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THE DEFENDING LIABILITY INSURER’S DUTY TO
SETTLE: A MEDITATION UPON SOME FIRST
PRINCIPLES

Michael Sean Quinn

Liability carriers with a duty to defend are themselves responsible for dam-
ages if they irrationally or irresponsibly fail or refuse to settle covered
claims within policy limits and thereby expose their policyholders to excess
damages. Every jurisdiction that has considered the matter (and there are
a substantial majority) has so held. At this point, explicit consensus ends.
Yet perhaps there is more agreement than surface appearances suggest.

There are substantial differences among the jurisdictions as to the stated
criteria that should be used to identify irresponsible or irrational conduct
by an insurer.! Jurisdictions also differ as to whether any irresponsible fail-
ure to settle will generate liability or whether it must be an irresponsible
refusal to settle. In other words, jurisdictions differ as to whether wrong-
fully omitting to settle can generate liability or whether the fact of non-
settlement must result from an overt act. Technically, at least, the distinc-
tion is important. In the former situation, a tort plaintff need not make 2
settlement offer within policy limits, and the carrier has an affirmative duty
to pursue settlement.? In the latter, an insurer need only respond to a
settlement offer within policy limits and need not make the first move.

1. Wierck v. Grinnell Mut, Re. Co., 456 N.W.2d 191 (Towa 1990) (“It is bad faith for an
insurance company to act irresponsibly in settlement negotiations with respect to the insured’s
risk in that part of the claim in excess of coverage. It is bad faith for a company to factor in
its consideration of settlement offers the limited amount between an offer and policy limits.”
Id. at 195. “Bad faith arises when the rejection [of a settlement offer by an insurer] can be
traced to the misconduct of the insurer which irresponsibly exposes the insurer to unreason-
able risk because an offer was rejected only because of policy limits.” Id. at 195.).

2. See Guarantee Abstract & Title Co. v. Interstate Fire & Cas. Co., 618 P.2d 1195 (Kan.
1980); State Auto. Ins. Co. v. Rowland, 427 S.W.2d 30 (Tenn. 1968).

3. See Alt v. American Family Mut. Ins. Co., 237 N.W.2d 706 (Wis. 1976); American
Physictans Ins. Exch. v. Garcia, 876 S.W.2d 842, 850-52 (Tex. 1994).

Michael Sean Quinn is a partner with the firm of Sheinfeld, Maley & Kay in dustin,

Texas.
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Further, there are substantial doctrinal differences, at least on the surface,
among the jurisdictions as to the legal theories that generate liability for
irresponsible or irrational insurers.

It is not clear how much practical difference these doctrinal distinctions
make although they obviously have some impact. Rational lawyers prefer
some jurisdictions to others for bringing cases against nonsettling liability
carriers, and courts instruct juries to some degree on the theoretical basis
of the law. Over a large spread of cases, it cannot be doubted that some
jurors follow at least some judicial instructions. Surely venue preferences
and aversions among experienced lawyers cannot be a mere fluke.

This article explores the duty that defending Jiability insurers have to
settle cases from varied points of view, including philosophical, jurispru-
dential, public policy, economic, principled, doctrinal, prudential, and
practical ones. It is an initial meditation and is therefore both exploratory
and speculative. Karl Popper has taught us that knowledge grows through
conjecture followed by refutation, followed by reconjecture followed by
another refutation, followed by reformed conjecture followed by yet an-
other refutation, ad infinitum.* It is to be hoped that not all of the sug-
gestions here are faise and that even the false ones will still be suggestive,
even generative. Perhaps a few will be stimulating.’

1. INTRODUCTION

The core terms of widely used liability insurance contracts are not nego-
tiated. They are standardized and embodied in printed forms. Fundamental
terms in insurance contracts must be standardized. There could be no cat-
egorical stability withouta standardized nomenclature and communication
would be thwarted. Unless insurers use simple concepts across large num-
ber of contracts, the statistical work that is necessary for rational and ef-
ficient pricing would be impossible. The most widely used liability policies,
subject to minor variations from state to state, are commercial general
fiability policies, personal and commercial auto policies (that include both
property and liability sections), and various commercial and personal prop-
erty owner-lessee policies (that also include both property and liability
sections), such as homeowner’s policies. These are the “Big Three” liability

4. See Kant Porrer, CONJECTURES AND REFUTATION (1962); KarL PorrEr, THE Loaic oF
ScienTiFic Discovery (1968). See also Kart. Popprr, OsjEcTIVE KNOWLEDGE: An EvoLuTION=
ary ApproacH (1972). Popper’s ideas have been cited favorably by American courts. See Dau-
bert v. Merrill Dow Pharm., 509 U.S. 579, 60001 (1993). See also DUDLEY SHAPERE, Reason
anp Is Searcn ror KnowLEDGE (1979). Popper’s views about science are not uncontroversial.
See Thomas Ky, THE STRUCTURE OF SCIENTIFIC RevoruTions (1970).

¢ The author has not attempted to cite case law in support of the various legal positions
asserted herein. Reported decisions in state trial courts and intermediate courts of appeals
were ignored as were most decisions by federal appellate courts.
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insurance contracts. All of them impose top-end monetary limits on the
insurer’s obligation to make payments on behalf of a liable insured (i.e., on
the duty to indemnify), but they do not usually specify limits on how much
an insurer must spend defending an insured. In other words, they do not
specify monetary limits on the insurer’s duty to defend, and defense ex-
penses are not deducted from the policy limits.

This is extremely important. In virmally every jurisdiction, there is either
a presumptve or a conclusive rule to the effect that if a lawsuit accuses an
insured of conduct that is covered if the accusation is true, then an insurer
with a duty to defend must defend the entire case.S Of course, there are
exceptions to the rule, and in a few jurisdictions, the prima facie rule can
be defeated but one of these generally is the rule everywhere.” .

Under the Big Three liability policies and their Jook-alikes, liability in-
surers have a duty to defend. This means that insurers not only have the
duty to pay for the defense but they have the duty to conduct it. 'The
insurance company with a duty to defend has an obligation and the right

to pick a lawyer to represent the policyholder, direct the lawyer, and moni--

tor her performance.® Consequently, if the policyholder does not permit
the insurance company to carry out its duty to defend, the insurance com-
pany is excused from further performance,® possibly inclading payments
on behalf of the insured, if the insured is found liable.

An insurer must act in a legally appropriate way for three reasons: (1) it
has both the right and the duty to defend, (2) insurance premiums are
expensive, and (3) the policyholder may have exposure outside of or in
addition to policy limits. In other words, an insurer providing a defense to

6. But see Buss v. Superior Court, 939 P.2d 766 (Cal. 1997) (because claims that are not
covered can be fairly separated from claims that are, an insurer may be able to ger restitution
for amounts spent on the defense of clear}y uncovered claims).

7. Ellen S. Pryor, The Tort Liability Regime and the Duty t» Defend, 5 Mp. L, Rev. 1 (1999).
Aran WinDT, Ivsurance Craims anp DispuTEs: REPRESENTATION OF INSURANCE CoMpANIES
anp Insureps (3d ed, 1995 [updated by pocket part]). See Rosert H. JerrY II, UNDERSTAND-
e Insurance Law § 111 (2d ed. 1996). See also Jerrrey W. STEMPEL, ThE Law oF INsURANCE
ContracT DispuTss §9.03 (2d ed. 1999 [updated]). For two volumes argued from the policy-
holder’s point of view, see PETER J. Kavrs, Taomas N. REITER & JaMES R. SecERDAHL, PoLicY-
BoLDER’'S GUIDE TO THE Law oF Ivsurance Coverace § 4-1 (1997), and 1 Eveene R. An-

pERsON, JoRDAN S. STansLEr & LoreLk S, MasTers, Insurance Coverace Litication § 3.1

(2d ed. 1999).

8. For purposes of this article, insurance companies will be referred to as 4, policyholders
as be, and defense counsel as she.

9. The situation is further complicated when the insurance company might not have cov-
erage or where it is reasonably certain that it does not have indemnity coverage for some of
the claims. In this situation, the insurance company must dispatch a reservation of rights
letter, upon the pain of being estopped from asserting coverage defenses later. See Michael
Sean Quinn, Reserving Rights Rightly, 7 Coverace 23 (July/August 1997). In many jurisdic-
tions, when a carrier reserves its rights, it does not have an indefeasible right under the
contract to conduct the defense of the insured although it may stll have the duty to pay for
the defense of the insured, up to reasonable levels,
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an insured may not exercise its right wildly, inappropriately, or in complete
and total disregard of the interests of the policyholder. A defending insurer
has some discretion as to how to conduct the defense but, to a considerable
extent, the interests of the policyholder are in the hands of the insurer.
Consequently they must be good hands. Those hands need not be grace-
ful or beautiful but they may not be clumsy, even if they are a bit awkward
when the case is fragmentary and only beginning to gel. The insurer may
not be overly tightfisted, although it may. be cautious and prudent how it
spends its money. It may require evidence at every step of the way. It
may not cuff opponents about irrationally although it can be pushy and
can sometimes drag its litigation-feet when appropriate. It may not stand
around keeping its hands in its pockets. It may not place its hands in the
insured’s pockets, although it can legitimately demand that the insured
spend its own resources for unrelated issues, such as uncovered claims,
independent counsel, and so forth. It may not use its hands to cover its
eyes. A defending insurer must be alert at all times both to issues in the

tort case and to issues of coverage. A defending insurer must avoid extremes -

and aim for middle ground; this topic is covered below in section X.

In brief, because an insurer has the right and the duty to defend, it must
exercise that right and carry out that duty in a legally responsible way." It
must act rationally under the circumstances. If an insurer does not do so,
and if the policyholder is injured as a result of the insurer’s irresponsible
conduct, the insurer is legally obligated to pay damages. Such damages, of
course, are not covered under the policy nor are they part of the policy
limits. The latter are sums the insurer has contracted to pay on behalf of
the insured if the insured has injured a third party. Damages are sums the
insurer must pay to the policyholder (or his assignee) as the result of the
insurer having unlawfully injured the insured.

A variety of liability insurance policies contain provisions creating a right
and a duty to defend. Truck, marine, and airplane liability insurance are
very much like auto Hability insurance. Sometimes professional malpractice
insurance contains a duty to defend. Other times such contracts, for ex-
ample, many directors’ and officers’ liability policies, contain only a clause
requiring the insurer to pay for a defense. Obviously, this means that
amounts available to make indemnity payments decline as the lawsuit wears
on. Variatons in the nature of the insurer’s right and duty to defend will
impact the nature of its duty to settle. There is very little case law about
insurers’ settlement obligations under these different kinds of policies,
however; and almost all courts begin with the duty to settle as it has been

10. See Dairyland Ins. Co. v. Herman, 954 P.2d 56 (N.M. 1999); Radcliffe v. Franklin Nat'l
Ins. Co., 298 P.2d 1002 (Or. 1956).

e
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generated for the Big Three Lability policies, where the duty to defend
includes the right to control.

I1. THEORETICAL FOUNDATIONS

There are a number of legal theories on the basis of which failures to settle
can be made actionable. Only common law theories will be examined in
this article. In some states, only one or two theories are available while in
others several are available all at once. This article does not exhaustively
catalogue variations in state law. The project in this article is to formulate
and explore various theoretical alternatives. Which state uses which theory,
or combination of theories, is of incidental interest only.

The major theories available are breach of contract and a series of tort
theories. Courts are frequently unclear as to whether they are using a con-
tract theory or a tort theory.!! Tort theories include fraud, breach of fi-
duciary duties, bad faith, bad faith breach, negligent misrepresentation,
negligence, gross negligence, and strict liability. Occasionally policyholders
try to use additional tort theories, such as intentional infliction of emo-
tional distress (also known as the tort of outrage)'? and sometimes tortious
interference. Often these are frivolous claims that seldom succeed.

A. Breach of Contract

" Insurance policies and, by extension, liability insurance policies are con-

tracts. In many of these contracts, policyholders promise that insurers will
be able to conduct the defense of the insured, and the insurance company
promises to do just that. Of course, the insurance company is also serving
its own interests, since it can purchase defense services from lawyers at a
volume discount; monitor and direct the activities of those lawyers; and
make economically advantageous settlement decisions. Nevertheless, it is
rendering services also to the insured. The insured does not have to select
and monitor defense lawyers" or nurture the lawsuit on a daily basis, and,
as a result, he can sleep more peacefully at night during most lawsuits.

11. See Associated Wholesale Grocers, Inc. v. Americold Corp., 934 P.24d 65 (Kan. 1997).

12. See Shufford v. Integon Indem. Corp., 73 F. Supp. 2d 1293 (M.D. Ala. 1999).

13. Lawyers, of course, bear watching, and many insureds dread dealing with lawyers. The
literature on this and related subjects is extensive. E.g., Tanva STarnzss, Mab a1 Your Lawyer?
(1996); Donarp E. DEKierrer, How Lawvers Screw Themr Crents (1995); DunLey Gray
& ArtaUur Lyons, How NoT To GET ScrEwepn BY Your ATTornEY: WhaAT You NEED TO
Kwow To ProtECT Yourserr (1986); Huco N. Gerstr, How To Cur Your LecaL Brirs v
Hair—A Guipe To RecLaming AMerica’s Promise: AFFORDABLE JusTICE For Avt (2000);
Dennis Brower & Duan VarseL, LicENSE To STEaL or WHy I Hate ATToRNEYS (1997); WaLT
Bacaman, Law v, Lire: WHAT Lawvers AR Arraip 10 Say Asout THE Lecar Proression
(1993); Tuane Joser MEssiNGER, THE Youne Lawver’s JuneLe Booxk (2d ed. 2000) {profes-
sionalism not identical to perfectionism). For a more theoretical treatment of these topics,
see Joun C. AnpERsoN, WrY Lawyers DErar, JusTice: Prosineg THE RooTs oF Lecar Inyus-
TicEs (1999) (arguing that the law should be understood more in terms of equity, and therefore
justice, rather than in terms of rules).

o
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It is fandamental to service contracts that if A promises B to perform a

service, then A has implicitly promised to deliver at 2 certain qualitative

{evel. The level may not be a precisely specifiable one, but there is a level

of competent performance below which a promissor may not go without
breaching the contract. This is true for at least two reasons. First, it may
be a result of the language of the contract. If 4 agrees to mow B’s lawn,
and B discovers after A’s activity that the grass on his lawn is still five inches
high, then (in the absence of special terms) B can refuse to pay 4 upon the
grounds that 4 has not really mowed his lawn. "This is true even if the grass
was seven inches tall when A began. The point is that the word “mow” has
a certain meaning, albeitan imprecise one. Itis outside the ordinary mean-
ing of the word “mow” for the grass on a jawn stll to be uniformly five
inches high after ordinary mowing activity has taken place. It is not quite
clear what A has done, but he has not really mowed the grass in any mean-

ingful sense.

There is a second way to find levels of performance implicitly specified

in service contracts. Courts of many jurisdictions say that there is an im-

plied covenant of workmanlike performance (or something of the sort)

contained in at least some service contracts.'* If a jurisdiction applies this

rule to contracts for the mowing of lawns, it could be argued that the

jmplied promise of workmanlike performance included in a mowing-of-

the-lawn contract would mandate that, in the absence of an explicit agree-
grass substantially—say,

ment, A has promised to reduce the length of the

to a height of two or even three inches.
Obviously, implied promises of workmanlike performance are imprecise.
Workers must have some discretion, and what counts as workmanlike per-

formance is by no means crystal clear. Further, what counts as workmanlike

Il vary depending on the activity. Workmanlike perfor-

performance Wi
mance when cutting diamonds, designing rockets, or even performing sur-
veys on real property is much more precise than in driving taxis, teaching

German, diagnosing neurological ailments, or defending a policyholder.”

14. See Melody Homes Mfg. Co. v. Barnes, 741 S W.24 349 (Tex. 1987) (policy favors the
view that providers of services implied the warranty that their services would be performed

in 2 workmanlike manner).
15. “We define good and workmanlike as that quality of work performed by one who has
the knowledge, training, or € e of a trade or

occupation. and performed in 2 mnanner generally considered proficient by those capable of
d to the repair of a home.

judging sach work.” Id. at 354. The holding in this case pertaine
See Montgomery Ward & Co. v. Scharrenbeck, 204 S W.2d 508 (Tex. 1947). Stephen]. Burton
and Fric G. Andersen have argued that the duty of good faith and fair dealing under contract
law was created in order to “police the reasons for which a discretion-exercising party may

. Anperson, CONTRACTUAL Goon Farrs: ForMATION,

act.” SteeHEN S. BUrTON & ERIC
PERFORMANCE, BREACH, ENFORCEMENT 58 (1995). The authors suggest that courts have tra-

ditionally honored the duty of good faith. They further suggest that eatlier precedence went
largely unnoticed because %doctrinal research on a national scale was guided undl mid-century




