UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 98-20413

ST. PAUL FI RE AND MARI NE | NSURANCE COVPANY;
ST. PAUL MERCURY | NSURANCE COVPANY,

Pl ai ntiffs-Appellees,
ver sus
CONVALESCENT SERVI CES, | NC. doi ng busi ness
as BAYOU GLEN NURSI NG HOME; MARK SCHULTZ,
executor of the estate of Jacob Schultz;
LI LLI AN SCHULTZ,

Def endant s- Appel | ant s.

Appeal fromthe United States District Court for the
Sout hern District of Texas

Oct ober 19, 1999
Before POLI TZ, DeMOSS, and BENAVIDES, G rcuit Judges.
BENAVI DES, Circuit Judge:

This appeal involves the scope of an insurer’s duty to its
insured in the context of settlenent negotiations under Texas | aw.
Concl udi ng that the Texas Suprenme Court would not inpose a duty
upon an insurer to take into consideration a claim specifically

excl uded from coverage, we affirm

BACKGROUND
St. Paul Fire and Marine |Insurance Conpany (St. Paul) filed a



conplaint for declaratory relief pursuant to 28 U S.C. §8 2201 in
federal district court, seeking a determnation that it was not
Iiable for paynent of a punitive damages award entered against its
i nsured, Conval escent Services, Inc. (CSI), in astate court action
in Harris County, Texas. The follow ng events gave rise to the
underlying state court action. Jacob Schultz was a patient at a
nursi ng honme owned by CSI called Bayou @ en Nursing Honme. Schultz
devel oped decubitus ulcers, which involved conplete | oss of skin
and tissue and exposed bone structure. Recovery fromthe ulcers
requi red hospitalization, surgery, and skin grafts. Schul tz
brought suit against CSI in Texas state court, alleging a variety
of negligent acts and om ssions that resulted in serious personal
injury and near death. Schultz sought actual and punitive damages.
Al t hough St. Paul insured CSI agai nst damages arising fromits
negl i gence, the policy specifically excluded coverage for punitive
damages. Pursuant to that policy, St. Paul defended CSI in the
underlying state lawsuit. Prior to trial, Schultz mde a
settl enent demand of $250, 000, well within CSI’s policy limts. At
that tinme, Schultz’'s nedical damages al one were $80,000. St. Pau
rejected the demand and nade a counteroffer of $35, 000. The case
proceeded to trial, and ultimately, finding CSI liable for
negl i gence and gross negligence, the jury awarded Schul tz $380, 000
in actual damages and $850,000 in punitive damages. Although St.
Paul paid the actual damages award on behalf of CSI, it refused to
pay the punitive danages award based on an exclusion in the policy.
Thereafter, CSI executed an assignnent of its rights against

St. Paul to Schultz's estate in exchange for a covenant to del ay



execution of the underlying state court judgnent.! CSI filed suit
against St. Paul in the district court of Harris County, Texas,
alleging that St. Paul had negligently handled the investigation
and settlenent negotiations in regard to Schultz’s clai m agai nst
CSI. St. Paul then renoved the suit to federal district court and
filed the aforenenti oned conpl ai nt seeking a declaratory judgnent
that it did not breach any duties owed to CSI in connection with
the defense and settlenent of the wunderlying state court
pr oceedi ngs.

CSlI counterclainmed, asserting that St. Paul breached its duty
to exercise ordinary care in the defense, evaluation, and
settlenment of the lawsuit against CSI in violation of the doctrine
set forthin GA Stowers Furniture Co. v. Anerican Indemity Co.,
15 S.W2d 544 (Tex. Conmi n App. 1929, hol ding approved). St. Paul
filed a notion for judgnent on the pleadings, arguing that it had
not violated its Stowers duty. The district court agreed and
granted St. Paul’s notion for judgnent on the pl eadings. The court
entered final judgnent declaring that St. Paul had no liability for
paynment of the punitive damages award. CSI now appeal s.

1. ANALYSIS

A Negligent Failure to Settle under Texas Law

CSI contends that the district court erred in granting St.
Paul s notion for judgnment on the pleadings with respect to its

counterclaim A judgnent on the pleadings pursuant to Rule 12(c)

1 CSI and Schultz's estate are the appellants on this appeal.
For ease of reference, the appellants will be collectively referred
to as CSl.



of the Federal Rules of G vil Procedure is reviewed de novo. St.
Paul Ins. of Bellaire v. AFIA Wrldwi de Ins., 937 F.2d 274, 279
(5th Gr. 1991). This Court nust |look only to the pleadings and
accept all allegations in themas true. Id.

Specifically, CSI argues that St. Paul unreasonably refused to
accept a $250,000 settlenment demand in the underlying state court
suit, thereby violating its duty under Texas law. To determ ne a
state | aw question, federal courts nust |ook to decisions of the
hi ghest state court. Transcontinental Gas v. Transportation Ins.
Co., 953 F.2d 985, 988 (5th Gr. 1992). If the state’s highest
court has not spoken on a particular issue, “it is the duty of the
federal court to determne as best it can, what the highest court
of the state would decide.” Id.

In Texas, an insurer nust exercise the degree of care and
diligence when responding to settlenent demands wthin policy
limts that “an ordinarily prudent person would exercise in the
managenent of his own business.” Stowers, 15 S.W2d at 547. A
failure to exercise such care constitutes negligence on the part of
the insurance conpany. |d. This well-recognized duty arises from
the obligations to defend and i ndemmify pursuant to the insurance
contract and the control the policy grants to the insurer over the
insured’s defense. Anmerican Physicians Ins. Exch. v. Garcia, 876
S.W2d 842, 846 (Tex. 1994).

The Texas Suprene Court has explained that an insurer’s duty
to settle under Stowers is not activated unless the follow ng three
requi rements are net:

(1) the claim against the insured is within



the scope of coverage, (2) the demand is

wthin the policy limts, and (3) the terns of

the demand are such that an ordinarily prudent

insurer would accept it, considering the

i kelihood and degree of the insured’ s

potential exposure to an excess judgnent.
Garcia, 876 S.W2d at 849.

CSI admits, as it nust, that punitive damges are specifically
excluded under its insurance policy issued by St. Paul. Csl
mai nt ai ns, however, that it has never asserted that St. Paul had a
duty to settle a claimnot covered under its policy. Instead, CSI
argues that the Stowers duty to settle within policy limts was
triggered because St. Paul knew that CSI was willing to pay its
share of any demand for non-covered danmages in order to avoid
exposure to a large award of punitive danmages.? In other words, if
St. Paul had made CSI aware of its internal evaluation that the
exposure to a punitive damages award was great, then CSI woul d have
contributed toward a settlenent based upon such exposure. Csl
asserts that St. Paul knew or had reason to know that CSI would

have been willing to contribute toward a settl enent because, within

t he precedi ng year, at St. Paul’s request, CSI had paid $100, 000 of

2 Although CSI now asserts that St. Paul’s know edge of CSI’'s
W llingness to contribute “triggered the classic Stowers duty,” in
its counterclaimfiled in the court below, CSI candidly admtted
that “St. Paul’s breach of duty is not the classic Stowers breach,

[ because] the damages to which St. Paul has exposed its
policyhol der are not covered, and Stowers is prem sed upon an
insurer’s duty to settle a covered lawsuit.” |Indeed, the district

court, in its opinion granting St. Paul’s notion for judgnment on
t he pl eadi ngs, took note of CSI’s concession “that St. Paul did not
breach its Stowers duty as set out by the three requirenents |isted
in Garcia.” Nevertheless, CSI did argue in its counterclaimthat
the duties set forth in Stowers were not so limted, and that St.
Paul had breached its duty under Stowers “‘to give the rights of
his principal [policyholder] at | east as great consideration as he
does his own.’” (quoting Stowers, 15 S.W2d at 548).
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its own noney toward settlenent of an apparently unrelated action
that presented a substantial risk of punitive damages.

CSI asserts that although the Texas Suprene Court has not
addressed the nerits of this particular type of Stowers claim it
specifically nentioned such a potential liability in Garcia, and
State Farm Lloyds Ins. Co. v. Ml donado, 963 S.W2d 38, 41 n.6
(Tex. 1998). We disagree. In both of those cases, the question
the Suprenme Court expressly left open was “when, if ever, a Stowers
duty may be triggered if an insured provides notice of his or her
w | lingness to accept a reasonabl e demand above the policy limts,

and to fund the settlenent, such that the insurer’s share of the

settlenment would remain within the policy limts.” 876 S.W2d at
849 n. 13. Unli ke those cases, in the case at bar, Schultz's
settlenment demand was not above CSlI's policy limts. Mor e
inportantly, in contrast to the case at bar, both Garcia and

Mal donado involved clains--and damages corresponding to those
clains--that were covered by the insurance policy.?3

As the Texas Suprene Court stated in Garcia, “[we start with
the proposition that an insurer has no duty to settle a claimthat
is not covered under its policy.” 876 S.W2d at 848. Thi s
| anguage indicates that St. Paul had no duty to take into

consideration CSI’'s potential exposure to punitive damages during

3 In Ml donado, the Court did not reach the question left
open in Garcia because there was no evidence that the i nsurer knew
that the insured had made an unconditional offer to pay the anount
of the settlenent demand above policy limts. Inits counterclaim
CSI alleged that St. Paul knew it was wlling to contribute. As
stated previously, because this case was disposed of on a Rule
12(c) notion, we accept all allegations in the pleadings as true.
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settl enment negotiations regardi ng covered clains. Therefore, we do
not believe that the Texas Suprene Court would find that St. Paul’s
al l eged knowl edge of CSI's wllingness to pay for the punitive
portion of the settlenent triggered the traditional duty to settle
under Stowers.*

In short, Stowers holds insurers |iable for danages on covered
clains above policy limts to ensure that insurers accept
reasonable settlenent offers (especially ones close to policy
limts) that an ordinarily prudent insured would have accepted.
Stowers therefore extends the policy limts for covered clains;
however, CSI’'s interpretation would, in effect, extend the actual
coverage of the insurance contract.® CSI’'s argunment whol ly ignores
the nost basic proposition that an insurer has no duty to settle a
non-covered claim G ven these circunstances, CSI has failed to
establish that St. Paul had a duty under Stowers to accept the

$250, 000 settl emrent demand. ®

4 W express no opinion regardi ng how the Texas Suprenme Court
woul d decide the particular type of Stowers claim left open in
Garcia and Ml donado, both of which involved clains that were
covered.

5> CSlI argues that both extending policy limts for covered
clains and extending actual coverage of the insurance contract
i nvol ve the insurer being held |iable for damages that it was not

contractually obligated to pay. Though we understand CSlI's
argunent, we sinply do not believe that the Texas Suprene Court’s
precedent allows us to accept that argunent. See (Garcia, 876

S.W2d at 848. Stowers extends policy limts when an insurer has
negligently refused to settle a covered claim Stowers does not
extend or create coverage when an insurer negligently handles a
claim against its insured that is not covered in the first
i nst ance.

6 CSI also argues that the $250, 000 settl enment denand nade by
Schultz involved only the actual damages and di d not enconpass the
punitive damages. Therefore, the first Stowers prerequisite would
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Nevert hel ess, CSI argues that, independent of the duty in
Stowers to accept reasonable settlenent demands, St. Paul had a
| arger duty to handle the clains against CSI in a non-negligent
manner. CSI relies on, inter alia, the standard of care | anguage
in Stowers, 15 S.W2d at 547,7” and the Texas Suprene Court’s
“hol ding” in Ranger County Mut. Ins. Co. v. Quin, 723 S.W2d 656,
659 (Tex. 1987), that an insurer’s duty extends to the full range
of the agency relationship which includes investigation,
preparation for defense of the lawsuit, trial of the case, and
reasonabl e attenpts to settle. Although Ranger does contain broad
| anguage regarding an insurer’s duty to the i nsured, that |anguage
certainly is not the holding inasnmuch as there was “no contention
that [the insurer] was negligent in investigation or trial of the

| awsuit.” Ranger, 723 S.W2d at 659. Subsequently, in

Garcia, the Texas Suprene Court referred to this | anguage i n Ranger

be nmet; i.e., the claim was a covered one. Even if the demand
could be so construed, and thus, wunder Stowers, St. Pau
negligently refused to settle the covered claim CSI suffered no
damages in this regard because the actual damages t hat corresponded
to the covered claimdid not exceed policy limts, and St. Pau
paid the $380,000 in actual damages. Pursuant to Stowers, if the
jury had awarded Schultz actual damages in excess of CSlI’s policy
l[imts, St. Paul would have been liable for the entire anmount of
actual damages, including the anobunt in excess of policy limts.

Certainly, where an insurance conpany nakes
such a contract; it, by the very terns of the
contract, assuned the responsibility to act as
the exclusive and absolute agent of the
assured in all matters pertaining to the
questions in litigation, and, as such agent,
it ought to be held to that degree of care and
diligence which an ordinarily prudent person
woul d exercise in the nmanagenent of his own
busi ness.



as “dictuni and opined that “[i]n the context of a Stowers | awsuit,
evidence concerning clainms investigation, ¢trial defense, and
conduct during settl enent negotiations is necessarily subsidiary to
the ultimate i ssue of whether the claimant’s demand was reasonabl e
under the circunstances, such that an ordinarily prudent insurer
woul d accept it.” 876 S.W2d at 849. Tellingly, CSI and the

dissent in Garcia both rely on the sane |anguage in Ranger.

| ndeed, the dissent in Garcia accuses the nmgjority of
“retroactively” transformng the holding in Ranger “into nere
“dictum’” 876 S.W2d at 863 n.7. It is clear to us that, in

Garcia, the Texas Suprenme Court drastically curtailed the broad
| anguage of Ranger.® This is true regardl ess whet her that | anguage
in Ranger is deened to constitute the hol ding.

CSI also relies on opinions from the Seventh and Eighth
Circuits and the Northern District of Alabama to support its claim
that St. Paul breached its duty totreat CSI's interests with equa

consideration as its own.® Those three cases rely, at least in

8 Notwi thstanding Garcia, CSI argues that the Texas Suprene
Court’s affirmance of a portion of the court of appeals’ opinionin
St. Paul Surplus Lines Ins. Co. v. Dal-Wrth Tank Co., 917 S. W 2d
29 (Tex. App.-Amarillo 1995), affirmed in part, reversed in part on
ot her grounds, 974 S.W2d 51 (Tex. 1998), has reaffirnmed the
hol ding in Ranger that an insurer has a duty of ordinary care in
the handling of a claim including the investigation and eval uation
of that claim W are not persuaded because, subsequent to Dal -
Worth, the Texas Suprene Court in State FarmMiut. Auto. Ins. Co. v.
Traver, reiterated that “Ranger’s broad | anguage about the scope of
the insurer’s responsibilities was dicta.” 980 S.W2d 625, 628
(Tex. 1998).

® Carpenter v. Auto. Club Interins. Exch., 58 F.3d 1296 (8th
Cr. 1995); T™wn Cty Fire Ins. Co. v. Country Mut. Ins. Co., 23
F.3d 1175 (7th Cr. 1994); and Carrier Express, Inc. v. Hone | ndem
Co., 860 F. Supp. 1465 (N.D. Ala. 1994).
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part, on the insurer’s duty of good faith and fair dealing. I n
Texas, a Stowers claimis not a bad faith claim Maryland Ins. Co.
v. Head Indus. Coatings and Serv., Inc., 938 S.W2d 27, 28 (Tex.
1996) . Furthernore, the Texas Suprene Court has expressly held
that an insurer does not owe its insured a duty of good faith and
fair dealing to investigate and defend clains by a third party
against its insured. 1d. This Court has recogni zed that hol ding
and explained that “[i]n this context, the Stowers duty is the only
tort duty the insurer nmust conply with; the duty of good faith in
handl i ng i nsurance cl ai ns does not apply.” Travelers Indem Co. V.
Citgo Petrol eum Corp., 166 F.3d 761, 764 (5th Cir. 1999).1

W also rely on the Texas Suprene Court’s decision in Texas
Farnmers Ins. Co. v. Soriano, 881 S.W2d 312 (1994), to assist us in
maki ng our Erie!! guess. In that case the question was whet her the
insurer was negligent for failing to settle certain clains that
were filed against its insured as a result of a car accident.? Two
sets of claimants, the Medinas and the Lopezes, sought recovery

from the insured. The insured had only the mninmum insurance

10 This panel is bound by another panel‘s previous
interpretation of state |aw absent a subsequent state court
decision that renders this Court’s previous decision incorrect.
Batts v. Tow Motor Forklift Co., 66 F.3d 743, 747 (5th Cr. 1995).

1 Erie R Co. v. Tonpkins, 304 U S. 64, 58 S.Ct. 817 (1938).

12 The insured al so clained that the insurer breached its duty
of good faith and fair dealing in failing to settle certain clains.
Because the insurer did not challenge whether the duty of good
faith and fair dealing applied in the context of third-party
clains, the Texas Suprene Court did not decide that issue.
Subsequently, the Court held that such a duty did not apply in the
context of third-party clains. Head, 938 S.W2d at 28.
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coverage of $20,000 per occurrence, and the insurer offered the
full policy limts of $20,000 to the Medinas, but the offer was
ref used. Subsequently, the Lopez claim was settled for $5,000.
The insurer then offered the remaining $15,000 to the Medi nas, who
demanded the original offer of $20,000. The case went to trial,
and the jury awarded the Medinas $172,187 in damages. Sori ano
assigned his rights against the insurer to the Medinas, who sued
the insurer for its negligent handling of the Medinas’ clains. The
jury found that the insurer was negligent for failing to settle and
awar ded $520,577.24 in actual damages. The court of appeals
affirnmed the award, finding that there was sone evidence that the
Lopez settl enent was unreasonabl e and negligent. The Texas Suprene

Court reversed, holding that an insurer my enter into a
reasonabl e settlenment with one of . . . several claimnts even
t hough such settlenent exhausts or dimnishes the proceeds
available to satisfy other clains.” 881 S.w2d at 315. Put
anot her way, when determ ni ng whether to accept a settlenent demand
in a case involving multiple clains and inadequate proceeds, an
insurer may consider only the nerits of that particular claimand
the corresponding potential liability of its insured. The Court
explained that “[t]his standard is nothing nore than what is
requi red of an insurer under Stowers.” |d.

Thus, because the Texas Suprene Court does not inpose a duty
upon insurers to consider other covered clainms when faced with a
settl enent demand by one clai mant, we believe that the Court would

not inpose a duty upon insurers to consider clains that are not

covered--here, the punitive danage clains--by its policy during
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settl enment negotiations involving one claimant. While recognizing
t he expansive |l anguage in Stowers regarding an insurer’s duty to
the insured, we cannot square the Texas Suprene Court’s recent
precedent interpreting Stowers with a holding that the i nsurer has
a duty to consider clains that are excluded from coverage when
making its determ nation of whether a settlenent is reasonable.
CSlI al so cites nunmerous other cases in support of its various
argunents; however, what this Court nust do is predict what the
Texas Suprene Court woul d now hol d. When nmaking an “Erie guess, it
is not our role to create or nodify state law, rather only to

predict it. Lawrence v. Virginia Ins. Reciprocal, 979 F.2d 1053,
1055 (1992). In light of its nore recent precedent, we feel
constrained to hold that the Texas Suprene Court would concl ude
that St. Paul did not breach any tort duty to CSI.?*
B. Whet her CSI Sufficiently Raised Statutory C ains

In its final argunent, CSI asserts that St. Paul is liable
under the Texas Deceptive Trade Practices Act (DTPA), the Texas
| nsurance Code, and common |aw negligence!® for the dammges it

caused when it failed to investigate properly the claim and to

comunicate to CSI its evaluation that CSI was exposed to a

13 Because we determine that St. Paul did not breach any tort
duty to CSI, we need not reach St. Paul’s argunent that Texas
public policy now prohibits 1insurance conpanies from paying
punitive damage awards. See Hartford Cas. Ins. Co. v. Powell, 19
F. Supp. 2d 678 (N. D. Tx. 1998) (discussing the history of punitive
damages under Texas law and a prior Fifth Grcuit holding that
Texas public policy would not prevent liability insurance coverage
of punitive damages; concluding that Texas public policy now
prohi bits such a paynent).

14 As set forth above, the only tort duty that St. Paul owed
to CSI arises under Stowers.
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substantial risk of punitive damages. St. Paul responds that these
statutory clainms were not plead. W agree. Although in its answer
CSI cursorily nentioned these statutory clainms, there is no
reference to either the DIPA or the Insurance Code in CSl's
counterclaim CSI failed to raise properly these statutory clains
in the court below, and that is further evidenced by the district
court’s conplete omssion of any reference to such clains in its
order granting St. Paul’s notion for judgnent on the pleadings. W
refuse to consider clainms that were not properly raised in the
district court. First United Financial Corp. v. Specialty G| Co.,
5 F.3d 944, 948 n. 9 (5th Gr. 1993); see also Singleton v. Wil ff,
428 U. S. 106, 120, 96 S.Ct. 2868, 2877 (1976) (“It is the general
rule, of course, that a federal appellate court does not consider
an i ssue not passed upon below ”).

For the above reasons, the district court’s judgnent is

AFFIRVED in all respects.
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