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I.
Introduction
The essence of a bad faith claim is an insurance company’s failure to fully and fairly
investigate a claim and determine liability accordingly. If coverage(s) apply, bad faith involves the failure to promptly make a fair offer as supported by the information developed
through the adjuster’s investigation.1 Proximate causation is, of course, a key component of
the investigation. The lessons learned from auto liability and disability cases, which generate
the majority of bad faith claims, include the following: (1) the smallest cases often bring the
largest verdicts (due to an adjuster’s inattention or overwork); (2) the mismanagement of
claims files exacerbates problems; and (3) insurers often fail to take cases seriously given a
post-Campbell false sense of security. The key to success is to recognize the problems and
to address them directly. This article will discuss the development of bad faith claims in the
commercial arena, with special attention to the construction industry.
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II.
Developing Issues in Commercial Bad Faith
While commercial bad faith claims have never been an endangered species, they are
not asserted with the same frequency as claims arising within the fields of auto liability and
disability. “Sightings” were made in the wake of toxic mold and post-9/11 claims during
the early periods of this decade, but the single issue of bad faith and punitive damages has
plagued the insurance industry for most of the current decade. Despite the United States
Supreme Court’s attempt to establish predictable limits and ratios affecting the scope of
punitive damages, courts across the country have refused (defiantly and arguably ill-advisedly) to adhere to the pronouncements of State Farm Mutual Automobile Insurance Co. v.
Campbell,2 entering verdicts far in excess of the single-digit multiplier figures envisioned by
the Supreme Court.3 As recently as October and November of 2005, jury awards allocating
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See generally John V. Garaffa, Sleep Tight, Don’t Let the Bedbugs Bite: Exploring the Increasingly
Ephemeral Limits on Punitive Damages, 19-14 Mealey’s Litig. Rep.: Ins. Bad Faith, at 27 (Nov. 15,
2005).
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$15 million and $7.9 million in punitive damages have been registered in insurance bad
faith cases and others across the country.4
In the ever-changing bad faith arena, new concepts have developed in other industries,
which may find themselves at play in the construction industry as well. These include the
“doctrine of constructive exhaustion,” post-suit litigation conduct, and different layers of
coverage with different periods of attachment. Moreover, with all entities potentially involved joined in a single suit on the claim, issues often surround the independent adjuster’s
allegiance during both the initial and the post-suit investigation.
Although litigated in the context of an automobile case, the doctrine of constructive
exhaustion was recognized by the West Virginia Supreme Court in Horace Mann Insurance
Co. v. Adkins.5 After their son was killed, the two Adkins insureds filed claims against the
estate of a minor who drove the automobile that was transporting their son and two others.

See Leavey v. UnumProvident Corp., No. 02-2281(D. Ariz., Oct. 7, 2005) (jury awarded $15 million in
punitive damages after concluding that UnumProvident Corp. acted in bad faith by terminating disability
benefits without a reasonable basis) and Jurinko v. Medical Protective Co., No. 03-4053 (E.D. Pa., Nov.
2, 2005) (pursuant to jury award, court entered judgment for $7.9 million in compensatory and punitive
damages following Medical Protective’s refusal to settle the underlying medical malpractice claim for the
full $200,000 policy limit).
4
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599 S.E.2d 720 (W. Va. 2004).

53

FDCC Quarterly/Fall 2006
Debra T. Herron is a partner at McNeer, Highland, McNunn
and Varner, LC. She is admitted to the Pennsylvania Bar, the
West Virginia State Bar, and the U.S. District Courts for the
Northern and Southern Districts of West Virginia. She graduated from William Paterson College with a bachelor of arts
degree and the University of Richmond, T.C. Williams School
of Law. She also served as Family Law Master for the 22nd
Family Court Circuit. Her practice areas include: Insurance
Coverage and Litigation Defense; Consumer & Civil Litigation; Personal Injury and Wrongful Death.

Once informed about the limits of the minor’s policy, the insureds filed a claim against their
own carrier, seeking underinsured motorist (“UIM”) benefits. The carrier refused to pay the
UIM claim, however, alleging that it had no obligation to pay the UIM benefits because the
insureds settled the claims against the automobile occupants for less than the full amount of
the policy. The West Virginia Supreme Court reversed an order granting summary judgment
in favor of the insurance company and adopted the doctrine of constructive exhaustion. It
held that the insureds’ insurance company was not relieved, as a matter of law, from its
obligation to pay UIM benefits.
Announcing its adoption of “constructive exhaustion,” the West Virginia Supreme Court
of Appeals held that the doctrine:
allows an injured insured to collect underinsured motorist benefits under his/her own
policy of motor vehicle insurance for damages that exceed the available limits of
a tortfeasor’s liability policy when (1) the injured insured’s underinsured motorist
coverage requires exhaustion of a tortfeasor’s applicable liability limits as a prerequisite to his/her recovery of underinsured motorist benefits; (2) the injured insured
settles with the tortfeasor’s insurer for less than the tortfeasor’s full liability limits
that are available to the insured, but is treated as having received said full liability
limits for purposes of recovering underinsured motorist benefits under his/her own
policy of insurance; and (3) the injured insured’s recovery of underinsured motorist
benefits is limited to those damages that exceed the amount of the tortfeasor’s full
liability limits available to the insured.6
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Id. at 728-29.
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Beyond the doctrine of constructive exhaustion, post-suit litigation conduct is another
area that must be monitored. In Barefield v. DPIC Cos.,7 the West Virginia Supreme Court
of Appeals answered certified questions regarding whether an insurance company could be
liable under the Unfair Trade Practices Act (the “Act”) for the conduct of a defense attorney
hired to represent the insured’s interest in a liability action, and whether an insurance company could be liable for violations of the Act that occurred after a lawsuit was filed against
an insured (i.e., post-suit litigation conduct). In its opinion, the court held that an:
insurance company [could] not be held liable under [the Act] for the actions of a
defense attorney retained to defend an insured, when the defense attorney’s strategy
and tactics were a result of the attorney’s independent, professional discretion with
regard to the representation of the client-insured and [were] not otherwise relied
upon or ratified by the insurance company . . .8
The court observed, however, that an insurance company could be liable for its own conduct
if it encouraged the wrongful conduct of an attorney who had been hired to assist in the
case. Moreover, “the conduct of an insurance company or other person in the business of
insurance during the pendency of a lawsuit [could] support a cause of action” under the Act.9
Accordingly, under this rationale, the actions of the carrier in adjusting the claim post-suit
can form the basis for liability under the Act.
In addition to the above, there exist other areas of concern in handling construction
claims which should be addressed and for which sanctions may be imposed:
(1) failure by a claim representative to understand coverages;
(2) failure by a claim representative to follow the laws of the jurisdiction in which
he/she is handling the claim;
(3) failure by the claim representative to communicate with the claimant during
the claim;
(4) failure on the part of the claim representative to perform even-handed investigation;
(5) failure on the part of the claim representative to properly document the claim
file;
(6) failure on the part of the claim representative to understand the company’s
claims manual and guidelines;
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(7) failure on the part of the claim representative to develop a plan for handling
claims;
(8) failure on the part of the carrier to maintain effective oversight of its files and
employees;
(9) failure to separate the primary tort file and claim representative from the bad
faith claim; and
(10) failure to develop defenses that include the ability to say “we’re sorry” (the 
4 R’s —Remediation, Restitution, Regret/Remorse, and Responsibility).
No matter the type of claim at issue, these concern areas are present and costly. Having the
ability to recognize and revise these areas early in a claim or, for that matter, as an aspect
of practice, will go a long way in defending the carrier.

III.
Expanding Coverage of Construction Claims
Beyond those concerns inherent in the consistent erosion of Campbell and the consequent ever-increasing punitive damage awards, insurance companies that write commercial
coverage across the nation also must be concerned now with recent court trends that expand
bad faith exposure. Traditional commercial general liability (“CGL”) policies are facing
losses of a nature that far exceed the traditional catastrophic loss coverage. Business risks
traditionally excluded by CGL policies now obtain coverage status from courts which reason
that CGL policies and the purpose behind the CGL insuring agreement weigh in favor of
coverage for such risks.10 As exemplified by Thibodaux v. Arthur Rutenberg Homes, Inc.,11
courts have specifically rejected “the line of jurisprudence that refused to find that defective
workmanship or the incorporation of defective materials that resulted in unexpected losses
is an accident.”12 This line of reasoning offers fertile ground for bad faith claims.

10

See David S. Lynch & Marguerite M. Johnson, Insurance Issues and the Construction Industry, 47 For
Defense (Construction Law) June 2005 at 27.
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928 So.2d 80 (La. Ct. App. 2005) (citing Rando v. Top Notch Props., L.L.C., 879 So. 2d 821, 825-34
(La. Ct. App. 2004); William Shelby McKenzie & H. Alston Johnson, III, Insurance Law and Practice
§ 183 at 370, in15 Louisiana Civil Law (2d ed. 1996); Oxner v. Montgomery, 794 So. 2d 86, 91-92 (La.
Ct. App. 2001)).
11
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928 So.2d at 87-88.
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IV.
Construction Defect Bad Faith Claims
With this trend of expanding coverage for business risks under CGL policies, and the
resultant ambiguity surrounding coverage, there comes as well an increased discrepancy in
insurer and insured views on coverage. Such ambiguity and uncertainty ultimately lead to
the increased potential for construction defect bad faith claims, as creative plaintiffs’ lawyers
recognize the large numbers involved with this potential.
As illustrated by the decision in Rando v. Top Notch Properties, L.L.C.,13 unless the
commercial policy clearly and unambiguously excludes coverage, insurers are expected to
provide a defense for their insureds in construction defect cases at the risk of bad faith claims
for failure to do so. In Rando, the Louisiana appellate court held that the commercial insurer
was required to defend its insured for problems with the plaintiffs’ air conditioning system
that were potentially causally related to the insured’s work; it also was required to defend
allegations that its failure to do so constituted bad faith. In fact, the Louisiana Court of Appeal has even gone so far as to require an insurer to defend its insured — a party engaged
in the sale and installation of asbestos — relying upon certificates of insurance in lieu of
the issued policies.14
While courts have dismissed coverage claims when policy exclusions clearly and unambiguously exclude coverage or when bad faith allegations have not been substantiated, such
cases are becoming increasingly rare. Among those few are cases decided by the Washington
Court of Appeals and the Pennsylvania district court. In Wright v. Safeco Insurance Co. of
America,15 the Washington Court of Appeals held that the insurer’s construction defect and
mold exclusions in the insured’s homeowner’s policy precluded recovery for same, and that
the insurer’s resultant denial of coverage for construction defects and mold did not constitute bad faith. Likewise, in F.P. Woll & Co. v. Valiant Insurance Co.,16 the court held that
an insured’s failure to prove that the insurer lacked a reasonable basis for denying benefits
under the commercial property insurance policy defeated the insured’s bad faith and punitive damage claims.
In the commercial setting on the other hand, Parkway Associates, LLC v. Harleysville
Mutual Insurance Co.,17 holds that a hotel insured’s failure to demonstrate a denial of coverage or refusal to pay the hotel insured’s claims resulting from property damage and business
interruption loss caused by a tornado supported a fatal bad faith claim against the commercial
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879 So. 2d 821 (La. Ct. App. 2004).
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See Lang v. Asten, Inc., 900 So. 2d 1031 (La. Ct. App. 2005).
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109 P.3d 1 (Wash. Ct. App. 2004).
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2004 U.S. Dist. LEXIS 4377 (E.D. Pa., Mar. 10, 2004).
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No. 04-5257, 2005 U.S. App. LEXIS 7875 (6th Cir. Mar. 4, 2005).
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insurer. As mentioned previously, with increased ambiguity and uncertainty regarding coverage issues under CGL policies, there comes an increased potential for commercial and/or
construction defect bad faith claims. In addition to traditional bad faith claims, bad faith
claims stemming from insurer work overload and discrepancies or ambiguities in coverage
inevitably will multiply. Consequently, the average insurer’s ability to compile and utilize
strategies for minimizing potential exposure to bad faith claims or preventing full-scale litigation and liability are becoming critical – as is an awareness of potential defense themes.

V.
Strategies for Minimizing Exposure
As noted above, strategies for minimizing potential exposure to bad faith claims or
preventing full-scale litigation and liability are critical if the average insurer hopes to avoid
such claims. Yet, claim representatives who handle only a few large cases may be less aware
of state claims handling requirements than adjusters who handle dozens of auto cases.
Maintaining adequate claims files, avoiding delay and indecision, avoiding inconsistency in
claims handling, and avoiding the appearance of bias or prejudgment are but a few measures
by which insurers can reduce the number of bad faith claims they would otherwise defend.
Familiarity with fair claims practices legislation and insurance regulations is paramount – as
is adherence to all deadlines for action and communication. An awareness that parties are
increasingly sophisticated and knowledgeable about insurers’ exposure to bad faith should
also generate greater scrutiny at the claims level.

VI.
Common Defense Themes and Practices
Years of practice in this concentrated area have provided the opportunity to compile
and utilize an outline of themes potentially applicable in defending commercial bad faith
claims. These defense themes include:
1. The insurer’s conduct was reasonable at all times under the facts and circumstances then existing;
2. The insurer has been consistent in its approach to these claims. Also, the insurer
can document consideration and reconsideration as developing facts indicated
changes in the nature of the claim;
3. The insurer can articulate and demonstrate its rationale for rightfully deciding
to investigate the claim further and seek the court’s aid by filing a declaratory
judgment action;
4. The insurer has developed witnesses who are able to verify the need for each
investigative action at the time it was taken;
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Commercial Bad Faith
5. The insurer strives for payment of claims and attempted to locate coverage but
also has a duty to all premium-paying policyholders to withhold payment on
suspicious claims until further investigation sufficiently demonstrates that the
claim is valid;
6. The insurer followed its own standards for claims handling (i.e., was in sync
with its own rules);
7. The insurer has developed solid witness testimony, e.g., “This was my job
regarding this file, and I performed;”
8. The insurer is prepared to illustrate that respect was accorded to the insured at
all phases of the investigation;
9. The insurer can demonstrate knowledge of obligations to the insured as defined
by the policy and the law of the forum, and can demonstrate compliance with
those obligations;
10. The insurer is able to emphasize the small percentage of claims that are challenged to this degree (i.e., that proceed to trial); and
11. The insurer is prepared to demonstrate how the concept of insurance applies
to the instant case.
Simply put, the key to every successful avoidance technique for extra-contractual liability begins with the claim and its coverage assessment, the breadth and fairness of the claim
investigation, and the damage valuation. In basic terms, the claims professional functions
to fulfill the same key aspects of inquiry taught from grade school through graduate school:
“WHO, WHAT, WHEN, WHERE, HOW and WHY.”

VII.
Conclusion
With the erosion of Campbell and the subsequent emergence of judicial trends that expand
coverage under CGL policies, opposing views on coverage and the resultant ambiguities will
likely increase the potential for commercial, construction defect bad faith claims. Since the
best offense is often a good defense, compilation and utilization of strategies for minimizing
exposure, together with adherence to solid defense themes, remain critical options for use
by commercial insurers in handling such claims and avoiding bad-faith allegations.
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Winter 2007
Sunday, February 25 – Sunday, March 4
Fairmont Scottsdale Princess
Scottsdale, Arizona

Annual 2007
Sunday, July 22 – Sunday, July 29
Sun Valley Resort
Sun Valley, Idaho

Winter 2008
Sunday, February 24 – Sunday, March 2
Westin Our Lucaya
Grand Bahama Island, Bahamas

ANNUAL 2008
Sunday, July 27 – Sunday, August 3
Fairmont Banff Springs
Banff, Alberta
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