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powerful tool available to plaintiffs lawyers in

litigation is a well-executed and timely policy

limits demand or time limit demand to a defen-
dant’s insurer. If the policy limits demand is accepted
by the insurer, the plaintiff has settled the case for the
maximum that can be recovered from the defendant. If
the insurer rejects a policy limits demand, it could lead,
under certain circumstances, to a recovery in excess of
the policy limits.

In light of the substantial damage awards that can be
obtained in bad faith claims against insurers, plaintiffs
attorneys have a strong incentive to seek to maneu-
ver insurers into committing acts that may support a
claim for bad faith, including rejecting a reasonable
policy limits demand. Policy limits demands can be par-
ticularly problematic for claims professionals because a
demand may compel them to make important decisions
regarding payment of policy limits when substantial
uncertainty exists regarding the case and what might
happen if the case proceeds to trial.

This article summarizes the problems that policy
limits and time limit demands create for insurers and
plaintiffs attorneys alike; and it provides strategies on
how to respond, practical tips on how to avoid com-
mitting acts that may constitute bad faith practical
considerations, and guidance for plaintiffs attorneys
seeking to engage insurers and insureds in serious settle-
ment discussions.

The Duty to Settle
An insurer has a duty to settle claims against its insured
under the covenant of good faith and fair dealing, which
is implied in all insurance policies. The duty to settle
generally requires that the insurer accept a reasonable
settlement offer that is within the limits of liability of
the policy, particularly where there is a substantial likeli-
hood of recovery in excess of those policy limits should
the case proceed to judgment. An insurer that unreason-
ably rejects a policy limits demand by placing its own
interests above those of the insured may be liable for bad
faith and subject to liability in excess of the policy lim-
its, depending upon the jurisdiction.!

The insurer’s duty to settle generally arises from
policy provisions that give the insurer the sole right
of control over the settlement of claims against the
insured.? The duty to settle also arises from a perceived
conflict of interest between the insurer and the insured.’
From the insured’s perspective, any settlement within
the policy limits is favorable as it will not be paid by the
insured. From the insurer’s perspective, whether a settle-
ment within the policy limits is favorable depends on
the “probabilities of winning or losing the suit.”

The duty to settle—and the insurer’s potential liabil-
ity for an excess judgment if a within-limits settlement
is rejected in bad faith—ensures that when the insurer

takes a gamble with respect to the value of a case, it does
so with its own money. Thus, insurers must proceed cau-
tiously when faced with such demands.

Reasonableness of the demand. A plaintiff’s policy
limits demand must be “reasonable” to implicate the
insurer’s duty to settle. The insurer’s duty to settle does
not impose a “categorical obligation” to accept a plain-
tiff’s demand when it seeks amounts within the policy
limits.> Rather, an insurer’s duty to accept a settlement
demand depends on whether the demand is reasonable
under the circumstances.

The reasonableness of a settlement demand is gener-
ally a question of fact. Typically, a policy limits demand
is considered to be reasonable in cases where liability is
clear and the injuries are so serious that a judgment in
excess of the policy limits is likely.® For example, Cali-
fornia law provides that a

settlement demand is reasonable if [the insurer] knew or
should have known at the time the settlement demand
was rejected that the potential judgment was likely to
exceed the amount of the settlement demand based

on [the plaintiff’s] injuries or loss and [the defendant’s]
probable liability.”

The New Jersey Supreme Court has explained that,
when considering the reasonableness of a policy limits
demand,

the view of the carrier or its attorney as to liability is one
important factor, [but] a good faith evaluation requires
more. It includes consideration of the anticipated range
of a verdict, should it be adverse; the strengths and
weaknesses of all of the evidence to be presented on
either side so far as known; the history of the particular
geographic area in cases of similar nature; and the rela-
tive appearance, persuasiveness, and likely appeal of the
claimant, the insured and the witnesses at trial.®

Accordingly, a strong policy limits demand must assert
convincingly that the insured’s liability is clear and that
a judgment in excess of the policy limits is likely, and it
much be supported by detailed factual support and legal
analysis regarding the insured’s likely exposure.

It is important to understand that policy limits
demands often are made early in litigation or before
litigation is commenced and may be made at a time
when the plaintiffs lawyer, the insured, or the insurer is
without important information regarding liability and
damages. This lack of information, however, does not
necessarily mean that a policy limits demand is unrea-
sonable. The insurer owes a duty to investigate a claim
and, in some jurisdictions, can be found to have acted in
bad faith if it intentionally or recklessly fails to investi-
gate a claim. In Kelly v. State Farm Fire & Casualty Co.,
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TIP
A policy limits
demand is
not always
required
before an
insurer may
have a good-
faith duty to
attempt to
settle within
the policy
limits.

the Louisiana Supreme Court held
that the duty to settle imposes on
insurers an affirmative duty to gather
information necessary to determine
whether settlement is reasonable
and requires a case-by-case analy-
sis of the insurer’s investigation

and knowledge at the time of that
investigation.’ Thus, while the rea-
sonableness of a settlement demand
will depend on the information
available to the insurer at the time
of the demand,'® the insurer has a
duty to investigate and obtain rel-
evant information if it is available.
Accordingly, if more information

is needed to consider properly the
policy limits demand, the claims
professional should request the
information in writing. Likewise,
plaintiffs counsel making a policy
limits demand should offer to pro-
vide any further information that
the insurer may need to consider the
demand.

Not only will the facts and cir-
cumstances as presented to the
insurer be considered in evaluat-
ing the reasonableness of a policy
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limits demand, but so will the rel-
evant legal principles that go to

the insured’s liability in the under-
lying case.!! For these reasons, it

is essential that the claims profes-
sional involve defense counsel in
evaluating a policy limits demand
and obtain defense counsel’s analy-
sis of the strength of the plaintiff’s
liability case against each insured
and the potential damages exposure
to the insured. The claims profes-
sional should not wait for a demand
to start investigating liability and
damages.

Reasonableness in rejecting the
demand. In general, the mere fact
that an insurer rejected a settlement
demand is not, by itself, conclu-
sive evidence of the insurer’s bad
faith. The standard that courts typi-
cally apply is whether the insurer
gave the interests of the insured the
same weight and consideration that
it gave its own interests in consid-
ering a settlement demand within
the policy limits.!? Courts may con-
sider various factors to determine
whether the insurer’s rejection of
a settlement demand was reason-
able, including the strength of
the plaintiff’s case on liability and
damages, attempts by the insurer
to induce the insured to contrib-
ute to settlement, failure by the
insurer to properly investigate the
claim to ascertain evidence against
the insured, the insurer’s rejection
of the advice of defense counsel
or an agent, the insurer’s failure to
inform the insured of settlement
demands, the amount of financial
risk to which each party is exposed
in refusing to settle, and the fault of
the insured in inducing the insurer’s
rejection of the settlement by mis-
leading the insurer as to the facts."

Cases where an insurer’s rejection
of a settlement demand was found to
be in bad faith typically arise when
the insurer fails to provide a reason-
able justification for rejecting the
settlement demand.'* In O’Neill v.
Gallant Insurance Co., an insurer

was found liable for bad faith where

the insurer’s vice president rejected
the advice of defense counsel and
the insurer’s claims department that
the insured’s liability was clear and
decided not to settle the case with-
out any explanation or notation in
the claims diary.”

On the other hand, in Pavia v.
State Farm Mutual Automobile Insur-
ance Co., the insurer did not act in
bad faith by failing to respond to a
30-day time restricted policy limits
demand even though defense coun-
sel had advised the insurer that the
insured was at fault and that dam-
ages would likely exceed the policy
limits.'® The court concluded that,
at the time of the policy limits
demand, the insurer was investigat-
ing a possible liability defense based
on recent testimony given at the
insured’s deposition; and, therefore,
the insurer did not act in bad faith
by failing to meet the demand while
continuing to investigate those
issues.

In addition, some jurisdictions
allow the insurer to consider cover-
age defenses when deciding whether
to accept a policy limits demand. In
Mowry v. Badger State Mutual Casu-
alty Co., the Wisconsin Supreme
Court held that an insurer did not
commit bad faith in rejecting two
policy limits demands based on
an unsuccessful coverage defense
because the question of coverage
under the policy was “fairly debat-
able.”'” A few other jurisdictions,
including Illinois and New York,
follow the approach of finding that
it is not bad faith for an insurer
to consider defenses to coverage
when considering a policy limits
demand.!® In Meadowbrook, Inc. v.
Tower Insurance Co., Inc., the Min-
nesota Supreme Court concluded
that the insurer did not act in bad
faith by settling only the covered
claims against the insured and that
the insurer’s duty to defend ceased
once the covered claims were settled
or dismissed, leaving only noncov-
ered claims pending against the
insured."”
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A Florida court found that a
determination of whether an insurer
acted in bad faith in considering
coverage defenses depends on how
the insurer handled the coverage
defenses. An analysis of the insur-
er’s actions includes various factors,
such as insurer issuance of a reser-
vation of rights letter, the insurer’s
attempts to resolve the coverage dis-
pute promptly or in a way to limit
potential prejudice to the insured,
the substance of the coverage dis-
pute and weight of legal authority
on the coverage issue, the insur-
er’s diligence and thoroughness in
investigating the facts relating to
coverage, and efforts made by the
insurer to settle the claim in the face
of the coverage dispute.”

In other jurisdictions, most nota-
bly California, courts have found
that an insurer cannot consider cov-
erage defenses when considering a
policy limits demand.?! The Califor-
nia Supreme Court has held that the

only permissible consideration in
evaluating the reasonableness of a
settlement offer becomes whether,
in light of the victim’s injuries
and the probable liability of the
insured, the ultimate judgment is
likely to exceed the amount of the
settlement offer.??

Under California law, if the set-
tled claims are later found not to be
covered by the policy, the insurer
may seek reimbursement from its
insured.”

Necessity of policy limits
demand to implicate a duty to
settle. Many claims professionals
believe that the duty to settle is tied
to a plaintiff’s offer of or interest
in settling within the policy limits.
Some jurisdictions, such as Texas,
continue to follow a bright-line rule
that the duty to settle does not arise
until the plaintiff or insured has
made a settlement demand within
the policy limits.* Other jurisdic-
tions, such as California, have taken
a softer approach, concluding that

an insurer can be liable for bad faith
failure to settle in the absence of a
demand or settlement offer when
the insurer has a reasonable oppor-
tunity to settle within the policy
limits.?”> Under this approach, a bad
faith claim requires

some evidence either that the
injured party has communi-

cated to the insurer an interest in
settlement, or some other circum-
stances demonstrating the insurer
knew that settlement within
policy limits could feasibly be
negotiated.?®

An insured
concerned with its
own liability may

want to demand
in writing that the
insurer undertake
efforts to settle
with the plaintiff.

However, courts in several
jurisdictions, including Arizona
and Florida, have concluded that
the insurer may actually have an
affirmative duty to initiate and effec-
tuate settlement in cases where
liability is clear and the injuries
are so serious that a judgment in
excess of the policy limits is likely.?”
Accordingly, a claims professional
should not presume that in all cases
it will be insulated from excess of
policy limits exposure when no set-
tlement demand within limits has
been made.

Nonetheless, an Illinois appel-
late court warned against applying
this theory of bad faith failure to
settle too broadly. In Adduci v. Vigi-
lant Insurance Co., the court noted
while it is settled law in Illinois that

insurers are not required to initi-
ate settlement negotiations, there is
an exception “where the probabil-
ity of an adverse finding on liability
is considerable and the amount of
probable damages would greatly
exceed the insured’s coverage.””®
The court noted, though,

that this exception should be
sparingly used, and then only

in the most glaring cases of an
insured’s liability, since trial attor-
neys are not endowed with the
gift of prophecy so as to be able
to predict the precise outcome of
personal injury litigation.?’

Due to the uncertainty surround-
ing the necessity of a policy limits
demand to give rise to a duty to set-
tle, the claims professional, upon
receipt of information indicating
that a judgment in excess of the
limits is likely, should consider initi-
ating settlement discussions with the
plaintiff and should document those
discussions. An insured concerned
with its own liability may want to
demand in writing that the insurer
undertake efforts to settle with the
plaintiff, putting increased pressure
on the insurer to settle the matter.
A record showing that the insurer
made efforts to reach a reasonable
settlement but that the plaintiff was
not interested in a within-limits set-
tlement will be important evidence
in a later bad faith action.

Policy Limits Demands, Time
Limit Demands, and Setup
Letters
Plaintiffs lawyers seeking to open
up the policy limits should avoid
“setup” letters. A setup letter is a
policy limits demand that is not
truly seeking a settlement for the
policy limits but instead is seeking
to set up a claim of bad faith against
the insurer by reducing the chance
that the insurer will accept the offer.
This is not a new tactic. In
1985, Justice Kaus of the California

Supreme Court observed in dissent:

37

TORT TRIAL & INSURANCE PRACTICE SECTION

THE BRIEF = FALL 2018 ‘

Published in The Brief, Volume 48, Number 1, Fall 2018. © 2018 by the American Bar Association. Reproduced with permission. All rights reserved. This information or any portion thereof
may not be copied or disseminated in any form or by any means or stored in an electronic database or retrieval system without the express written consent of the American Bar Association.



It seems to me that attorneys
who handle policy claims against
insurance companies are no lon-
ger interested in collecting on
those claims, but spend their wits
and energies trying to maneuver
the insurers into committing acts
which the insured can later trot
out as bad faith.*

That tactic has continued to this
day. In Wade v. Emcasco Insurance
Co., for example, the court con-
cluded that bad faith litigation has
created a perverse incentive to
plaintiffs attorneys

to manufacture bad faith claims
by shortening the length of the
settlement offer, while starving
the insurer of the information
needed to make a fair appraisal of
the case.’!

The court suggested that courts
should exercise caution in han-
dling bad faith claims based on
highly technical violations or, as the
court explained, “when the grava-
men of the complaint is not that the
insurer has refused a settlement offer,
but that it has delayed in accepting
one.””

Identification of setup letters.
Plaintiffs lawyers and insurers alike
must be able to identify faulty setup
letters. One red flag is a policy limits
demand made quickly after an acci-
dent, thereby depriving the insurer
of the ability to conduct a full inves-
tigation. Such demands are typically
combined with a time limit in the
hopes that the insurer cannot obtain
necessary medical records or other
information to conduct a full inves-
tigation. Arguably, that approach
does not make for a reasonable
demand. Other red flags include a
policy limits demand with terms
and acceptance conditions that are
unreasonable or cannot possibly be
met, a policy limits demand that is
patently unreasonable based on the
type of claim and available limits,
necessary documentation that is not
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forthcoming from the plaintiff, and
correspondence from the plaintiffs
attorney that is peppered with self-
serving rhetoric designed to impress
the jury and establish themes for use
in a later bad faith lawsuit.

A time-limited
demand may
indicate that the
plaintiff is not
interested in a
within-limits
settlement.

Notably, a time-limited demand
may indicate that the plaintiff is not
interested in a within-limits settle-
ment. In Miel v. State Farm Mutual
Automobile Insurance Co., an Arizona
appellate court held that it was error
for the trial court to refuse to allow
evidence regarding the plaintiff’s
motives in setting a time limit for
the settlement offer.”* The court con-
cluded that the “reasons the Plaintiff
adhered to the deadline are relevant
to whether the insurer acted unrea-
sonably” because “the reasons for a
specific deadline may be relevant to
whether the claimant has ‘set up’
the insurer for a claim of bad faith.
Similarly, an Illinois appellate court
upheld the dismissal of a bad faith
claim where an insurer attempted
to accept a time limit settlement
demand 40 days after it expired,
explaining thus:

34

No facts sufficiently indicate why
the claimants found it impossible
to accept the offer at this time, so
as to fairly place the blame for fail-
ure of settlement upon Insurer. The
allegations of the complaint simply
do not show why the offer would
have been good on May 7, 1976,

but was not acceptable on June 18,

1976.

Therefore, from the perspective
of the plaintiffs lawyer, a policy limits
demand should be supported by fac-
tual and legal analysis as to why the
insured’s liability is likely to exceed
the policy limits, and any time
limits or conditions should be sup-
ported by the circumstances of the
case and a reasonable explanation.
It is also important that any con-
ditions or time limits be explained
with as much clarity as possible (e.g.,
whether a demand that policy lim-
its are due within 20 days requires a
response within 20 days or tendering
of the limits within 20 days). Often,
there will be no sufficient explana-
tion or support for the artificially
imposed time limit.

Responses to setup letters. If the
demand is unclear or ambiguous,
the claims professional should make
a written request for clarification as
soon as possible. When seeking clari-
fication, the insurer should clearly
state that the demand is not being
rejected at that time.

Similarly, if more time or infor-
mation is necessary before the
insurer can adequately respond to
the demand, the claims professional
should make a written request for
a reasonable extension, explain-
ing what further information or
investigation is necessary and the
reasons why this is required. (Note:
If requesting additional information
or documents, the claims profes-
sional should be sure not to demand
more information than is reasonably
necessary to establish that the claim
is worth more than the policy lim-
its.) If the plaintiffs attorney will not
allow more time and does not pro-
vide a reasonable explanation, this
may indicate that the plaintiff is not
actually interested in a within-limits
settlement.

Regardless of the poten-
tial weakness of the setup letter,
when confronted with such a let-
ter, the insurer must document all
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negotiations and maintain a log of
critical dates, noting what transpired
on each date. The insurer also should
be sure to document what is being
done from a claim-handling perspec-
tive during this time frame, noting
what additional information is nec-
essary to investigate the claim and
settlement demand, as well as the
reasons why the settlement demand
cannot reasonably and realistically be
assessed. This documentation will be
a key defense in any subsequent bad
faith litigation.

Reasonable Policy Limits
Demands and Responses
It is important to note that even if a
policy limits demand is “reasonable,”
the insurer may have valid grounds
for rejecting a settlement within pol-
icy limits. For example, the demand
letter may require the insurer or
insured to fulfill various conditions
precedent to valid acceptance of the
settlement demand. Certain con-
ditions may render a settlement
demand unreasonable and thus pre-
clude bad faith liability.
Involvement of insured. Often,
the conditions precedent to settle-
ment must be fulfilled by the insured,
rather than the insurer, such as pro-
viding documents or information
or declaring that the insured does
not have any other insurance. If a
policy limits demand contains con-
ditions that require the involvement
of the insured, the claims profes-
sional should immediately contact
the insured by phone and in writing
and explain, in writing, that the case
may not settle unless certain condi-
tions are met. If the insured refuses to
provide the requested information or
documents, the insurer should con-
firm the insured’s position in writing.
Involvement by third parties. A
policy limits demand may be con-
ditioned on actions by third parties
outside of the insurer-insured rela-
tionship. In Cotton States Mutual
Insurance Co. v. Brightman, an insurer
argued that it did not act in bad
faith by failing to pay its policy limits

because the demand was contingent
on another insurer also paying its
policy limits.*® The court held that
despite the condition, the insurer
could have taken the steps under its
control—paying its own policy lim-
its—to protect itself from liability in
excess of the policy limits.”

Release of all claims. A policy
limits demand that expressly does not
include a release of all claims may
present another obstacle to the plain-
tiffs lawyer or appropriate grounds for
the insurer to reject the demand.

For example, under California
law, an insurer acts in bad faith by
paying its policy limits to release one
insured while leaving another insured
without coverage.”® Thus, under Cal-
ifornia law, a policy limits demand
does not trigger the duty to settle
unless it includes a complete release
of all insureds.”

Most states, however, allow insur-
ers to pay their policy limits to settle
claims on behalf of fewer than all
insureds, as long as all insureds are
fully advised of the matter and the
insurer does what it can to limit
liability and protect its insureds.
Recently, the U.S. Court of Appeals
for the Fifth Circuit, applying Texas
law, concluded that an insurer acted
in bad faith by failing to accept a
reasonable policy limits demand
applying to one of two insured defen-
dants, which would have left the
other insured without policy pro-
ceeds from which to pay a settlement
or judgment.®

Lack of information. A lack of
information also may be reason-
able grounds to reject a within-limits
settlement demand. If a settlement
demand is not supported by necessary
evidence or information, the plain-
tiff’s failure or refusal to provide key
information, such as medical records,
may significantly affect whether the
insurer’s rejection of the settlement
demand was reasonable.* Thus,
plaintiffs attorneys seeking to perfect
a policy limits demand should be sure
to provide all key information sup-
portive of the claim.

Reliance on counsel. In addition,
an insurer’s reliance on the advice
of competent defense counsel in
rejecting a settlement may serve as a
defense to a bad faith failure to set-
tle claim.*” One court has suggested,
however, that because the ultimate
responsibility in settlement matters
rests with the insurer, the reliance on
the advice of counsel should not be
considered in an action for bad faith
failure to settle®.

Best practices. Just as a plaintiff’s
policy limits demand should con-
tain a comprehensive analysis of the
insured’s liability and exposure, any
response to a policy limits demand
should reflect a comprehensive con-
sideration of and response to the
plaintiff’s assertions regarding the
insured’s liability and damages. The
claims professional should document
the professional’s actions in evaluat-
ing the demand and the information
available to the claims professional
when evaluating the demand. The
claims professional must ensure
that its response to the policy limits
demand is timely; and if an extension
is needed, it should request an exten-
sion and confirm any extensions in
writing. All responses to a policy lim-
its demand should be written with
clarity and with an eye toward how
they will be perceived by a jury.

Moreover, it is essential that
the insured be kept informed. If an
insured expresses a preference to
settle or not to settle, the insurer
should give careful consideration to
the reasons and facts given. While
the insurer may have control over
the settlement, the insurer’s ultimate
obligation is to the insured.

Conclusion
Plaintiffs lawyers and insurers must
take certain actions to maximize
their respective situations when pol-
icy limits demands are at issue.

To create a strong policy lim-
its demand, plaintiffs lawyers should
provide a comprehensive analysis
of the facts and law supporting the
conclusion that the insured likely
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will face exposure in excess of the
policy limits. In addition, plain-

tiffs lawyers should place conditions,
such as a time limit, on the insur-

er’s acceptance of the demand only
when reasonably necessary under the
specific circumstances of the case.
Furthermore, the plaintiffs lawyer
should be prepared to provide the
insurer with any information that
the insurer may reasonably require to
assess the demand.

In terms of the claims profes-
sional, an insurer faced with a policy
limits demand or time limit demand
can protect itself from bad faith
liability by taking all reasonable
and necessary steps to investigate
the claim, to determine whether
payment of the policy limits is war-
ranted, and to ensure that its actions
are well documented. The claims
professional should take a proactive
stance in completing its investiga-
tion and should not wait to receive
a settlement demand from the plain-
tiff. In addition, the insurer should
obtain defense counsel’s reasoned
opinion on the chances of defeating
liability and the likely range of dam-
ages should the matter proceed to
judgment; defense counsel’s evalua-
tion report will help to demonstrate
that the evaluation was thoughtful
and unbiased. If both the exposure
and liability indicate that the policy
limits are likely to be exhausted, and
there are no other considerations or
defenses available in the jurisdiction,
the insurer should tender the policy
limits without delay.

[t is worth noting that a bad
faith failure to settle case arises
only after an excess verdict has
been entered against the insured,
and this fact alone may make it
appear to the trier of fact that the
insurer should have attempted to
settle. However, the true ques-
tion in any failure to settle claim is
whether the insurer’s conduct was
reasonable at the time. For this rea-
son, it is essential that a plaintiff’s
demands and conditions are reason-
able and supported by the facts and
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the law. Similarly, for the defense of
a potential future bad faith claim,
it is essential that the insurer’s con-
siderations and decisions are well
documented in the claim file and
that the insurer implements a well-
reasoned and practical approach in
its claims handling and assessment,
which should give significant con-
sideration to the interests of the
insured. W
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