture of coverage merely
upon atechnicality.” Bay Electric Supply, Inc. v. Travelers
LloydsIns. Co., 61 F.Supp.2d 611, 620 (SD. Tex. 1999).



Inthe 30 years or o since Texas first embraced the rule
that (at least some) insurers must show prejudice in order to
invoke late notice as a defense to coverage, the courts have
struggled with the question of whether and to what extent a
clamant may “cure’ the insured's failure to give timely notice
by giving what might be called “subdtitute notice” Therule
that has evolved isthat if the insurance company has received
adequate and timely notice from the claimant, the insurer can-
not claim that it was prejudiced as aresult of the insured'sfail-
ure to give the necessary notice.

For cases discussing the claimant’s ability to “cure’ the
insured'sfailure to give notice, see, eg., Ohio Cas. Group V.
Risinger, 960 SW.2d 708 (Tex.App. — Tyler 1997, writ
denied); Allstate Ins. Co. v. Pare, 688 S.W. 2d 680 (Tex. App.
— Beaumont 1985, writ ref’d n.r.e); seealso Sruna v.
Concord, discussed below. For an example of how not to
attempt to perform an “end run” on the insurance company fol-
lowing insufficient notice, see Harwell v. Sate Farm Mut. Auto
Ins. Co., 896 SW.2d 170, 174 (Tex. 1995)(after insured driver
died in auto accident, passenger’s atorney had his own secre-
tary appointed temporary administrator of estate; secretary
offered no defense, then sent it papers to insurer the day after
the deadline to perfect appedl); see also Rodriguez v. Texas
Farmersins. Co., 903 SW.2d 499 (Tex.App. —Amarillo 1995,
writ denied), a case of clear collusion between the insured and
the claimant.’

Aninsured —and especialy an unsophisticated insured —
may be willing enough to dert hisinsurer to the fact that he
has been in an accident and has been sued, yet be unwilling to
cooperate in the defense of the lawsuit once an answer isfiled
on his behalf and discovery begins. If that failure involves not
just alack of diligence in answering discovery, reluctance to
appear for depositions, etc. and extends to failing to attend tridl,
it isuniversaly acknowledged that such afalureis aserious
breach of the duty to cooperate. It isaso quitelikely to prgju-
dicetheinsurer. Astwo different courts stated the matter:

Simple logic and common sense would indicate
the difficulty one would have in imagining the
case in which a defendants's failure to appear for
trid would not be prejudicia to his defense. . . .
The defendant’s aosence leaves him open to unre-
buttable innuendos and characterizations by the
plaintiff. . . .

Fireman's Ins. Co. of Newark v. Cadillac Ins. Co., 679 SW.2d
821, 823 (Ark.App. 1984).

Every person familiar with the tria of cases by
jury knows that the case of an individua defen-
dant is serioudy, if not hopelesdy, prejudiced by

his absence from the trial. . . . Hisfailure to be
present in defense of the clam can have an intan-
gible effect upon the jury both as to the question
of liability and the amount of the verdict, the net
effect of which is difficult to measure.

H.Y. Akers & Sons, Inc. v. S. Louis Fire & Marine Ins. Co.,
172 SE.2d 355, 359 (Ga.App. 1969) (internd citations omit-

ted).

In afew dates, where an insured fails to appear for trid,
the courts will hold that the insurance company is prejudiced
per se. The mgjority rule, however, isthat the insurer is not
prejudiced per se, even by the insured's absence from theftridl.
The courts are split, however, on questions such as the lengths
to which the insurance company must go to atempt to secure
itsinsured’s presence at the tria, which party has the burden to
prove what the result would have been if the insured had, in
fact, attended trid, etc.  See generally CoucH, § 199.54.

Struna v. Concord Ins. Services. Can the hapless
third-party claimant in Texas somehow “cure’ the insured's
fallure to cooperate in his defense, even to the point of failing
to appear for trid? The answer appears to be aqualified
“probably.”  One case offering guidance on the question is
Sruna v. Concord Ins. Sarvices, Inc., 11 SW.3d 355 (Tex.App.
—Houston [1st Dist.], 2000, no pet.). This case, however, like
S0 many cases discussing the duty to cooperate, deals as much
or more with the duty to give prompt notice. The case dso
came to the court of appeds following a grant of summary
judgment in favor of the insurer, o the court’s reversd of the
grant does not say as much as an apped following full tria
would have said.  Still, Struna at least suggests that the
claimant may be able to assert acase for liability that dlows
the court to award policy proceeds notwithstanding the
insured's complete lack of cooperation with the defense.

Strunawas the driver of acar struck by Guillory.
Guillory was ticketed for running ared light. Concord was
the insurance agent for Home State County Mutual, which
insured Guillory.  Guillory never reported the accident to
Concord or to Home State and, when Struna later filed suit,
Guillory never initiated any contact regarding the lawsiit.
Attempts by Concord to reach Guillory met with no success.
Strunaand later her atorney, however, were quite diligent in
keeping Concord and Home State informed of the accident and
the lawsuit Struna eventudly filed.

Struna gave immediate notice of the accident to Concord,
and within afew weeks, Home State paid Struna some $2,400
for property damage to her car and rental charges. Shortly 19
before the statute of limitations ran, Struna sued Guillory,
aleging persond injuries. Theresfter, thetrial court author-



ized subgtitute service, subgtitute service was effected, and the
trid court granted Struna's motion for default judgment and set
adamages hearing. Thetria court eventually entered a
$250,000 default judgment in favor of Struna. 11 SW.3d at
356.

At dl times during the pendency of the lawsuit, Struna's
attorney kept Concord's claims manager informed of the law-
suit's progress.  He contacted Concord's claims manager prior
to and after filing the suit, two weeks before obtaining the
default judgment, and again after obtaining the default judg-
ment (but well in advance of the hearing on damages). He
also forwarded pertinent papers to Concord, including medical
records in anticipation of the damages hearing.

Following the entry of the default judgment, Struna filed
suit against Concord and Home State seeking $20,000 (the
policy limits) and attorney’s fees. Concord and Home State
jointly moved for summary judgment, arguing that they could
not be held liable because, inter alia, (1) theinsured had failed
to provide notice of the lawsuit; and (2) the insured hed failed
to cooperatein the investigation. 1d. at 357. Thetrid court
granted the insurer’s motion for summary judgment without
specifying the grounds upon which it relied. 1d. at 358.

On apped, the court rather easily determined that Concord
and Home State had failed to meet their burden of showing
prejudice by the lack of notice.  There was uncontroverted
evidence of their actud notice of both the accident and the
lawsuit.  1d. at 359-60.

With respect to the matter of cooperation, the court of
appealsdid not go so far asto say that the insurer had not been
prejudiced. However, it reversed summary judgment in favor
of theinsurers and remanded the case to the tria court, finding
thet amaterid fact existed as to whether the insurer wasin fact
prejudiced. Stating that it would be the insurers’ burden to
prove prejudice caused by the breach of the duty, the court
summarized the evidence in away that would certainly sug-
gest that the insurers would not be able to show the requisite
prejudice:

Here, the police report shows that, in addition
to Struna, there were two independent witness-
es to the accident. The insured, Guillory,
received aticket for running thered light. The
record does not show what information the
insurers acquired from any independent inves-
tigation. The insurers may have determined
from their investigation that their insured,
Guillory, was the responsible party, a reason-
able explanation for their decision to pay
Struna, less than two months after the accident,

$1,962.70 for property damage to Struna’s car,
and $439.78 for rental car costs.

Id. at 360.

A comment on Struna.  Sruna shows that under the
proper conditions, the third party claimant will be able to over-
come the insured's lack of cooperation and assert her claim as
athird-party beneficiary of theinsurance policy. The Sruna
court also stated that, on remand, the burden would be on the
insurer to show how it was prejudiced by itsinsured’sfailure
to cooperate.  This certainly suggeststhat in a future “no show
for trid” case—oneinvolving afull evidentiary trid, and not
just adefault trid — Texas will Sde with those states that hold
that it is up to the insurer to show how the case would have
been decided if itsinsured had, in fact, attended thetrial.

At the same time, however, it must be recalled that the
facts of Sruna were“easy.” The liability clearly seemed to
rest with the insured, and the attorney for the third-party
clamant was a all times aboveboard with the insurance com-
pany and gave the insurer every opportunity to provide what
defense it could muster for its wayward insured.  Sruna may
well state the rule that, where the lidbility facts are overwhelm-
ingly againg the insured, the fact that he or she does not take
an active part in defending the caseis of little consequence.
Where the liability facts are closer, however, and the insured
completely failsto cooperate, going so far as refusing to attend
afull evidentiary trid, Sruna does not seem persuasive
enough on the question of whether (and on whose burden) the
insurer will be required to pay aresulting judgment entered
againg the insured.

REMEDIES AVAILABLE TO THE
INSURANCE COMPANY.

Ordinarily, the insurer's remedy for amateria breach of
the cooperation clause should be adenia of coverage for the
particular claim. Can the insurer ask for additiona remedies?

It is possible, though not likely, that an insured might dra-
matically fail to cooperate with its insurer with respect to one
particular claim, yet offer complete cooperation in the defense
of another clam. (The situation would probably arise for
reasons that have much more to do with business or family
relationships than insurance coverage.) The insurer faced
with this unusua fact situation might have reason to deny
coverage for thefirst claim, yet still be required to provide a
thorough defense and, if need be, indemnity on the second
clam. Such aclaim-by-claim approach seems consistent
with the implied duty to cooperate and the terms of the policy
itself. The cooperation clause spells out specific and practical
obligations of the insured in the event of aclaim, loss or law-



suit, not overarching “life or death of the policy” duties.

In some cases, however, it is at least concelvable that
rescisson may be the appropriate remedy for breach of the
duty of cooperation. Practitionersinterested in such an
approach may wish to consult Costley v. Sate Farm Fire &
Cas. Co., 894 SW.2d 380 (Tex.App. —Amarillo 1994, writ
denied). Inthat complicated case, involving asuit by a
daughter-in-law againgt her father-in-law, with a third-party
claim againg the son/husband, the court ruled that rescission
might indeed be an appropriate remedy.

A sword aswell asa shield? Clealy the breach of
the duty to cooperate can be used by the insurance company as
a“shidd” —asadefenseto coverage. However, it gpparently
cannot be used asa“sword” to recover moneys the insurer
would not have paid but for the insured’s breach of the duty.

In Philadelphia Ind. Ins. Co. v. Sebbins Five Companies, Ltd.,
2002 WL 31875596 (N.D. Tex. 2002), the insurance company,
after paying some $200,000 to settle a lawsuit, sued itsinsured
to recover that amount, aleging that as aresult of theinsured’s
conduct, the originally assigned counsel was forced to with-
draw from severd lawsuits, and the insurer incurred excess
costs in obtaining new counsd to defend the insureds. 2002
WL 31875596 &t *5.

Theinsurer characterized the insured’s obligation to coop-
erde asa”promise’ rather than a condition precedent, and one
whose breach can in fact giveriseto acause of action. The
insurer further contended thet its action for breach of contract
was analogous to an action to recover premium payments, and
ample case law supported such a cause of action. The insureds,
on the other hand, argued that the cooperation clauseis acon-
dition precedent to insurer coverage, but its breach cannot give
an insurer an affirmative cause of action againgt the insured.

Id. at *5-6.

Neither the parties nor the court could find any case law
supporting a cause of action in favor of the insurance company
for breach of the duty to cooperate. With the only applicable
case law treating the cooperation clause as a condition prece-
dent which served to relieve an insurer of liability, the court
concluded thet its breach could not create an affirmative cause
of action.

CONCLUSION.

Insurance policies amost universaly require the insured
to cooperate with the insurance company following aloss,
clamor lawsuit. Cooperation clauses benefit the insurer by
obligating the insured to help the insurer avoid lidhility if pos-
sble or reduce damages where liability isfound. “Lack of
cooperation” isabroad term; it may include fraud or collusion,

but may also mean merely arefusa of the insured to do the
things required by the policy. It isagreed by courtsin Texas
and around the nation that minor violations of the duty to
cooperate, resulting in little or no prejudice to the insurer,
should not result in aforfeiture of coverage. However, where
the violation is materid, and actualy prejudices the insurer,
forfeiture of coverage may result.

— = ———————

1. For example, the 1986 CGL occurrence-based | SO form provides as
follows:

Duties in the Event of Occurrence, Claim or Suit.

* k k k %

You and any other involved insured must:

(1) Immediately send us copies of any demands, notices,
summonses or legal papers received in connection with the
claim or “suit”;

(2) Authorize usto obtain records and other information;

(3) Cooperate with usin the investigation, settlement or defense
of the claim or “suit”; and

(4) Assist us, upon our request, in the enforcement of any right
against any person or organization which may be lidble to the
insured because of injury or damage to which the insurance

may aso gpply.
Form CG 00 01 11 85, § IV(2)(c)(1)-(4).
The 1973 1S0 CGL form provided as follows:

Insured's Duties in the Event of Occurrence, Claim, or Suit.
* k % % %

The insured shall cooperate with the company and, upon the
company’s request assst in making settlements; in the conduct of
suits and in enforcing any right of contribution or indemnity against
any person or organization who may be liable to the insured because
of injury or damage with respect to which insurance is afforded
under this policy; and the insured shall attend hearing and trials and
assd in securing and giving evidence and obtaining the attendance
of witnesses. The insured shall not, except at his own expense,
voluntarily make any payment, assume any obligation or incur any
expense other than for first aid to others a the time of accident.

1973 1SO Comprehensive Generd Liability Policy Jacket.

The auto policy cooperation clause a issue in Griffin v. Fid. & Cas. Co.
of New York, 273 F.2d 45 (5th Cir. 1960) read asfollows:

Assistance and Cooperation of the Insured. . .. Theinsured shall
cooperate with the company and, upon the company’s request, attend
hearings and trial and assist in making settlements, securing and giving
evidence, obtaining the attendance of witnesses and in the conduct of
suits. Theinsured shall not, except at his own cogt, voluntarily make
any payment, assume any obligation or incur any expense other than
for such immediate medical and surgica relief to others as shdl be
imperative a the time of the accident.

273F3d a 46, fn 1.



2. Theauthor is currently embroiled in a case which raises the issue of the
insured's duty to cooperate with an excess insurer which has no duty to
defend. Itisat least possible that different rules may apply to such an insur-
er, as compared to a primary carrier with aduty to defend.  Given the pen-
dency of the case, the author does not wish to discuss his views on the scope
of theinsured’s duty to cooperate with an excessinsurer one way or the other.

3. But see Burney v. Odyssey Re (London) Ltd., 2005 WL 81722 (N.D. Tex.
Jan. 14, 2005)[not released for publication] (where insurer initidly offered
only quaified defense, then waived reservations and offered full defense,
insured'sfailure to accept and cooperate with attorney appointed by insurer
allowed insurer to avoid coverage). Somewnhat outside of the scope of this
article is the question of whether the duty to cooperate extends to providing
the insurance company with information that might tend to defeat coverage.
See, eg., Lafarge Corp. v. Hartford Cas. Ins. Co., 61 F.3d 389, 397 (5th Cir.
1995)(indicating that it probably does not).

4. The modern reader will note with interest that White's appointed defense
counsd filed the declaratory judgment action on behaf of the insurance
company. Obvioudy this case arose many years before Employers Cas. Co.
v. Tilley, 496 SW.2d 552 (Tex. 1973)(insured’s defense counsel cannot assist
the insurer in developing a defense to coverage).  Neither the district court
nor the court of appeals found anything unusua in White's insurer-gppointed
defense attorney also representing the insurance company in its declaratory
judgment action against White.

5. Thereader is asked to recall that in the third-party context, the author is
limiting his observations on prejudice to the case of aprimary insurer with a
duty to defend. Seefn. 2 above.

6. Asisdiscussed below in the text, most courts believe that, pursuant to
Hernandez v. Gulf Group Lloyds, 875 SW.2d 691 (Tex. 1994), an insurer
must now show prejudice in order to successfully assert a breach of any con-
dition. Until July 1, 2005, however, a debate raged over whether different
rules might apply to different policies and different coverage parts where the
duty to provide prompt notice is concerned.  In Hanson Prod. Co. v.
Americas Ins. Co., 108 F.3d 627, 630-01 (5th Cir. 1997), the court held,
seemingly without qualification, that Hernandez applied to the late notice
defense. Later courts, however, did not dways agree.

In Gemmy Indus. Corp. v. Alliance Gen. Ins. Co., 190 F.Supp.2d 915
(N.D. Tex. 1998), aff'd (without opinion) 200 F.3d 816 (5th Cir. 1999), the
court held that Hanson was distinguishable because it (Hanson) dedlt with
Coverage A of aCGL palicy (bodily injury/property damage), while Gemmy
was concerned with Coverage B (persona injury/advertising injury).
Coverage A and Coverage B are distinguishable in the late notice context
because Coverage A has long been governed by a Texas Department of
Insurance regulation requiring an insurer to show prejudice before invoking a
late notice defense, while Coverage B hasnot. Among other cases, both
Hanson and Members Ins. Co. v. Branscum, 803 SW. 2d 462, 467 (Tex.
App. —Dalas 1991, no writ) give ahistory of the TDI regulation, which
dates back to the early 1970s.

On July 15, 2005, the Fifth Circuit decided Ridglea Estate
Condominium Ass n v. Lexington Ins. Co., — F.3d —, and rejected the piece-
med approach once and for al. The court held that all occurrence-based
insurers must show that they were prejudiced in order to invoke a late notice
defense.  The court stated that its earlier decision in Matador Petroleum
Corp. v. S. Paul SurplusLinesIns. Co., 174 F.3d 653, 658-59 (5th Cir. 1999)
had settled the question; an occurrence based-insurer must show prejudice to
invoke the late notice defense; aclams-made insurer need not.  The Court
had no comment as to why Gemmy had been affirmed in the same year
Matador was decided.

7. Claimants faced with this Stuation are wise to give not only prompt
notice of the accident but prompt notice of the filing of the lawsuit as well.
Merely notifying the insurance company that an accident has occurred will
not be sufficient; notice of an accident is not notice of alawsuit, and the
insurer, having been aerted to an accident involving itsinsured, is not
required to engage in sentry duty at the courthouse to discover whether the
accident hasin fact led to alawsuit. Branscum, supra.  Indeed, amere
“heads up” phone call to the adjuster or written notice of an intention to filea
lawsuit will be inadequate. The claimant should make sure that the insur-
ance company receives specific details of the lawsuit and a courtesy copy of
the date-stamped petition after it has been filed, and should continue to notify
the insurer when key events take place (serviceis returned, default judgment
isrequested, etc.). The conduct of the plaintiff’s attorney in Sruna (dis-
cussed below in the text) gives agood road map for the type of notification
to the insurer that will overcome the insured's lack of notice.
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2005 L egidative Update on Insurance

I. INTRODUCTION

The Texas Legidature has now completed its regularly
scheduled 2005 L egidative Session, though the legidaors have
been caled back for agpecid session deding with school finance.
During the regular session, the legidature passed severd new
dtatutes dealing with insurance, particularly including an over-
haul of workers compensation and asbestos/silica reform,
though aso dedling with issues such as the receivership of
insurers, insurance fraud and many other areas of property and
casualty insurance.

This paper identifies and provides an overview of these
new datutes dealing with property and casualty insurance.
And, whilethisarticleis primarily a preview of these new
laws, it will be months, and in some cases, years, before
casdlaw interpreting these statutes appear and the impact of
thislegidation isfully felt.

Il. ANALYSIS OF NEW STATUTES REGARDING
WORKERS COMPENSATION:

H.B. 7: Relating to continuation of the Worker’s
Compensation Commission:

Thisisthe Worker's Compensation Reform bill and sunset leg-
idation for the Texas Worker’s Compensation Commission.
The following isa summary of the bill:

» TexasWorkers Compensation Commission isabolished
effective September 1, 2005.

» H.B. 7 creates an "agency within an agency" —a stand-alone
Divison of Workers Compensation within the Texas
Department of Insurance (“ TDI™). The governor will appaint,
with the advice and consent of the senate, a Commissoner for the
divison to serve atwo year term, beginning September 1, 2005.
The Division will exercise dl authority in its purview, alowing
for “advice and comment” by the Insurance Commissioner on
rulemaking issues. The Divison's Commissioner will be named
by October 1, 2005, and transition of TWCC's functionsto the
Division will be complete by February 28, 2006.

» The newly created Office of Injured Employee Counsdl
(the “Public Counsd”) is administratively attached to the TDI
but independent of TDI and the workers compensation divison.
The Public Counsdl will be a governor-gppointed lawyer with
rule-making authority who will operate the agency which will
include and supervise the ombudsman program. The Public
Counsd will not represent individua workers, but will speak
on behdf of asubstantial number of workers within the system.

* Texas Department of Insurance will administer and draft
rules for Hedlth Care Networ ks (Smilar to Insurance Code
Chapter 1305 networks). Networks will be certified by the
Divison. Carriers can establish or contract with networks to
provide workers compensation medical benefits. Workers
injured before the Act or creation of the network must till trest
within the network if their employer chooses to participatein a
network. The bill contains “trangition” provisions for such
clams. Cariersare liable for out of network care for employ-
eeswho live outside the service area.

* Network details:

- Employesswho arein an HM O plan can treet with their PCP
from that plan and the PCP will be consdered “in-network.”

- Employeeswith a*“chronic, life-threatening injury or
chronic pain related to a compensable injury” can apply to the
network to use a nonprimary care specidist in the network as
their treating doctor.

- “Hold harmless’ clause included for clamants billed for
violating provider selection rules.

- Network doctors cannot serve as Designated Doctor in-net-
work clamant.

- 30 mile urban/60 mile rural access sandard for treating
doctors; 75 mile for specidists; networks can make arrange-
ments with providers outside of are to obtain specidists not
avallablein area

- Networks musgt include “sufficient numbers and types of
hedlth care providers to ensure choice, access and qudity of
cae’ to employees; networks can designate specialties of
providers who serve as tregting doctors.

- Termination of contractsis covered by contract, not Satute.
- Networks must have a Quality |mprovement Program,
including aMedical Director.

Brian S. Martin is a partner in the Houston office of Thompson, Coe, Cousins & Irons. He specializes in insurance coverage
disputes and insurance litigation. He wishes to thank Jay Thompson and Kevin Ridey of Thompson Coe for providing much of
the material for this paper. Their andysis and insights, aswell as their writings, are very much appreciated.



- Carierspay for IRO of in-network service; SOAH isdimi-
nated from review process; chalenge of an IRO decisionis
interna a network, then through judicia review process.

- The Divison's research group will produce areport card
comparing networks and in versus out of network care.

* Medical Caredetails

- The Commission and networks must select “evidence-
based, scientifically valid, and outcome focused” treatment
guidedines and return to work guidelines. Trestment cannot be
denied solely because it is not addressed in the guideline used.
- The Commissioner may aso adopt disability management
for appropriate out-of- network claims requiring a trestment
plan. Parties would work together with the Division to agree
on atreatment plan; appeal to an IRO.

- Feeguiddinesfollow current statute and only apply to out-
of-network services; Division can adopt “one or more” conver-
sion factors and payment can be made under/over the fee
guidelines by contract in or out-of- network.

- Prompt pay rules gpply to al network claims on a45 day
initial deadline; carrier can pay 85% and conduct audit within
160 days, violaions are Class C/$1000 max pendty; carriers
can ask for refunds when gppropriate.

- Carriers mugt notify in-network providers of any denia of
compensability and can't deny services prior to notification;
carrier can recover costs from any responsible party if careis
later determined to be noncompensable (appliesto in or out-of-
network care); carrier’s liability islimited to $7000 if com-
pensability is contested successfully; carriers can request med-
ical exam by treating doctor to " define the compensability” of
an injury; treating doctor would describe the compensable
injury and carrier could require preauthorization for trestment
of any other conditions; disputes are consdered “extent of
injury.”

- Division will adopt rules listing services requiring preau-
thorization (which must include PT and OT services) for out-
of-network care; care that is preauthorized cannot be retrospec-
tively denied.

- The Approved Doctor List isabolished by September 1,
2007; out of network employees can use any willing provider
but must name atreating doctor; requirementsfor IR training
and testing and financia disclosure among treating physicians
are maintained; doctors previoudy removed from the ADL
cannot return after its imination;

- Divison must adopt a closed formulary; phar macies are
exempt from inclusion in networks.

- SOAH diminated from dispute resolution process starting
September 1, 2005; IROs are available for in and out-of -net-
work medica necessity disputes; in-network disputes go to
internal resolution first; IRO’s are gppealed to district court but
binding on carrier during appea on preauthorization disputes;
IROs must contain specific e ements, consider the adopted
trestment guidelines, and must state a basis for ruling counter
to them;

- Division must adopt rules regarding peer review doctors
including Texas licensure requirement;

- Divison must adopt e-billing rules by January 1, 2006;
Division can adopt e-payment rulesfor carriers after
December 1, 2008;

* Average Weekly Wage increased to 88% of TWC'sSAWW
effective October 1, 2006; Division Commissioner can raise
AWW to 100%; retroactive period shortened from 4 weeks to
2; drengthens “good faith effort” definition for SIBs clamants
looking for work and requires Division to adopt rules setting
compliance standards;

* Requires carriersto pay injured worker’s attorney feesin
case where worker prevails and carrier losesin Digtrict Court;

» Patiesarelimited to two BRCs prior to a CCH; clarifies
BRCs meditative role and requires BRCs only after demon-
dration of effort by parties to resolve issues,

» Appeals Pand retained but limited to one three-member
panel; Appedls pand will maintain a precedent manua and
will only rule when reversing or remanding;

* Designated Doctor opinions can be used when requested
by either party to resolve a dispute on any indemnity-related
issue (including extent of injury, disability, and ability to return
towork) requiring medical expertise; DD opinion has pre-
sumptive weight but can be overcome by a preponderance of
the evidence; Division will determine DD credentials by rule;
carrier must pay based on DD’s opinion during apped; DD
can communicate with any treating provider; REM only avail-
able for out-of-network disputes on medica necessity;

* Adjudication of an injury as non-compensable does not
waive exclusive remedy protection for employer;

 Classes of administrative penalties are diminated;
Division has authority similar to TDI's, specific schedule of
penalties not required; oversight and compliance functions will
be performance based; Divison will designate high or low per-
formers every 2 years minimum; dlows for afraud unit; requires
reporting of fraud; prohibits misuse of Divison name and/or logo;

* Divison must produce info on benefits of return to work,
target I1Bs clamants with return to work assistance, and
require carriers to determine when to assign skilled case man-
agement on lost time claims; Division and DARS must work
closdly with workersin need of vocationa rehab and report on
results, establishes pilot program for small businesses who pay
accommodations for injured workers to return to work;

* Political subdivisons must determine that use of networks
isnot available or practica before opting out; subdivisions



may use a group heath benefit pool to provide medicd care to
workers, pool must have accessto IRO and report Stats,

* HMOsand PPOs can become certified as workers comp
networks;

» Employee who tests positive for drugs on the job must
overcome a rebuttable presumption that he was intoxicated and

injury is not compensable;

» Non-subscribers cannot use post-injury waiversunlessit is
knowing and voluntary, signed at least 10 days after injury, and
after worker has seen a non-emergency provider;

* Premiums cannot be excessive or inadequate; TDI must
report on impact of H.B. 7 reforms on workers comp insurance
market and premiums, TDI must hold aworkers comp rate
hearing by December 1, 2008, and take action if rates are
found to be excessive at thet time; carriers must file underwrit-
ing guidelines with TDI;

o Cariersmust designate asingle point of contact for an
injured employee;

¢ Division, TDI and OIEC will undergo Sunset review in 2009.
Timdine

09-01-2005 Effective date of Act; TWCC abolished;
Medica Advisory Committee abolished; Division and OEIC
established; termination of new cases with SOAH; AWW
increases to $540.00

10-01-2005 Deadline for Governor to appoint
Commissioner of Divison and Public Counsdl; TDI to provide
space and facilities to support OIEC; trandtion to begin

12-01-2005 Deadline for hedlth care network rules;
Deadlinefor TDI and Division to rule on transfer of programs
to TDI

01-01-2006 Deadline for E-hilling rules; TDI will accept
1305 network applications; Pilot program will take effect

02-01-2006 Deadline for Division must implement new
RME and DD rules

02-28-2006 Deadline for completion of TWCC transfer
to TDI

03-01-2006 Deadline to complete transfer of ombuds-

man program to OIEC; deadline for Public Counsdl to adopt
initia rules and rules relating to the transfer of programsto
OIEC

03-31-2006 Deadline for Division to adopt new RME &
DD rules
08-01-2006 Deadline for Divison and DARS initia

report on actions and improvements to vocationa rehabilita:
tion services

10-01-2006 SAWW becomes 88% of TWC caculation
10-01-2006 Deadline for Division to report on the imple-
mentation of the DD oversight.

12-01-2006 Deadline for TDI Commissioner to submit

theinitia report regarding network costs and quality of
medica care

02-01-2007 Public Counsdl and Divison Commissioner
term expires

09-01-2007 ADL expires (if not sooner)

01-01-2008 Division can draft rulesfor e-payment of
medica bills

10-01-2008 Deadline for Divison Commissioner to

report on the Return to Work Pilot Program

12-01-2008 Deadline for initia report of research and
evauation group; deadline for TDI Commissioner to issue first
report regarding workers comp rate hearing

09-01-2009 Smdl Employer Filot Program ends TDI;
TDI, Divison, OIEC undergo sunset review

lll. OTHER NEW INSURANCE LEGISLATION

H.B. 160: Relatingto motor vehicles equipped with
recording devices.

A manufacturer of anew motor vehicle must disclose if
the vehicle is equipped with arecording device. Information
recorded or transmitted may not be retrieved other than by
court order, consent of the owner, for the purpose of improving
motor vehicle safety if the identity of the owner or driver is not
disclosed, or for facilitating emergency medica responsein the
event of an accident.

This bill is effective September 1, 2005.

H.B. 251: Rdating to release of certain information regard-
ing aworkers compensation claims.

This bill adds insurance carriersto the list of entities who
can receive information about aworkers comp clam. It



appliesto certified salf-insureds and various forms of hedlth
insurers and applies even if the entity has no sub-claim on file.
Carriers can obtain this information by filing a monthly written
request with alist of names for which claim information is
requested. A carrier must certify that each person isiwas an
insured. A carrier may aso request “full claims datal’ consst-
ing of an electronic download or tape in an eectronic format
of al information for al insured on list. A carrier must Sgn a
written agreement to comply with Divison's rules governing
security applicable to the transfer of claim information and
electronic data before submitting first request for information.

TWCC (now the Divison) must promptly provide the fol-
lowing information in eectronic, un-redacted form if available:
full name, SSN, DOB, employer name, DOI, description of type
of injury or body part affected including claimant’s description
of how incurred, treating doctor name, comp carrier’s name,
address, claim number, and adjuster, TWCC number;

Headlth insurers can file sub-claims based on information
obtained; information received is subject to Labor Code confi-
dentiaity requirements;

The Division can charge afee not to exceed $.05 per
claimant for the information.

Autopsy reports related to workers comp claims must be
released by the 15th business day after the request was
received from an authorized person. If no report has been filed
yet, the responding office must respond to the request within
10 business days of receipt and notify the requestor that the
report has not been filed and when the requestor will receive
the report to the best of their knowledge.

Thishill is effective June 20, 2005.

H.B. 363: Rdating to the declination of certain property
and casualty insurance policies.

Thishill gpplies only to declinations for fire, homeowners
or farm and ranch owners policies. It prohibits an insurer
from consdering a“customer inquiry” in deciding whether to
issue or declinetoissueapolicy. “Customer inquiry” is
defined to include a cal or other communication to an insurer
with regard to the terms or coverages under a policy. It
includes questions on the process for filing a claim that does
not result in an investigation or claim.

Thishill is effective September 1, 2005.

H.B. 480: Relating to the towing and storage of certain
vehicles.

This bill applies to vehicles towed at the direction of a

law enforcement agency for purposes of examination or
evidence and requires the government agency to pay the
cost of towing and storage. It further describes when a
government agency is not liable for towing and storage to
include towing for illegal parking, vehiclesinvolved in an
accident, or vehicles recovered after being stolen. A stor-
age facility may not refuse to allow the owner of avehicle
to take a car because a government agency has not paid
fees for which it is responsible.

Thehill applies only to procedures or storage facility on
the seizure of avehicle on or after the effective date of the act.

The act is effective September 1, 2005.

H.B. 654: Relating to professional liability insurance for
volunteer health care providers.

Although insurers are not currently prevented by law from
sdling professiond liability insurance to volunteer hedth care
providers, the coverage needed by these volunteer hedlth care
providersis currently not available in sufficient amounts.  This
bill would clarify language in the Insurance Code that an insur-
er isauthorized to provide professiona liability insurance cov-
erage for avolunteer hedlth care provider.

Thishill is effective May 27, 2005.

H.B. 655: Relating to certain volunteer health care
providers.

Volunteer hedlth care providers, athough protected from
ligbility under the Charitable Immunity and Liability Act, till
need liability policiesto cover defense costs.  This bill would
require the Joint Underwriting Association to make available
medical liability coverage to volunteer hedlth care providers
covered under the Charitable ImmunitiesAct. It requiresthe
Texas Medical Liahility Insurance Underwriting Association to
make available medicd liability insurance or appropriate
hedlth care lighility insurance covering a volunteer health care
provider for thelegd lighility of the person against any loss,
damage, or expense incident to aclaim arising out of the death
or injury of any person as the result of negligence in rendering
or the failure to render professiona service while acting in the
course and scope of the person’s duties as a volunteer hedth
care provider as described by Chapter 84 (Charitable
Immunity and Liability), Civil Practices and Remedies Code.

It dso authorizes a salf-insurance trust under Art. 21.49-4,
Insurance Code, to offer professiona liability insurance to
volunteer heglth care providers rendering servicesin the course
and scope of the person’s volunteer duties.

Thisbill is effective May 30, 2005.



H.B. 698: Relating to the disposal of certain business
recordsthat contain personal identifying information.

Thishill requires abusiness disposing of business records
that contain persona identifying information of a customer to
shred, erase or use other means to make persona identifying
information unreadable or undecipherable. A businessthat
does not properly dispose of abusiness record would be lidble
for acivil penaty up to $500 for each record. A business
would not beliable for the civil pendlty if the record was
reconstructed in whole or in part through extraordinary means.
A businessis consdered to comply with the requirements of
thisact if it contracts with a person engaged in the business of
disposing records.  The disposa requirements do not apply to
afinancia indtitution defined by federa law or to a covered
entity defined in the privacy law of Chapters 601 or 602 of the
Insurance Code, which would include insurance companies
and agents.

Thishill is effective September 1, 2005.

H.B. 755: Relating to proceduresreating to the doctrine of
forum non conveniensin a civil cause of action.

Thishill is an attempt to give the court more discretion in
deciding whether to grant amotion to stay or dismissamotion
under the doctrine of forum non conveniens. It removesthe
prohibition that a case may not be dismissed on grounds of
forum non conveniensif a party opposing the motion aleges
and makes a prima facie showing that an act or omisson that
was a proximate or producing cause of theinjury or death
occurred inthisstate.  Instead, the hill requires the court to
congder the extent to which an injury or death resulted from
acts or omissons that occurred in thisstate.  Additionaly, this
bill removes permissive language, requiring the court to con-
sder the following factors when determining whether to grant
amotion to stay or dismiss an action under the doctrine of
forum non conveniens: 1) whether an aternate forum exists
in which the claim or action may betried, 2) whether the ater-
nate forum provides an adequate remedy, 3) whether mainte-
nance of the claim or action in the courts of this state would
work a substantia injustice to the moving party, 4) whether the
adternate forum, as aresult of the submission of the parties or
otherwise, can exercise jurisdiction over dl the defendants
properly joined to the plaintiff’s claim, 5) whether the balance
of private interests of the parties and the public interest of the
dtate predominate in favor of the claim or action being brought
in an dternate forum, which shall include the consideration of
the extent to which an injury or death resulted from acts or
omissions that occurred in this sate, and 6) whether the stay or
dismissa would not result in unreasonable duplication or pro-
liferation of litigation. The bill also requires the court that
grants amotion under the doctrine of forum non conveniensto
st forth specific findings of fact and conclusions of law.

Thishill is effective September 1, 2005.

H.B. 941: Relating to redrictions on the use of claims histo-
ry for certain water damage.

Thishill anendsArticle 5.35-4, Insurance Code, to pro-
vide for the definition of an “appliance.” This article now
provides the full definition of an “appliance,” and includes
hoses directly attached to the device. Article 5.35-4 disallows
the use of prior appliance related claims as a basis for deter-
mining the rate to be paid for that property or determining
whether to issue, renew, or cancel an insurance policy if the
prior gppliance related claim was properly remediated and was
ingpected and certified by a person knowledgeable and experi-
enced in remediation of water damage. An insurer can use the
prior gppliance related claim in determining rates if the insured
or property had previoudy experienced three or more appli-
ance related claims under a homeowner’s insurance policy.

Thishill is effective September 1, 2005, and appliesto
policiesissued or renewed on or after January 1, 2006.

H.B. 1130: Requiring the adoption of a privacy palicy by a
person who requiresthe disclosure of a social security
number.

H.B. 1130 adds Section 35.581 to the Business &
Commerce Code to make a privacy policy necessary when a
person requires disclosure of an individua's social security
number to obtain goods or services or enter into abusiness
transaction.  The policy must be made available to the individ-
ua and the policy must provide for confidentiality and security
of the social security number.

This hill does not apply to a person required to maintain a
privacy policy under the Gramm-Leach-Bliley Act, the Family
Educationa Rights and Privacy Act, or the Hedlth Insurance
Portability and Accountability Act of 1996, which would
include insurers and agents.

A person who violates this law is subject to a penalty not
to exceed $500 per month of violation and subject to a
restraining order sought by the Texas Attorney Generd.

This bill is effective September 1, 2005.

H.B. 1137: Relating to the authority of the DPSto enter
into agreements with foreign countriesfor issuance of dri-
ver’slicenses.

Thishill alowsthe DPSto enter into agreements with a
foreign country where a person over 18 may receive aClass C
driver'slicense. Theforeign country and Texas must be par-
ties to areciprocity agreement on driver’slicensing, and the



license laws must be smilar to those in Texas as determined
by the DPS. A person who is not a citizen must present docu-
mentation issued by the US authorizing that person to bein the
US before alicense may be issued.

Thisbill is effective June 18, 2005.

H.B. 1572 Rdlating to the recovery of certain costsand
paymentsrelating to losses covered by personal automabile
insurance.

The bill gpplies only to persona automobile subrogation
actions. If aninsurer brings an action againg aresponsible
third party and the third party is uninsured, the insurer may
recove, in addition to payments made by the insurer, atorney
fees and court cogts.

Thisbill also provides an insurer that has paid aPIP claim
with aright of subrogation and aclaim againgt a person caus-
ing the lossif they do not have insurance as required by the
financial respongbility laws.

Thishill is effective September 1, 2005.

H.B. 1891: Relating to certain insurerssubject to the
Windstorm Insurance Association.

Under current law, farm mutuals and a county mutual that
writes exclusvely industrid fire insurance are exempt from
TWIA. At the present time, there is only one county mutual
in Texas that qualifies as an industrid fire county mutual.
Industrid fire insurance includes coverage on dwellings and
typicaly provideswind coverage. Thisbill providesthat an
“effiliated” indudtrial county mutual is subject to TWIA.

This bill is effective September 1, 2005.

H.B. 1893: Rdating to authorizing a consumer credit
reporting agency to provide certain information if needed
to avoid a violation of federal law.

The 1994 Federa CrimeAct (18 U.S.C. § 1033) makesit
afedera crime for an individua who has been convicted of a
crimina felony involving dishonesty or breach of trust to be
engaged in the business of insurance.  Asaresult, insurance
companies must be certain that none of their officers, directors
or agents have been convicted of such activity. Under Texas
law, Section 20.05(2)(4), currently prohibits the consumer
reporting agency from providing a consumer report that dis-
closes and arrest, indictment or conviction of acrimethat is
morethan 7 years old. This bill amends that provision to alow
aconsumer reporting agency to furnish to a person a consumer
report thet contains the information that is more than 7 years old

if it is needed by the person to avoid aviolation of federd law.
Thisact is effective September 1, 2005.

H.B. 2017: Relating to non-substantive revison of the
gatutesreating to the Department of Insurance.

Thishill isthe fourth installment of the re-codification of
the Insurance Code.  This reorganization is an ongoing project
of the Texas Legidative Council.  The purpose of thelaw is
to recodify the laws but make no substantive changesin the
law. Thefollowing new statutes are involved in this bill:

1. NewTitlelV. Regulation of insolvency, including
generd provisions reserves, investments, delinquent insurers,
guaranty associations, requirements of other jurisdictions and
reinsurance.

2. New Title X. Property Casudty provisions, including
provisons for liability insurance for physician, automobile
insurance, fireinsurance and dlied lines, residentia property
insurance, coverage for aircraft, self insurance, rate making in
generd, policy formsin general.

3. New Title XII. Other types of coverage such as credit,
involuntary unemployment, mortgage guaranty insurance,
surety bonds and related instruments.

4. New Title XIV. Utilization review and independent
review organizations.

This act will be effective April 1, 2007.
H.B. 2157: Relating to the receiver ship of insurers.

This bill adopts the draft NAIC Insurer Receivership
Mode Act. The purpose of thishill isto clarify the law and
promote cooperation in multi-tate receiverships.  Thisbill
aso give the commissioner additional authority to act sooner
and take control of afailed insurer. Thishill repedsthe cur-
rent satute, Article 21.28, Insurance Code, relating to the liqui-
dation, rehabilitation, reorganization of insurers.

The bill dso amends the Property Casualty Guaranty Act
inanumber of respects. Firdt, it makesit clear that transac-
tionsinvolving captive insurers or policies (other than work-
ers compensation) in which deductible or self-insurer retention
is substantially equal to the amount of liability are not covered
by the guaranty act.

It also makesit clear that a covered claim shall not include
any amount that is directly or indirectly due any reinsurer,
insurer or self-insurer, etc.



Thehill clarifiesthat the Guaranty Association may bring
an action againgt a TPA attorney or arepresentative of an
insurer that has a receiver to obtain custody and control of
information related to the insurer that it is necessary for the
association to carry out itsduties.  The association is entitled
to an award of attorney’s fees to obtain information.

Thehill clarifiesthe venue either by or against the
Guaranty Association must be in Travis County.

Thehill clarifiesthat the net worth exclusion from cover-
age under the act for large employers or large groups with a
net worth of more $50 million. Workers compensation claims
would be handled by the Guaranty Fund and would recover
workers compenseation claims paid from a corporation with a
net worth of $50 million.  The Guaranty Fund would not han-
die any claims other than workers' compensation for such large
employers. The association is given authority to establish pro-
cedures for requesting and obtaining financia information
from an insured or aclamant on aconfidentia basisfor the
purpose of applying the net worth provisonsin thelaw. The
bill dso clarifiesthat an insured or claimant bears the burden
of proof concerning its net worth at the relevant time.

The act is effective September 1, 2005.

H.B. 2388: Relating to insurance fraud reporting require-
ments.

This bill amends Section 701.051 of the Insurance Code
to require a person who determines or reasonably suspects that
insurance fraud has been or is about to be committed to submit
areport to TDI within 30 days of the determination or suspi-
cion of fraud. The report must be submitted to the TDI's Fraud
Unit in the format prescribed by Nationa Association of
Insurance Commissioners (NAIC) or TDI. A report to TDI
condtitutes notice to other appropriate authorized governmental
agencies. A person may comply with this law but authorizing
an organization which investigates and prosecutes insurance
fraud on their behdf to report suspected fraud to TDI, but
retains liability for the organization's failure to report.
Insurance fraud or suspicion of fraud may be reported to the
TDI anonymoudy by an individual.

Thebill aso iminates the requirement that an insurer
conducting an investigation of insurance fraud complete the
investigation in order to request an investigation by TDI or law
enforcement. Aninsurer conducting an investigation of sus-
pected insurance fraud is required to report the findings on
conclusion of the investigation.

Section 701.052(f), Insurance Code, isrepealed. This
section required insurers to exercise “reasonable care” when
reporting fraud.

The effective date is September 1, 2005.

H.B. 2437: Relating to nonstandard personal automobile
insurers.

Under SB. 14 asenacted in 2003, certain insurers, as
determined by rule, which had served high-risk, nonstandard
business, were alowed to have lesser filing requirements for
rate filings under Art. 5.13-2, Insurance Code.  This bill pro-
videsthat an insurer is subject to the lesser filing requirements
if the insurer and its affiliates meets the following require-
ments: (1). issued policies only below 101% of the minimum
financia responghility limitsand (2). The insurer and dl affili-
ates had amarket share of |ess than 3.5% of the persond auto-
mobile insurance market.

Thishill is effective June 18, 2005.

H.B. 2565: Relating to prohibiting rebates regarding cer-
tain insurance cover age.

Article 5.20, Insurance Code, prohibits rebatesin the sde
of motor vehicleinsurance. Thishill requires county mutuals
and farm mutuals to be subject to the anti-rebating laws.  This
bill also changes references in sections that were recodified to
make Lloyds, reciprocas, county mutuals and farm mutuas
subject to certain recodified provisions of the Insurance Code.

Findly, this bill amends Chapter 2502, Insurance Code, to
provide that certain promotion and advertising activities by
title agents and title insurersis not a rebate.

This bill is effective September 1, 2005.

H.B. 2613: Relating to the adoption of the Interstate
Insurance Product Regulation.

Thishill adoptsthe NAIC Model Law concerning an
interstate insurance product regulation compact. The compact
isamode representing an agreement among member states to
create and implement a streamline system of insurance product
regulation through the employment of national uniform product
standards.  The compact creates a multi-state commission to
recelve, review and make decisions on product filings according
to national uniform standards thereby reducing the number of
varigions of the same product the company must product. This
hill isintended to provide a more efficient review and approva
process for four pecific product lines: life insurance, annuities,
disability income and long-term care insurance. A manage-
ment committee of 14 membersisto oversee the day-to-day
activities of the compact. H.B. 2613 permits Texasto serve as
amember of the management committee and permits Texas to
participate in other states to create and refine uniform product
dandards. Thiswill be done through the rulemaking process.



Once 26 gates, or states representing 40% of the premium vol-
ume for designated products have adopted the compact, then
Texaswould have aright to participate in other states. The
commissioner of insurance is given broad authority, not only in
the establishment of uniform standards for life insurance and
other products, but aso in the receipt and review of product
filings and in evaluating whether adopted product standards
have been adhered to in particular compact stetes.

Thishill is effective September 1, 2005.

H.B. 2614: Relating to the applicability of certain insur-
ancelawsto Lloyds and Reciprocals

Thishill subjects LIoyds and reciprocals to requests for
information from the TDI under Section 38.001, Insurance
Code.

It also amends Section 551.004 to provide that atransfer
of apolicyholder between admitted companies with the same
insurance group is not consdered arefusd to renew. This
section also applies for purposes of obtaining written declina
tions under the PIPand UM datutesin Articles 5.06-1 and
5.06-3, Insurance Code.

Thishill is effective September 1, 2005.

H.B. 2678: Relating to underwriting and ratemaking for
professional liability insurance physicians and health care
providers.

Thishill contains three amendmentsto Article 5.15-1
dedling with professiond liability insurance for physicians.

Firgt, H.B. 2678 prohibits an insurer selling hedthcare
professiond liability insurance from consdering whether, or to
the extent to which, a physician or hedthcare provider provides
sarvicesto Medicaid or CHIP recipients when making adecision
regarding denia or cancellation of coverage or in rating.

Second, the bill amends the rate standards for determining
whether rates are excessve.  Under current law, in order to
deem arate for professiond ligbility insurance for physicians
and heath care providers excessive, the Texas Department of
Insurance (TDI) must prove that the rate is unreasonable for
the insurance coverage provided and that a reasonable degree of
competition does not exist.  Thisbill deletes the requirement
for competition in determining whether rates are excessive.

Third, the bill adds new Section 13 to Article 5.15-1,
restricting underwriting for certain lawsuits and requiring
refunds. H.B. 2678 prohibits an insurer from using a lawsuit
filed against a physician or health care provider to set premi-
umsor eiminate a claims free discount if the lawsuit was dis-
missed by the claimant or non-suited and no payment was

made to the claimant. The bill requires either arefund or rein-
statement of a claims free discount.  This section does not pro-
hibit an insurer from using aggregate historical loss and
expense experience in setting rates, however, an insurer may
not assign a physician a particular classfication based on law-
suits that have been dismissed.

Thehill is effective September 1, 2005.

H.B. 2761: Relating to the amount of homeownersinsur-
ancerequired in connection with certain financing
arrangements.

The 78th Legidature, Regular Session, 2003 enacted H.B.
1338, which prohibited alender from requiring an amount of
insurance greater than the replacement value of the dwelling.
This prohibition is currently being recodified into the Insurance
Code, Section 549.0551. However, Section 549.056(a) and
(d) of the Insurance Code provides that alender may require
evidence that insurance has been obtained in an amount suffi-
cient to cover the amount of the debt or loan. Thiscrestesa
potentia conflict between these two sections.  This bill would
clarify this conflict by alowing lenders to require evidence of
insurance in an amount necessary to cover the debt or [oan,
except where the requirement would be a condition of financ-
ing amortgage or any other financing arrangement for residen-
tial property. This statute re-enforces the Legidature's origina
intent that the lender not require insurance in an amount
greater than the replacement value of the dwelling.

Thishill is effective May 17, 2005.

H.B. 2870: Relating to the regulation of ratesand forms
used to write guaranty bonds.

Under current law, Article 5.13, Insurance Code, States
that Subchapter B, Chapter 5 applies to the writing of fiddlity,
surety and guaranty bonds.  When Article 5.13-2 was anended
regarding the regulation of rates and forms for bonds, guaranty
bonds were omitted.

H.B. 2870 adds guaranty bonds to the lines of insurance
subject to Article 5.13-2, Insurance Code.

The effective date is September 1, 2005.

H.B. 2872: Relating to the applicability of certain insur-
ance lawsto multi-peril insurance policies,

Thishill repedsArticle 5.81, Insurance Code, which pro-
vided the commissioner of insurance with the authority to reg-
ulate multi-peril policies of insurance under any of the sub-
chapters of Chapter 5, Insurance Code. It would amend
Article 5.13-2, Insurance Codg, to include multi-peril insurance



asaline of insurance subject to regulation under that article.
Thishill is effective September 1, 2005.

H.B. 2941: Rdating to the compensation of insurance
agents.

Thishill arose out of the Spitzer investigation of broker
compensation in New York. The bill islargely the NCOIL
Mode Law.

Thisbill requires written or eectronic acknowledgement,
before a purchase of an insurance product, that an agent isto
receive compensation both from the customer and from an
insurer or third party, unless the compensation from the customer
isfor reimbursement of expenses under Section 4005.003,
Insurance Code, an inspection fee under Section 550.001,
Insurance Code, or an application fee.

The disclosure must include a description of the method
and factors used to compute the compensation the agent will
receive from the insurer or other third party for placement of

the palicy.

The new law appliesto aimogt dl types of agents, whether
property and casualty, or life, health and accident, but it does
not apply to adjusters, third party administrators, reinsurance
intermediaries, risk managers, or agents holding specialty
licenses. The provisions of this new law aso do not apply to
(1) an agent that acts only as an intermediary between an
insurer and the customer’s agent, including an MGA; (2) a
reinsurance intermediary or surplus lines agent placing surplus
linesinsurance or reinsurance; or (3) an agent whose sole com-
pensation for placing or servicing of an insurance product is
derived from remuneration paid by the insurer.

This hill does not abolish contingency payments nor does
it specifically require disclosure of the exact amount of the
compensation. The TDI will likely issue regulations dedling
with what it believes should be disclosed.

Thisbill is effective September 1, 2005.

H.B. 2965: Relating to insurance premium finance
agreements.

H.B. 2965 amends Chapter 651, Insurance Code, which
regulates licensing and transactions involving premium finance
agreements.  Thishill darifies severd items and puts limitations
and redtrictions on agents and premium finance companies.

An express exception has been added in Subchapter B,
Section 651.051, which requires licenses in order to do busi-
ness as premium finance company. H.B. 2965 provides that

Subchapter B does not gpply to aperson or entity who pur-
chases or acquires a premium finance agreement from a premi-
um finance company if the premium finance company: (1)
retains the right to service the agreement and to collect pay-
ments due under the agreement, and (2) remains responsible
for servicing the agreement in compliance with the statute.

H.B. 2965 places limitations or inducements on sharing of
profits and fees. 1t is made to apply to servicers of premium
finance companies. No person described in the law may
directly or indirectly pay, alow, give or offer to pay, alow or
give in any manner to an insurance agent or employee of an
agent any congideration, compensation or inducement for
soliciting, accepting an application for, or delivering or admin-
istering premium finance agreements and they may not pay,
alow or offer an agent or an employee of an agent to share the
profits or any entity of any portion of the profitsis determined,
inwhole or in party, by the amount of premium dollars financed
or premium finance agreements placed. A premium finance
company may not pay or alow to any insurance agent or
employee any portion of fees, including late fees, which are
related to the premium finance agreement.

An insurance agent or employee may receive an article of
merchandise having a vaue of $10 or less on which thereisan
advertisement of the premium finance company.

One exception to these limitations is that an insurance
agent may be the sole owner or sole shareholder of an insur-
ance premium finance company and receive profits and fees of
that company if an agent disclosesin writing the agent’s inter-
ests in the finance company to an insured placed by the agent
with that premium finance company.

Another exception to the limitations on the sharing of fees
and profitsis that the restrictions above do not gpply to aper-
son or entity related to financing of premiums for commercid
lines of insuranceif: (i) the agent discloses in writing the
source of any compensation to be received by the agent from
the insured entering into an agreement; (ii) if the amount of
compensation recelived by the agent exceeds 2% of the premi-
um financed, the agent must provide in writing to the insured
the amount of compensation to be received by the agent asa
percentage of the premium financed and the amount of com-
pensation is based only on the amount of premiums financed
and is not paid as an advance on future premium finance
agreements or not paid as aform of bonus to an agent for
placing of future business with the premium finance company.

Thishill is effective June 17, 2005.

H.B. 3048: Relating to insurance coverage for certain 31
structureslocated over water.



Thishill requires TWIA and the FAIR Plan to provide
coverage to a structure located whally or partialy over water
including the corporedl movable property contained therein.

The hill dso permits farm mutuals and county mutuas to
include coverage for buildings or other structures built over
water.

Thisbill is effective September 1, 2005.

H.B. 3300: Redlating to certain coverages under an automo-
bileinsurance palicy.

Thisbill amends Section 551.106, Insurance Code, to
alow an insurer to reindate a persond auto policy that has been
cancelled for nonpayment of premium. Reingtatement is per-
mitted if the premium is paid not later than 60 days after the
date of cancellation. Coverage lapses when cancelled and is
not effective again until the premium is received by the insurer.

The bill also amends the PIP and UM statutes, Articles
5.06-1 and 5.06-3, Insurance Code, to provide that coverage
previously rejected does not need to be provided in arein-
stated policy unless such coverage is requested by the
insured in writing.

Thisbill is effective June 18, 2005.

H.B. 3376. Rdating to criminal offensesinvolving theft and
fraud.

Thishill amends the offenses of money laundering and
insurance fraud to streamline the investigation and prosecution
of those offenses.

Punishments for those offenses are standardized to make
them consistent with the rest of the Penal Code's value ladder
(this lowers the pendties compared to current law), and adds
them to Engaging in Organized Crimind Activity (which returns
the offense level to current law, but only if 3 or more defen-
dants commit the offense together). Aggregation of amounts
isalowed so they can be handled in a single prosecution.

The statute of limitationsis increased for felony insurance
fraud to match the federa period.

Effective date is September 1, 2005.

S.B. 14: Relating to disapproval by the commissioner of
insurance of certain property and casualty insurancerates.

Refundswith I nterest

In 2003, the Texas Legidature added art. 5.144 to dlow

the Commissioner to order refunds for excessive or unfairly
discriminatory premiums for persond auto and residentia
property insurance.  Among other things, thisyear’s S.B. 14
alows the Commissioner to also order arefund of premiums
plusinterest. Interest for any refund ordered is the lesser of
18% or the sum of 6% and the prime rate for the calendar
year inwhich the order isissued. Interest is calculated begin-
ning from the date the notice is provided to the insurer from
the TDI that the insurer is dlegedly charging an excessive or
unfairly discriminatory rate.

An insurer may not claim apremium tax credit unlessit is
in compliance with the refund provisions of this article.

Rating Territories

In 2003, S.B. 14 enacted new art. 5.171 that prohibited
the use of rating territories that sub-divided a county unlessthe
rate for any subdivisions within the county were not greater
than 15% higher than the rate in other subdivisions. An excep-
tion allows the Commissioner by ruleto alow grester rate dif-
ferences for residentia property or persond automobile.

Thisyear's S.B. 14 applies the statute to an insurer writing
residentia property or persond auto. The Commissioner il
has the authority by rule to approve greater differences. This
year's verson seems o redirict the restrictions on rating territories
to only residential property and personal automobile insurance.

Market Conduct Surveillance

S.B. 14 adds new Chapter 751 deding with the regulation
of insurer market conduct surveillance and is based on the
NCOIL Mode Law. This chapter describes how TDI must
perform its market conduct oversight. Market conduct exami-
nations must be focused on genera business practices rather
than on individua consumer complaints or infrequent or unin-
tentiona random errorsthat do not cause significant consumer
harm. Thebill also encouragesthe TDI to consider other
actions such as correspondence with the insurer, interviews,
and interrogatories before proceeding with atargeted examina
tion, and aso to perform desk examinations rather than on-ste
examinations. The TDI isgiven authority to contract with
outside personne to perform activities, including examinations
and market conduct surveillance.  Coordination with other
statesis required and qualified immunity is provided for pro-
viding information in the course of an examination in good
faith and without fraudulent intent or intent to deceive.

The examination reports and the information provided in
connection with the examination are confidential. The
Commissioner may disclose the contents of afinal market con-
duct examination report to another insurance department or
federa agency if the department or agency agreesin writing to



maintain the information as confidential. The Commissioner
must disclose to the insurer the fact that the examination has
been released to another department or agency within five (5)
days after the release of the information.

The Commissioner isrequired to collect and report market
datato the NAIC and d 0 to coordinate the department’s market
andyss and examinations with other states through the NAIC.

The Commissioner isrequired, at least annualy, to provide
information to insureds and agents regarding new laws, rules,
enforcement actions and other information relevant to ensure
compliance with market conduct requirements.

The Commissioner is given the responghility for conduct-
ing market conduct examinations on domestic insurers. The
Commissioner does have the authority to delegate responsibili-
ty for market conduct examination to the insurance commis-
sioner of another state and the Texas Commissioner is required
to accept areport prepared by an insurance commissioner to
whom the responsibility has been delegated. Insurersthet are
members of a holding company system may be subject to an
examination in Texas, but the examination of insurersthat are
not Texas domestics requires the consent of the insurance com-
missioners of the states in which the affiliates are organized.

The bill authorizes the Commissioner to impose sanctions
for violations detected through a market conduct examination
and oversght. However, the bill requires the Commissioner
to consider whether an insurer isamember and complies with
the standards of abest practice organization, aswell asthe
extent to which the insurer maintains an internal self-assess-
ment compliance program.

Thehill setsforth guidelines for conducting an examina
tion and requires the department to prepare awork plan that
includes a statement of the reasons for the examination, the
scope of the examination, an estimate of the time for the exam-
ination, and a budget for the examination if the cost isto be
billed to theinsurer. A target examination isto be conducted
in accordance with the Market Conduct Uniform Examination
Procedures and the Market Conduct Examiners Handbook
adopted by the National Association of Insurance
Commissioners. The Commissioner isrequired to give insur-
ers notice not later than sixty (60) days before the scheduled
date of an examination. Pre-examination conferences are to
be held not |ater than thirty (30) days before the scheduled date
of an examination. A final examination report must include
an insurer’s response to the report. The Commissioner may
not conduct amarket conduct examination more frequently
than once every three (3) years.

Aninsurer may not be compelled to disclose a self-audit
document or waive any statutory or common law privilege.

This law becomes effective September 1, 2005.

Residential Property: Claims Free Discounts & Surcharges

S.B. 14 amends art. 5.43, Insurance Code that was enacted
in2003. This statute permits an insurer to offer discounts for
aresidentia policyholder that has been claim freefor at least
threeyears. Thisyear, SB. 14 amended art. 5.43 to provide
that a claim does not include a claim that results from aloss
caused by natural causes, that isfiled but is not paid or payable
under the palicy, or that an insurer is prohibited from using
under art. 5.35-4.  Article 5.35-4 dedls with certain water
damage and appliance-related claims that have been remediat-
ed. Article 5.43 has been amended to include atier classfica
tion or discount program that has premium conseguences
based in whole or in part on claims experience.

Changes in the discount must also comply with Section
551.107, which was dso amended. This section deds with
non-renewal and cancellations of persond auto, homeowners
and farm and ranch owner’s policies. This section currently
permits an insurer to surcharge a policy if an insured has filed
two or more clamsin the preceding year. A claim under
Section 551.107 does not include aloss caused by natural
causes or aclam that isfiled but is not paid or payable under

the policy.

S.B. 14 now excludes water damage from an appliance
claim that has been remediated under art. 5.35-4. Section
551.107 has also been amended to now alow a premium sur-
chargeif an insured has filed one more claimsin the preceding
three (3) years. The requirement for the language of the
notice to an insured that he may be non-renewed for further
claims has been amended to require disclosure of those items
that cannot be considered.

Findly, the phrase “ premium surcharge’ has been rede-
fined to mean an additional amount that is added to the base
rae. The term does not include the reduction of or imination
of adiscount previoudy received by an insured or the reassign-
ment from one rated tier to another or are-rating of insureds or
re-underwriting of aninsured using  multiple affiliates.

Thisbill is effective September 1, 2005.

S.B. 265: Relating to certain continuing education require-
mentsfor insurance agents.

Chapter 4004, Insurance Code, relates to continuing edu-
cation requirements for agents. An individua holding a generd
lines license must complete 15 hours of continuing education
annualy, a least 50% of which must be completed in a class-
room setting or classroom equivaent setting approved by the
TDI. Limited lines holders must complete 5 hours of CE



annually. License holders must also complete 2 hours of con-
tinuing education in ethics during each license renewal period.

S.B. 265 authorizes the Commissioner, by rule, to grant
not more than four hours of continuing education credit to an
agent who is an active member of a tate or nationd insurance
asociaion.  The rule would specify the types of associations
and establish reasonable requirements for active participation
in the association. Continuing education credit under this new
law would not be available where classroom hours or ethics
arerequired. Agentswould be required to file a sworn ffir-
mation on the number of education hours claimed. The agent
has must dso certify that the agent has either reviewed educa
tion materias provided by the association or attended educa
tiona presentations sponsored by the association.

Thishill is effective September 1, 2005.

S.B. 742: Relating to disqualification for digibility for WC
benefitsfor certain professonal athletes.

Senate Bill No. 742 adds the Central Hockey Leagueto
the workers compensation insurance coverage provisons
defining "professiond athlete" in Section 406.095, Labor
Code, which would prevent the city of San Angelo from being
held liable for uninsured hockey playersin that league.
Current law includes two other professiona hockey leagues
but omits the Centra Hockey League.

This bill is effective September 1, 2005.

S.B. 781: Relating to the Business of Unauthorized
Insurance.

Thishill amends Chapter 101, Insurance Code, by chang-
ing the required culpable menta state for commission of an
offense of conducting the business of unauthorized insurance to
reckless, knowing or intentiona from knowing or intentional.

Thishill is effective June 17, 2005.

SB. 1283: Relating to the application of certain lawsto
certain insurance holding company systems.

Under Section 823.015(a) of the Holding Company Act,
Chapter 823, Insurance Code, the holding company act did not

apply to an insurer group if each affiliate was owned by not
more than five security holders each of whom was an individ-
ual. SB. 1283 repealed that provision so that al domestic
insurers would be subject to the Holding Company Act.

This bill is effective September 1, 2005.

S.B. 1591: Reating to accountant practice requirements
for certain audits of insurer financial reports.

S.B. 1591 givesthe Texas Department of Insurance (TDI)
greater ahility to rely on certified public accountant (CPA)
audits of insurers by amending the Insurance Code to require
CPAsto consder the proceduresillustrated in the Nationa
Asociation of Insurance Commissioners Examiner's
Handbook while performing insurer audits.

S.B. 1591 amends Section 12(c), Article 1.15A, Insurance
Code, to prohibit the commissioner from accepting an audited
financid report prepared in whole or in part by an individua
or firm who the commissioner finds has directly or indirectly
entered into an agreement of indemnity or release of liability
regarding an audit of an insurer.

Thishill is effective September 1, 2005.

SB. 1592 Réating to special depositsrequired of certain
insurers.

The Texas Department of Insurance (TDI) believes that
the current law regarding voluntary deposits under Article
1.10, Section 17, of the Insurance Code should be clarified to
specify that the commissioner may require and hold specia
deposits to address case specific ingtances of an insurer's
potentialy hazardous financia condition.

Thishill adds new Article 1.33 which givesthe
Commissioner broad authority to require specid deposits. A
deposit under this section isin addition to any other deposit
required by law.

Thishill is effective September 1, 2005.
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BY CHRISTOPHER W. MARTIN
Martin, Disere, Jefferson & Wisdom, L.L.P.

| have been told repestedly over the past two years by lawyers and Bar leaders that the Journal of Texas
Insurance Law is the best publication from any Section of the State Bar of Texas. | am not objective enough to
make any such evauation nor am | the type of person that would make any such claim, but the compliments are
very niceto receive. We strive to provide ingghtful articles that can be used by the members of our Section to
help them better understand the rapidly changing perimeters of Texas Insurance Law. Our publication, however,
isonly asgood asthe articleswe receive.  If you have an interest in publishing anything, please call or email me.
We have severa openings in our upcoming editions and would |love to give you an opportunity to publish.

| also want to use this opportunity to welcome the newest Chair of our Section, Veronica Czuchna.  Veronica
has been one of the hardest working members of the Section since itsinception.  Veronica made very significant
gridesin cleaning up and reconciling the Section’s balance sheet when she took over the treasurer’s position severa
yearsago. She sacrificed countless hours to get a complete handle on the financia Stuation of the Section and
she helped establish a framework through which we have been able to maintain the progress that she brought to
the Section. | know from persond experience that she is avery talented insurance lawyer and we are very fortu-
nate to have her at the helm of our Section for the next year. In addition to an exceptiona mind, an amazing work
ethic, and atireless commitment to the Section, Veronicais one of the nicest people you will ever meet. If you
have an interest in becoming more involved in the Section, or if there is anything you would like to see done to
improve the Section, please let Veronicaknow. Her contact information is on the front inside cover page.

Christopher W. Martin,
Martin, Disere, Jefferson & Wisdom, L.L.P
Editor-In-Chief

Graphic design for the Journal of Texas Insurance Law is
provided by Peretti Design, 713-502-6153.
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