IN THE SUPREME COURT OF THE STATE OF WASHINGTON

MUTUAL OF ENUMCLAW
INSURANCE COMPANY,
Respondent/Cross-Petitioner, No. 79027-2
V.
EN BANC

DAN PAULSON CONSTRUCTION, INC.,
a Washington corporation, KAREN and
JOSEPH MARTINELLI, and the marital
community composed thereof,

Filed October 11, 2007

Petitioners/Cross-Respondents.
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FAIRHURST, J. — Respondent/cross-petitioner Mutual of Enumclaw
Insurance Company (MOE) defended its insured, petitioner/cross-respondent Dan
Paulson Construction, Inc. (DPCI), against construction defect claims brought by
petitioners/cross-respondents Karen and Joseph Martinelli (Martinellis). Shortly
before the arbitration hearing on those claims, MOE subpoenaed the arbitrator,
explaining in two ex parte letters to the arbitrator that it needed information to

resolve its coverage dispute with DPCI. During the hearing, DPCI and the
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Martinellis reached a settlement, the terms of which included assignment of DPCI’s
claims against MOE to the Martinellis and the Martinellis’ covenant not to execute
the resulting judgment against DPCI.

MOE brought this declaratory judgment action against DPCI and the
Martinellis to resolve its coverage issues, and the Martinellis cross-complained.
The Martinellis now seek review of the Court of Appeals decision reversing
summary judgment in their favor on their insurance bad faith claim against MOE.
We hold that MOE’s subpoena and ex parte communications to the arbitrator
constituted bad faith, that MOE did not rebut the resulting presumption of harm to
DPCI, and that MOE has not raised a genuine issue of material fact with respect to
whether the settlement amount is reasonable.

I. FACTUAL AND PROCEDURAL HISTORY
Background

In February 1998, the Martinellis contracted with DPCI to build their new
home in Friday Harbor, San Juan County.! In August 2002, the Martinellis initiated
arbitration proceedings against DPCI (Martinellis/DPCI arbitration) with the

American Arbitration Association (AAA), alleging construction defects. The

'Tn 2001, DPCI and the Martinellis successfully arbitrated a dispute concerning the final
construction price, which was approximately $1.725 million. Subsequently, the Martinellis sued
their architects for, inter alia, alleged design and construction defects. That suit was dismissed in
2003 after the parties settled for an undisclosed amount.
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amount recoverable through the arbitration proceeding was initially limited to $1
million and then later increased to $2 million.

DPCI maintained a comprehensive general liability insurance policy with
MOE. DPCI tendered defense in the arbitration proceeding to MOE, which
informed DPCI that it would defend under a reservation of rights. Consequently,
MOE provided DPCI with assigned defense counsel’ and simultaneously, through
its coverage group (hereinafter MOE), investigated the extent to which the
Martinellis’ claims against DPCI were covered or excluded by DPCI’s policy.

DPCI’s policy excluded coverage for DPCI’s work, but provided coverage
for work performed for DPCI by subcontractors. Therefore, to ascertain which of
the Martinellis’ claims, if any, were covered, MOE sought to determine which
entities performed what work on the Martinellis’ home, what construction defects
resulted from each entity’s work, and the cost to repair each defect. Both DPCI and
the Martinellis “cooperated” with MOE’s requests for information and
documentation, “providing all that MOE requested.” Clerk’s Papers (CP) at 649
(San Juan County Superior Ct. letter op. (Aug. 19, 2004)) (hereinafter letter op.).

Ultimately, in October 2003, MOE authorized settlement authority of up to

$550,000. The Martinellis offered to settle for $1 million, an amount within the

There are no allegations of bad faith raised against the defense counsel assigned by MOE
to defend DPCI.
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limits of DPCT’s policy. Both DPCI’s assigned defense counsel and DPCI’s private
counsel recommended that MOE accept the Martinellis’ offer. A settlement was not
reached before arbitration.

By late October 2003, the arbitration hearing had been scheduled, with a start
date of January 6, 2004. A few days after scheduling, the parties informed the
arbitrator that they had agreed, at DPCI’s request, that any award would be a lump
sum award. This deviated from the arbitrator’s usual practice of providing a
detailed, itemized award. MOE did not learn of the lump sum award agreement
until after the arbitration hearing had begun.

MOE attempted to participate in the arbitration hearing. However, MOE did
not formally move to intervene and did not ask the arbitrator for permission to
attend, as allowed by AAA rules.* Instead, MOE informally requested permission

to intervene from DPCI or, in the alternative, to have a MOE coverage

3 American Arbitration Association (AAA) Rule R-24 provides that “[t]he
arbitrator and the AAA shall maintain the privacy of the hearings unless the law
provides to the contrary. Any person having a direct interest in the arbitration is
entitled to attend hearings. The arbitrator shall otherwise have the power to
require the exclusion of any witness, other than a party or other essential person,
during the testimony of any other witness. It shall be discretionary with the
arbitrator to determine the propriety of the attendance of any person other than a
party and its representative.”
Mut. of Enumclaw Ins. Co. v. Dan Paulson Constr., Inc., 132 Wn. App. 803, 812 n.11, 134 P.3d
240 (2006) (MOE v. DPCI) (quoting Am. Arbitration Ass’n, Construction Industry Arbitration
Rules and Mediation Procedure (including Procedure of Large, Complex Construction Disputes),
Rule R-24, Attendance at Hearings (amended and effective Sept. 15, 2005) (AAA 2005)); see
also CP at 445.
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