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Justice Jim Regnier delivered the opinion of the Court.

Tracy Augustine, Jay Augustine, as guardian ad litem for Chase Augustine, and
Travis Gray (collectively referred to herein as "the Augustines") filed three
conpl ai nts
agai nst Susan Si nonson and Farners | nsurance Exchange in the Eighth Judicial District
Court. The conplaints, arising out of an autonobile accident, alleged that Sinobnson
was
liable for their personal injuries and that Farners was |iable for the damages in
excess
of the insurance proceeds avail able from Si nonson pursuant to their underinsured
notorist (UM coverage. On Decenber 20, 1995, at a court-ordered nedi ation
conference, the Augustines settled with Sinonson. As a result, each claimant signed
a
rel ease reserving their underinsured notorist claimagainst Farnmers. The clains
agai nst
Si monson were dismssed. Farmers filed a Rule 12(b)(6), MR Cv.P., notion to
di sm ss
on January 25, 1996, based on the exhaustion clause contained in its UMpolicy. The
District Court issued an order granting the notion to dismss on June 24, 1996. The
Augustines appeal fromthis order. W reverse.

The issue on appeal is whether the District Court erred in holding that the
exhaustion clause in Farners' underinsurance policy was a valid contractual
provi sion and
thereby granting Farmers' notion to dismss.

FACTUAL BACKGROUND

On July 28, 1992, a vehicle driven by Susan Sinonson rear ended a vehicle driven

by Travis Gray. Tracy Augustine, Chase Augustine, and Col e Davi son were passengers
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in Gay's vehicle. dains against Sinonson and Farners were made by Travis G ay,
Tracy Augustine, and Jay Augustine on behalf of Chase Augustine. Cole Davison was
a mnor, age nine, at the tine of the collision. No claimhas been made on Cole's
behal f

as of this date.

Si nronson was insured by an Anerican States insurance policy with an aggregate
conbined single Iimt of $100,000. On Decenber 20, 1995, the Augustines settled with
Si nronson, reserving their clainms against Farners. Travis Gay's claimwas settled
for
$20,000. Tracy Augustine's claimwas settled for $16,875, and Chase Augustine's
claim
was settled for $16,875. Approximately $1,100 was paid for property danage.
Therefore, with one potential claimstill outstanding, approximtely $54, 600 has been
paid out on the American States policy, |eaving approximately $45, 400 renmi ning on
t he
policy limts.

After the settlenent, Farners filed a notion to dismss pursuant to Rule 12(b)
(6),

MR Cv.P., for failure to state a clai mupon which relief could be granted. Farners
asserted that the Augustines failed to conply with the exhaustion clause in their
underi nsurance policy by entering into settlements which were less than the tort-
feasor's
policy limts of liability. The D strict Court heard argunment on the notion and
ordered
suppl emental briefing by the parties. On June 20, 1996, the District Court issued an
order in which the court recognized public policy reasons for invalidating exhaustion
cl auses, but declined to hold the clause invalid, reasoning that "it would be unw se
to
encroach on the legislative function in this area.” The Augustines appeal .

DI SCUSSI ON

Did the District Court err in holding that the exhaustion clause in Farners
underi nsurance policy was a valid contractual provision and thereby granting Farners'
notion to dism ss?

The District Court's order on the notion to dism ss was based in part upon facts
outside of the pleadings. |If a court considers matters outside of the pleadings on a
Rule 12(b)(6), MR Cv.P., notion to dismss, that notion is constructively converted
into a notion for summary judgnent regardl ess of how the order was phrased. See Rule
12(b), MR Cv.P.; Anerican Medical Oxygen Co. v. Mntana Deaconess Medical Cr
(1988), 232 Mont. 165, 168, 755 P.2d 37, 39. This Court reviews a district court's
grant of summary judgnment de novo applying the sane evaluation as the district court
based on Rule 56, MR Civ.P. Mtarie v. Northern Montana Joint Refuse Di sposal D st.
(1995), 274 Mont. 239, 242, 907 P.2d 154, 156; Bruner v. Yellowstone County (1995),
272 Mont. 261, 264, 900 P.2d 901, 903. Summary judgnent is proper when there is no
genui ne issue as to any material fact and the noving party is entitled to a judgnent
as a
matter of law. Rule 56(c), MR Cv.P.

The interpretation of an insurance contract in Montana is a question of |aw.
Wl |l cone v. Hone Ins. Co. (1993), 257 Mont. 354, 356, 849 P.2d 190, 192. This Court
reviews questions of law to determ ne whether the | ower court's application or
interpretation of the lawis correct. Hollister v. Forsythe (1995), 270 Mont. 91,

93, 889
P.2d 1205, 1206; MG egor v. Madsen (1992), 253 Mont. 210, 212, 832 P.2d 779, 780.
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The Augustines argue on appeal that the District Court erred when it determ ned
that they nust exhaust the tort-feasor's insurance policy limts in order to nmake a
claim
for U M coverage. They further assert that the term "exhaust" is anbi guous and
therefore
unenforceable. Farmers argues that the term "exhaust” is not anbiguous and that this
Court should not rewite the insurance policy by declaring the exhaustion cl ause
invalid
as violative of public policy.

We have previously held that if a contract's terns are cl ear and unanbi guous,
t he
contract |anguage wll be enforced. Youngblood v. Anerican States Ins. Co. (1993),
262
Mont. 391, 395, 866 P.2d 203, 205; Keller v. Dooling (1991), 248 Mnt. 535, 539, 813
P.2d 437, 440; 28-3-401, MCA. This Court has further held that the only exception
to enforcing an unambi guous contract termis if that termviolates public policy or
i's
agai nst good norals. Youngbl ood, 866 P.2d at 205; Ansterdam Lunber, Inc. v.
Dykst er house (1978), 179 Mont. 133, 140, 586 P.2d 705, 709; 28-2-701, MCA

The Farners policy at issue contains a standard exhaustion clause which
provi des:
"W will pay under this coverage only after the limts of liability under any
appl i cabl e
bodily injury liability bonds or policies have been exhausted by paynment of judgnents
or settlenments.” W do not find the Augustines' argunent persuasive that the term
"exhaust" in this clause is anbiguous. W conclude that there is only one reasonabl e
interpretation of the clause in light of its purpose. Leibrand v. National Farners
Uni on
Prop. and Cas. Co. (1995), 272 Mont. 1, 6, 898 P.2d 1220, 1223. The termrequires
that the insured entirely exhaust the Iimts of all existing bodily injury liability
bonds or
policies before he or she is entitled to proceed against the underinsured notori st
carrier.
We shall, therefore, examne the validity of the clause in light of public policy
consi derati ons.

Nei t her the Montana Legi slature nor this Court have specifically addressed the
i ssue of whether an exhaustion clause in an underinsurance policy is enforceable
under
public policy. This Court has, however, spoken generally as to the purpose of
underinsurance. In Sorenson v. Farmers Ins. Exch. (Mont. 1996), 927 P.2d 1002, 53
St.
Rep. 1155, we adopted a "no prejudice” rule as a matter of public policy and stated
t hat
"[t] he purpose of underinsured notorist insurance is to provide a source of
i ndemrmi fication for accident victins when the tortfeasor does not provi de adequate
i ndemmi fication.” Sorenson, 927 P.2d at 1005 (citing State Farm Mut. Auto. Ins. Co.
V.
Estate of Braun (1990), 243 Mont. 125, 130, 793 P.2d 253, 256). |In Sorenson, the
plaintiff settled with the tort-feasor and provided a rel ease wi thout obtaining the
consent
of her own underinsurance carrier. The insurer argued that when she settled and
provi ded
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a release without the insurer's consent, she was precluded fromreceiving her
underinsured notorist coverage. 1In reversing the district court, we held that there
was

no prejudice to the insurer where the tort-feasor was judgnment proof and,
consequent |y,

the insured' s actions would not conpronise the insurer's ability to subrogate. W
expl ai ned the neaning of this no prejudice rule as "absent sonme showi ng of materia
prejudice to the underinsurance carrier, a claimfor underinsured notorist coverage
may

not be precluded on a technicality.” Sorenson, 927 P.2d at 1004.

Inits order on the notion to dismss, the District Court devoted considerable
attention to specific public policy reasons for not requiring adherence to exhaustion
cl auses. The court noted that not requiring the insured to fully exhaust the tort-
feasor's
i nsurance serves a dual purpose of discouraging prolonged litigation and pronoting
early
settlements, thereby providing the injured party with the relief when it is nost
needed.

Nunerous jurisdictions have agreed that these are inportant public policy reasons and
t hat exhaustion clauses violate public policy. For instance, Justice Hol nes of the
Ohi o

Suprenme Court observed:

There are of course a nunber of considerations which mlitate in favor of

settl ement between the underinsured tortfeasor's insurer and the injured

party. Obviously, settlenent avoids litigation with its attendant expenses

and resul tant burden upon the |legal system \Were the anmount of

settlement is less than the policy limts, the unpaid amount may well

represent the savings in litigation costs for both sides. Mre inportantly,

settl ement hastens the paynent to the injured party who obvi ously needs
conpensation soon after the injuries when the nedi cal expenses begin to

amass and when the anxiety level is probably quite high. Additionally,

there are many situations where litigation would not be a preferred course

of action because, while the injuries are certain, there nmay renain other

probl ens of proof. Thus, the public policy considerations, apart fromthe

contract of the parties, generally favor settlenents.

Bogan v. Progressive Cas. Ins. Co. (Chio 1988), 521 N E.2d 447, 451, nodified in part
on ot her grounds, MDonald v. Republic-Franklin Ins. Co. (Chio 1989), 543 N.E. 2d
456.

The Suprene Court of Nevada al so determ ned that exhaustion clauses violate
public policy because
they unnecessarily pronote litigation costs, increase the nunber of trials,
and unreasonably delay the recovery of underinsured notorist benefits.
Specifically, these cases point out that an insured may have valid reasons
for accepting less than the tortfeasor's policy |limt, that an "underinsured
notorist carrier” can conpute its paynents to the insured as if the insured
had exhausted the tortfeasor's policy limt, and that if an "exhaustion
clause” is in effect, the tortfeasor's carrier can force the plaintiff to go to
trial by offering less than the tortfeasor's policy limt, thereby greatly
increasing litigation costs and expenses and pronoting del ay. See
Mul hol l and v. State Farm Mutual Auto Ins. Co., 171 IIl1.App.3d 600, 122
II'l.Dec. 657, 527 N.E.2d 29 (1988); Schmidt v. Cothier, 338 N.W2d 256
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(M nn. 1983) (superseded by statute); Longworth v. Van Houten, 223
N. J. Super. 174, 538 A . 2d 414 (App.Div.1988); Hamlton v. Farners Ins.
Co. of Washington, 107 Wash.2d 721, 733 P.2d 213 (1987).

Mann v. Farmers Ins. Exch. (Nev. 1992), 836 P.2d 620, 621.

In sum the policy reasons for not enforcing exhaustion clauses include the
follow ng rationales. Exhaustion clauses pronote litigation expenses which | essen
t he
insured's net recovery. The tine involved in litigation serves to delay paynent of
u M
benefits to the insured. Furthernore, such clauses fail to recognize that the
i nsured may
have a legitinmate and valid reason for accepting |less than the tort-feasor's policy
limts,

i.e., the cost and risk of litigation and issues of proof. They fail to consider
that the

underinsured carrier can conpute its paynents to the insured as if the insured had
exhausted the tort-feasor's policy, thereby not prejudicing the UMcarrier.

Fi nal ly,

under an exhaustion clause the tort-feasor's carrier can force the injured party to
go to

trial by offering less than the policy limts, thereby increasing costs, litigation,
and del ay.

We conclude that this reasoning is consistent with the public policy of this
St at e.

It is also consistent with the purpose of underinsurance, to provide indemification
for

accident victins when the tort-feasor does not provide adequate i ndemificati on.
Sorenson, 927 P.2d 1002. Furthernore, it is consistent with the declared public
pol i cy

of this State to encourage settlenment and avoi d unnecessary litigation. Hol nberg v.
St rong

(1995), 272 Mont. 101, 106, 899 P.2d 1097, 1100. Therefore, we conclude that the
provision requiring that the tort-feasor's liability insurance be entirely exhausted
as a

prerequi site to securing indemification fromthe underinsured notorist coverage is
contrary to the public policy of the State of Montana and is unenforceable to the
ext ent

that it violates public policy.

Juri sdictions which have hel d exhaustion clauses to be unenforceabl e as agai nst
public policy have resol ved the exhaustion requirenment using different nmethods. Sone
jurisdictions have held that exhaustion clauses can be fulfilled when the clai mant
settles
with the tort-feasor's insurance conpany and | eaves only a reasonabl e anbunt on the
tabl e
whi ch could be said to represent a savings for both parties as costs of avoi ded
[itigation.

See, e.g., Bogan, 521 N E. 2d 447; Leuchtenmacher v. Farm Bureau Mut. Ins. Co. (lowa
1990), 461 N.W2d 291. This determ nation often requires an evidentiary hearing to
determine if the anpbunt |left on the table does represent a savings for both parties
as

avoi ded costs of litigation. It also requires representative counsel to provide

file:///C|/Documents%20and%20Setti ngs/cu1046/Desktop/opi nions/96-506%200pi nion.htm (6 of 8)4/13/2007 11:48:56 AM



96-506

depositions

or testify as to potential litigation costs. This process then requires the | ower
court to

apply a subjective test to determ ne what conprises a reasonable amount |eft on the
tabl e.

Thi s determ nati on becones even nore conpl ex when the factual situation involves
mul tiple claimnts, sone of whom mi ght have outstanding clains at the tine one
settlement is reached.

Requiring additional litigation to determ ne whet her an exhaustion cl ause has
been
substantially fulfilled would only further frustrate our previously stated public
policy of
encour agi ng settlenment, and not del aying the paynent of clainms and increasing the
costs
and burdens borne by the insured in obtaining conpensation. A nore prudent
appr oach,
and the one we hereby adopt today, does not prejudice the underinsurance carrier, nor
does it place additional burdens of time and litigation costs on insureds seeking to
recover
on their underinsurance policies.

To prevent unnecessary litigation and yet fulfill the contract nade between the
insurer and its insured, the insured nay proceed to bring his or her claimagainst
their
U Mcarrier whether or not they have fully exhausted the tort-feasor's insurance
pol i cy
l[imts. A claimnust first be nade with the tort-feasor's insurance conpany. This
claim
however, does not have to be finally disposed of before proceedi ng agai nst the
underinsurer. In the case of an individual claimnt, the underinsurance coverage
liability
then conmences only when the insured' s damages exceed the stated Iimt of the tort-
feasor's liability insurance, thus nmaking the insured responsible for any gap
bet ween the
anount of settlenment and the tort-feasor's liability limts. The underinsurer shal
receive
credit, however, for the full amount of the tort-feasor's policy limts.

In a situation where multiple claimnts seek to recover the proceeds of a single
policy, such as we have here, there are additional considerations. In nost
i nstances, the
nature and extent of the injuries suffered by the individual claimnts wll
differ. As a
wor kabl e sol ution, we adopt the followi ng procedure. The |limts of the tort-feasor's
policy shall be divided anong the claimants, in an equal pro rata share, for the
pur pose
of considering exhaustion. This share, or the anmount of the tort-feasor's insurance
actually received by the clainmant, whichever is greater, shall then be credited to
their

i ndi vi dual underinsurers as being the "limts" of the tort-feasor's policy.
We can foresee sone instances where the clai mant may neverthel ess want to
proceed to exhaust the policy. In a nultiple claimsingle limt situation, a

cl ai mant may
receive a mninmal settlenent because the other clainmants may have conparatively nore
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serious injuries. The anpunt received may be significantly |less than the val ue of
t he
claim but considerably under the pro rata set off. There is nothing to prevent
such a
claimant fromfully "exhausting"” the policy under traditional nethods and then
proceedi ng
agai nst the underinsurer.
In sum the underinsurer is not prejudiced by allowing a claimfor

underi nsur ance
to proceed regardl ess of whether the tort-feasor's policy limts have not been fully
exhaust ed because the underinsurer receives a credit for the policy limts. This
procedure
still provides protection to an insurance conpany agai nst a demand by its insured to
fill
the gap after a weak claimhas been settled for an unreasonably small anount, yet it
provi des pronpt paynment to the insured and does not | essen the insured' s recovery by
requiring himor her to pay additional litigation costs and delay the paynment of
cl ai ns.
Furthernore, this nmethod bypasses the necessity of litigating the determ nation of
whet her
a policy has been exhausted by a settlenent |eaving only a reasonabl e anmount on the
tabl e
reflecting saved costs of avoided litigation.

Al t hough we agree with the District Court's statenent of public policy, we
reverse
the District Court's decision and remand for further proceedings consistent with this
opi ni on.

/'S JI'M REGNI ER

We Concur:

IS J. A TURNAGE

/'Sl KARLA M GRAY

/'Sl W WLLI AM LEAPHART
/'Sl JAMES C. NELSON

/'Sl WLLIAM E. HUNT, SR
/'S TERRY N. TRI EVEI LER
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