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*[Njone of the aileged acts or omissions asseried in [the complaint] occurred in Califo_rf%ia. Rather nearly
all of the alleged acts or omissions took place in Louisiana, and those which did not, took place outside of
Cafifornia,” BAIG says. BAIG also says that none of the parties has a connaction to California.

California

HFC hotes that it is a risk retention group operaﬁng solely in California, HFC says that it "was created for

California and does business solely in Callfornia.”

HFC also says that BAIG was integral to Its operations In California and BAIG's alieged wrongfu] conduct
has harmed BFC's California policyholders, : o

HFC is represented by Marina Maniatis-Karvelas and Steven H. Weinstein of Barger and Wolen in Los
Angeles. BAIG and Peter Myrile are represented by Melissa Marle Thor of Younger & Associates in Rancho
Cucamonga, Calif. The Aon companies are represented by Bryan C. Keane, Jill Alisa Hammerbeck and
Timothy E. Branson of Dorsey & Whitney in Minneapolis. The reinsurers are represanted by. Andrew G.

~ Wanger of Clyde & Co. In San Francisco.

(Add.iﬁonal document available. Motlon 1o dismiss. Document #12-100917-0048.] '
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Late Notice Defense — A Question Of Prejudice

By Steve Bazil and Parker Stanﬁagen

[Editor’s Note: Steve Bazifis fhé founding partner of Bazil McNulty, a boutique faw firm which for more
than a decade has represented clients in the reinsurance industry. Recoveries by Mr. Bazil have invoived
clients and adversaries from more than 100 countries, Parker Stanhagen is an associate at Bazif McNulty

specializing in commutations and claims defense throughout Latin America, Furope, and Asja. Despite the

challenges associated with the reinsurance industry, Mr. Stanhagen has managed to successfully handie
millions of doilars in commuitations/collections for his clients. Copyright 2010 by Steve Bazli and Parker

Stanhagen. ]

Contracts in both the insurance and relnsurance industry customarily contaln provisions indem nifying the
insurer or reinsurer if they are not promptly notified of the filing of a claim. While the two Industries are
interconnected, courts have recently begun to acknowledge the differences in the fields and are now
treating their respective late notice claims differently. This distinction by the courts may prove to be
beneficial in the long run as the reinsurance practice wili take another step away from its sometimes
unjustified interconnectedness with the insurance industry. For the time being however, we are stuck in a
state of limbo. The pace at which jurisdictions are willing to recognize the differences in the Industries
varies, and until definitive precedent is established in each jurisdiction we are left guessing.as te how
different States will distinguish between the msurance and reinsurance fields. Locking at the-recent
decisions can provide us with some clugs as to how the trend is shaping up in the United States. Thase
declsions can also give us a few definitive answers as to how certain States now distinguish between the

insurance and reinsurance industry. regarding iate notice defense claims.

For years L1.S. Courts have lumped insurance and reinsurance together, creating one precedent that tried
to satisfy the nuances of two industries. Recognizing that this was creating unfair results in both
industrias, particularly the reinsurance fleld, courts have started to abandon associating the two ndistries
. and are now creating Two different areas of law.. The exact reason for this newfound awareness beiween
the two industries may vary, but likely it is due to the fact that the United States has recently taken on -
role as a serious participant in the reinsurance field. For years the U.S. remained in the backseat to many
parts of Europe, particularty the U.K., in the industry. As such, U.S. cowrts remainad inexperienced and
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Ignorant to many of the subtle differences between the two industries.-With the expansion of the U.S.
market in the reinsurance field, the number of cases litigated has grown. Faced with these new serles of

- cases, courts have been forced to become better educated in the trade, which has allowed some of the
prior misconceptions about the industry to fade. It is stilt important to remember that courts maintain the
authority to examine the similarities beiween the two practices, but no longer does a decision made in the
insurance field mean that a legal precedent has aiso been established in the reinsurance field.

purpose OF Late Notice Provisions

- As the courts have become more informed about the nuances of the reinsurance field they have been
forced to deal with the myriad.of issues that arise from late notice clauses. This much litigated toplc has
proven o be an aréa of uncertainty for those in the field and different jurisdictions have reached. varying
rulings on the matier. The divergence in how different jurisdictions handle late notice defense claims
makes it important for anyona in the fleld to understand how different States treat this defense. Before
understanding how various States handie these daims, it Is important to have a soiid understandmg of

late notice provisions and what causés’such frequent ltigation.

The primary purpose of a late notxce provision Ir reinsurance ag reements isto 1} reserve proper!y, 2}
adiust premiums to reflect losses, and 3) determine whether to exercise the option of becoming
associated with the cedmg irtsurer in the defense and coniral of the underlying cfaim1. Late notice
provisions in reinsurance contracts are dependent upon the duty of uimost good falth at the center of all

retnsu rance refationships, Recognizing this, the Second Circuit s*ated

{Blecause information regarding risks hes with the ceding insurer, the reinsurance market
depends upon a high levet of good faith to ensure prompt and full disclosure. Absent such
disclosure, relnsurers would have to duplicate actuarial and claims-handling efforts of ceding
insurers, and reinsurance would beceme unavailable, Courts should thus adopt information-
forcing default rules based on the gnod faith the reinsurance market demands 2

The Second Circuit is not alone in acknowledging the purpose of late notice provisions. In fact, most courls
seem perfectly willing to recognize the purpose of late notice provisions however, they still continueto -
demonstrate a reluctance to fully enforce these provisions, The reasens for not enforcing the provisions
vary, but often the court will focus on whether the lack of notice caused a guantifiable prejudice on the
reinsurer, The insistence by the courts to prove prejudice reflects the courts newfound understanding of

- the differences in the insurance and relnsurance markets. Prejudice Js often presumed to exist for lale
notice claims with the primary insurer because the insurer will have lost the ability to adequately defend
itself on the daim. In the reinsurance field however, the recent realization by the courts that many
reinsurers are responsible for only a very smail portion of a claim has made them aware that late nolice
may not have actually caused any type of prejudice.3 This is because associating with the Insurer on the
defense of the claim may not have been financially practical or contractually permissible.4

Fven as the new case law regarding late notice claims in the reinsurance fisld is beginning to.develop, itis

important to realize that courts wilf still fely on information that can be ascertained frem late notice” o

" defense decisions within the insurance industry. One of the areas in-which courts will still look to judicial
decisions within the insurance Industry for a reinsurance 'natter is to determine the proper interpretation

" of what constitutes "prompt notice”. The late notice provisions we are discussing frequently have language
requiring’ "prompt notice,” notice “as soon as practicable,” or "Immediate notice.”5 While the courts may
vary on how to treat late notice defenses between the insurance and reinsurance field, there does not

seem to be as large a delineation between what constitutes “prompt notice™ in the two industries,

Generally, courts have construed "prompL notice” to require notification within a ‘reasonable’ amount of
time after a claim has arisen. The term 'reasonable’ Is an arbitrary term and courts have continued to
struggle with when exactly the cobiigation Io give notice arises. 6 The standard is objective and seams to He -
somewhere between mere specuiat;on or rumor of an impending claim and total certainty of 2 claim,
Thare i no hard and fast rule of when notice Is "prompt,"7 as varying courts have found delays of fives,;
eight9; and twelvelD months to constitute late notice. This is another issue that needs to be grappled with
on & jurisdiction-to-jurisdiction basis, but what does seem clear is that the courts will view a wide array of
case law in making this decision, not simply relying on decss;ons that specnf‘ cally center on the remsua*anc:e

field.
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On the same note, courts wiil also refuse to alfow a late notice claim in varying drcumstances. Sorme
states require a reinsurer to "promptly” object to Iate notice in order to avoid waiving the defensell. In

the absence of this.objection, any claim based on late notice is lost.

Prejudice

Now that we undersiand the purpose of late notice provisions, it is easier fo undérstand why many courts
now require prejudice be shown in order for the defense to be ralsed. This Is an area in which the courts

- new decisions within the reinsurance field are distancing themsetves from traditional direct insurance law.
Some courts have explained the distinction by saying that because a reinsurer has no obligation to defend,
investigate, or settle @ reinsurel’s claims, the "fallure to give the required prompt notice is of substantiaily

less significance for a reinsurer thari fof a primary insurer.”12

While mast new decisions have begun to recognize that avoiding late notice can only be realized upon a-
showing of prejudice, the interpretation of prejudice varies from State to State. Some jurisdictions require
-"tangible economic injury” be shown to constitute prejudice13. On the other exireme, some States find .
that the loss .of the right to "associate” with the cedent in the defense and control of the underlying daim.

or sult constitutes "prejudice.”14 While others take a mare middle-of-the-road approach, finding that
"prejudice” is only present where the reinsurercan prove that it would have exercised its right to
associate and that such association would have resuited in a more favorable resuitlS, Variances such as
these wili always exist within separate jurisdictions. The pivotal issue those within the industry have to
concern themselves with is how different States are currently handling late notice dlaims. While the trend
s clearly moving in the diraction of a need to show prejudice in order to succeed with the defense, this
has not been established in every jurisdiction and the differences between how various States treat a late

notice defense claim can have substantial effects on the outcome of the case.

Siates

The growth of the reinsurance industry within the United States has led the courts to a better
understanding of the industry. This growth however, has been confined to 2 relatively minimal number of
jurisdictions, which for one reason or gnothet have been attractive to the reinsurance industry. As a
result, the recent trend of decisions this article has focused on is confinad to the States which handie
relnsurance matters on a more frequent basis. This does not mean that courts which do not handle
reinsurance related matters on a consistent basis will be unable to recognize the newfound distinction
between the insurance and reinsurance industry that other U.S. Courts have made: In fact, it will be hard
for any, court to refuse to acknowledge the recent decisions and legal trend on this matter. Untl thereis a
decision in ‘every jurisdiction however; it wili be hard to state with confidence how decisions will be mads
~ in jurisdictions facing reinsurance late notice claims as a matter of first impression. What we can know for
certain are those decisions which have been recently made in various jurisdictions. As stated before, these
decisions come from States which handie reinsurance matiers within the U.S. more frequently and
therefore are invaluable to those In the fleld. The lack of decisions In other States is unfortunate for those
wanting to operate within a completely predictable industry; however as this is an impossibility at this |
time, we are forced 1o rely on the information available to us now. Fortunately, there is precedent which
we can depend upon from a group of furisdictions which handle reinsurance matters on a frequent basis!

New York: Courts have decided that & late notice defense claim requires proof of “tangible economic
injury” unless notice was a condition precedent. In-the event that notice is contractually included as a

condition precadent then no prejudice needs to be shown, 16

Caiifornia: - Couris have decided that any late notice defense claim must be Accompanied with a showing

_that the reinsured was harmed through "actual and substantial prejudice”. 17

New Jersey: As early as 2002, Second Circuit courts did not require a showing of prejudice on late
notice defense claims. In a change reflective of the recent trend, this decision was reversed and the

- Second Cireuit has now decided that a showing of prejudice must be demonstrated to prevail on any late
notice dlalm. The court reasoned that "ritualistic adherence to prompt notice clauses in relnsurance )
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contracts in the absence of prejudice” metrely provides the reinsurer with an gasy escébe from its
obligations under the reinsurance contractl8.

Pennsyfvrania: Keesping with the recent trend of most tourts, the Pennsylvania courts have ruled that
even where the cedent admitted that notice was late, the reinsurer must prove it was "unduly prejudiced”

by late notice to prevaills.

Iliinois: A recent decision in Ilincis found that a reinsurer did not have to show prejudice to escape its
obligations when late notice was received in violation of a notice clause that was a condltion precedent to
coverage2(. This is similar to the New York ruling in which no prejudice must be shown so leng as a
requirement of prompt notice was contractually agreed upon as a condition precedent to coverage2l.
There is not a case on point showing how the codrt will rule on a late notice claim in which prompt notice
is not & condition precedent. However, if the Iiinois court continues to follow the decisions of the New
York courfs, then 8 showing a prejudice would need to be shown by the reinsurer for any claim in which
notice is not a condition precedent. This remalns as speculation however, until the court is faced with a

case to resolve this outstanding issue.

Kansas: A reinsurer is required to show substantial prejudice to be refieved of its reinsurance obligations
because of late noties, : )

‘New Hampshire: Focusing on the duty of good faith found in reinsuranca confracts the New Hampshire
Supreme Court differed from the recent trend and ruled that a ceding insurer’s failure to provide prompi

notice of a claim may relieve its reinsurer from indemnifying the ceding insurer without showing prejudice
if the ceding insurer's fate notice was due io gross negligence or reckiessness amounting to a breach of

the duty of utmost good faith. ‘

" Seventh Circui#; The Seventh Circuit has also strayed from the trend of most courts by ruling that late
notice creates a "rebuttable presumption” of prejudice, rather than requiring that prejudice must be

shown.22

Conclusion

The distinction beiween direct insurance and reinsurance has a dramatic effect on how courts view the
fate notice defense. Recent decisions have demonstrated that courts are beginning to distinguish between
the two fields and treating each independently. Conflicting legal conclusions on how to handle late notice

claims have resulted from this distinction, but the trend in the reinsurance industry Is to nacessitaie some

showing of prejudice In order to prevail with a late notice defense. It is stlll evident, even with the trend
moving in the direction that it Is, that certain jurisdictions will depart from. the trend and notrequirea .
showing of prejudice. The variances between the jurisdictlons will never be completely removed, and it wili
be up to individual insurers and reinsurers to inform themselves of the laws of the State in which they
aperate. As time passes and more decisions are made, the fog in which those operating within the
reinsurance industry now sit i will be lifted, As for now however, the uncertainty in many jurisdictions
remains and only time will tell 25 to how the remaining jurisdictions will rule. :
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