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Insurance Strategies

Claims investigation, although performed by a lawyer, is deemed by
courts to be the ordinary business of insurance and, therefore, not
protected by the attorney-client or work-product privilege.

Limitations on Privilege
When Attorneys Act as
Claims Handlers

MARSHALL GILINSKY, ESQ.

ince the mid-1990s, and especially since the rush
Sof insurance claims following the September

11 terrorist attacks and Hurricane Katrina,
insurance companies increasingly have turned to
outside counsel to assist or supervise the handling
of all sorts of insurance claims. On some level, it
makes sense for an insurance company to turn to
attorneys for help in responding to a set of claims
that present common fact patterns and questions
of policy interpretation. Yet the decision to involve
attorneys in what is commonly understood to be the
business function of claims handling has significant
implications for the privileges that typically protect
against the disclosure of communications with, or
work by, such attorneys.
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The conflict between an attorney’s obligation to
act as a zealous advocate for his or her client (the
insurance company) and the obligation of a claims
handler to protect the policyholder’s interests can
make it difficult, if not impossible, for the attorney
to be all things to all parties involved. Policyholders
need to be aware of these potential conflicts — and
be prepared to challenge insurance company asser-
tions of attorney-client privilege and work-product
privilege when the attorney is acting as a claims
handler. Ensuring that claims are being handled
properly is a challenge when attorneys — acting
as claims handlers — improperly undermine poli-
cyholders’ interests and cloak such actions behind
supposed privileges.
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The Inherent Conflict When Attorneys Act

as Claims Handlers

The ethical obligations of an attorney retained to
represent an insurance company are fundamentally
distinct from those of a claims handler. On the one
hand, the attorney is ethically bound to represent his
or her client zealously.! On the other hand, insurance
company claims handlers are ethically and legally
bound to investigate policyholders’ claims in a fair and
evenhanded manner, giving as much consideration to
the policyholders’ interests as they give to their own. For
example, it is illegal under New York’s Unfair Claims
Handling Practices Act for a claims handler to delay
in effectuating a fair settlement of claims submitted in
which liability has become reasonably clear.’

Ultimately, in most cases,
outside counsel cannot act fairly
as attorney and claims handler
simultaneously.

To get a feel for the conflicts that lurk when an at-
torney actsasa claims handler, consider the following
standards for ethical claims-handling conduct, taken
from a respected text used to train claims handlers,
and query whether an attorney duty bound to advo-
cate for its client’s interests with “zeal” can possibly
comply with both sets of directives:

e “The primary duty of the claim representative is
to deliver the promise to pay. Therefore, the claim
representative’s chief task is to seek and find cover-
age, not to seek and find coverage controversies
or to deny or dispute claims.”

e “[Tlhe insurance company should not place its
interests above the insured’s.”

e “[A]ll honest and reputable insurers recognize that
claims are an expected part of business and are to
be paid fully and fairly. No honest and reputable
insurer has either explicit or implicit ‘standing or-
ders’ to its claim department to delay or underpay
claims.”
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e “The claim professional must dispense his or her
knowledge and skills for the benefit of society.”

e “The claim representative’s primary duty is to
fulfill the insurance company’s promises to the
insured.”

Ultimately, in most cases, outside counsel cannot
act fairly as attorney and claims handler simultane-
ously. This is not to say that attorneys cannot play a
role in the investigation of insurance claims or provide
legal advice about how courts interpret and apply
particular policy provisions in various jurisdictions.
But to the extent that outside counsel is assuming
the responsibilities of a claims handler, the privileges
typically attendant to that attorney’s communications
with and work for his or her client (the insurance
company) may not apply.

Attorney-Client Privilege May Not Apply in
Connection With Claims-Handling Activities

Although the attorney-client privilege generally
is highly protected, such protection extends only to
communications in which the clientisseeking, or the
attorney is providing, legal advice. Claims handling
is part of the regular, ordinary business activities of
an insurance company and normally is performed by
an insurance company’s nonlawyer employees.*

Typical claims-handling functions not requiring
the skills of a lawyer include:

® investigating the existence of the relevant poli-
cies;

¢ investigating underlying liability claims;

e gathering and evaluating facts to determine
whether coverage applies and the value of the
claim;

¢ making coverage determinations;

e drafting and issuing reservation of rights letters or
letters declining coverage to policyholders;

e setting loss reserves and revising them to reflect the
insurance company’s probable exposure relating to
the claim; and
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® monitoring the defense of an underlying liability
claim.

Claims-Handling Activity Cannot Be Shielded
From Discovery

Just as a manufacturer cannot shield its manufac-
turing activity from discovery by hiring attorneys to
staffand supervise its factories, an insurance company
cannot shield its claims-handling activity by hiring
attorneys to conduct it.

Accordingly, in the insurance context, it is widely
recognized that where an attorney acts as a claims
handler and not as a legal advisor, the attorney-client
privilege is inapplicable.s Indeed, courts regularly
reject claims of privilege over claims-handling files
generated by attorneys. See, e.g., Securities & Exchange
Commuission v. Credit Bankcorp, Ltd. In this case, the
court held that investigative documents are not
privileged, even if generated by an attorney:

The privilege does not apply ... because [the
law firm] appears to have been hired to inves-
tigate the facts surrounding the two claims and
make a recommendation to the Insurers. The
documents at issue here were part of the regular
course of business for an insurance company.
In determining whether to pay a claim, the
Insurers hired an outside investigator, here a
law firm, to investigate the claim.s

Similarly, in First Aviation Services, Inc. v. GulfIns.
Co., the policyholder moved to compel production
of documents that the insurance company claimed
fell within the attorney-client and work-product
privileges. The “claimsfile” produced by the insurance
company was devoid of any evidence of an investi-
gation or claims-handling activity by the insurance
company’s employees, and the policyholder sought
the production of the documents generated during
the claim investigation conducted by an outside law
firm hired by the insurance company. In holding that
the insurance company must produce the claims files
of its attorneys, the court stated:

[The fact that the insurance company] has
no claims manuals or underwriting manuals
for D&O Liability Insurance Policies suggest
that [the insurance company] might outsource
all claims arising thereunder. Such a practice
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cannot become a mechanism for avoiding
disclosure of documents through an assertion
of privilege.’

Significantly, the court noted that an insurance
company “may not insulate itself from discovery by
hiring an attorney to conduct ordinary claims inves-
tigation.” Thus, itis unlikely that the attorney-client
privilege will attach to communications between an
insurance company and its outside counsel where
such counsel is performing tasks within the purview
of claims department employees.

An insurance company cannot
shield its claims-handling activity
by hiring attorneys to conduct it.

Work-Product Doctrine May Not Apply in
Connection With Claims-Handling Activities

Like the attorney-client privilege, the work-product
doctrine’s protections do not extend to all work done
by insurance company attorneys in connection with
apolicyholder’s claim. As a general matter, the work-
product privilege applies only where documents are
prepared in anticipation of litigation. In the insurance
context, the privilege does not apply to documents
generated pursuant to an insurance company’s duty
to investigate claims and the handling of such claims
as part of its ordinary business practices. As the court
held in National Farmers Union Prop. & Cas. Co. v.
District Court:

[The insurance company] may not avail itself
of the protection afforded by the work product
doctrine simply because it hired attorneys to
perform the factual investigation into whether
the claim should be paid. The attorneys were
performing the same function a claims ad-
juster would perform, and the resulting report
is an ordinary business record of the insurance
company.’

Consistent with thisreasoning, “[m]ost courts have
held that documents constituting any part of afactual
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inquiry into or evaluation of a claim, undertaken in
order to arrive at a claim decision, are produced in
the ordinary course of an insurer’s business and not
work product.”® Generally, in determining whether
the work product doctrine applies, courts seek to
distinguish between documents generated in the
ordinary course of business and those documents
specifically and truly prepared “in anticipation of
litigation.”!

Even actual coverage litigation
does not automatically cloak
all documents and information
within the protection of the
work-product doctrine.

No Bright-Line Rule

While nobright-line rule exists to determine when
litigation may be reasonably anticipated, courts have
provided some helpful events to use as guideposts. For
example, some courts have considered work done by
an attorney before the events listed below to be part
of the ordinary course of the insurance company’s
claims investigation and work done after as having
been prepared in anticipation of litigation:

e the date on which the adjuster assigned the file to
an attorney for the policyholder’s defense;"

e the date on which the insurance company made
its coverage determination;”or

¢ the date on which a claimant’s settlement demand
was rejected.

Yet, even actual coverage litigation between an
insurance company and its policyholder does not
automatically cloak all documents and information
within the protection of the work-product doctrine.
As the Connecticut Supreme Court held in Stanley
Works v. New Britain Redevelopment Agency, where
there is actual coverage litigation, the work product
doctrine applies only where the attorney “performed
duties normally attended to by attorneys.”s
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Case Study

A brief case study may help put this issue in context.
In Mission National Insurance Co. v. Lilly, a restaurant
operator lost his restaurant to a fire and submitted
the claim to his property insurance company. The
insurance company turned the claims investigation
of the matter over to a law firm, Cozen & O’Connor.
The insurance company thereafter denied coverage,
claiming that the operator had committed arson.
The operator moved to compel the production of
documents authored by Cozen & O’Connor attor-
neys and the deposition of certain employees. The
insurance company resisted, asserting the attorney-
clientand work-product privileges. The court ordered
the insurance company to provide the sought-after
discovery on the grounds that claims investigation,
although performed by a lawyer, is the ordinary busi-
ness of insurance and, therefore, not protected by
the attorney-client or work-product privilege, even
with respect to work performed after counsel began
preparing for litigation:

[T]he difficulty exists because of plaintiffs [sic]
decision, immediately upon receiving notice
of the fire, to employ attorneys to fulfill its
ordinary business function of claims investiga-
tion. Counsel for plaintiff agrees that Cozen
& O’Connor was the only party responsible
for performing that pure, ordinary business
function. As it aptly points out, however, that
singular function, at some point, came to be a
concurrent one with the preparation of a legal
stance in the event of trial. Cozen & O’Connor,
through the same personnel who performed
the pure business function, also acted in the
role of counsel.

No one other than plaintiff itself contributed
to the difficult state of events arising from
the concurrent role of Cozen & O’Connor. It
would not be fair to allow the insurer’s decision
in this regard to create a blanket obstruction
to discovery of its claims investigation. To
the extent that Cozen & O’Connor acted as
claims adjusters, then, their work product, com-
munications to client, and impressions about
the facts will be treated herein as the ordinary
business of plaintiff, outside the scope of the
asserted privileges.'s
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Conclusion

Thus, as with the attorney-client privilege, it is
unlikely that the work-product doctrine will preclude
the disclosure of files prepared by outside counsel
where such counsel is performing tasks within the
purview of claims department employees. Policy-
holders should therefore be prepared to aggressively
pursue the disclosure they need and are entitled to
in order to determine whether their claim has been
handled fairly and accurately.
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