New Jersey Supreme Court Examines the Applicability of Policy Exclusion When Concurrent Causes of Injury Are Alleged
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On July 7, 2010, the New Jersey Supreme Court announced its decision in the case entitled Wendy M. Flomerfelt v. Matthew P. Cardiello, 2010 N.J. LEXIS 546 (N.J. July 7, 2010).  As discussed below, this decision will likely have a significant impact upon insurers seeking to apply policy exclusions when concurrent causes of injury are alleged in the complaint.  

Facts

In Flomerfelt, Plaintiff, Wendy Flomerfelt, attended a party hosted by Defendant, Matthew Cardiello.  Plaintiff had little recollection of the party, but conceded that she may have smoked marijuana before arriving at the party.  Plaintiff had no recollection of what she may have ingested at the party.  Defendant admitted that guests at the party were provided with beer, and that drugs were being used at the party.  Plaintiff’s Complaint alleges that Defendant provided her with alcohol and drugs, including the prescription drug “Ultracet”, which contains opiates.   

At some point, Plaintiff became ill and unresponsive, although Defendant denied that he was aware of Plaintiff’s condition until he awoke on Sunday afternoon.  Plaintiff alleged that Defendant delayed calling for help because he did not want his parents to learn of the party and because he feared that police would discover illegal drugs in the house.  Plaintiff was thereafter treated in the hospital for liver and kidney failure.  A hospital toxicology report identified alcohol, marijuana, opiates and cocaine in Plaintiff’s system and the discharge paperwork included a diagnosis of numerous conditions “probably secondary to drug overdose.”  Upon release from the hospital, Plaintiff recovered from the kidney and liver conditions, but suffered permanent hearing loss. 

Procedural History
After service of Plaintiff’s Complaint, Defendant tendered the defense and sought indemnification for Plaintiff’s claims from Pennsylvania General, his parents’ homeowners’ insurance company.  The insurer refused to defend or indemnify Defendant, citing to the policy exclusion for claims “arising out of the use, . . . transfer or possession” of controlled dangerous substances.   Thereafter, Defendant, Matthew Cardiello, filed a Declaratory Judgment Action against the insurer seeking a declaration that the insurer must defend and indemnify him in the pending personal injury action filed by Plaintiff.  The Declaratory Judgment Complaint was consolidated with Plaintiff’s pending personal injury complaint for discovery and trial. 

During discovery, Plaintiff’s expert testified that the injuries sustained by Plaintiff were caused by the ingestion of multiple drugs and alcohol, and that the injuries were exacerbated by the delay in receiving medical attention.  He did not quantify the amounts of each substance found in her system or determine when each substance may have been ingested.  Instead, his testimony focused on identifying each of the substances as the potential cause of Plaintiff’s injuries.  In contrast, Cardiello’s expert testified that Plaintiff’s injuries may have resulted from prior drug abuse preceding an overdose, and also testified that Plaintiff may have had a genetic predisposition to hearing loss. 

The insurer and Cardiello both moved for summary judgment on the issues raised in the Declaratory Judgment Action.  The insurer argued that the “arising out of” language in the policy is unrelated to causation, but instead equates with concepts such as “in connection with” or “incident to.”  The insurer asserted that because the evidence ties Plaintiff’s injuries at least in part to the ingestion of illegal drugs, there is no duty to defend or indemnify.  Defendant’s opposition papers alleged that the “arising out of” language is ambiguous and because the Complaint also alleged that the Plaintiff’s injuries were caused by alcohol or the failure to promptly call for medical assistance, judgment could not be entered in favor of the insurer.  

The trial court ruled in favor of Cardiello and directed the insurer to provide both defense and indemnity pursuant to the policy.  The Court ruled that the insurer has the burden to show that the exclusion is applicable to the claim.  The Court also held that the insurer could not rely on the exclusion because the experts were not able to attribute the Plaintiff’s injuries to either the drugs or the alcohol, and that the Cardiello was entitled to an inference that the injuries were caused by a covered risk.  

The Appellate Division reversed the trial court’s decision and utilized a broad interpretation of the phrase “arising out of.”  The Appellate Division also utilized a substantial nexus test for purposes of evaluating the indemnification question.  Since the expert proofs linked Plaintiff’s injuries to both drugs and alcohol, those injuries  “arose out of” the excluded acts of “use, . . . transfer or possession” of illegal drugs.  The Appellate Division did not address the duty to defend, and concluded that the exclusion barred coverage under any circumstances.    The Supreme Court of New Jersey granted Cardiello’s motion for leave to appeal.  

New Jersey Supreme Court’s Decision

The New Jersey Supreme Court reversed the decision of the Appellate Division.   The Court’s opinion began with a recitation of familiar principles.  The New Jersey Supreme Court held that if the terms of an insurance policy are not clear, they will be construed against the insurer to give effect to the insured’s reasonable expectations.  Further, the Court noted that exclusions in a policy are presumptively valid and will be enforced if they are clear, specific, and not against public policy.  If the language of an exclusion requires a causal link, a court must consider the nature and extent of that link.  However, if a policy exclusion uses terms that make it apparent that coverage is unrelated to any causal link, the exclusion will be applied as drafted. The New Jersey Supreme Court noted that complaints relying on multiple or concurrent causes can present difficult challenges for courts in determining an insurer’s duty to defend or indemnify its insured and that New Jersey courts had, until this time, only considered such questions in the context of first-party claims.  

The decisions in the first-party context are of limited relevance, but provide two general applicable rules.  When a series of events result in a loss, the loss is covered if a covered cause starts or ends the sequence of events.  Also, if two claimed causes of a loss, one covered and one not, combine to produce a loss, coverage is generally not triggered.   The New Jersey Supreme Court noted that the New Jersey Supreme Court has addressed a concurrent cause question in the third-party insurance context in only one instance.  

In Salem Group v. Oliver, 128 N.J. 1 (1992), the Court upheld the Appellate Division’s decision that an insurer has a duty to defend its insured homeowner who had served alcohol to a minor who then drove an all-terrain vehicle and had an accident.  In Salem Group, the insurance policy at issue excluded losses “arising out of” the use of an insured’s motor vehicle.   The Court reasoned that an insurer’s duty to defend depends upon whether the insured could be found liable based on based upon a theory independent of the excluded cause.  The Court then concluded that since an insurer is generally obligated to defend its insured on social host claims, the insurer may not avoid the obligation to defend its insured simply because the ATV operation was an additional cause of the injury. 

The New Jersey Supreme Court in Flomerfelt also held that, as with all disputes regarding an insurer’s duty to defend or indemnify, the particular language of the policy must be examined.   Here, the critical language in the exclusion is the phrase “arising out of.” In other appellate court decisions, the “arising out of” language has been read expansively to define the link between the conduct and the covered activity as “originating from,” “growing out of,” or “having a substantial nexus.”  However, the Court noted that the facts in Flomerfelt are complex. Specifically, the Court noted that Plaintiff’s Complaint asserted that her injuries were caused by drugs, alcohol, a combination of drugs and alcohol, by serving alcohol to her while she was already intoxicated, or by the negligent failure to summon medical assistance in a timely manner.   

Further, the New Jersey Supreme Court in Flomerfelt noted that the potential definitions for the term “arising out of” includes a causal link between the excluded act and the injury, but the definitions do not require that the excluded act be the proximate cause of the injury.  The Court therefore rejected the insurer’s proposed construction that “arising out of” means “incident to” or “in connection with.”  The Court noted that such a construction would incorrectly expand the phrase “arising out of” to mean that the injury is connected to the excluded act in any fashion, rather than an injury that “originates in,” “grows out of” or has a “substantial nexus” to the excluded act. 

Additionally, the New Jersey Supreme Court in Flomerfelt stated that the duty to defend should be resolved under a traditional analysis.  The Court concluded that the duty to defend attaches because some theories of liability advanced in Plaintiff’s Complaint would not be excluded from coverage under the policy. However, the Court did not decide the insurer’s duty to indemnify, because the record before the Court did not permit answers to the questions regarding Plaintiff’s injuries and the cause or causes of the injuries.

Further, the Court noted that in situations like his, the insurer has options.  The insurer may decide to do the following: (1) opt to defend under a reservation of rights; (2) decline to defend the insured and await the outcome of the case, and then reimburse the insured if the jury decides the injury did not “arise out of” drug use; or (3) litigate the coverage issue in advance. 

Analysis & Impact on Insurers
The New Jersey Supreme Court’s decision in Flomerfelt will likely have significant repercussions for insurers.  This decision undoubtedly places a higher burden on insurers to show that a policy exclusion is applicable.  When concurrent causes are involved, an insurer must show that the injury has a “substantial nexus,” “originates in,” or “grows out of” the excluded act in order to deny coverage based upon the exclusion.  It is no longer sufficient for an insurer to rely on an exclusion when the injury is remotely connected to an excluded act.  Further, an insurer may not avoid an obligation to defend its insured simply because the excluded act is an additional cause of the injury.

When concurrent causes are involved, New Jersey courts will now take a restrictive definition of the phrase “arising out of” and hold that the injury must have a clear nexus to the excluded act.  To combat this effect and to ensure that exclusions are applied, insurers should seek to draft policy wording that is more specific than the phrase “arising out of. ”  Such language, if appropriately drafted and more narrowly tailored, may permit an insurer to rely upon an exclusion when the injury is remotely connected to the excluded act.  However, insurers should be aware that the New Jersey Supreme Court’s decision in Flomerfelt reinforces the rule that an insurer’s duty to defend attaches when some theories of liability advanced in the complaint would not be excluded from coverage under the policy.

Further, we note that the Court’s decision leaves intact an insurer’s rights under New Jersey law with regard to situations in which some theories alleged in the complaint are covered, but are coupled with others in which the claim would not be covered.  The insurer may opt to defend under a reservation of rights, may decline to defend the insured and await the outcome of the litigation and then reimburse the insured or the insurer may litigate the coverage issue in advance.

