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BAD FAITH EXCEPTION

The early 1990s spawned several no-
table reinsurance rulings by courts. 
Some of those decisions, which have 
been in the spotlight recently, relate to 
the applicability of reinsurance limits.1 

Another category relates to reinsurers’ 
late-notice defenses. In particular, the 
New York Court of Appeals ruled in 
1992 that, unlike direct insurers, rein-
surers must show prejudice resulting 
from alleged late notice.

In subsequent decisions in 1993, the 
Second Circuit made certain state-
ments—since relied on by reinsurers–
to argue that they actually need not 
show prejudice if they meet a purported 

bad faith exception to prejudice. The 
oft -cited example is establishing that a 
cedent lacked practices and procedures 
to ensure notice to reinsurers. Just like 
it recently did with the decisions re-
garding reinsurance limits,2 the Court 
of Appeals should rein in the case law 
about the purported bad faith excep-
tion to the prejudice requirement.

This bad faith exception was highlight-
ed in the last issue of the Quarterly in 
an article titled “No Harm, No Foul: 
Jury Rejects Reinsurer’s Late-Notice 
Defense.”3 In that article, the authors 
reviewed the recent jury verdict and 
related court decision in Utica Mutual 

Insurance Company v. Fireman’s Fund 
Insurance Company.4 Utica ultimately 
prevailed in that suit, and the court 
entered judgment for $64.1 million in 
damages and pre-judgment interest. 
Yet Utica still had to overcome Fire-
man’s Fund’s defense that, under the 
alleged bad faith exception, it need not 
show prejudice resulting from alleged 
late notice simply because, according 
to Fireman’s Fund, Utica lacked prac-
tices and procedures to ensure notice 
to reinsurers.

No Basis in New York Law
Utica should not have been required to 
do so. The purported bad faith excep-
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tion to the prejudice requirement stems 
from a series of decisions in a dispute 
between Unigard Security Insurance 
and North River Insurance and a sub-
sequent decision involving Christiania 
(eneral Insurance and (reat American 
Insurance. As discussed below, a close 
examination of those decisions reveals 
that the exception arises out of dicta 
and has no basis in, and is inconsistent 
with, New York law.

The Second Circuit’s First Unigard 
Decision (Unigard I). In Unigard I, the 
reinsurer 	Unigard
 asserted that the 
cedent 	North River
 provided late no-
tice of certain underlying claims. The 
district court found that North River 
provided notice late, but rejected Uni-
gard’s late-notice defense after con-
cluding that Unigard had not shown 
that the late notice caused prejudice. 

0n appeal, the Second Circuit Court 
of Appeals found “no New York appel-
late court decision addressing the ques-
tion of whether a reinsurer must prove 
that it was prejudiced by untimely no-
tice of loss in order to successfully in-
voke a late-notice defense.”� Thus, the 
court certiýed a question to the New 
York Court of Appeals, asking: “.ust 
a reinsurer prove prejudice before it can 
successfully invoke the defense of late 
notice of loss by the reinsured ”6 

The New York Court of Appeals’ 
Unigard Decision (Unigard II). The 
New York Court of Appeals—the 
state of New York’s highest court—
answered that question aûrmatively. 
The Court of Appeals recogni[ed that 
New York did not require direct insur-
ers to show prejudice resulting from 
late notice,� but emphasi[ed that there 
were “signiýcant and basic diúerences 
between primary insurance and rein-
surance.”� Thus, the court held “that 
this Ano prejudice rule’ does not apply 

to a failure to comply with the prompt 
notice requirement in a contract of 
reinsurance.”9 In its ruling, the court 
created no exception to its holding that 
“the reinsurer must demonstrate how 
<late notice> was prejudicial y.”10 

The Second Circuit’s Christiania 
Decision. The Unigard case then went 
back to the Second Circuit. 8hile 
the case was under consideration, the 
Second Circuit decided Christiania, 
another reinsurance case involving 
late-notice allegations.11 In Christiana, 
the court reviewed a lower court’s de-
cision on late notice in a section titled 
“I. Notice.” 

The Second Circuit reversed the dis-
trict court’s decision on that issue, 
ýnding a question of fact about when 
notice was due.12 In its ruling, the 
Second Circuit acknowledged the 
New York Court of Appeals’ Unigard 
decision requiring reinsurers to show 
prejudice resulting from the cedent’s 
late notice. The ruling further stated 
that the reinsurer 	Christiania
 might 
be able to demonstrate prejudice on 
remand.13 

In a diúerent section titled “III. 0ther 
Claims,” the Second Circuit evalu-
ated Christiania’s claim that the ce-
dent breached “its duty to deal in 
utmost good faith by virtue of its con-
scious decision not to provide notice 
sooner.”14 The court found this claim 
“diûcult to understand” because “the 
signiýcance of defendant’s Aconscious,’ 
or knowing decision not to provide no-
tice sooner is not explained by Chris-
tiania.”1� According to the court, if the 
cedent “should have provided notice 
earlier than it did—whether its failure 
was conscious or otherwise—then the 
Aprompt notice’ requirement has not 
been satisýed.”16 Under that scenario, 
the court noted, Christiania still would 

have had to establish prejudice.1� 

Signiýcantly, the Second Circuit 
then rejected a notion similar to the 
purported bad faith exception to the 
prejudice requirement. “It seems that 
what Christiania would have us do is 
supplant the New York rule that a re-
insurer must prove prejudice as a result 
of late notice by holding that Acon-
sciously’ late notice, without more, 
is suûcient to entitle the reinsurer to 
relief. 8e reject this invitation.”1� That 
is, the court held that the reinsurer 
could not avoid showing prejudice by 
establishing that the cedent conscious-
ly provided late notice. Thus, the court 
aûrmed the dismissal of the reinsurer’s 
claim that the cedent breached its duty 
of utmost good faith.19 

Despite that, the court stated, in dicta, 
that “<a>t most, a reinsured’s failure to 
provide prompt notice may entitle the 
reinsurer to relief without showing 
prejudice if the reinsured acted in bad 
faith.”20 &ven in qualiýed dicta, this 
was an unusual statement given that 
in the separate section dealing with 
the reinsurer’s late-notice defense, the 
court had already acknowledged the 
Court of Appeals’ requirement that the 
reinsurer show prejudice. 

.oreover, as a New York state court 
recogni[ed, “to the extent that Chris-
tiania relied on New York law <with 
respect to the bad faith exception to 
prejudice>, its citations were not in the 
reinsurance context or in the context 
of notice.”21 Rather, the two New 
York cases the Christiania court cited 
involved “primary insurers placing 
their interests above those of excess in-
surers.”22 The court’s reliance on those 
direct insurance cases is particularly 
strange because the New York Court 
of Appeals’ ruling that reinsurers must 
show prejudice resulting from late 
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notice was based in part on the dif-
ferences between direct insurance and 
reinsurance.23 

In sum, Christiania did not hold that 
a reinsurer may avoid showing preju-
dice resulting from late notice if it can 
show that a cedent acted in bad faith 
with respect to notice. Rather, it held 
that a reinsurer could not avoid show-
ing prejudice even if the cedent con-
sciously withheld notice. 

The qualiý ed statement in Christiania
that reinsurers might be able to avoid 
showing prejudice if they establish that 
their cedent acted in bad faith does 
not represent New York law for four 
reasons:

First, it is contrary to the Court of Ap-
peals’ ruling in Unigard II. In that de-
cision, the court held that reinsurers 
must show prejudice and identiý ed no 
exception to that requirement. 

Second, the Christiania court’s actual 
ruling was that a reinsurer must show 
prejudice even if the cedent conscious-
ly withheld notice. Thus, the dicta that 
bad faith “may” excuse a reinsurer 
from showing prejudice is inconsistent 
with the Christiania court’s actual deci-
sion, which would require a reinsurer to 
show prejudice even where the cedent 
consciously withheld notice.

Third, the New York case law cited by 
Christiania does not support the state-
ment. Those cases dealt with direct 
insurance, not reinsurance. The Court 
of Appeals’ ruling in Unigard II that re-
insurers must show prejudice was based 
on the “signiý cant and basic diú er-
ences between primary insurance and 
reinsurance.”24 Therefore, cases about 
direct insurance cannot support an ex-
ception to the reinsurance-speciý c rule 
that reinsurers must show prejudice.

Fourth, even ignoring the problems 

above, the statement is dicta. Dicta is 
not binding.2�

The Second Circuit’s 
Second Unigard Decision 
(Unigard III)
Following the Christiania decision, 
the Second Circuit issued its deci-
sion in Unigard III. The court began 
by reviewing the New York Court of 
Appeals’ answer to the certiý ed ques-
tion. It stated that “we certiý ed to the 
New York Court of Appeals the ques-
tion whether a reinsurer must prove 
prejudice to prevail on a late loss no-
tice defense. The Court of Appeals 
held that prejudice must be shown.”26

Then, applying the New York Court 
of Appeals’ ruling, the Second Circuit 
found that Unigard could not establish 
prejudice resulting from North River’s 
late notice.2� 

Nevertheless, the court cited the Chris-
tiania court’s statement that “a <ceding 
insurer’s> failure to provide prompt 
notice may entitle the reinsurer to re-
lief without showing prejudice if <the 
ceding insurer> acted in bad faith.”2�

Notably, the Second Circuit cited no 
authority other than Christiania to sup-
port this proposition. As shown above, 
Christiania’s actual holding was to the 
contrary, and the cited statement is in-
consistent with New York law.29 

The Second Circuit appears to have 
raised this bad faith issue because the 
lower court had stated that “North 
River might have violated the duty of 
utmost good faith if it inadvertently 
failed to disclose material information 
to its reinsurer.”30 The Second Circuit 
rejected that statement because, rather 
than inadvertence, “the proper mini-
mum standard for bad faith should be 
gross negligence or recklessness.”31

The Unigard III court then went even 

further than the dicta in Christiania, 
stating that if a cedent “does not imple-
ment” “routine practices and controls 
to ensure notiý cation to reinsurers,” 
the cedent “has willfully disregarded 
the risk to reinsurers and is guilty of 
gross negligence.” The court cited no 
authority, much less New York law, 
supporting this dicta.

Ultimately, the Second Circuit did 
not even apply its “gross negligence 
or recklessness” bad faith standard, 
instead concluding that because there 
was “no intent to deceive Unigard,” 
the cedent did not act in bad faith.32 

It appears that the 

New York Court of 

Appeals needs to 

rule on this issue, 

as was the case 

with the federal 

courts’ continuous 

misinterpretation 

of Bellefonte and 

Unigard III.
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Subsequent Court 
Decisions
After Unigard and Christiania, one court 
assumed, without analysis, that the 
bad faith exception to the prejudice 
requirement constituted New York 
law.33 The court in Utica v. Fireman’s 
Fund also invoked the bad faith excep-
tion and actually addressed the issues 
raised above, but was unwilling to ýnd 
that the dicta in Christiania and Uni-
gard did not represent New York law.34

Thus, at trial, Utica had to and did dis-
prove Fireman’s Fund’s unsupported 
assertion that Utica lacked practices 
and procedures to notify reinsurers.3�

A New York state case, however, has 
recogni[ed that the bad faith exception 
to the prejudice requirement “has not 
been implemented by the courts of this 
state <i.e., New York>” and that the 
New York law cited by Christiania to 
support that exception involved direct 
insurance, not reinsurance.36 8hen 
that decision was appealed, the inter-
mediate New York appellate court did 
not reject those statements� instead, 
it remanded for a determination of 
whether the reinsurer has suúered 
prejudice as a result of late notice.3�

Conclusion
In Unigard II, the Court of Appeals held 
unequivocally that “the reinsurer must 
demonstrate how <late notice> was 
prejudicial.”3� The Second Circuit’s 
statements in Christiania and Unigard 
III regarding a purported bad faith ex-
ception to that unequivocal rule do not 
represent New York law because 	1
 
they are contrary to Unigard II, 	2
 they 
are unsupported by New York law, 	3
 
they were not even applied in those de-
cisions, and 	4
 they are dicta. 

Some federal courts, however, have re-
lied on those statements as if they are 
New York law. Accordingly, it appears 

that the New York Court of Appeals 
needs to rule on this issue, as was the 
case with the federal courts’ continu-
ous misinterpretation of Bellefonte and 
Unigard III. 
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