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QUESTIONS PRESENTED

1. Whether, consstent withErieRR. Co. v. Tompkins, 304
U.S. 64 (1938), afederal court sitting in diversity may disregard
state intermediate court decisions that are squarely on point and
recognize a cause of action for agroup of litigants never before
countenanced under the law of that State.

2. Whether, a aminimum, the Court should grant the petition,
vacatethejudgment below, and either certify the state law question
to the state supreme court or remand the case to the court of
gppedlsfor further consderationinlight of anintervening state court
decision that confirms that state law does not recognize the new
cause of action created by the federal court.



PARTIESTO THE PROCEEDING AND
RULE 29.6 STATEMENT

All partiesarelisted in the caption. The petitioner inthiscase
isVerex Assurance, Inc., which isawholly owned subsidiary of
G.E. Capita Mortgage Corporation, whichin turnisasubsdiary of
General Electric Corporation.
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PETITION FOR A WRIT OF CERTIORARI

Verex Assurance, Inc. respectfully petitions for a writ of
certiorari to review the judgment of the United States Court of
Appealsfor the Fifth Circuit in this case.

OPINIONS BELOW

The opinion of the United States Court of Appedlsfor the Fifth
Circuit (App., infra, 1a-24a) is reported at 79 F.3d 1453. The
opinions of the magistrate judge (App., infra, 39a-59%, 62a-85a),
which were adopted by the United States District Court for the
Southern District of Texas (App., infra, 25a-26a, 37a-38a, 60a-
614), are unreported.

JURISDICTION

The court of appeals entered itsjudgment on April 16, 1996.
App., infra, 1a. A timely petition for rehearing was denied on July
17, 1996 (App., infra, 87a-884a), and the petition for a writ of
certiorari isaccordingly due on October 15, 1996. Thejurisdiction
of this Court isinvoked under 28 U.S.C. § 1254(1).

STATUTORY PROVISIONSINVOLVED

The Rules of Decision Act, 28 U.S.C. § 1652 (1988),
provides:

The laws of the severa states, except where the
Constitution or treaties of the United States or Acts of
Congress otherwise require or provide, shal be regarded as
rules of decision in civil actionsin the courts of the United
States, in cases where they apply.

Article 21.21(16)* of the Texas Insurance Code providesin
pertinent part:

1 In 1995, the relevant provisions of Article 21.21(16) were
amended without substantive change. The decisions of the courts
below address Article 21.21(16) as codified before those 1995
amendments, and thus this petition uses the statutory language
employed inthose decisions. The provision, asamended, is set forth
in the Appendix at 112a.



Any person who has sustained actual damages as aresult of
another'sengaging in an act or practice declaredin Section 4 or
inrulesor regulationslawfully adopted by the Board under this
Article to be unfair methods of competition or unfair or
deceptiveactsor practicesin the businessof insuranceor inany
practice defined by Section 17.46 of the Business and
Commerce Code asan unlawful trade practicemay maintain an
action against the person or persons engaging in such actsor
practices.

STATEMENT

This case arises out of acharge by respondent Nancy Abshire
Palma, a borrower, that petitioner Verex Assurance, Inc., a
mortgage insurance company, violated Article 21.21(16) of the
Texas Insurance Codewhen it sought to recover amortgage loan
deficiency following PAmasdefault. In pressng her clams, PAma
invoked a provision in the mortgage insurance contract between
petitioner and City Federal Savings & Loan (“City Federa”),
Palma's lender — a contract to which Palma was not a party.
Purporting to apply Texaslaw, the Fifth Circuit recognized acause
of actionfor an entirely new classof litigants, holdingthat borrowers
are third-party beneficiaries of mortgage insurance contracts be-
tween lendersand their insurersand therefore have standing to bring
an action under Article 21.21(16) of the Texas Insurance Code
against insurers based on their handling of those contracts.

TheFifth Circuit'sdecisoninthiscase, creating anew cause of
action for litigantswhere none previoudy existed under Sate law, has
aigned that circuit with one sde of asplit of authority in the Courts
of Appealsconcerning afederal diversity court's authority, under
principlesfirst enunciatedin ErieR.R. Co. v. Tompkins, 304 U.S.
64 (1938), to create new statelaw. The Fifth Circuit refused to ap-
ply the settled law of Texas, as established by consistent interme-
diateappellate court decisions, which plainly instructsthat borrowers
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like PAlmalack standing to bring claimsunder Article 21.21(16) of
the Texas Insurance Code against lenders' insurers.

TheFifth Circuit thusfar hasremained seadfast initsrefusal to
apply Texaslaw. Petitioner recently filed with the Fifth Circuita
Motion to Recall Mandate, a Second Petition for Panel Rehearing,
and a Second Suggestion for Rehearing En Banc, informing the
court of asubsequent Texasintermediate appellate court decision
that plainly rgectsthe Fifth Circuit'sview of Texaslaw. If the Fifth
Circuit refusesto recall its mandate and conform its order to the
state law of Texas, the court will bein violation of Huddleston v.
Dwyer, 322 U.S. 232 (1944), and Vandenbark v. Owens-Illinois
Co., 311 U.S.538(1941). And asaconsequence, the availability
of acauseof action for borrowersunder Texaslaw would depend
solely — andimproperly — on whether the plaintiff filessuitin sate
or federal court.

A. Legal Framework

Article 21.21(16) of the Texas Insurance Code providesin
relevant part that “[a]ny person who has sustained actual damages
asaresult of another's* * * unfair or deceptive actsor practicesin
the business of insurance* * * may maintain an action against the
person * * * engaging in such actsor practices.” Although “any
person” would appear to provide standing to a wide range of
litigants, Texas state courts construe the phrase quite narrowly.
Indeed, Texas courts have recognized only three categories of
plaintiffs who may bring an action under Article 21.21(16): the
insured, intended third-party beneficiaries of theunderlying contract,
and personswho rely to their detriment on thewords or deeds of the
insurer. See, e.qg., Shelton Ins. Agency v. . Paul Mercury Ins.
Co., 848 SW.2d 739, 744 (Tex. Ct. App. 1993, writ denied);
Hermann Hosp. v. National Sandard Ins. Co., 776 S.W.2d 249,
252 (Tex. Ct. App. 1989).

Texas courts have also addressed the specific question
considered by the Fifth Circuit in the present case, i.e., whether a
borrower has standing to sue the lender's insurer directly under
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Article21.21(16) of thelnsurance Codefor claimsarising fromthe
lender'sinsurance contract, cons stently and repestedly holding that
borrowerslack standing to bring such claims. See, eg., First Am.
Title Ins. Co. v. Willard, No. 12-93-00290-CV, 1996 WL
495583 (Tex. Ct. App. Aug. 29, 1996)% Pineda v. PMI Mortgage
Ins. Co., 843 S.W.2d 660, 673 (Tex. Ct. App. 1992); see also
Chaffinv. Transamericalns. Co., 731 SW.2d 728, 732 (Tex. Ct.
App. 1987) ("Weare aware of no Texas case providing astatutory
remedy for an injured third party against theinsurance carrier of an
insured.”). Thisisbecause, asamatter of equally well-established
Texas law, borrowers are neither named insureds nor third-party
beneficiaries of the contracts between lenders and their insureds.
See, e.g., Pineda, 843 SW.2d at 673; Shieldsv. Atlantic Fin.
Mortgage Corp., 799 SW.2d 441, 442, 444 (Tex. Ct. App.
1990); see also Chaffin, 731 SW.2d at 730-731 (homeowner
neither insured nor third-party beneficiary of subcontractor'sliability
policy). Thisistrue regardiess of whether the borrower paysthe
mortgage insurance premiums, Willard, 1996 WL 495583, App.,
infra, at 98a; Pineda, 843 SW.2d at 664, 673; Hunt v. Jefferson
Savs. & Loan Assn, 756 SW.2d 762, 765 (Tex. Ct. App. 1988),
cert. denied, 489 U.S. 1079 (1989), or would benefit from the
enforcement of theinsurance contract, Willard, 1996 WL 495583
(App., infra, at 99a).

B. Proceedings Below

1. In 1983, Pama obtained a loan from City Federa to
purchase acondominium. Asacondition of theloan, Palmawas
required to fund an escrow account, from which City Federal
purchased mortgage insurancefrom petitioner for protection against
loss in the event Palma defaulted on the loan. App., infra, l1a.

2 Theopinion in Willard is reproduced in the Appendix. See App.,
infra, at 89a-111a.
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In 1988, Palmadefaulted on her obligation to repay the note,
and City Federd foreclosed on thecondominium. After foreclosure,
thereremained abalance due City Federal onthe note. Petitioner
paid City Federa theamount owing under the mortgage insurance
contract, and City Federal assigned to petitioner the balance dueon
the loan after foreclosure. Petitioner then sent aletter to Palma
demanding that the deficiency be paid. App., infra, 2a.

2. Rather than pay her debt, PAmafiled suit in state court and
sought certification for aclass of borrowers, dleging numerous Sate
law claims arising out of petitioner's pursuit of the deficiency.
Pamasclamsinduded an alegation that, by pursuing the deficiency,
petitioner disregarded theterms of its mortgage insurance contract
with City Federa andin so doing violated Article 21.21(16) of the
Texas Insurance Code. Palma asserted that she had standing to
raise the claim because she was a third-party beneficiary of the
contract between petitioner and City Federal. App., infra, 2a-3a.

Petitioner removed the suit to the United States District Court
for the Southern District of Texasand filed acounterclaimfor the
deficiency and attorneysfees. The case wasreferred to amagistrate
judge (App., infra, 86a), who concluded that Palma was not a
third-party beneficiary of theinsurance contract between petitioner
and City Federd and thuslacked standing to bring claimsbased on
that underlying contract (id. at 67a-68a, seeid. a 3a). Thedigtrict
court adopted the magistrate's memorandum and recommendations.
Id. at 60a-61a; seeid. at 3a.

Palmasremaining claim and petitioner'scounterclaimswere
tried beforethe bench. App. infra, 3a. Thedistrict court entered
afina judgment in favor of petitioner. Id. at 25a-26a.
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3. Byadivided vote, the court of appeals reversed, holding
that Palmahad standing to sue under Article 21.21(16) of the Texas
Insurance Code. App., infra, 1a-24a. In the majority's view,
Palmawasa*“third-party beneficiary of the contract for mortgage
insurance entered into between [petitioner] and City Federd” (id. at
10a), and accordingly could bring an action against petitioner, the
insurer, based on its handling of that contract. The majority
acknowledged that 21992 Texasintermediate appellate court had
squarely rgjected standing invirtudly identical circumstances. 1d. at
7an.4 (citing Pineda, 843 SW.2d at 665). Nevertheless, inlight
of Allstate Ins. Co. v. Watson, 876 S.W.2d 145 (Tex. 1994) —
inwhich the Texas Supreme Court had rg ected third-party sanding
under Article 21.21(16) — the court was “convinced” that the
Texas Supreme Court would find standing in caseslikethis. App.,
infra, 7an.4. In particular, the court identified three “factors’
discussed in Watson that weighed against standing in that case, but
favored standing here: (1) “Palmahad a contract with the insured,
City Federa”; (2) “Palma paid the premiums for the mortgage
insurance’; and (3) “ Palmais designated by namein the certificate
of insuranceissued by [petitioner] to City Federa.” App., infra,
6a.

Judge Davisdissented. App., infra, 22a-24a. He concluded
that Palmalacked standing to assert the claims against petitioner
because Palma“is not athird-party beneficiary” of the mortgage
insurance contract and, among other things, “the Texas cases
interpreting mortgage guaranty insurance policiesunanimoudy hold
that a borrower is not a party to such contracts.” Id. at 24a.

3 The court of appeals reached this conclusion even while
recognizing that the Watson court “did not expressly state that these
factors were to be used when deciding whether a party was entitled
to standing under [the Insurance Code].” App., infra, 6a.
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4. Thecourt of appeal sthereafter denied rehearing, aswell
asrehearing en banc. App., infra, 87a-88a. Some 42 days after
rehearing wasdenied, the Court of Appealsfor the Twelfth District
of Texasat Tyler decided an essentidly identical issue of Texaslaw
in First American Title Insurance Co. v. Willard, No. 12-93-
00290-CV, 1996 WL 495583 (Aug. 29, 1996). App., infra, 89a-
111a(reprinting Willard opinion). There, asin thiscase, aborrower
sought to sue hislender'sinsurer under Article 21.21(16) based on
the insurer's administration of an insurance contract between the
lender and the insured. The Texas court, like every other Texas
intermediateappel late court that had previoudly considered theissue!
and unlike the Fifth Circuit, held that a borrower does not have
standing to raise such claims. App., infra, 99a. The court reached
thisresult eventhough Willard, like Palma, (1) had a contract with
theinsured and (2) had paid the premiumsfor the insurance policy.
Id. at 98a-99a. (The Willard opinion does not state whether the
plaintiff was designated by name in the certificate of insurance,
athough therewould have to have been areferenceto either Willard
or the property to identify the risk for which the insurance was
purchased.) The court cited Watson as authority for its decision
denying standing. Id. at 98a.

The present caseis on al fours with Willard, except as to
result. InWillard, thecourt, relying onWatson, expressy held that
aborrower did not have standing to bring adirect cause of action
under Article 21.21(16) of the Insurance Code against itslender's
insurer based on the insurer's handling of the lender's insurance
contract. App., infra, 98a-99a. The Fifth Circuit — also citing
Watson — concluded that a borrower did have standing to bring
that same claim against itslender'sinsurer. Seeid. at 4a-10a.

* Pineda, 843 SW.2d at 673; Chaffin, 731 SW.2d at 730-731; see
Shields, 799 SW.2d at 444; Hunt, 756 S.W.2d at 765.



6. When petitioner learned of Willard, it promptly called the
decision to theattention of the Fifth Circuit by filingaMotion for
Recall of Mandate, a Second Petition for Panel Rehearing, and a
Second Suggestion for Rehearing En Banc. The motion and
petitions are pending before the court.

REASONS FOR GRANTING THE PETITION

This case calls for the exercise of this Court's supervisory
authority over theadminidration of federa diversity jurisdiction. The
Fifth Circuit's decision presents the Court with an opportunity to
resolve an important and recurring split among the Courts of
Appedsregarding their authority under Erieto forge new State law.

If the Court elects not to use this case asthe vehicle by which
to address the schism among the federal appdllate courts, the Court,
at aminimum, should grant certiorari, vacate the judgment below,
and either certify the statelaw question to the Texas Supreme Court
or remand with instructions that the Fifth Circuit reconsider its
decisoninlight of Willard. Court action is necessary here— just
asit wasin Exxon Co., U.SA. v. Banque de Paris et des Pay-
Bas, 488 U.S. 920 (1988), and National Union FireIns. Co. v.
American Medical International, Inc., 116 S. Ct. 510 (1995), two
cases in which the Court ordered courts of appealsto reconsider
their decisionsin diversity casesin light of subsequent state court
authority. See also Huddleston v. Dwyer, 322 U.S. 232 (1944);
Vandenbark v. Owens-llinois Co., 311 U.S. 538 (1941). Court
actionisrequired inthe present case to resolve the current intrastate
conflictin Texasasaresult of which the availability of a cause of
action depends solely on whether the caseisin state or federa court,
inviolation of Fidelity Union Trust Co. v. Field, 311 U.S. 1609,
180 (1940).
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I. A FEDERAL COURT SITTING IN DIVERSITY
EXCEEDS ITS ERIE AUTHORITY WHEN IT
CREATESSTANDING FORA CLASSOF LITIGANTS
TO BRING CLAIMS,WHEN SUCH STANDING HAS
BEEN REJECTED BY THE COURTS AND
LEGISLATURE OF THE STATE.

A. The Courts Of Appeals Are Divided On The
I mportant And Recurring Question Whether Federal
Courts Can Make New State L aw

This case presentsthe Court with an opportunity to resolvea
persistent conflict among the federal courts of appeals by rejecting
an unjudtifiable— but widely invoked — interpretation of afedera
court's authority under Erieto forge new statelaw. The question
demandsthe Court'sreview asit concerns afundamenta issue with
which federd courtsStting in diversity must contend on adaily basis.

Federd diverdaty courtsmust follow and apply state substantive
law. Erie RR. Co. v. Tompkins, 304 U.S. 64 (1938). Where
there is no state law authority directly on point, the federal court
must makean “Erieguess,” predicting how the state supreme court
would apply settled sate law to anew factud Stuation. Thistype of
interdtitid decison making isthedally grist of thefederd courts mill.

The more problematic question posed by this petition arises
when afederd court isasked not Smply to goply settled state law to
situations previoudy unconsidered by the state courts, but rather to
make new state law. In such cases, may federal courts expand,
modify, or revoke settled state law principles as a state supreme
court might do? The answer to this question, which implicates
fundamental issues about the proper role of federal courtsin our
federd system, differsdepending on which court of gppedsisbeing
asked.

Inthis case, theFifth Circuit recognized standing for PAma, a
borrower, to bring a claim under Article 21.21(16) of the Texas
Insurance Code against petitioner, the lender's insurer, based on
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petitioner's handling of the mortgage insurance contract.> App.
infra, 21a-22a. Insoruling, the Fifth Circuit essentially created a
new cause of action for an entire class of litigants — aresult all
courtsin Texas had previoudy rejected. See pp. 3-4, supra. In
reaching its nove result, the Fifth Circuit explicitly disavowed the
well-settled and heretofore unguestioned law in Texas that
borrowers, as neither insureds nor beneficiaries, do not have
standing to bring claimsunder Article 21.21(16) of the Insurance
Code against thelenders insurance companies. App., infra, at 7a
n.4 (citing Pineda, 843 S.W.2d at 665). In at least five other
circuits, PAmasinnovative argument to overturn Texas settled law
of standing would not have been serioudy entertained, much less
adopted.

1. Theruleinatleastfivecircuitsisthat afedera court sitting
indiversity may not make new statelaw. These courtshold that to
usurp statelawmaking authority in thismanner isinconsi stent with
principles of federal-state comity and the proper role of the federa
courts as enunciated in Erie.

The First Circuit, for example, perceives its Erie role as
applying state law, not making it.

Absent some authoritative signal from the legidature or the
[state courts], we see no basis for even considering the pros
and cons of innovative theories* * *. We must apply thelaw
of theforum asweinfer it presently to be, not asit might come
to be.

Dayton v. Peck, Stow & Wilcox Co., 739 F.2d 690, 694 (1984)
(footnoted omitted).

® The reach of the mgjority's opinion may even be broader. If
borrowers are held to be third-party beneficiaries of their lenders
insurance contracts, then borrowers may be able to bring numerous
other statutory and common law claimsagainst their lenders insurers,
as Palma attempted to do here. See App., infra, 42a.
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The Third Circuit has explained the important notions of
federalism that underlie thisrule:

In adiversity case * * * federal courts may not engagein
judicial activism. Federalism concernsrequirethat we permit
state courts to decide whether and to what extent they will
expand state common law * * *. Our role is to apply the
current law of the appropriate jurisdiction, and leave it
undisturbed.

City of Phila. v. Lead Indus. Assn, 994 F.2d 112, 123 (1993).
Concerns of federalism — and responsible jurisprudence — also
feature prominently in another Third Circuit opinion, which rgjected
an invitation to interpret a divided Pennsylvania Supreme Court
decision as creating new state law:

For afederal court to predict that amajority of aseven-judge
court with three new members would overrule a long
established doctrine of Pennsylvanialaw would beto engagein
reckless speculation. If achangein the basic Pennsylvaniatort
law isto beforthcoming it should emerge from amajority of
[the Pennsylvania supreme] court and not from the Court of
Appealsfor the Third Circuit.

Vargusv. Pitman Mfg. Co., 675 F.2d 73, 76 (1982).

The D.C. Circuit likewise adheres to a policy of judicid
restraint when gitting in diversity. In American Ingtitute of
Architects v. Interstate Fire & Casualty Co., 986 F.2d 1455
(1993), for example, the court considered an invitation from the
claimant, the AIA, to “follow the "'modern trend' of excusing any
delay in the absence of pregjudice’ in determining whether, under
[llinois law, the AIA had given timely notice of aclam to afireand
casudty insurer. A unanimous pand, including then-Judge Ginsburg,
rejected the AlA's entreaty, stating succinctly that “[it] is not our
place* * * to break new ground for thelllinoiscourts.” Id. at 1458.
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The Fourth and Seventh Circuitsarein accord with the D.C.
Circuit's understanding of afedera court's role under Erie. See,
e.g., BurrisChem,, Inc. v. USX Corp., 10 F.3d 243, 247 (4th Cir.
1993) (“Under ErieRailroad v. Tompkins, thefedera courtssitting
in diversity rule upon state law asit exists and do not surmise or
suggest its expansion.”); Trembath v. &. Regis Paper Co., 753
F.2d 603, 605 (7th Cir. 1985) (noting that “the District Court
properly refused to speculate that there might be a “trend' in
Wisconsin toward regulating unilateral pronouncements* * * as
contractua obligations, or toward abrogation of the employment-at-
will doctrine”) (footnotes omitted).

2. By contragt, the Second, Sixth, Eighth, and Ninth Circuits
have adopted asdlf-conscioudy moreactivist roleinfashioning state
law under Erie. According to the Second Circuit, for example, a
federd court Sttingindiversity isfreeto consider “al theresources
that the [state's highest court] could use” in making the state law
determination, including the State's“policies’ and the law of other
jurisdictions. DeéWeerth v. Baldinger, 836 F.2d 103, 108 (1987),
cert. denied, 486 U.S. 1056 (1988).

Like the Second Circuit, the Sixth Circuit takes an activist
approach in making state law under its Erie authority. In Johnson
v. Honeywell Information Systems, Inc., 955 F.2d 409 (1992), for
example, the Sixth Circuit anticipated that the Michigan Supreme
Court would alow adefenseto aclaim of wrongful termination of
employment based upon employee misconduct discovered after
termination. The Court predicated its guess, in part, on “common
sensg” and “the dearth of Michigan caselaw to the contrary.” Id. at
413.

Neither the Second nor the Sixth Circuit's creative approach
would have been permitted in those federd circuits that will not
“even consider[] the prosand cons of innovative theories,” Peck,
Sow & Wilcox Co., 739 F.2d at 694 (1st Cir.), that decline “to
decide whether and to what extent they will expand state common
law,” Lead Indus. Assn, 994 F.2d at 123 (3d Cir.), that “refuse[]
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to speculate” on state law ““trend[s],” . Regis Paper Co., 753
F.2d at 605 (7th Cir.), that “do not surmise or suggest [the]
expansion” of state law, Burris Chem., Inc. 10 F.3d at 247 (4th
Cir.), or that refuse “to break new ground” in areas of state law,
American Inst. of Architects, 986 F.2d at 1458 (D.C. Cir.).
Thosetwo Circuits— likethe Fifth— plainly adhereto adifferent
understanding of their obligations under Erie.

The Eighth Circuit also has shown little reluctance about
pinning new state law out of whole cloth. In Hazen v. Padey, 768
F.2d 226 (1985), for example, that court concluded that the
Missouri Supreme Court would recognizearight of action arising out
of an dleged “wrongful domination” over property by Missouri law
enforcement authorities. The Eighth Circuit judtified its conclusion
solely on the basis of certain regulatory policies of Missouri law
enforcement agenciesthat appeared cong stent with plaintiff'stheory
of recovery. Id. a 229. The Eighth Circuit essentidly converted an
interna regulatory policy into animplied right of action— precisdy
thetype of “judicia activism” that circuits on the other side of the
split categorically reject.

TheNinth Circuit hasrecognized the sharp inter-circuit conflict
on thisissue and apparently has sided with those circuitswilling to
make new state law:

We notethat therulein other circuitsisthat the federa courts
have limited discretion inadiversity case “to adopt untested
legal theories brought under the rubric of state law.”

Torresv. Goodyear Tire & Rubber Co., 867 F.2d 1234, 1238 n.1
(1989) (quoting Affiliated FM Ins. Co. v. Trane Co., 831 F.2d
153, 155 (7th Cir. 1987)). “For better or for worse,” the court
continued, “thiscircuit has not seen fit to assume such a posture of
restraint when it comesto deciding novel questions of statelaw.”
Ibid. (citing Paul v. Watchtower Bible & Trust Soc'y, 819 F.2d
875, 879 (9th Cir.), cert. denied, 484 U.S. 926 (1987)).
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The Tenth Circuit appearsto beinternaly divided on theissue.
Some panels have attempted to divine how a State supreme court
might rule on a novel theory on the basis of “doctrinal trends
indicated by * * * policies.” Weissv. United Sates, 787 F.2d
518, 525 (1986). Othershaveindicated great reluctanceto create
new law where none existed before. See, e.g., Taylor v. Phelan,
9 F.3d 882, 887 (1993) (“As afederal court, we are generally
reticent to expand state law without clear guidancefrom its highest
court; but where the expansion directly affects state finances and
functions, we should take extracare.”); seedsoMaresv. Conagra
Poultry Co., 773 F. Supp. 248, 252 (D. Cal. 1991) (“afedera
court sitting in diversity should not anticipate achange in existing
state law”), aff'd, 971 F.2d 492 (10th Cir. 1992).

3. Inthiscase, the Fifth Circuit cast itslot with the activist
approach of the Second, Sixth, Eighth, and Ninth Circuits, directly
contravening the rule in five other Courts of Appeals. The Fifth
Circuit here adopted atheory of Texaslaw — consstently rejected
by Texas courts— that a borrower has standing to bring an action
under Article 21.21(16) of the Texas Insurance Code directly
against its lender'sinsurer based on the insurer's handling of the
lender'sinsurance contract. (TheFifth Circuit may have been driven
tojudicia activismin order to achievethe particular result it desired
inthis case; the court gpparently was concerned about, inter dia, the
“astonishing amount” of attorneysfees awarded to petitioner. App.,
infra, 3a.)°

¢ In this connection, the court of appeals failed to appreciate that
the magjority of the attorneys fees resulted from collateral litigation
brought on by Palma herself. AsPalma conceded at trid, "the facts
necessary to support [petitioner's] case[were] admitted from the very
inception of thecase." Tria Tr. 104; seeid. at 82-94, 98-102, 114-
118.
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The Fifth Circuit purported to find support for its new cause of
action in dictafrom a 1994 Texas Supreme Court decision, which
rejected the argument that, under Article 21.21(16) of the Insurance
Code, athird-party claimant could sue another party'sinsurer for the
insurer's administration of the insurance contract. Allstate Ins. Co.
v. Watson, 876 SW.2d 145 (Tex. 1994). Nowherein Watson,
however, did the State Supreme Court discuss — much less
disavow — thelong line of intermediate appellate court authority
holding that, in Texas, borrowerslack standing to bring such clams
against thelenders insurers. Moreover, as of the date the casewas
pending before the Fifth Circuit, there were (to our knowledge) no
state court decisionsin Texasthat had held, asthe Fifth Circuit did,
that, under Article 21.21(16) of the Insurance Code, aborrower has
standing to sue alender'sinsurer based on theinsurer'shandling of
the lender'sinsurance contract. (Nor arewe aware of any since.)
Indeed, all state court decisions have gonethe other way. See pp.
3-4, supra.

In essence, the Fifth Circuit read Watson to signal a new
direction in Texasjurisprudencethat, some day, might result in the
Texas Supreme Court overruling awell-established doctrine of sate
law. But rather than, in the interim, “apply[ing] the current law of
[Texas|, andleav[ing] it undisturbed,” Lead Indus. Assn, 994 F.2d
a 123 (3d Cir.), the Fifth Circuit decided that it was the appropriate
court to extend Watson to what, in its view, was Watson'slogical
conclusion. That is precisely the type of “reckless speculation,”
Vargus, 675 F.2d at 76 (3d Cir.), reliance on “ “trend[s],” S. Regis
Paper Co., 753 F.2d at 605 (7th Cir.), “expansion” of law, Burris
Chem,, Inc., 10 F.3d at 247 (4th Cir.), and “ground [breaking]”
jurisprudence, American Inst. of Architects, 986 F.2d at 1458
(D.C. Cir.), that is abjured in the more judicialy conservative
circuits.
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4. Not only did the court of appeals boldly go where no
Texas State court had gone before, it dso declined to follow well-
settled Texas decigons, gpparently becausethey wererendered only
by intermediate appellate courts. But absent state supreme court
authority, thedecisionsof intermediate appellate courtsareadae's
law. Asthe Court recognized in West v. AT& T, 311 U.S. 223,
236-237 (1940):

A state court is not without law save asits highest court has
declared it. There are many rules of decision commonly
accepted and acted upon by the bar and inferior courtswhich
are neverthelesslaws of the state although the highest court of
the state has never passed upon them. In those circumstances
afedera court isnot freeto rgject the state rule merdly because
it has not received the sanction of the highest state court, even
thoughiit thinkstheruleisunsoundin principle or that another
ruleis preferable.

TheFifth Circuit wasaware of the Texas precedent (see App.,
infra, 7an.4), but refused to accept theintermedi ate appe late court
decisonsasthe law of Texas. Purportedly it did so because the
Texas Supreme Court'sopinion in Allstate Ins. Co. v. Watson, 876
SW.2d 145 (Tex. 1994), provided “persuasive data’ that the law
in Texas had abruptly changed. App., infra, 7an.4. But Watson
doesnot providethe credible evidence necessary for afedera court
to overturn well-settled state law.

Watson held that an automobile accident victim, asathird-party
claimant, lacks standing under Article 21.21(16) of the Insurance
Codeto sue the tortfeasor's insurer for the insurer's administration
of the insurance contract. 876 SW.2d at 150. The Texas court
explained:
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Theobligationsimposed by art. 21.21 of the Insurance Code
and Vail [v. Texas Farm Bureau Mut. Ins. Co., 754 SW.2d
129 (Tex. 1988)] are engrafted onto the contract between the
insurer and insured and are extra-contractud in nature. A third
party claimant has no contract with the insurer or the insured,
has not paid any premiums, has no legal relationship to the
insurer or specia relationship of trust with the insurer, and in
short, has no basi s upon which to expect or demand the benefit
of theextra-contractua obligationsimposed oninsurersunder
art. 21.21 with regard to their insureds.

Id. a 149. Nowhere in the Watson opinion does the Texas
Supreme Court mention — much less question — Pineda or its
predecessors.

Nonetheless, the Fifth Circuit latched onto the Watson court's
explanation of why third-party claimantslack standing under the
Insurance Code, €l evated that explanation to thelevel of “factors,”
and concluded that, inthe case of aborrower, thosefactors militate
in favor of standing to sue the lender's insurer under Article
21.21(16) of the Insurance Code. App., infra, 6a. The Fifth
Circuit reached that conclusion even though, as the court itself
acknowledged, the Watson court “ did not expresdy statethat these
factorswereto be used when deciding whether aparty was entitled
to standing under [the Insurance Code]” (ibid.) and in doing so
reversed long-settled Texaslaw (id. a 7an.4). The Fifth Circuit's
“data” are far too meager to base a conclu-sion that otherwise
binding precedent is no longer good law.

" Vail concerned the obligations owed by an insurer to itsinsured.
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B. TheFifth Circuit'sApproach In Establishing New State
Law Islnconsistent With The Principles Established In
Erie
Thesharp division among the circuits on the question presented

by this petition arises because federa diversity courts often have

difficulty delineating the limits of their authority under Erie. Onthe
one hand, Erieanditsprogeny have established that federd diversity
courts may not on their own authority alter existing state law:

A federal court in adiversity caseis not free to engraft onto
those state rules exceptions or modifications which may
commend themselvesto thefedera court, but which have not
commended themselvesto the Statein which thefederal court
Sits.
Day & Zimmerman, Inc. v. Challoner, 423 U.S. 3, 4 (1975) (per
curiam); see Erie RR. Co. v. Tompkins, 304 U.S. 64, 71 (1938)
(rejecting rule that diversity courts are “free to exercise an
independent judgment asto what the common law of the Stateis—
or should be”); United Satesv. Sandard Oil Co., 332 U.S. 301,
313 (1947) (“in thefederal scheme our part* * *, and the part of
the other federal courts, outside the constitutional areais more
modest than that of state courts, particularly inthe freedom to create
new common-law liabilities”).

On the other hand, federal courtsmust apply state law in di-
vergty casesevenwhenthat law isuncertain. Courtssittingindiver-
sty have aduty to determine what a state supreme court would do
in cases in which there is no state authority directly on point:

ErieR Co. v. Tompkins[] did not freethefedera courtsfrom
the duty of deciding questions of state law in diversity cases.
Instead it placed on them a greater responsibility for
determining and applying state lawsin all cases within their
jurisdiction in which federal law does not govern. Accepting
thisresponsbility, aswasitsduty, this Court has not hesitated
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to decide questions of state law when necessary for the
disposition of a case brought to it for decision, athough the
highest court of the state had not answered them, the answers
were difficult, and the character of theanswerswhich the high-
est state courts might ultimately give remained uncertain.

Meredith v. City of Winter Haven, 320 U.S. 228, 237 (1943).
Unfortunately, the only guidancethat this Court gaveto thelower
federd courtsin divining issues of state law isthat the law isto be
decided “with theaid of such light aswas afforded by the materiads
for decison at hand, andin accordancewith the applicableprinciples
for determining state law.” 1d. at 238.

Tens on between the obligation to apply statelaw in uncertain
cases and the condtitutiona limitations on federa authority to make
statelaw becomes acute when, as here, afedera court isasked not
smply tomakean“Erieguess,” but to expand Sate law inamanner
not contemplated, or indeed already rejected, by the state courts.
Asindicated above, some courts, like the Fifth Circuit, see their
obligation as only to “stand in the shoes” of the state courts —
authorized to forge new state law without restraint. Other courts
apply statelaw, but heed the federalism and comity concernsthat
Erieand our congtitutiona systemimpose. Those courtsrecognize
that their role is“more modest than that of state courts,” Standard
Qil Co., 332 U.S. at 313, and refuse to expand state law. Only this
latter rule resolves the tension in a manner consistent with the
congtitutiond limitationsthat govern afedera court applying state
law.®

8 The difference is not one of semantics. The innovative state
lawmaking engaged in by the Fifth Circuit here, for example, would
plainly bergjected inthe First, Third, Fourth, Seventh, and District of
Columbia Circuits. See pp. 10-12, supra.
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The present caseisagood illustration of the dangers of federa
judicia activismin the application of statelaw. TheFifth Circuit
essentialy overruled an accepted and long-established rule of Texas
law (see pp. 3-4, supra) based on nothing more than itsjudgment
that dictainaTexas Supreme Court opinion presaged asea change
in Texaslaw governing therelationship between borrowersand their
lenders insurers. To recognizewhat it perceived asthe emerging
datelaw, however, the Fifth Circuit had to abandon the current state
law. And, when afedera court indulgesin such aprogressive and
unguided exercise of lawmaking, it should not be surprising that it
oftenwill arrive a thewrong answer — asthe Fifth Circuit did here.
See Part 11, infra.

Thereare sgnificant coststo such federa court foraysinto Sate
lawvmaking. Here, for example, as aresult of the Fifth Circuit's
incorrect ruling, there now isonerule of Texaslaw for litigantsin
state courts and another rule for litigants who bring the same
question of statelaw beforefederal courtssitting in diversity. Asa
result, whether future borrowers, such asPama, will havestanding
to bring an action against lenders insurers under Article 21.21(16)
of the Texas Insurance Code will depend entirely on the courthouse
inwhich the complaintisfiled. Such discrepanciesareintolerable
under Erie. SeeFiddity Union Trust Co. v. Field, 311 U.S. 169,
180 (1940) (it isimpermissible“that there should be onerule of state
law for litigantsin the state courts and another rule for litigantswho
bring the same question before the federal courts owing to the
circumstance of diversity of citizenship”); see also Baldwin v.
Alabama, 472 U.S. 372, 374 (1985) (resolving “ significant conflict”
between the Eleventh Circuit and the Supreme Court of Alabama).
Such aresult isflatly inconsistent with the purpose of the Rules
Enabling Act, which*isto avoid the maintenance within a state of
two divergent or conflicting systems of law, oneto be applied in
state courts, the other to be availed of in federa courts, only in
cases of diversity of citizenship.” West, 311 U.S. at 236. See
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generaly Guaranty Trust Co. v. York, 326 U.S. 99, 109 (1945)
(“In essence, the intent of [Erie] wasto insure that, in all cases
where afederd court isexerciang jurisdiction solely because of the
diversity of citizenship of the parties, the outcome of thelitigationin
thefederd court should be substantially thesame, so asfar aslega
rulesdeterminethe outcomeof alitigation, asit would beif triedin
a State court.”) The Court's review is necessary to correct the
conflict between federal and state courtsin Texas.’

° It must be added that the question presented has substantial
practical consequences for the mortgage insurance and housing
industries in Texas. Until this decision, the relationship between
borrower, lender, and the private mortgage insurer had been clear:
The borrower is the lender's customer, the lender is the insurer's
customer, private mortgage insurance protects the lender against the
risk of default by the borrower, and the borrower is not a third-party
beneficiary of the lender'sinsurance. See, e.g., Pineda, 843 S.W.2d
at 665; Chaffin, 731 SW.2d at 730-731. Asaresult of the decision
below, insurers now cannot be sure to whom they owe duties.

Thisisnotrivia matter. TheFifth Circuit'sopinion putsmortgage
insurers in the hopel ess position of owing duties to two partieswho, if
aclaimisactually made, will likely be adverseto each other. Indeed,
it was thisfact, in part, that persuaded the Watson court that third-
party claimants do not have standing to bring claims under the
Insurance Code against another'sinsurer for the insurer's handling of
an insurance contract. Asthat court explained:

Were we to extend to third party claimants the same duties
insurers oweto their insured, insurers would be faced with owing
coextensive and conflicting duties. Aninsurer owestoitsinsured
a duty to defend the insured against the claims asserted by a
third party. * * *. [I]tisconceivablethat in attempting to settle
claims pursuant to the demands of athird party claimant, insurers
may be liable to the insured for settling too quickly.
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II. AT A MINIMUM, THIS COURT SHOULD GRANT
THE PETITION, VACATE THE JUDGMENT, AND
EITHER CERTIFY THE STATELAW QUESTIONTO
THE STATE SUPREME COURT OR REMAND TO
THE FIFTH CIRCUIT FOR FURTHER
CONSIDERATIONINLIGHT OF AN INTERVENING
TEXAS INTERMEDIATE APPELLATE COURT
DECISION

Although petitioner believesthat the Fifth Circuit'sdecisionis
wrong asamatter of federa law under the principlesenunciated in
Part |, supra, at the very least the decision also iswrong as a matter
of statelaw. In particular, just days after rehearing wasdenied in
this case, another Texas intermediate appel late court specificaly
rejected the very rule adopted by the Fifth Circuit. First Am. Title
Ins. Co. v. Willard, No. 12-93-00290-CV, 1996 WL 495583
(Aug. 29,1996). App.,infra, 89a-111a. Inlight of thisintervening
decision, Vandenbark v. Owens-lllinois Co., 311 U.S. 538
(1941), and Huddleston v. Dwyer, 322 U.S. 232 (1944), instruct
that the Court, pursuant to its authority under 28 U.S.C. § 2106,
should grant, vacate, and either certify the state law questionto the
Texas Supreme Court or remand the case so that the Fifth Circuit
may “conform [its] order[] to the State law.” Vandenbark, 311
U.S. a 543. Because the Willard decision — which completely
contradictsthe Fifth Circuit's"Erie guess’ — wasrendered after the
court of appealsissued itsopinion in this case, aGVR order is
entirely appropriate. See Lawrencev. Chater, 116 S. Ct. 604,
607 (1996) (per curiam).

876 S.W.2d at 150 (emphasisin original). The precise conflicting
duties warned of in Watson are the inevitable byproduct of the Fifth
Circuit's decision here.
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InWillard, aborrower obtained money from asavingsand loan
to build ahome on atract of land and entered into alien contract
with the construction contractor, which duly assigned the contract to
thelender. To protect itsloan collateral, the lender obtained title
insurance, which, asacondition of theloan, it required the borrower
topay. Id. at 90a. During construction of the home, the parties
discovered that the dwelling was being built over a pipeline, for
which the pipeline owner had avalid easement. Thetitleinsurer
acknowledged itsresponsibility for |osses dueto the easement, and
offered to pay to relocate the pipeline. The pipeline company
refused the offer, and no agreement wasreached. After the house
was completed, the borrower sued thetitleinsurer, aleging, inter
dia, that theinsurer had engaged in unfair claim settlement practices
inviolation of Article21.21(16) of the TexasInsurance Code. The
trial court rendered judgment for the borrower, and the insurer
appeaed. See App., infra, 91a-92a.

On appedl, the insurer argued, inter aia, that pursuant to
Allstate Ins. Co. v. Watson, 876 SW.2d 145 (Tex. 1994), the
borrower lacked standing to suetheinsurer directly under Article
21.21(16) of the Insurance Codefor aclaim based on the mortgage
contract. The borrower responded that Watson was distinguishable,
inter alia, “because [the borrower] had paid the premium for the
insurance policy.”* App., infra, 98a. The court rejected the
distinction, reasoning:

10 The borrower also argued that he had standing because “he
would directly benefit from the payment by theinsurer” to removethe
pipeline. App, infra, 99a. The court rejected this argument, observing
that “the insured * * * would benefit from [the insurer's]
indemnification of the claim against it” and, “[a]sin Watson, a benefit
to athird party does not thrust that party into a contractud relationship
between the two other parties or confer upon [the borrower] adirect
cause of action against [an insurer] for unfair claim settlement
practices.” Ibid.



24

Customarily, the home builder/borrower pays this expense,
becausealending ingtitution must require that the borrower has
title to the real property on which its loan proceeds will be
expended. Rather than require the borrower to incur the
expense of atitleexamination, atitleinsurance policy in favor of
thelender isaninexpensve meansof assuring the vdidity of its
title* * *, Wedisagree that the borrower's act of paying the
premium for thetitle insurance injects the borrower into the
insurance contract as a party to the policy.

Id. The appellate court concluded that “[w]e do not agree that
Willard's posturein thistransaction circumventsthe supreme court's
opinion in Watson.” 1d. at 99a.

Willard and thiscase arefactudly indistinguishable, but legdly
irreconcilable. InWillard, the court, relying on Watson, expresdy
held that a borrower did not have standing to bring adirect cause
of action against alender'sinsurer under Article 21.21(16) of the
Insurance Code based on an insurer's handling of a lender's
insurance contract. Here, the Fifth Circuit — also purportedly
interpreting Watson — concluded that a borrower did have
standing to bring adirect cause of action againgt alender's insurer
under Article 21.21(16) of the Insurance Code for the insurer's
handling of alender's insurance contract.

When petitioner became aware of the Willard decision, it
promptly filed with the Fifth Circuit aMotion for Recall of the
Mandate, a Second Petition for Panel Rehearing, and a Second
Suggestion for Rehearing En Banc, all of which currently are
pending. A refusal by the Fifth Circuit to recal its mandate and
conformitsjudgment withwhet plainly isthe controllinglaw of Texas
would conflict with this Court's guidance in Huddleston, 322 U.S.
at 236-238, and Vandenbark, 311 U.S. at 543, and practice in
National Union Firelns. Co. v. American Medical International,
Inc., 116 S. Ct. 510 (1995), and Exxon Co., U.SA. v. Banque de
Paris et des Pay-Bas, 488 U.S. 920 (1988). See aso Braniff
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Airways, Inc. v. CurtissWright Corp., 424 F.2d 427 (2d Cir.),
cert. denied, 400 U.S. 829 (1970) (granting petition for rehearing,
after petition for ceritorari wasfiled, inlight of subsequent changein
state law); Scott v. Sngletary, 38 F.3d 1547, 1551 (11th Cir.
1994) (noting that court of appeals “ha[s] the power to recall its
mandateif there has been asupervening changeinthelaw”). Asthe
Court observed in Vandenbark, 311 U.S. at 543 (footnoted
omitted):

[T]he dominant principle is that nisi prius and appellate
tribunasdike should conform their ordersto the state law as of
thetimeof theentry. Intervening and conflicting decisionswill
thus causethereversa of judgmentswhich were correct when
entered. * * * [U]ntil such time asa caseis no longer sub
judice, the duty rests upon federal courts to apply state law
under the Rules of Decison statutein accordance with thethen
controlling decision of the highest state court. Any other
conclusion would but perpetuate the confusion and injustices
arigng from inconssent federd and Sate interpretations of seate
law.

The Court applied these principles— ironicdly inanother Fifth
Circuit case— inExxon Co., U.SA., 488 U.S. at 920. There, the
Fifth Circuit decided aissue involving a question of Texas law.
Theresfter, astate intermediate appellate court, in adifferent case,
decided the question contrary to the Fifth Circuit's understanding of
Texaslaw. Thelosing party before the Fifth Circuit petitioned the
Court for awrit of certiorari, whichthe Court granted. After briefing
on the merits, the Court vacated the Fifth Circuit judgment and
remanded for further consideration in light of theintervening state
court decision.

If the Fifth Circuit refusesto adhere to thelaw of Texasinthe
present case, that decision will be more troubling than its earlier
unwillingnessto do so in Exxon. Here— unlike in Exxon — the
subsequent intermedi ate appel late court decision was completely
predictable; it wasentirdy congstent with along line of unquestioned
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intermediate appellate court decisions. See pp. 3-4, supra. The
Fifth Circuit disregarded those decisionsbecauseit was convinced
that the Watson case — regjecting third-party standing— presaged
areversal of well-established state law. But Watson is hardly the
harbinger of achangein Texaslaw, asWillard now confirms. In
short, if the Court does not grant review and consider the case on
the merits, it should at a minimum vacate and either certify the Sate
law question to the Texas Supreme Court or remand to the court of
appeals for further consideration in light of Willard.*™

1 The dternative of certifying the question to the Texas Supreme
Court makes particularly good sensein light of the majority'srefusal
in the decision below to apply well-settled decisions of the
intermediate state courts of Texas.
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CONCLUSION

For the foregoing reasons, the petition for awrit of certiorari
should begranted. In the dternative, the petition should be granted,
the judgment vacated, and either the Sate law question certified to
the Texas Supreme Court or the case remanded to the court of
appeasfor further consideration in light of the decision in First
American Title Insurance Co. v. Willard.
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