LEGAL RELATIONS BETWEEN INSURANCE 
AGENTS AND INSURANCE COMPANIES
By Rolf E. Sonnesyn
Introduction
This analysis focuses on insurer/agent legal relations arising out of insurance coverage disputes. It does not exhaust the universe of potential liabilities and obligations between agents and insurers. Defamation, tortious interference with business relations, conversion of premium monies, unpaid commissions – there are numerous possibilities.  Those causes of action are independent of the liabilities that spin off the coverage decisions made by claims departments at insurance companies. For the insuring public, an insurance policy is just a piece of paper until a loss occurs. The insured’s loss activates the insurance contract. The insured’s loss puts to the test the insurance product the agent convinced the insurance customer to purchase. The insured, the agent, the insurance company – any or all can be dissatisfied. It sets the stage for each participant to find the last man standing. This paper intends to provide a succinct overview of the liabilities between the agent and insurer.

I. Agency
The use of agents to conduct business is ubiquitous in developed societies. A principal retains the services of another party so the principal can expand the principal’s scope of activities. 

“Agency” drives from a Latin verb that denotes someone who acts, that is, someone who accomplishes things. 

What are the ramifications of agency for the principal? The principal takes a chance by delegating to the agent the principal’s objective of accomplishing the principal’s work. As a general rule, the principal is bound by the agent’s actions. An insurance company – a principal – is in the business of spreading a risk and profiting from it. The insurance agent acts on behalf of the insurer. There are occasions when an agent misbehaves and is subject to a liability claim by the insurer. The obverse is true. There are occasions when the insurer makes a mistake which in turn creates liability of the insurer to the agent. The sale and servicing of insurance policies entails a redistribution of substantial sums of money. One should not be surprised when the insurance agent/insurance company relationship is occasionally disharmonious. One should also not be surprised when litigation ensues.
The actions of insurance agents create liabilities for insurance companies.  So, too, can the mere knowledge of insurance agents create liability for the insurer.  For example, in Wells v. North Carolina Farm Bureau Mutual Insurance Company, 43 N.C.App. 328, 258 S.E.2d 831 (1979), the insurance agent sold a homeowners policy on behalf of the insurer. The house was vacant. The house was destroyed by fire. The insurance policy excluded coverage for vacant houses. The exclusion was to no avail. The insurance agent’s knowledge was imputed to the insurer. The insurer had to pay the insured. 
The rule applies for life insurance policies as well as property and casualty. See, for example, American General Life Insurance Company v. Schoenthal Family, LLC, 555 F.3d 1331 (11th Cir. 2009). The life insurance application contained a false statement. The insurance agent knew it was false. The agent’s knowledge was imputed to the life insurer. The life insurer was not allowed to rescind the policy. 

Not everything flows back to the insurer. For instance, in Schultz Steel Company v. Rowan-Wilson, Inc., 187 Cal.App.3d 513, 231 Cal.Rptr. 715 (1986), an electrical contracting firm purchased liability insurance through Hartford Insurance Company’s agent. The electrical contracting company was sued for personal injuries. The plaintiff obtained a verdict in excess of $5,000,000 against the electrical contractor. Hartford’s liability insurance limit was, however, $500,000. Could Hartford be vicariously liable for the negligence of its agent in not recommending higher liability limits? (Apparently there was no plausible bad faith cause of action against Hartford.)  The court said no. The imputation of the agent’s fault does not go that far. The allegedly poor advice of the agent stays within the agent’s sphere of liability. The court reasoned that the insurer did not direct or authorize the agent to perform the tortious act of recommending a low liability limit.
The distinction seems to be one whereby the insurer is vicariously liable for the agent’s activity, but the insurer is not liable for the agent’s passivity, that is, a failure to recommend certain coverages or limits. 
A threshold issue is the agent’s status, that is, agent for the insured, insurer, or both.  First look to the statutes. The state legislature might override the common law. For example, Minn. Stat. § 60K.49 Subd. 1, states:  

Agent of insurer. A person performing acts requiring a producer license under this chapter is at all times the agent of the insurer and not the insured.

The retail insurance agent is an intermediary between an insurer and insurance customer. The agent can thus be a dual agent – an agent of both.  Lewis v. Paul Revere Life Insurance Company, 80 F.Supp.2d 978, 995 (E.D. Wis. 2000)
The common law is often the terrain where the issue of whether someone is an agent of the insurer is decided. Insurers frequently disavow themselves from insurance agents when the insurance agent acts imprudently and causes a lawsuit by an insured. The insurance company is quick to emphasize the “independent” aspect of the independent insurance agency system. If the insured is unable to establish an agency relationship between the insurance agent and the insurer, the insurance agent’s vicarious liability does not flow to the insurer.

II. A Fiduciary Duty
An insurance company to insurance agency relationship is consensual and it is fiduciary in nature. Milwaukee Mutual Insurance Company v. Wessels, 114 Ill.App.3d 746, 449 N.E.2d 897, 901 (1983). 
Agents can thus be sued for breaching their fiduciary duties to the insurers. See, Am. Indem. Co. V. Baumgart, 840 S.W.2d 634, 639 (Tex. App. 1992) (“An insurance agent is liable when he breaches the fiduciary duty he owes the insurer under an agency contract.”).

As a fiduciary, an agent is expected to pursue a high standard of conduct on behalf of the insurer. The agent owes the insurer loyalty, good faith, and integrity. The agent is obligated not to conceal facts which might inure to the insurer’s detriment. Id. at 639.
There are naturally a host of ways an agent can breach the fiduciary duties owed to the insurer. In that same vein, an insurer can conduct itself in ways that create financial exposure for the insurer’s agent. The fiduciary relationship is a two way street. See, too, Insurance Company of North America v. Miller, 362 Md. 361, 765 A.2d 587 (2001) for a lengthy discussion of the nature of the fiduciary relationship between an insurance agent and insurer. In that instance, the insurance company sued its agent alleging a premium diversion scheme. (Here is a hint to insurance agents:  Thou shalt not steal.)

In the popular lexicon of insurance, “agent” and “broker” are often used synonymously. In the rarified world of insurance agent/insurance company liability, a broker is one who works on behalf of the insured. A broker does not have an agency agreement with an insurer. 

The broker’s status in relation to the insurer affects the extent of the duty to the insurer. There is not a fiduciary relationship between an insurance broker and an insurance company.  A case in point is Carolina Casualty Insurance Company v. Cummings Agency, Inc., 110 F.3d 1 (1st Cir. 1997). 
Carolina Casualty Insurance Company, an insurance company specializing in insuring transportation risks, issued a liability policy insuring Bonville Farms. A Bonville Farms truck was hauling crushed scrap cars. The load shifted and damage resulted. Carolina Casualty had to pay $750,000 in damages.

Carolina Casualty sued Cummings Agency. Carolina Casualty alleged Cummings Agency was negligent for failing to identify that Bonville Farms carried scrap cars. It is a higher risk than Carolina Casualty would have accepted had it known the nature of Bonville Farms’ interest.

Carolina Casualty alleged Cummings Agency knew or should have known about Bonville Farms’ scrap car operation and Cummings Agency was thus obligated to disclose that fact to Carolina Casualty.

The court held there was no duty to inform Carolina Casualty. Cummings Agency completed the insurance application as provided by Carolina Casualty. Cummings Agency was not an agent of Carolina Casualty and thus did not possess a duty to inform Carolina Casualty. 

One surmises the result would have been different if there was an agency agreement between Cummings Agency and Carolina Casualty. Cummings Agency’s status as a broker meant Carolina Casualty lost its indemnity claim against Cummings Agency.

The same result obtained in North Cypress Medical Center Operating v. Gallagher Benefit, 2012 WL 2870639 (S.D.Tex.).  The federal district court in southern Texas decided the status of Gallagher Benefit as a broker shielded Gallagher Benefit from an indemnity claim by the insurer. 
An agent can be a dual agent, acting for the insurance customer and the insurer. (See page 2.)  An agent’s duty of care to the insurance customer is generally not a fiduciary duty. It is, in most states, limited to following the insured’s instructions with reasonable care and to act in good faith. Special circumstances can elevate the standard of care, arguably equivalent to a fiduciary duty. The question arises: can an insurance agent be subject to a conflict of interest when there is a dual agency? It is an unanswered question in the case law.
III. Scope of Authority
An insurance agent’s authority may be actual, implied, or apparent (sometimes also referred to as ostensible authority). Morrison v. Swenson, 142 N.W.2d 640, 645 (Minn. 1966). 
It is often the exercise of apparent authority which creates legal exposure for insurance agents vis-à-vis the insurance companies for which the agents act. 

To state the obvious, an insurance agent acting within the agent’s actual or implied authority is not liable to the insurer. It is what agents do on behalf of the insurance companies.

But when an agent acts beyond the agent’s actual or implied authority, and the insurer is damaged, then the insurer looks to its agent for indemnification. Dunn v. Commercial Union Ins. Co. of N.Y., 27 A.D.2d 240, 277 N.Y.S.2d 940 (1967) illustrates this point. The insurance agent sold commercial fire insurance policies to the insured, Dunn. The commercial fire insurance policies required Dunn to file monthly reports of the locations of all covered property. The insurance policies stated the insurer was responsible only for the covered locations and the insurer’s extent of liability was limited to the amounts reported in Dunn’s last report of values. It did not matter if the face amount of the policies were greater than the reported values; the reported values controlled the amount of insurance proceeds payable to Dunn. 
The agent gave Dunn some bad advice. The agent suggested Dunn report only its movable stock on its monthly reports to the insurer. Dunn sustained a fire loss. Dunn’s actual loss was greater than the reported values. 

The agent had apparent authority to make this recommendation to Dunn, and the insurer was thereby liable to Dunn. When the agent has apparent, but not actual authority, and the insurer is thereby liable, the agent can in turn be liable to the insurer. It happened here.

Contrast it to Schultz Steel Company v. Rowan-Wilson, Inc. (see page 2) where the agent’s failure to recommend higher liability limits was not imputed to the insurer. These two cases appear to demonstrate the difference between active and passive actions on the part of the agent in terms of imputation of liability to the insurer.

In any event, the agent in Dunn exceeded his apparent authority and the liability ended up in his lap.

IV. Indemnity between Insurers and Agents
Dunn is a good entryway into the discussion of indemnity actions.

Northwestern Nat. Ins. Co. v. Albert Robbins, 98 N.J.L. 612, 122 A. 438 (1923) proved to be a seminal case. The insurer, Northwestern National Insurance Company, sued its agent because Northwestern had to pay its insured for a fire that destroyed a hotel. The policy incepted July 20, 1918 by the action of the agent. On August 10, 1918, Northwestern ordered its agent to cancel the policy “at once.”  The agent did not do it. The agent wrote a couple of times to the broker, who acted for the insured, requesting cancellation and asking for the return of the policy. The agent did not perform with sufficient celerity because the policy was still in effect on October 18, 1918 when the hotel was destroyed by fire. 

The New Jersey court decided that it was the duty of the agent to cancel the policy “at once” and to exercise reasonable diligence in doing so. The agent delayed in the execution of his agency. Simply because the agent left it in the hands of the insured’s broker to cancel the policy was an insufficient exercise of the agent’s agency. The agent did not perform his duty and thus was responsible. 

Reformation is an available remedy for an insured when there is a mutual mistake of fact between the insured and the agent. If the insured proves the insurance agent is in fact an agent for a particular insurer, the agent’s mistake imputes to the insurer. On occasion, the insurer has a cause of action against the agent if, for example, the agent exceeds her actual or implied authority. Or the insurer might have an indemnity cause of action against its agent simply because the agent was negligent in the exercise of her duties to the insurer. Nowell v. Union Mut. Fire Ins. Co., 119 N.H. 855, 409 A.2d 784 (1979) is such a case. The insured applied for a homeowner’s insurance policy through Amoskeag Insurance Agency. Amoskeag issued a homeowner’s insurance policy on behalf of Union Mutual Fire Insurance Company. When he applied for the homeowners insurance, the insured owned and occupied a mobile home located at 130 Passage Road. But the insured was not buying insurance for the mobile home. Instead, the insured was buying insurance for a house the insured was purchasing at 51 East Broadway.

Amoskeag issued a homeowners policy using the wrong address, the 130 Passage Road address instead of 51 East Broadway. 

The house at 51 East Broadway was damaged by fire. The house was still unoccupied.

Union Mutual’s policy required the insured home be occupied. The trial court reformed the policy to impose coverage on Union Mutual. 

Union Mutual pursued indemnity against Amoskeag. The trial court decided indemnity was proper in favor of Union Mutual. The trial court reasoned an insurance agent has a duty to exercise reasonable diligence in discharging the agent’s duties to the insurer. In this instance, the trial court decided Amoskeag had a duty to inspect the premises of the insured to ascertain whether or not the insured occupied the house. As a general rule, Union Mutual did not require its agent to make prior inspections of premises but Amoskeag was on notice the insured was renovating his new premises at 51 East Broadway. Amoskeag did nothing to determine if and when that dwelling was occupied.
In Nowell, the insurance agent was negligent in a couple of ways. First, the insurance agent used the wrong address. The insured and the insurance agent intended the house at 51 East Broadway be insured, not the house at 130 Passage Road. Hence the mutual mistake of fact and thus the court reformed the insurance policy to reflect the intent of the insured and the insurance agent. 

But Amoskeag was also negligent in relation to the insurer because Union Mutual’s underwriting requirements prohibited Amoskeag from binding Union Mutual to insure a vacant house. Even though Union Mutual did not require its agents to make prior inspections of premises before binding Union Mutual, Amoskeag was on notice that the insured intended to renovate the premises at 51 East Broadway. Amoskeag should have done something about it.  Amoskeag did nothing and thus was found to be negligent in relation to Union Mutual. Amoskeag was liable to Union Mutual.
Another case that illustrates the obligation of the insurance agent to the insurance company is BSF, Inc. v. Cason, 175 Ga.App. 271, 333 S.E.2d 154 (1985).  BSF also involved a homeowner’s policy. Cason, the insured, approached BSF to obtain a homeowner’s insurance policy. Cason told the BSF agent he had a recent history of insurance claims and had been cancelled by his homeowner’s insurer because of the claims history. The BSF agent did not record it on the application for homeowners insurance with American National Fire Insurance Company. Because, or so he told Cason, the claims history concerned a renter’s insurance policy, not a homeowner’s insurance policy.

There was no dispute American National would not have extended homeowners insurance coverage to Cason had it known the truth about Cason’s claims history and cancellation.
Cason won the jury trial and American National was liable. American National was awarded indemnity against BSF. The court reasoned BSF acted outside the scope of its authority and was negligent; an insurance agent who negligently induces an insurer issuing an insurance policy is liable to the insurer.

Nowell and BSF demonstrate if the insurer can prove it would not have accepted the risk had the insurer known the truth about the risk, then the insurer fulfills one of the elements of a cause of action against the insurance agent:  causation.
Causation is often the nub of the case between an insurer and an insurance agent. The burden of proof is on the insurer to demonstrate the insurer would not have issued the insurance had the insurance agent done her job and disclosed the full nature of the risk. Simply because the agent made a mistake, such as identifying the wrong address as seen in Nowell, it is only one part of the insurer’s cause of action against the agent. Establishing a mistake on the part of the agent is usually the easy part of the insurer’s proof. Causation is usually the more challenging element of the cause of action.

Even when an agent binds an insurer beyond the agent’s binding authority and the insurer is bound because of the application of apparent authority, the insurer has the burden of proof to demonstrate damages. In Continental Casualty Company v. River Ridge Insurance, Inc., 973 F.2d 437 (5th Cir. 1992), Continental Casualty (“CNA”) insured a supermarket. The supermarket sustained a fire. The supermarket was covered by a binder issued by River Ridge Insurance. CNA had to pay. CNA sued River Ridge alleging that CNA would not have suffered its damage except for River Ridge exceeding its binding authority.

There was one small problem for CNA. It did not prove causation, that is, that CNA would not have insured the supermarket. CNA maintained it would have conducted a loss control survey, but the survey could not be performed because the building had already burned down.
CNA lost its indemnity claim against River Ridge because it offered no documentation to support the testimony of its underwriters that CNA would not have insured the building. “River Ridge, on the other hand, introduced numerous examples of underwriting files where CNA wrote policies before obtaining a loss control survey. River Ridge also introduced CNA underwriting files in which CNA continued to insure a risk after a loss control investigation was performed and the risk was determined unsatisfactory.”  Id. at 440-41. CNA did not meet its burden of proof to show proximate cause between River Ridge’s conduct and CNA’s loss.

See, too, Wood v. Old Security Life Insurance Company, 643 F.2d 1209, 1216 (5th Cir. 1981); Bogley v. Middleton Tavern, Inc., 288 Md. 645, 421 A.2d 571, 574 (1980); Westchester Fire Ins. Co. v. JHC Insurance Group, Inc., 178 F.3d 973 (8th Cir. 1999). 
Westchester is mildly instructive because it applies the same principle to a wholesale insurance broker in relation to an excess and surplus lines insurer, Westchester Fire Insurance Company. Westchester sued JHC alleging that JHC was at fault “in not clearly transmitting to the insured the substance of a certain change in coverage.”  Westchester had to pay the insured because there was a policy change and Westchester did not provide sufficient notice of the change to the insured to make the change effective under Minnesota law.  “The difficulty with the present claim [Westchester v. JHC], however, is that Westchester cannot show that anything would have come out differently if JHC in fact had transmitted the information in question to Hawkins [the insured].”  The lesson:  causation is a very real hurdle for the insurer to overcome in an indemnity claim against the agent.
Lastly, insurance agents are routinely instructed at errors and omissions seminars to not advise an insured whether a liability claim is covered by the liability policy. One realizes why when one reads this case:  In re: Cooper Manufacturing Corp., 131 F.Supp.2d 1238 (N.D. Okla. 2001). It is a bankruptcy case in which the bankruptcy trustee was able to demonstrate the agent’s “no coverage” opinion to the insured was plausibly a direct cause of the insured’s bankruptcy, much to the agent’s chagrin given the amount of damages.

In this Oklahoma bankruptcy litigation, the insurer asserted its agent should indemnify the insurer. The agent erroneously advised an insured that none of its potential claims under a liability policy were covered. The insured relied upon the agent’s coverage interpretation. The insured therefore did not notify the insurer of large product liability claims made against the insured. The insurer denied coverage because the insured had not tendered the claims to the liability insurer on a timely basis.

Bad things happened. The insured filed bankruptcy because it did not have product liability insurance. The insured’s liquidating bankruptcy trustee sued the insurer for improperly defending the insured in relation to the product liability claims. The insurer settled with the bankruptcy trustee for $7.5 million.
The insurer sued the agent for indemnity or contribution. The insurer asserted most of its liability to the insured was caused by the agent’s negligent and improper coverage opinion to the insured.

The court decided there were questions of fact about the insurance agent’s liability to the insurer, and thus the insurance agent had exposure for a substantial amount of money arising out of a presumably gratuitous “no coverage” opinion the agent gave to the insured. 
Lynch v. First Colony Life Ins. Co., 108 Or.App. 159, 814 P.2d 552 (1991) is a garden variety insurer versus insurance agent case that exemplifies how an agent can be liable to the insurer. It was about life insurance. Florine Johnson applied for life insurance with First Colony. Mr. Wilson at Underwriters Service Agency (USA) was the agent. Wilson took the application from Johnson and USA submitted it to First Colony. First Colony’s underwriter informed USA that Johnson did not qualify for the particular life insurance policy for which she had applied but that a different insurance policy might be available. The underwriter informed USA that additional medical documentation was needed. Wilson was apparently not informed by USA’s staff that First Colony required additional medical information. Wilson told Johnson that First Colony approved her for life insurance. Johnson gave Wilson a check for the premium. The check was apparently misplaced at USA’s office because it did not arrive at First Colony before Johnson passed away.

First Colony denied life insurance coverage. Johnson’s beneficiaries sued and the court imposed liability on First Colony because its agent, Wilson, told Johnson she had a policy and Wilson accepted her premium check.

First Colony paid Johnson’s beneficiaries. First Colony sought indemnity from USA.

First Colony won its indemnity claim against USA because USA, through Wilson, bound First Colony to a policy before First Colony had authorized the issuance of the policy. First Colony had issued policy bulletins making it clear that application payments should not be accepted before delivery of the policy by First Colony.

Furthermore, the court found USA breached its duty to act with reasonable care and skill in its actions as First Colony’s agent. When Wilson accepted Johnson’s check and told Johnson that First Colony accepted her application, USA should have disclosed those events promptly to First Colony. USA did not and thus USA failed to disclose relevant facts to its principal, First Colony. First Colony obtained indemnity from its agent.

The concept of causation as a stumbling block in the insurer’s indemnity cause of action against its agent is recognized throughout the jurisdictions. In the Oregon case of United Pacific Insurance Company v. Price, 39 Or.App. 705, 593 P.2d 1214 (1979), United Pacific Insurance Company sued its agent in negligence because United Pacific paid money under a liability policy. United Pacific contended the insurance agent was negligent. The only problem for United Pacific was causation.

The insurance agent had authority to sell and bind United Pacific for automobile coverage. The coverage was supposed to commence on July 24, 1974. The agent sent the application to United Pacific and the coverage was accepted. On July 18, 1974, the agent wrote to his insured informing him the policy was accepted and would be effective July 14, 1974. The insured cancelled another automobile insurance policy with a different carrier. During the ten-day gap between July 14, 1974 and July 24, 1974, the insured sustained a liability claim. United Pacific settled the claim and sued the agent.

The agent admitted he made a mistake but it did not matter. The only real damage United Pacific incurred was it did not receive premium for ten days. The court reasoned, along with other jurisdictions, that if the negligence of the agent does not alter the risk the insurer was willing to take, the agent’s negligence is not the cause of the insurer’s loss.  Id. at 1216.

Blackburn, Nickels & Smith, Inc. v. National Farmers Union Property and Casualty Company, 482 N.W.2d 600 (N.D. 1992) is an oft-cited case. It was a declaratory judgment action arising out of an automobile accident.  Aetna lost the coverage action and was forced to provide liability insurance for the car accident.
Aetna sued Rued Insurance, its agent, because Rued bound Aetna and thus Aetna incurred liability and damages. Aetna did not know Rued bound Aetna and Aetna proved it would have cancelled the insured if Rued informed Aetna that Rued had bound coverage. The court looked to the agency agreement between Aetna and Rued to conclude Rued had a contractual duty to notify Aetna of all liability Rued bound. Aetna was ultimately entitled to indemnification against Rued.  
The insurer successfully obtained indemnification against the agent in Central National Insurance Company of Omaha v. Devonshire Coverage Corporation, 565 F.2d 490 (8th Cir. 1977). The binding agent was supposed to procure reinsurance on risks that were greater than $500,000. A fire destroyed a building. Central National was obligated to pay the insured. The insurance agency, Devonshire, did not purchase reinsurance and thus breached its agency agreement with Central National. Despite the fact that Central National accepted the premium with the knowledge that its agent had not procured reinsurance, Central National was successful in its indemnity action against the agent. Central National focused on its agency agreement with Devonshire rather than a negligence cause of action against Devonshire. Devonshire posed the doctrine of acquiescence as a defense to the indemnity claim. It is akin to ratification, but it was to no avail. The Eighth Circuit construed the contract between the insurer and the agent strictly. The agency did not comply with its agency agreement and thus the insurer was entitled to indemnification. 

The insured obviously has standing to enforce the insurance contract against the insurance company. Does the agent have standing to pursue reformation against the insurer? There are instances when the insurance agent is the sole defendant in a situation where the insured denied coverage to the insured. The insurance agent is not a party to the insurance contract. The parties to the insurance contract are the insured and the insurer. The Court of Appeals of Michigan said an agent lacks standing to pursue reformation against the insurer in Biondo v. Ridgemont Insurance Agency, Inc., 104 Mich.App. 209, 304 N.W.2d 534 (1981). Reformation is limited to the immediate parties to the contract and “by those standing in privity with them.”  Id. at 536.  The insurance agent, the court reasoned, does not stand in privity with either the insured or the insurer and therefore the insurance agent lacked standing to seek reformation. 

In that instance, it is generally preferable to not risk losing the reformation case against the insurer based upon a lack of standing. If the agent clearly made an error, consider an assumption of the coverage by the insurance agent and an assignment of the insured’s contractual rights vis-à-vis the insurer.  The Eighth Circuit upheld it in Cascades Development of Minnesota, LLC v. National Specialty Insurance, 675 F.3d 1095, 1098-1099 (8th Cir. 2012).
The general rule, of course, is that an agent is indemnified by its principal for an action taken within the scope of the agent’s activity, that is, the agency. Admiral Oriental Line v. United States Atlantic Gulf & Oriental S.S. Co., 86 F.2d 201.  In an opinion written by Judge Learned Hand, the court stated definitively that an agent who is compelled to defend a suit arising out of the exercise of the authorized agency, is entitled to reimbursement of attorneys’ fees necessitated by the defense of the suit.

The agent’s claim for indemnity can be based on the agency agreement or it can be based upon implied indemnity, that is, in the absence of an express indemnity agreement.  INA Insurance Company of North America v. Valley Forge Insurance Company, 150 Ariz. 248, 722 P.2d 975 (Ariz. App. 1986) speaks to this issue.  Pamela Marks purchased a Valley Forge homeowner’s policy through Valley Forge’s agent, Strand.  Ms. Marks’ home was destroyed by fire and she submitted a claim to Valley Forge.  Valley Forge suspected arson by Pamela Marks’s husband, James Marks. Valley Forge also rejected Pamela Marks’s proofs of loss as being insufficient. Valley Forge denied coverage.

Pamela Marks was not to be dissuaded. She sued Valley Forge and Strand. 

Strand tendered the defense to Valley Forge and based it on an indemnification provision in the agency agreement between Strand and Valley Forge. The provision is worth scrutiny and discussion: 

Loss Control
We will indemnify and hold you harmless against liability you may become obligated to pay for damages sustained and caused by our error or omission in connection with our performance of loss control counselling … or similar related work …, provided you have not caused or contributed to such liability by your own acts, errors or omissions. You agree as a condition to such indemnification to notify us of any claim or suit against you and to allow us to make any investigation, settlement or defense we deem prudent.

Id. at 978.

Valley Forge asserted there was no contractual or legal duty to defend Strand because Pamela Marks alleged negligence against Strand. Strand was defended by his errors and omissions insurer, Insurance Company of North America. 

The Arizona Court of Appeals was unpersuaded by Valley Forge’s argument. The court reasoned the allegations of the complaint do not control the right to indemnity. Valley Forge viewed the right of indemnity to accrue only at the beginning of the claim when litigation was initiated by a third-party, Pamela Marks. The court stated, “We conclude that such an analysis renders the right of indemnity illusory as it would be controlled by one not a party to the indemnity relationship.”  Id. at 980.  In other words, the insured does not define the agent’s right of indemnity from the insurer. Unproven allegations mean nothing. The Arizona Court of Appeals focused on the outcome of the litigation, not on the initial allegations. 

This case puts a lot of pressure on an insurance company to defend the insurance agent from the outset of the litigation. There is opposing authority. The Supreme Court of Texas thought otherwise in Fisk Electric Company v. Constructors & Associates, Inc., 888 S.W.2d 813 (Tex. 1994).  It is not an insurance agent case but it deals with the concept of indemnity between a contractor and subcontractor. The Texas court rejected the reasoning of INA Insurance Company v. Valley Forge. “A contractual right to indemnity should be determined in the same fashion as other contractual rights-as a matter of law.” Id. at 815.
The Texas Supreme Court’s opinion is vague. It appears the Texas court focuses on simply applying the allegations of a lawsuit to the indemnity agreement between the parties. In a word, the courts are split on this issue.

Reformation can be a potent legal remedy against an insurer. The insurance agent makes a mistake. As a result of the mistake, the insurer has the insurance coverage, and in many instances, the insurer is not entitled to indemnification from the agent. Causation is a hurdle for the insurer. 

The Wisconsin courts see it this way. In Peterman v. Midwestern National Insurance Company, 177 Wis. 2d 682, 503 N.W.2d 312 (1993), the health insurer, Midwestern National was ultimately obligated to pay a substantial amount of medical bills for the premature birth of a baby. The insurance agent made a mistake getting the mother insured under a group insurance plan with her husband’s employer. The baby was born three months premature and substantial medical bills were incurred by the baby’s parents. Midwestern National was forced to pay the medical bills and, to rub salt in the wound, Midwestern National failed in its cross-claim against the insurance agent. The Wisconsin Court of Appeals reasoned the negligence of the agent did not alter the risk accepted by Midwestern National, and therefore the agent’s negligence was not the cause of Midwestern National’s loss. No causation meant no indemnity for Midwestern National. 

It is a counter-intuitive concept, one that takes time for the claims department at an insurance company to absorb. 
The concept was pushed, perhaps to its logical extreme, in Anderson v. Minnesota Mutual Fire & Casualty Company, 399 N.W.2d 233 (Minn. App. 1987). Todd Anderson was injured by an underinsured motorist. Anderson had automobile coverage with Shelby Mutual Insurance Company. Gregory Carlson was the insurance agent. 
Carlson changed agencies. When he changed agencies, he spoke with Anderson and they intended that Anderson would have identical coverage as Anderson had with Shelby Mutual. Carlson sent an application to another insurer, Minnesota Mutual, and forgot to include underinsured motorist coverage. Eight months later, Anderson was injured in a car accident. Carlson learned about Anderson’s injury. Carlson discovered, to his chagrin, that underinsured motorist coverage was not part of the Minnesota Mutual policy. Carlson called his underwriter at Minnesota Mutual and requested underinsured motorist coverage be backdated to the policy inception. The underwriter acquiesced to Carlson’s request. Carlson did not tell the underwriter about Anderson’s injury. The policy was backdated and Anderson paid the premium. 

Minnesota Mutual was perturbed about the situation. Minnesota Mutual started a declaratory judgment action to obtain an order to the effect no underinsured motorist coverage was in place. 

The court held underinsured motorist coverage was in place and Minnesota Mutual could not obtain indemnity from the agent, Carlson. The Minnesota Court of Appeals reasoned there was no fraud because of Carlson’s agreement with Anderson, his insured, to provide underinsured motorist coverage and they had that agreement before the accident. There was no causation, no fraud, and no indemnity. 

The insurer will often grasp onto a position that the insurance policy should be enforced literally against an insured. The courts sometimes do not react with such literal mindedness. Max Holtzman, Inc. v. K & T Company, Inc., D.C. App. 375 A.2d 510 (1977) illustrates this point.  The insured owned a jewelry store. The insurance agent switched the insurance from Travelers Insurance to Continental Casualty. The insured, the jewelry store, sustained a loss of a substantial number of watches because of a burglary. Continental denied the claim because the Continental policy explicitly excluded watches from coverage. 
The Travelers policy previously covered the watches. Neither the insured nor the agent intended to exclude watches from coverage. Continental would insure watches. The agent was authorized to bind Continental to insure watches. The court’s opinion shows why a number of courts look to the intent rather than the literal terms of the insurance policy:

When the policy issued, Holtzman's president, based on his experience with all-risks policies, assumed that the printed portions were the same (insofar as coverage of watches was concerned) as those used by other carriers represented by his firm (i. e., without the watch exclusion) although he knew that Continental did not use the standard policy forms used by other carriers. He read only the typed portions which showed such items as dollar limits of liability to ensure that they conformed to the insured's desires. Similarly, upon delivery, K & T's secretary-treasurer put the policy in the store's safe without reading it. Thus, neither Holtzman nor K & T was aware of the exclusionary clause until the loss was sustained. Against this background, the trial court concluded that Continental was liable to K & T. 
Id. at 513.

The court had no trouble finding reformation, and in fact even viewed the burden of proof in an insurance reformation case to be lower than in ordinary contract disputes.  Id. at 514.

The court in Holtzman did not allow indemnity for the insurer. Continental Casualty’s loss is limited to the difference between the premiums paid and the premiums that would have been paid had the policy issued including the agreed upon coverage.

A classic case of an oral binder leading to litigation involving both the agent and the insurer is Rimington v. General Accident Group of Insurance Companies, 205 Cal.App. 2d 394, 23 Cal.Rptr. 40 (1962). The agent allegedly bound crop insurance orally. The next day, the farmer incurred a crop loss. The crop insurer denied coverage. The court decided that the agent was acting within the agent’s binding authority and performing the proper exercise of the agency. The agent was therefore entitled to indemnification by the insurer. 

Ratification is a legitimate defense for an agent in relation to an insurer’s indemnity cause of action. LeDoux v. Old Republic Life Insurance Company, 233 So.2d 731 (La. App. 1970) involved a dispute over credit life insurance. The agent issued a group credit life certificate in excess of policy limits. The life insurance company was foreclosed from its claim against the agent because the officers of the life insurance company had timely and actual knowledge about the group credit life certificate. The life insurer could have done something about it but did not. The court invoked the doctrine of ratification. The court explained that ratification is the adoption or confirmation by a party of an act performed on the party’s behalf by an agent, even though the agent acted without authority. “The substance of the doctrine is confirmation after conduct, amounting to a substitute for prior authority.” Id. at 735.  The agent was unauthorized to act, but the insurer ratified it, and thus the insurer could not recover indemnity from the agent.
A different result obtained in Safeco Insurance Company v. Lovely Agency, 200 Mont. 447, 652 P.2d 1160 (Mont. 1982). The Lovely Agency in Livingston, Montana was authorized to sell farm insurance on behalf of Safeco. The Doran family had bad driving records. The agent at Lovely Agency, McHenry, met with the Doran family and sold them a Safeco policy.

McHenry was apparently eager to sell insurance. He admitted to twice forging the signature of Leonard Doran to the applications. The forged applications contained several misrepresentations of the Dorans’ driving records. 

Unsurprisingly, Paul Doran drove a road grater on the Doran property and killed someone. A wrongful death lawsuit resulted. Safeco paid $300,000, the policy limits. 

McHenry and Lovely Agency based their ratification argument on the fact that Safeco accepted a premium payment and renewed the Doran’s insurance policy.

It was not enough. Merely accepting a premium is only one element of the proof of ratification. The Montana court set out these elements of ratification:  (1) acceptance by the principal of the benefits of the agent’s act, (2) with full knowledge of the facts, and (3) circumstances or an affirmative election indicating an intention to adopt the unauthorized arrangement.  Id. at 1163.  McHenry and Lovely Agency could only prove the first element. It did not help that McHenry forged Leonard Doran’s signature on the applications. Safeco prevailed on its indemnity claim. McHenry and Lovely Agency’s lack of good faith certainly undercut their ratification defense.
(Compare the defense of ratification to the doctrine of acquiescence. See page 11.)

V. Damages
It is one thing to obtain indemnity. What about damages for the indemnitee, be it the insurance agent or the insurance company?

Fireman’s Fund Insurance Company v. Haslam, 29 Cal.App.4th 1347, 35 Cal.Rptr.2d 135 (Cal. App. 1 Dist. 1994) is a case where Fireman’s Fund prevailed in its indemnity case against its insurance agent. Joseph Miranda asked an agent, Rudy Honrado, to insure an apartment building Miranda owned. Honrado sold life and disability insurance so he approached Edward Haslam to obtain fire insurance for Miranda’s building. There was a mix-up about the address of the property. Haslam listed Miranda’s mailing address, not the address of the building that was intended to be insured. Miranda paid his premiums regularly. 

Fireman’s Fund conducted a routine loss control inspection of the property Fireman’s Fund thought it was insuring. Fireman’s Fund discovered the property was not an apartment building but was Miranda’s residence and was actually a senior citizens rest home. Fireman’s Fund instructed Haslam to return Miranda’s policy for cancellation and to obtain replacement insurance for Miranda. 

Haslam did not act promptly. It took Haslam about two months to relay these instructions to Honrado, the sub-agent. Honrado insisted Miranda signed the insurance application and told Miranda that as of that date, Miranda did not have insurance. When the cancellation form was sent to Haslam, Haslam’s employee typed in the date, August 15, 1988. 
Fireman’s Fund cancelled the policy on August 15, 1988 but for some reason accepted two more monthly premiums from Miranda. It caused Miranda to believe all had been forgiven with Fireman’s Fund and he had insurance. Miranda did not look for replacement insurance. 

As luck would have it, on September 27, 1988, a fire destroyed Miranda’s apartment building.

Fireman’s Fund returned the two additional monthly premiums to Miranda after the fire, but it was too late. Miranda sued Fireman’s Fund, Haslam, and Honrado for negligence and bad faith. Miranda sought compensatory and punitive damages.

Fireman’s Fund settled with Miranda for $250,000 in excess of the $800,000 policy limit. Fireman’s Fund recognized it had bad faith exposure. Fireman’s Fund looked to Haslam for indemnity of $1,050,000 million. 

Fireman’s Fund prevailed in its indemnity claim of $1,050,000 even though it was $250,000 in excess of the policy limit. The court reasoned that an insurance company can recover damages it paid in settlement of a claim involving a delayed payment of an insurance claim. The delayed payment was a direct result of the agent’s negligent act. Fireman’s Fund relied on Haslam. All of the damages were attributable to the agent. Thus, the agent can be liable to the insurer for extra-contractual damages.

Usually the agency agreement governs. American Spirit Insurance Company v. Owens, 261 Va. 270, 541 S.E.2d 553 (2001) demonstrates the effect of the agency agreement and the indemnification provisions.  Douglas Tyler owned a house. The agent, Foy Owens, accepted an application for the house even though Owens visited the property and knew that the house was in poor condition. He realized the house did not meet the insurer’s underwriting guidelines.

The insurance company was American Spirit Insurance Company. Tyler’s house was destroyed by fire. American Spirit denied coverage for the fire insurance proceeds.
American Spirit ultimately paid some money, $18,000, and American Spirit sought indemnity from Owens, its agent. The court enforced the agency agreement. Owens bound American Spirit to an inappropriate risk. The attorneys’ fees American Spirit incurred in the defense of Tyler’s claim against American Spirit were also recoverable from the agent, Owens, because the agency agreement called for recovery of attorneys’ fees. 

General American Life Insurance Company v. McCraw, 963 So.2d 111 (Miss. 2007) is significant.  Steve McCraw was an insurance agent for General American Life Insurance Company. McCraw sold a life insurance policy to Harlena Jones.  Jones later on sued McCraw and General American and alleged, among other things, fraud. McCraw sold a “vanishing premium” life insurance policy. The premium apparently did not vanish, much to the dismay of Jones. 
General American settled with Jones. McCraw continued with his claim for indemnity against General American. The jury awarded McCraw $150,000 in compensatory damages against General American and $1,000,000 in punitive damages. McCraw’s lawsuit against General American was for General American’s failure to indemnify and for McCraw’s emotional distress. 

The first point of significance is the Mississippi Supreme Court’s embrace of the Restatement (Third) of Agency, § 8.14 (2006). It states:

A principal has a duty to indemnify an agent 

(1)  in accordance with the terms of any contract between them; and

(2) unless otherwise agreed,

(a) when the agent makes a payment
(1) within the scope of the agent’s actual authority, or

(ii) that is beneficial to the principal, unless the agent acts officiously in making the payment; or 

(b) when the agent suffers a loss that fairly should be borne by the principal in light of their relationship.

It is arguably broader and more expansive than Restatement (Second) of Agency. 

The court in McCraw relied on Restatement (Third) of Agency, § 8.14 and specifically subpart (b). It essentially requires a principal to indemnify its agent when the loss is one that should fairly be borne by the principal in light of their relationship. It is broad stuff.

The Mississippi Supreme Court was unreceptive to the punitive damage award. The remedy of indemnification is for reimbursement of costs related to defending the action. Punitive damages are therefore not recoverable by the agent against the insurer.

The same holds true for emotional distress damages. Emotional distress damages are not a component of indemnification.

Attorneys’ fees are a component of indemnification and the court reasoned Restatement (Third) of Agency allows for the reimbursement of the attorneys’ fees incurred by the agent in defending the insured’s cause of action.

The American rule presumably still applies in Mississippi, that is, McCraw’s attorneys’ fees incurred in litigating his indemnity claim against General American are not recoverable. Absent language in an agency agreement to the contrary, the American rule regarding payment of attorneys’ fees applies in most insurer/agent lawsuits.
VI. Statute of Limitations
This defense merits a short discussion. Most jurisdictions do not have a statute of limitations specific to insurance agents. But check it if there is any doubt. Louisiana has a one-year statute of limitation applicable to insurance agents. The one year starts to run when the negligence or misconduct is discovered. A life insurance company lost its indemnity claim against its agent because of the one-year requirement in Life Investors Insurance Company of America v. John R. Young Chevrolet, Inc., 730 So.2d 519, 98-1562 (La. App. 3 Cir. 3/3/99). 
A federal district court in Wisconsin construed Wisconsin law as it relates to an insurance agent, and the decision is noteworthy for two points. Lewis v. Paul Revere Life Insurance, Co., 80 F.Supp.2d 978 (E.D. Wis. 2000) involved a disability policy. Lewis purchased the disability policy from Paul Revere. The agent, Abrams, was Lewis’ father. Lewis’ disability was largely psychological. Paul Revere paid Lewis disability benefits for about two years. Paul Revere discontinued the disability benefits. Lewis sued Paul Revere. Paul Revere brought Abrams into the litigation as a third party. Paul Revere alleged Abrams did not disclose Lewis’ psychological history when Abrams completed the insurance application. Paul Revere asserted Abrams must have known about his son’s psychological history. 
Paul Revere asserted Abrams breached his fiduciary duty to Paul Revere. The federal court applied Wisconsin law and determined the two-year statute of limitation for intentional torts applied.  Paul Revere was thus required, under Wisconsin law, to sue Abrams within two years of Paul Revere’s discovery of Abrams’ breach of fiduciary duty. Paul Revere’s argued the fiduciary relationship between Paul Revere and Abrams precluded Abrams from asserting a statute of limitation defense. This argument fell on deaf ears.  Id. at 1007.  Paul Revere’s tort claim against its agent was barred by the two-year statute of limitation.

Paul Revere also sued Abrams in contract, that is, Abrams allegedly breached his contract with Paul Revere by helping his son, Lewis, give misleading or incomplete answers on the disability insurance application. 

Here the court invoked a six-year statute of limitation for contract cases. A breach of contract statute of limitation starts to run when the contract is broken, not when some damage occurs.  Id. at 1007-08.

It is an important distinction when one defends an agent against an insurer’s indemnity claim. The insurer will usually assert a breach of contract cause of action based upon an agency agreement. 
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