SUPREME COURT OF LOUISIANA

No. 95-C-2057
ODELIA LEGER SMITH ET AL
Versus
AUDUBON INSURANCE COMPANY

ON WRIT OF CERTIORARI TO THE COURT OF APPEAL,
THIRD CIRCUIT, PARISH OF ST. LANDRY

LEMMON, Justice’

This is an action by an insured against his homeowner's insurer for damages
sustained when a judgment in excess of the policy limits was rendered against the
insured in an earlier tort action.® In this action, the insured claims that the insurer is
liable for the excess judgment, as well as for penalties and attorney's fees, because of
its bad faith failure to settle the claim within the policy limits. The principal issuein
this court is whether the trial court committed manifest error in rgjecting the insured's

clam.

"Because of the vacancy created by the resignation of Dennis, J., now ajudge on the
United States Court of Appeals for the Fifth Circuit, there was no justice designated
"not on panel" under Rule IV, Part 2, 83. Panel included Chief Justice Calogero and
Justices Marcus, Watson, Lemmon, Kimball, Johnson and Victory.

Theinsured, Cleven Smith, died after the tort judgment and before the filing of the
present action. While the plaintiff in this action is actually the executrix of Cleven
Smith's succession, the term "insured" is used in this opinion for simplicity.



Facts

Theinsured owned a mobile home covered by a homeowner's policy issued by
defendant insurer with liability limits of $25,000. On May 12, 1987, the insured's
twenty-nine-year-old grandson, Kenneth Smith, was attempting to install a rebuilt
gasoline motor onto his grandfather's riding lawn mower at his grandfather's home.
Kenneth had rebuilt the motor from two old motors given to him by his employer, but
had not yet tested the rebuilt motor.

Kenneth Smith removed the old motor from the mower and connected the rebuilt
motor to the gas tank with a short hose, but did not bolt down the motor. Kenneth
pulled the cord for the manua starter, whereupon the motor caught fire at the
carburetor. Kenneth attempted to put out the fire with his shirt, but then grabbed a
burlap sack in the workshop and "hit" the fire with the sack. At that point, the fire
flamed up, badly burning Kenneth and dightly burning his grandfather.

The grandfather immediately notified hisinsurer of the accident. An independent
claims adjuster took statements from the insured and his grandson shortly after the
injury. In hisrecorded statement given three days after the accident, Kenneth Smith
stated "[w]hen | pulled it again, the carburetor caught on fire and it wasn't bolted down
or nothing and | went and got the sack to put the fire out, | guess | knocked the tank
and everything off and that is when the gas flew up on me."? Since the statement
indicated that the insured did not rebuild the engine or put the rebuilt engine on the
mower and did not direct his grandson's activities, and since neither statement
suggested any negligence on the part of the insured, the adjuster filed the following

report:

?Earlier in the recorded statement, Kenneth stated "I went in there and got a sack
and hit the [inaudible] of the sack and | guess the motor toppled over in it and gasoline
flew al over me."



It gppears claimant caused hisinjury. He put an untested old motor (age

unknown) onto an old mower. The motor was not bolted down. Claimant

owned the motor he was putting on. The insured in no way assisted in

repair of mower.

Kenneth Smith requested his grandfather's insurer to pay all of his medical bills
and hislost wages.® Theinsurer paid $2,000 under the medical payment feature of the

policy, but declined to pay anything further. The underlying tort action ensued.

Underlying Tort Action

In his petition filed in January 1988 in the underlying case, Kenneth Smith
alleged that he "was assisting [his grandfather] in the repair of arider lawn mower"
when the carburetor caught on fire. This allegation contrasted with the grandfather's
statement that, referring to his grandson, "he had to tune it [the rebuilt motor] up" and
"he was putting a new motor in at the time of the accident,”" and with Kenneth's own
statement that "I put the motor together and . . . | had the motor on the lawn mower but
| didn't have it bolted down and | went to start it and it popped like it was going to start
and then when | went to start it again, it caught onfire...." Moreover, in answer to
the question whether his grandfather was directing his "putting this motor on the lawn
mower" or "telling you how to do it," Kenneth had stated "[n]o | knew how to do it."

The petition further aleged that while Kenneth Smith "was attempting to put the
small fire out with a burlap sack, [his grandfather] negligently and carelessly dropped
the lawn mower gas tank" and "[t]he gasoline in the tank splashed out and on to"
Kenneth. However, neither Kenneth nor his grandfather in their recorded statements
had ever mentioned the grandfather's holding the gas tank or dropping it onto the fire.

Indeed, as noted above, Kenneth had volunteered that probably he had "knocked the

3The medica expenses ultimately approached $14,000 and the lost wages for
approximately six weeks were $3,300.



tank and everything off and that is when the gas flew up on me."
Pretrial depositions by Kenneth Smith and his grandfather, the only two
witnesses to the accident, presented versions much more favorable to Kenneth's

recovery against his grandfather's insurer than their origina statements. Kenneth

testified that "I got a feed sack, when | hit -- when | hit the carburetor to put the fire
out, either he [the grandfather] dropped the tank or | knocked it out of hishand, | don't
know which . .." (emphasisadded). In hisdeposition, the grandfather testified that
while Kenneth was attempting to douse the carburetor fire with a burlap sack, the
grandfather's hands and shirt caught on fire, and he either dropped the tank or threw it
away from him, splashing gasoline onto Kenneth.

Prior to tria, Kenneth Smith's attorney offered severd timesto settle the case for
the policy limits of $25,000, but the insurer declined the offer. Throughout the pretrial
preparation, the insurer's attorney continued to advise that the claim was defensible,
even though Kenneth and his grandfather had flavored their earlier statements with
more favorable subsequent versions.

At trial, the grandfather was unable to testify because of aterminal illness.

Kenneth Smith testified at trial that after he placed the unbolted motor on the
mower chassis with the motor connected to the gas tank, he looked for a place to bolt
the tank to the chassis, but his grandfather instructed him to proceed with his attempt
to start the motor while the grandfather held the tank in his hands. He (Kenneth) filled
the tank with gasoline and attempted unsuccessfully to start the motor, removed the top
and adjusted the points, and then pulled the cord again. On the second pull, the motor
backfired, and the carburetor caught on fire. He and his grandfather remained calm,

according to Kenneth's testimony (athough the grandfather was holding the fuel tank

“The grandfather's deposition is not in the record, but the testimony is described in
aletter in the record to the grandfather's insurer from its attorney.

4



connected by hose to the burning engine), because the fire was small. He then "placed"
the burlap sack over the fire which suddenly grew larger. Kenneth asserted, in contrast
to earlier deposition testimony, that he "now knew" he did not knock the fuel tank out
of his grandfather's hands.

On cross-examination, Kenneth Smith admitted his previous statements were not
that he had "placed" the burlap sack over the fire, but rather that he had "hit" the
carburetor with the sack. He also admitted previous testimony that he did not know
how the fud tank left his grandfather's hands and that he had stated either he knocked
the tank from his grandfather's hands or his grandfather dropped the tank onto the
burning carburetor.

The jury allocated forty percent of the fault in the case to Kenneth Smith and
Sixty percent to his grandfather. The judgment, in accordance with the fault allocation
and the amount of damages found by the jury, awarded Kenneth ajudgment of $25,000
in principal against his grandfather and the insurer, and an excess judgment of
$30,363.62 in principal against his grandfather.

The insurer's attorney notified the insured of his right to appeal through the
insurer's attorneys, but stated that the insurer would not appeal its portion of the
judgment. The insurer's attorney also discussed with Kenneth Smith's attorney the
possibility of post-judgment settlement for the policy limits, but Kenneth's attorney

made no such offer.®

Present Action Against Insurer for Excess Judgment

After the insured died, his widow, as executrix of his estate, filed the instant

action. Asserting that it was apparent in the underlying tort action "that a submissible

°Had Kenneth Smith made an offer to settle for policy limits after judgment, and had
the insurer rejected that offer, the result we reach certainly may have been different.
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case of negligence would be made for the jury on non-disputed evidence," the executrix

alleged that her husband's insurer "was negligent and guilty of bad faith in refusing to
accept the compromise offer” to settle within the policy limits (emphasis added). The
petition sought damages in the amount of the excess judgment, along with penalties and
attorney's fees.

After trial on the merits, the trial court reglected all claims and dismissed the
action.® The judge concluded that "from the information available, especially but not
exclusively, the deposition of plaintiff in the prior case, the insurer was justified in
defending the matter and was not arbitrary, capricious or otherwise guilty of conduct
making it liable for the excess judgment.” Upon request for more specific findings, the
trial judge observed that neither of the two witnesses to the accident, Kenneth Smith
nor his grandfather, made any mention of any negligence on the grandfather's part in
recorded interviews taken within six days of the accident. The judge further noted that
neither witness had mentioned in the initial statement that the grandfather held the gas
tank or that the tank was disengaged from the motor for any reason. Referring to
Kenneth's recorded interview, the judge emphasized that the claimant at one point
stated "gasoline flew all over him when he struck the carburetor with the burlap sack
and the motor toppled over" and at another point "guessed he knocked the tank and
everything off." Findly, the judge noted Kenneth's admission in his deposition that he
realy didn't know what had happened, but "attempted to favor a version that the
grandfather had dropped the tank." Based on this evidence, the judge concluded that
the insurer was justified in defending the case.

On apped of the executrix, the intermediate court reversed. 94-1571 (La.App.

®The case was tried before a jury, but the judge declared a mistrial when the jury
was unable to reach averdict. The parties then stipul ated that the judge would decide
the case on the same evidence that had been submitted to the jury.
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3 Cir. 5/3/95); 656 So. 2d 11. In reciting the facts, the court stated that the grandfather
"either dropped the tank or threw it on Kenneth."” Id. at 13. The court noted offersto
settle, first for the medical expenses and later for the policy limits, and the fact that the
insurer knew itsinsured would not be ableto attend trial. In discussing manifest error,
the court stated:

[W]e find that it was not reasonable for the trial court to rely on the
defendant's representations that there was no liability on the part of its
insured. Audubon clearly was aware of the fact that both Cleven Smith
and Kenneth Smith had some part in causing the accident. They did not
have a reasonable belief that Kenneth Smith was 100% at fault. Thus,
Audubon's actions in failing to make settlement offers when its insured
was potentially exposed to a large excess judgment were also
unreasonable. . . . We find the trial court committed manifest error in
failing to find that the insurer acted in bad faith.

Id. at 17 (emphasis added). The court accordingly awarded the executrix the amount
of the excess judgment, in addition to penalties and attorney's fees.

On the insurer's gpplication, we granted certiorari because the record evidence
appeared to furnish adequate support for the factual findings of the trial court and
because there appeared to be no basisin the statutes or in the decisions of this court for
the award of either penalties or attorney's fees. 95-2057 (La. 11/17/95); 663 So. 2d

724.

Insurer's Liability for Excess Judgment

In the absence of bad faith, aliability insurer generally is free to settle or to
litigate at its own discretion, without liability to itsinsured for a judgment in excess of
the policy limits. William Shelby McKenzie & H. Alston Johnson, 111, 15 Louisiana

Civil Law Treatise-Insurance Law and Practice 8218 (1986). On the other hand, a

ligbility insurer isthe representative of the interests of itsinsured, and the insurer, when

"If this fact were undisputed, the trial judge's dismissal of the excess claim possibly
would have been manifestly erroneous.



handling claims, must carefully consider not only its own self-interest, but also its
insured's interest so as to protect the insured from exposure to excess liability.

Holtzclaw v. Falco, Inc., 355 So. 2d 1279 (La. 1978) (on rehearing). Thus, aliability

insurer owes its insured the duty to act in good faith and to deal fairly in handling
clams. 1d.

This court, while recognizing in Roberie v. Southern Farm Bureau Casualty Ins.

Co., 250 La. 105, 194 So. 2d 713 (1967) the responsibility of aliability insurer to deal
in good faith with a claim against its insured,® has never held aliability insurer liable
for an excess judgment rendered against the insured. Nevertheless, the intermediate
state courts and the federal courts have held liability insurers liable for an excess
judgment when the insurer failed to deal in good faith with a claim against its insured.

See, e.g., Domangue v. Henry, 394 So. 2d 638 (La. App. 1st Cir. 1980), cert. denied,

399 So. 2d 602 (La. 1981) (after a tentative agreement to a settlement for the $10,000
liability policy limits, the compromise fell through when the insurer sought further
negotiation of the victim's demand for $600 for automobile depreciation under the
property damage coverage; the court held the insurer liable for the excess judgment of
$23,000 over the palicy limits, noting that the excess exposure, in a case with a "great
preponderance of evidence" of the insured's fault, hinged on a dispute of less than

$600);° Fertittav. Allstate Ins. Co., 439 So. 2d 531 (La. App. 1st Cir. 1983), amended

on other grounds and aff'd., 462 So. 2d 159 (La. 1985) (in a case of clear liability with

®In Roberieg, this court held that the insurer was not in bad faith in refusing to settle
the claims and was not arbitrary in preferring litigation to compromise.

°In Ward v. State Farm Mutual Auto. Ins. Co., 539 F. 2d 1044 (5th Cir. 1976),
similar facts led to an excess judgment of over $500,000 when the insurer in a case of
undisputed liability rejected a $1,400 settlement offer, at a time shortly after the
accident and before the tort victim's condition deteriorated to an incredible degree, and
later rejected an offer for the $10,000 liability policy limits because the offer required
payment of $500 for automobile depreciation.
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about $8,000 in special damages and $10,000 policy limits, the insurer was liable for
an excessjudgment of amost $39,000 because of bad faith in failing to investigate the
claim thoroughly, in failing to consider properly the extent of the insured's excess

exposure, and in requiring that the settlement include a $2,668 medical payments

subrogation claim by the tort victim's insurer); Hodge v. American Fidelity Fire Ins.
Co., 486 So. 2d 233 (La. App. 3d Cir.), cert. denied, 489 So. 2d 917 (La. 1986) (the
insurer was in bad faith and liable for an excess judgment of $40,000 for failing to
tender its $10,000 policy limits when an adverse judgment was inevitable and the

insurer grossly disregarded its insured's interests despite repeated warnings from its

attorney); Keith v. Comco Ins. Co., 574 So. 2d 1270 (La. App. 2d Cir.), cert. denied,
577 So. 2d 16 (La 1991) (the court held the insurer in bad faith in a case of clear
lidbility when the insurer arbitrarily refused to accept the treating physician's findings
and rejected reasonable offers that would have totally protected the insured); Roy v.
Glaude, 494 So. 2d 1243 (La. App. 3d Cir. 1986) (insurer was liable for excess

judgment for arbitrarily refusing to settle within policy limits). See aso Parich v. State

Farm Mut. Auto. Ins. Co., 919 F. 2d 906 (5th Cir. 1990), cert. denied, 499 U. S. 976

(1991) (the insurer was in bad faith by arbitrarily refusing to pay interest in addition to
the policy limits when the judgment clearly would exceed the policy limits).

Thus, the determination of whether the insurer acted in bad faith turns on the
facts and circumstances of each case. Of course, an insurer is not obliged to
compromise litigation just because the claimant offers to settle a claim for serious
injuries within the policy limits, and its failure to do so is not by itself proof of bad
faith. The determination of good or bad faith in an insurer's deciding to proceed to tria
involves the weighing of such factors, among others, as the probability of the insured's

liability, the extent of the damages incurred by the claimant, the amount of the policy



limits, the adequacy of the insurer's investigation, and the openness of communications
between the insurer and the insured.’® Nevertheless, when an insurer has made a
thorough investigation and the evidence developed in the investigation is such that
reasonable minds could differ over the liability of the insured, the insurer has the right
to choose to litigate the claim, unless other factors, such as a vast difference between

the policy limits and the insured's total exposure, dictate a decision to settle the claim.

Application to the Present Case

Because the determination of a liability insurer's bad faith failure to settle in
excess judgment casesis so fact-intensive, great deference must be accorded to the trier
of fact. Thiswasthe primary error of the court of appeal in the instant case.

Here, the insurer not only had a statement from its insured six days after the
accident that did not suggest any negligence on his part, but also had a statement from
the claimant three days after the accident that suggested the claimant was entirely at
fault. These statements were recorded at an unsuspicious time when the witnesses
likely did not know the significance of the claimant's establishing negligence on the part
of the grandfather in order to succeed with the claim. Moreover, there was a close
family relationship between the claimant and the insured, a relationship that became
more significant as the witnesses versions of the incident shifted with time toward

negligent behavior by the insured.

9Several cases have addressed the issue of excess liability in the context of the
insurer's duty to keep the insured informed of developments in the handling of the
clam. See McKenzie & Johnson, supra, 8 219. While the insurer in the present case
did not keep the insured informed of the negotiations with the claimant, the failure was
clearly non-prgudicia because of the close familia relationship (grandfather-grandson)
between the insured and the claimant. While the insurer ill had the duty to act in good
faith in protecting the insured against excess exposure, no prejudice has been shown
to the grandfather because the insurer failed to inform him of settlement offers or to
seek his participation in offering a compromise.
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The trial judge considered all of these factors, supported by the record, and
decided that the insurer was entitled to its day in court without penalty for bad faith
failure to settle. Since reasonable minds could have differed, based on the evidence
developed in athorough investigation, on the liability of the insured in the underlying
tort case, the tria court concluded the insurer was not arbitrary or capricious under the
overall circumstances in refusing to settle within the policy limits.

The court of appeal clearly substituted its judgment for that of the tria court,
failing to accord any deference to the trial court's supported fact findings. Beginning
with the factual recitation that the insured either dropped the tank on the burning
carburetor or threw the tank away from himself onto the small fire, the intermediate
court ignored the weight given by the trial court (1) to the witnesses' statements, given
at an unsuspicious time, which tended to exonerate the insured and to incul pate the
claimant, and (2) to the claimant's deposition which established that he did not know
whether he knocked the gas tank over with the sack or the grandfather dropped or
threw the tank away from him. Based on these faulty factual and legal premises, the
intermediate court concluded that the insurer clearly was aware that both Kenneth
Smith and his grandfather contributed equally to the accident. The trial judge reached
the contrary concluson on the disputed evidence, believing that defendant had
sufficient basis, from the paucity of evidence of the insured's fault, to justify refusing
to pay the policy limits to compromise the very questionable claim. The appellate court
erred in reversing this primarily factual determination.

Accordingly, the judgment of the court of appeal is set aside, and the judgment

of the trial court dismissing the action is reinstated.
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