Insurance Law

‘Bad Faith” in Michigan

Insurance Coverage Litigation

By lonathan R. Moothart

= -‘-"gl he explosion of insurance cov-
erage litigation, particularly in
the environmental arena, has
given rise to a close scrutiny
by attorneys involved in such
actions of the potential causes of ac-
tion to effectuate insurance coverage.
Many insurance policies contractually
shorten! the limitations period for
bringing suit against the insurer, and
the necessity for overcoming this gen-
erally enforceable? contractual limita-
tions period has been the mother of
the invention of some creative plead-
ing to estahlish viable causes of action
not sounding strictly in contract.
Also, insurers understandably have
a tendency to be unresponsive to in-
surance claims which the insurer be-
lieves to be questionable on the cov-
erage issue. This perceived apathy on
the part of the insurer for the plight of
the insured, who is often facing fines,
defense costs, bills for environmen-
tal remediation, or repait of his or her
home or other property, can cause the
insured to feel that he or she is not be-
ing dealt with fairly—that the insurer
has dealt with him or her in “bad faith.”
The insured may [eel that the insurer
has not only breached the contract, but

that it has done so willfully or wan-
torlly. A plaintiff seelking exemplary or
emotional distress damages based on
this type of conduct will only rarely
find them in a contract action;® such
damages are more ofien available, how-
ever, in (ort.

... the nonperformance
of a contractual
obligation generally
gives rise only to a
cause of action for
breach of contract; a tort
claim Based on such
nonfeasance will not lie.

Alihough some degree of skill and
care is implied into every act which one
takes, including those taken pursuant
to a contract? and some contracts are
specifically subject to implied obliga-
tions of good [aith in their perform-
ance the nonperformance of a con-
tractual obligation generally gives rise
only to a cause of action for breach ol
contract; a tort claim based on such
nonfeasance will not lie8

In Kewin v Massachusetts Mutual Life
Ins Co;7 the Michigan Supreme Court
applied this general rule in the context
of insurance contracts, holding that
“the mere bad faith breach of an in-
surance indemnity contract [is not] an
independent and separately actionable
tort™® The essence of the Michigan
Supreme Courts holding in Kewin is
that it does not matter whether a breach
of an insurance contract occurs in-
nocently, negligenily, wantonly, mali-
ciously, or viciously; breach of contract
is the cause of action that is proper and
the damages available are contract
damages only?

however, have a proper place in

certain types of insurance cover-
age litigation. What follows is an analy-
sis of four areas in which courts have
been willing to consider claims for
damages in addition to or diflerent
from those usually available in ordi-
nary breach of contract actions based
on allegations of affirmative miscon-
duct by an insurer,

1. Tort actions arising out of the
insurer-insured relationship “not on
the policy.” In Hearn v Rickenbacker,'®
the plaintiff sued the defendant in-
surance company and the company’s
agent for breach of contract, fraud, and

The concept of “bad faith” does,
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negligence based on the agents alleged
mishandling of premium payments.
Suit was not filed, however, until after
the expiration of the one-year contrac-
tual limitations period in the insurance
contract. The plaintiff alleged fraud and
negligence to overcome this contrac-
tual Hmitations hurdle. The insurer in
Hearn argued that the contractual lim-
itations period should apply to any
actions arising out of the policy, in-
cluding those which were not strictly
breach of contract claims. The court
recognized that the “breach of an in-
surer’s duty to act in good faith in the
bandling and payment of claims [is] a
tort not recognized in this state” [cit-
ing Kewin], but nevertheless held that
the plaintiff in that case had properly
pleaded fraud and negligence as causes
of action not “on the policy."ll
The court stated:

As the Cowrt of Appeals has observed
in the past, the relationship between
insurers and their insureds is “sufficient
to permit fraud to be predicated upon
a misrcpreseniation.” Drouillard v
Metropolitan Life Ins Cao, 107 Mich
App 608, 621, 310 NW2d 15 (1981) ...
An actionp for fraud i not an ac-
tion on the policy; it is an action in
tort that arose when the fraud was
perpetrated. . .

The same reasoning applics to the plain-
tiff’s negligence claims. If the defendant
has breached a legal duty owed to the
plaintiff apart from the contract of in-
surance, then there may be liability in
tort.... Although mere allegations of
Jailure to discharge obligations under
the insuremce contrect wold not be ac-
tionablc in tort, Kewin, supra, page
423, 295 NW2d 50, where, as here, the
breach of separate and independent du-
tics are [sic] alleged, plaintiff should
be allowed an opportunity to prove his
causes of action.!2

The difference between actions “on
the policy” and “not on the policy” is
not an issue which has been fleshed
out in great detail by Michigan courts.
Generally, claims based on acts or
omissions of the insurer prior to the
subrnission of a claim by the insured

Most cases dealing with claims of misconduct by
insurers handling claims after they have been
filed with the company have been itreated as
breach of contract claims “dressed up as torts.”

seem more likely to pass muster.!? Most
cases dealing with claims of miscon-
duct by insurers handling claims after
they have been filed with the company
have been treated as breach of contract
claims “dressed up as torts” For ex-
ample, in Crossley v Allstate Ins Co,l?
the court stated “to the extent plain-
tiff’s complaint alleges ‘negligence’ in
defendant’s refusal 1o pay, or failure to
more properly investigate and assess
the merit of plaintill’s claim, the com-
plaint merely alleges a breach of con-
tract, and summary disposition would
properly have been granted with respect
to such a ‘megligence’ claim15 Other
plaintills have met a similar {ate.!¢

In Wendt v Auto-Owners Ins Col7
however, the Michigan Court of Ap-
peals, although recognizing the Kewin
prohibition of recovery for emotional
clistress and mental anguish in the con-
text of insurance contracts, neverthe-
less held that “the breach of an insur-
er'’s obligation to process a claim in
good faith renders an insurer liable for
pecuniary losses which are not other-
wise compensated for by statute8 In
addition to holding that the plaintiff's
breach of contract damages could in-
clude damages flowing from a “bad
faith” processing of a claim, the court
also reversed the circuit courts decision
to strike the plaintiff's claims for dam-
ages based on the defendants alleged
negligence in handling the claim. Al-
though it appears that the issue of
whether this “negligent adjustment”
claim was proper in the first instance
was not before the Wendt court, the
court’s chvions knowledge of the Kewin
decision combined with its tacit recog-
nition of the negligence cause of ac-
tion is. some authority for the proposi-

tion that such a claim is proper under
certain circumstances.

2. Uniform Trade Practices Act.
The purpose of the Michigan Uniform
Tracde Practices Act!® is “to regulate
trade practices in the business of in-
surance....”* The UTPA covers a broad
ange of insurance industry practices,
and recquires payment ol insurance
benelits on a timely basis?! Although
the Act does not create a private cause
of action in tort against an insurer [or
violation of its timely payment provi-
sions,* it does provide a means for the
insured to recover 12% simple interest
on iis claim {rom a date 60 days after
satisfactory proof of loss is received by
the insurer. The stamte contemplates
at least two types of interest claim-
ants: (1) third-party tort claimants, and
(2} lirst-party claims by insureds di-
rectly against their own insurers.

ith regard to third-party tort
claimants, interest is only avail-

able when “the claim is not rea-
sonably in dispute and the insurer has
refused payment in bad faith, such bad
faith having been determined by a court
of law™® This “bad faith” standard is
an exceedingly difficult one to meet. In
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Medley v Canady? the Court of Appeals
held that the UTPA “is intended as a
penalty to be assessed against msur-
ers who procrastinate in paying meri-
torious claims in ‘bad faith'....As a
penalty, the statie is to be strictly con-

With regard to third-party
tort claimants, interest is
only available when “the

claim is not reasonably
in dispute and the insurer
fas refused payment in
bad faith, such bad faiih
having been determined
by a court of law.”

strued.”2 Consistent with its construc-
tion of UTPA interest as punitive rather
than compensatory, the court held that
the term “bad faith” as used in the
UTPA is “not simply negligence or bad
judgment but rather the conscious do-
ing of a wrong because of dishonest
purpose or moral obliguity. It is not
merely the lack of good faith, but the
opposite of good faith."*

not a prerequisite to a claim lor
penalty interest; however, Michigan
courts have consistently held that a
first-party claimant must prove that its
claim is “not reasonably in dispute” in
order to be awarded UTPA interest
Unlike Michigan’s interest on money
judgments siatute® interest payable
under the UTPA is “simple interest” and
is not compounded on an annual basis.
Accordingly, as a claimant essentially
must choose between the interest pay-
able under the money judgments slat-
ute and UTPA interest during time pe-
riods when both types ol interest are
accruing X it is important to accurately
calculate interest under both stawutes to
determine which is more advantageous.
3. Bad [aith refusal to settle. It is
well established in Michigan that i

]n first-party actions, “bad [aith” is

INSURANCE LAW 1

an insurance company refuses in “bad
faith™ to setile a claim on behalf of its
insured, the insurer is liable for any
excess judgment over and above pol-
icy limits which is eventually rendered
against its insured. 3 The nsurer’s lia-
bility, however, extends only to the in-
sured’s acmal ability to pay; ie., the
insurer is not liable to pay an excess
judgment if its insured would be [inan-
cially unable to pay that jucdgment!

4. “Overdue benefits” under the
Michigan No-Fault Act. Michigan's Mo-
Fault Act allows recovery of reasonable
attorney fees “for advising and rep-
resenting a claimant in an action [or
personal or property protection insur-
ance benelits which are overdue."3? It
is proper for a court to award no-fanlt
artorney fees in addition to the 12%
UTPA interest;? however, the court
must find that the insurer acted “unrea-
sonably” in order tb award fees under
the No-Fault ActH

CONCLUSION

The concept of “bad faith” in Mich-
igan insurance coverage litigation has
different meanings depending on the
context. A thorough knowledge of the
law applicable to its meaning in spe-
cific simarions is a must for attorneys
representing plaintiffs or defencants in
insurance coverage cases. ®
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Pro Bono
HONOR ROLL

In January, 1991, former State Bar President James K. Robinson encouraged law
firms and corporations to endorse the vohmtary State Bar Pro Bano Standard adopted
by the Representative Assembly, and to adopt written Pro Bono policics for their
lawyers. Each month the Journal has published the names of those firms, corporations,
and organizations which adopted such policies. The list has more than doubled in size,
[rom seventeen in fanuary, to over forty as of August 20, 1991,

The Pro Bono Tnvolvement Committee salutes the following firms, corporations, and
organizations for publicly encouraging their lawyers to participate in important public

service efforts.

Firms adopting policics since August 1, 1992 are in boldface.

Firms

Alex . Miller

Barris, Sott, Denn & Driker

Bator & Zartarien

Benson McCunly & Whtila, P.C.

Blainc B. jolmson, Jr., B.C.

Blaheslee, Chambers, Peterson,
Dalrymple & Christopherson

Blaske & Blashke, P.C.

Bodman, Longley & Dahling

Bucsscr, Buesser, Blank, Lynch,
Fryhoff & Graham

Butzel, Long

Campbell, Shaliz & Royal, P.C.

Charfoos & Christensen, P.C.

Charles P. Reistan

Clark, Klein & Bequmont

David B. Herrington

Denenberg, Tuffley, Bocan, Jamieson,
Bluck, Hophins & Ewald, P.C.

Diclkinson, Wright, Moon, Yan Dusen
& Freeman

Dyhema Gossett

Frikens, Foster, VanderMale &
DeNardis, P.C.

Fistler & Spalding, P.C.

Fresard and Whipple, P.C.

Galrian & Parls, P.C.

Goodman, Eden, Millender &
Bedrosian

Harris, Guenzel, Meier & Nichols

Hill Lewis

Honigman Miller Schwartz and Cohn

Houghton, Poiter, Sweeney &
Brewner, P.C.

J. Thomas Carvall, Jr,, P.C.

Jolm B, Payne, Jr.

Josephson & Finle

Kerr, Russell and Wiber

Kitch, Saurbicr, Drutchas, Wagner
& Kenney, P.C.

Lewis, White & Clay, P.C.

Maricita S, Robinson

Miller, Canficld, Paddock & Stone

Miller, Johnson, Snell & Cummiskey

Morgaroth & Morganoth, PC,

Mossner, Majoros & Alexander, P.C.

Pepper, Hamilton & Scheetz

Peter Patrick, P.C.

Plunkett & Cooney, P.C.

Sachs, Waldiman, O'Hare, Helveston,
Hodges & Barnes

Stephen L. Haslett, P.C.

Vandeveer Garzgia

Varnum, Riddering, Schmid: &
Howlett

Warner, Norcross & Judd

Willinghain & Coig, P.C.

Corporations

Chrysler Corporation
Detroit Edison

Dow Corning

Ford Motor Company
General Motors Corporation
Kellogg Company

Michigan Bell

Organizations
American Corporate Counsel
Association, Michigan Chapter
Genesee County Bar Association
Grand Traverse-Leclanau-Antrim
Counties Bar Association
Macomb County Bar Association
Oualland County Bar Association
Saginaw County Bar Association
State Bar of Michigan
Washienaw County Bar Association

* Every reader is urged to initiate steps within the firm, corporate legal department,
or organization with which he or she is associated Ieading to adoption of this policy.
We ash that notice of adoption be provided to Kay Fischer, Direcior, Lawyers Public
Service Activitics, at State Bar Headquarters in Lansing, whe will compile a list of firms
and legal departincnts which have taken this action.

Sec the December 1990 Bar Journal at page 1259 for more information.
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