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Asymmetrical Combat: Bad
Faith Liability in Insurance
Recovery Cases

William G. Passannante*

Abstract: Policyholder counsel see claims that an insurer vio-
lated its duty of good faith and fair dealing is an essential tool
in leveling the playing field in policyholder-insurer disputes,
especially in high-stakes litigation. Insurance companies write
the policies, employ lobbyists, exchange information with each
other, and, of course, have more experience handling claims.
So, the author writes, bad faith allegations bring more balance
to the relationship and provide a disincentive to “the profitable
breach of the insurance promise.” He discusses above-policy
limits risks for insurers, as well as attorneys’ fees, interest on
unpaid claims, punitive damages, and more.

Bad faith insurance litigation presents high-stakes risks for
insurance companies in the unbalanced battle between insurance
companies and their policyholders. The asymmetric nature of the
insurance claims process—insurance companies draft the insurance
policies, lobby legislatures as an industry repeat litigant, exchange
superior information among themselves, and have more experience
with claims than any policyholder—means that policyholders need
a counterbalance. Insurance company liability for bad faith and
related above-policy limits liabilities can act as that counterbalance.

Insurance company bad faith and related doctrines prove useful
because of the claims-handling calculus used to attempt to avoid
coverage for a claim. Without more an insurance company denying
a claim faces what it did at the outset—the amount of the covered
claim. Insurance companies thus engage in the profitable breach’
of the insurance promise.

Most purchasers of the insurance product would think of their
insurance company as a fiduciary or trustee from whom one can
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expect scrupulous candor.? At claims time many policyholders do
not receive what they expect. Still, hornbook contract law tells
policyholders that every insurance policy contains within it a duty
of good faith and fair dealing.’ Enforcing that duty of good faith
and fair dealing helps level the insurance claim playing field.

Some Examples of Above-Policy Limits Exposure
for Insurance Companies

If instead, the policyholder shows the insurance company its
exposure to (1) policyholder attorney’s fees, (2) interest on the
unpaid claim, (3) damages for bad faith behavior, and (4) puni-
tive or exemplary damages—often tort-related—on account of
wrongful behavior, the profitable opportunistic breach no longer
appears profitable.

Bad faith liability of insurance companies has a role to play in
making the insurance transaction fairer to policyholders.*

Policyholder Attorney’s Fees

Insurance companies may view denying your insurance claim
as a profitable opportunistic breach, but most states treat insur-
ance claims differently by permitting recovery of attorney’s fees.
Most understand that insurance is different.” A majority of states
may force the insurance company to pay your legal fees to force
them to honor the policy they sold. If informal efforts to resolve
the dispute with your insurance company have been unsuccessful,
litigation may be the next step.

By engaging in this “opportunistic breach,” the insurance com-
pany may deny coverage wrongfully, continue to collect and invest
premiums during its well-financed coverage litigation, and the only
penalty it risks is paying the policyholder the same coverage it owed
all along. As the Colorado Supreme Court stated:

Contract damages “offer no motivation whatsoever for the
insurer not to breach. If the only damages an insurer will
have to pay upon a judgment of breach are the amounts that
it would have owed under the policy plus interest, it has
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every interest in retaining the money, earning the higher
rates of interest on the outside market, and hoping eventu-
ally to force the insured into a settlement for less than the
policy amount.”®

There are a number of rationales for an award of attorney fees
to policyholders in insurance coverage disputes. These rationales
generally are founded upon: the nature of the insurance promise
(for example, the nature of an insurance company’s duty to defend
its policyholder); the theory of consequential damages; the language
of particular insurance policy provisions; public policy consider-
ations; or specific statutory provisions.

Where the policyholder establishes the duty to defend in a
declaratory judgment action, the insurance company should bear
the consequences of its wrongful action and reimburse the policy-
holder for its attorney fees and costs in the declaratory judgment
action. For example,” under Texas law, “an insurer who has breached
the duty to defend is liable for damages including the attorneys’
fees incurred in pursuing an insurance coverage action.”®

New York courts have recognized that fees may be recoverable
as consequential damages when the policyholder brings a breach
of contract action against the insurance company.’

Other courts have found that attorney fees constitute an ele-
ment of the policyholder’s damages for the insurance company’s
bad faith refusal to pay a claim. For example, in Taylor v. State Farm
Fire & Casualty Co., 981 P.2d 1253, 1258 (Okla. 1999) (emphasis in
original), the Supreme Court of Oklahoma held that:

[W]hen an action is pressed for bad-faith refusal to settle—
tirst recognized as a distinct tort in Christian v. American
Assur. Co.—the plaintiff may seek damages (a) for the loss
payable under the policy together with (b) those other items
of recovery that are consistent with harm flowing from
insurer’s bad-faith breach of its implied-in-law duty to settle.

Courts in a number of jurisdictions look to statutes to award
attorney fees. Some statutes are drafted broadly, such as in New
Hampshire, where N.H. Rev. Stat. Ann. § 491:22-b (2022), states:
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In any action to determine coverage of an insurance policy
pursuant to [Section] 491:22, if the insured prevails in such
action, he shall receive court costs and reasonable attorneys’
fees from the insurer.

One commentator has criticized the refusal of courts to award
attorney fees in declaratory judgment actions absent bad conduct
as unfair to the policyholder, as follows:

After all, the insurer had contracted to defend the insured,
and it failed to do so. It guessed wrong as to its duty, and
should be compelled to bear the consequences thereof. If
the rule laid down by these courts should be followed by
other authorities, it would actually amount to permitting
the insurer to do by indirection that which it could not do
directly. That is, the insured has a contract right to have
actions against him defended by the insurer, at its expense.
If the insurer can force him into a declaratory judgment
proceeding and, even though it loses in such action, compel
him to bear the expense of such litigation, the insured is
actually no better off financially than if he had never had the
contract right mentioned above. Other courts have refused
to impose such a burden upon the insured."

The award of policyholder attorney’s fees is one way to begin
to make the insurance relationship fairer by improving balance in
available remedies.

Interest on the Unpaid Claim

Requiring that insurance companies pay interest—one measure
of damages—for its delay in payment helps reduce the profit from
the insurance company’s breach. For example, Alabama permits
6 percent annual prejudgment interest. Ala. Code § 8-8-1; Miller ¢
Co. v. McCown, 531 So.2d 888 (Ala. 1988). Texas law permits up
to 10 percent and if the contract is silent, a 6 percent annual rate
of interest. Tex. Fin. Code §§ 302.001, 302.002. Kentucky sets the
interest rate for breach of contract cases at 8 percent. Ky. Rev. Stat.
Ann. § 360.010; Pursley v. Pursley, 144 S.W.3d 820 (Ky. 2004).
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Policyholders should make use of statutory and common law
entitlement to prejudgment and postjudgment interest to help level
the claims playing field.

New York sets 9 percent as the interest rate to be applied pre-
and postjudgment in contract cases.!' For example, Vogel v. Ameri-
can Guarantee & Liability Insurance Co."? awarded the statutory
interest amount to the policyholder as of the date the expenses
were incurred.

In New York the prevailing party in a breach of contract—
including insurance cases—receives prejudgment interest, to “be
computed from the earliest ascertainable date the cause of action
existed.” The statute “grants courts wide discretion in determining
a reasonable date from which to award pre-judgment interest.”"’

An award of prejudgment and postjudgment interest on an
unpaid claim is another remedy that can enhance the fair balance
in the policyholder-insurance company relationship.

Damages for Bad Faith Claims Behavior

Courts have awarded lost profits from the breach of the insur-
ance promise.'* More broadly, a breach of the duty of good faith
and fair dealing may lead to liability for compensatory damages
caused by the breach of the insurance promise.'

The liability for improper failure to settle is not constrained by
the policy limits, and an insurance company can face liability far
in excess for such a breach. Green v. J.C. Penney Auto Insurance
Co., 806 F.2d 759, 764 (7th Cir. 1986) (liability for “entire judgment
where the insurer’s negligent failure to accept a settlement offer
causes a judgment in excess of policy limits ...”).

Insurance companies that refuse "a settlement offer in bad faith
may be held liable in damages to its insured.”'® Indeed, when an
insurance company “refus[es] to settle within the policy limits,
[it] risks being charged with bad faith on the premise that it has
‘advanced its own interests by compromising those of its insured.”"”
For such a breach of the implied conditions of good faith and fair
dealing, the damages to the insurance company may exceed policy
limits."®



208 Journal of Emerging Issues in Litigation [2:203

The insurance company’s fiduciary obligation includes “a duty
to use the same degree of care and diligence as a person of ordinary
care and prudence should exercise in the management of his own
business.”"” Therefore, an insurance company must “make such
decisions in good faith and with due regard” for the policyholder’s
interests. An insurance company has a duty to investigate and
evaluate claims and fairly consider reasonable settlement offers.*

“A claim for bad faith failure to settle is ‘founded upon the
obligation of the insurer to pay when all conditions under the
policy would require an insurer exercising good faith and fair
dealing towards its insured to pay.”*" Some states have statutory
rules permitting a policyholder to bring a bad faith action against
an insurance company if the insurance company does not attempt
“in good faith to settle claims when, under the circumstances, it
could and should have done so, had it acted fairly and honestly
toward its insured and with due regard for her or his interest[.]”*

If an insurance company fails to authorize a favorable settlement
within its policy limits, or if further delay causes this settlement
opportunity to be lost, it can be held liable for any eventual judg-
ment and other damages, even uninsured losses.?

Although insurance companies fight the basic premise that they
are liable for the consequences of their breach of promise, they
do face liability for consequential damages quite apart from what
might be called insurance “bad faith.” Policyholders may recover
consequential damages in insurance cases involving a breach.*

An award of damages for bad faith claims behavior also can
bring fairness and enhance the symmetry of bargaining power
between policyholder and insurance company.

Punitive or Exemplary Damages Against the Insurance
Company

A number of states permit the recovery of punitive damage
against insurance companies for their breach of the duty of good
faith and fair dealing. For example, Louisiana* and New Mexico,*
California?” and New York among a number of others.

Even without the “punitive” label, other courts will permit the
recovery of tort damages for a breach of the duty of good faith and
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fair dealing; for example, in Colorado a policyholder may recover
damages in tort for breach of the duty of good faith and fair deal-
ing for emotional distress.*®

Developments in punitive damages law—including State Farm
Mutual Automobile Insurance Co. v. Campbell, 538 U.S. 408 (2003)—
have impacted claims for punitive damages.”

The financial realities of insurance coverage and the need for
the availability of punitive damages for bad faith claims handling
was explained by no less than a standard textbook of the insurance
industry, as follows:

When an insurance company fails to pay claims it owes or
engages in other wrongful practices, contractual damages
are inadequate. It is hardly a penalty to require an insurer
to pay the insured what it owed all along.’®

An award of punitive or exemplary damages against the insur-
ance company for the breach of the duty of good faith and fair
dealing is another factor that can enhance the balance between
the parties in the policyholder-insurance company relationship.

Bad Faith Liability of Insurance Companies Has a
Role to Play in Making the Insurance Transaction
Fairer to Policyholders

Insurance policies are a unique product that requires the poli-
cyholder perform first—by paying insurance premiums—while
the insurance company’s performance—the payment of the claim
amount—is delayed until the insurance company determines to do
so. The policyholder is left at claims time relying upon the good
faith and fiduciary nature of the insurance company in meeting its
promise. This disjointed performance of the parties to the insurance
policy leads particularly in difficult matters to wrongful and abu-
sive claims practices aimed at protecting the insurance company’s
financial self-interest rather than the interests of the policyholder
in protecting itself from liability and minimizing losses.

The potential remains for the abuse of policyholder rights by
the expert insurance company claims department, which handles
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more claims every day than a policyholder will during its existence.
By using “opportunistic breach,” the insurance company denies
coverage wrongfully and continues to collect and invest premiums
during its well-financed coverage litigation. The only penalty it
risks is paying the policyholder the same coverage it owed all along.

Reducing the potential for opportunistic profitable breach by
the insurance company at claims time can enhance the level of fair-
ness in the policyholder insurance company claims relationship.

Indeed, one commentator has suggested that use of institutional
bad faith evidence can help the legal system take a broader perspec-
tive. Institutional bad faith evidence shows “systemic violation of
claim practices, that injures many policyholders and threatens all
policyholders ....” Such evidence is yet another counterbalance
available for policyholders.?!

Conclusion: Some Symmetry in the Insurance
Recovery Battle?

The high stakes presented in bad faith insurance litigation can
help balance the battle between insurance companies and their
policyholders. Introducing some symmetry into the insurance
claims process by showing the exposure to liability for bad faith and
related above-policy limits liabilities can act as a counterbalance.
It may help avoid the profitable breach of the insurance promise.
Enforcing the duty of good faith and fair dealing can help policy-
holders level the playing field.

* William G. Passannante (wpassannante@andersonkill.com) is
co-chair of Anderson Kill’s Insurance Recovery Group and is a nation-
ally recognized authority on policyholder insurance recovery in D&O,
E&Q, asbestos, environmental, property, food-borne illness, and other
insurance disputes, with an emphasis on insurance recovery for cor-
porate policyholders and educational and governmental institutions.

1. Insurance companies realize that it may be profitable for them
to breach their duties under the insurance policy. See Eugene R. Ander-


mailto:wpassannante%40andersonkill.com?subject=

2022] Asymmetrical Combat: Bad Faith Liability in Insurance Recovery Cases 211

son, et al., Insurance Coverage Litigation $ 2.00 (2d ed. 2009); E. Allen
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