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Insurers are finding that breaching their duty to defend
comes at the risk of novel, unpredictable, and punitive
remedies. Even good faith coverage disputes are being
harshly punished by courts through damages that stretch
the limits of current jurisprudence and the reasonable
needs of both parties. The driving force behind these
penalties is the blurring of the previously well-established
lines between the duty to defend, the duty to indemnify,
and bad faith conduct.

This article will explore the changing legal landscape
surrounding the availability of atypical damages that
insureds may now be able to seek when an insurer, in
good faith, breaches the duty to defend. This article will
also discuss the American Law Institute’s Restatement
of the Law of Liability Insurance project (‘‘Restate-
ment’’) and its approach to punishing an insurer for
its breach of the duty to defend.

Not All Breaches Of The Duty To Defend Are

Created Equal

It is a well-honedmaxim of contract law that the aggrieved
party is entitled to recover for a breach of contract general
damages and reasonably foreseeable consequential
damages.1 Applying that maxim to insurance disputes,
the relief available to an insured for its insurer’s good
faith breach of its duty to defend should include only
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the reasonably foreseeable and proximately caused
damages that compensate the insured for the harm or
loss caused by that breach.2

That typically meant attorney’s fees and litigation costs
incurred by the insured in defending itself against the
underlying lawsuit.3 By contrast, if a breach is in bad
faith, an insured may be entitled to extra-contractual
relief, such as compensatory damages in excess of the
original policy limits, court costs and attorney’s fees,
and/or punitive damages.4 Until recently, this dichot-
omy was relatively clear and predictable.

An Ominous Trend Of Harsh Penalties Against

Insurers

Insurers should be aware of a recent rash of decisions by
state supreme courts and federal circuit courts that
expand the panoply of legal remedies available to an
insured whose insurer has breached its duty to defend.
These cases abandon the time-honored maxim that
distinguished between penalties for a good faith breach
and those for a bad faith breach of an insurer’s duty to
defend. Instead, they recognize varied, punitive conse-
quences against insurers that are divorced from the
genuineness or diligence of the insurer’s decisionmak-
ing. These cases also undermine the most fundamental
maxim of coverage law, that the duty to defend is a
broader obligation than the duty to indemnify. It is
well understood that an insurer may be obligated to
defend its insured, although, in the end, it is not obli-
gated to indemnify its insured for any resulting loss.
Decisions like those discussed below instead blur
these two separate duties.5 As a consequence, insurers
are becoming subject to awards of reputational damages,
lost revenue/profits, and aggravation/inconvenience
damages; forcing indemnification of uncovered claims
and/or excess verdicts; and forfeiture of an insurer’s
defenses to indemnity. At bottom, this emerging trend
of increasingly harsh penalties for insurers that breach
their duty to defend, regardless of how the insurer
reached its position, seeks to force insurers into the
unenviable position of defending uncovered claims.
The insurers realize that the penalties for being wrong,
even in the face of legitimate doubts about coverage, are
just too great to risk.

Central to these atypical remedies available to insureds
is an expansive interpretation of what constitutes con-
sequential damages from the breach of the duty to
defend. For instance, in Ryan, the Second Circuit left

open the possibility that an insured could recover repu-
tational damage and lost income as a result of the insur-
er’s incorrect denial of its duty to defend the insured in
a securities arbitration. The West Virginia Supreme
Court of Appeals similarly allowed the insured to
recover ‘‘aggravation’’ and ‘‘inconvenience’’ damages
resulting from the insurer’s duty to defend, likening
those damages to attorney fees recoverable in a subse-
quent coverage action.6 A Wisconsin federal district
court forced an insurer, which was found to have brea-
ched its duty to defend its insured, to pay all of its
insured’s attorney fees, not just the reasonable ones.7

Even more disturbing is a recent line of cases finding
insurers liable for an adverse judgment or settlement as a
result of their breach of the duty to defend, despite the
absence of a finding of bad faith. Most notably, in
Columbia Casualty Co. v. HIAR Holdings, 411 S.W.3d
258 (Mo. 2013), the Supreme Court of Missouri held
an insurer responsible for a settlement millions in excess
of the policy limits, reasoning that an insurer ‘‘that
wrongly refuses to defend is liable for the underlying
judgment as damages flowing from its breach of its
duty to defend.’’ In doing so, the Supreme Court of
Missouri further found that the insurer, by failing to
defend, waived all rights to contest the reasonableness
of the settlement. The court even dismissed the insurer’s
arguments that it acted in good faith and that its liability
was bound by the limit of the policy.8

Notably, HIAR Holdings runs contrary to the com-
ments in Section 19 of the current draft of the ALI’s
Restatement, which states in comment b., ‘‘The non-
defending insurer is also obligated to pay any covered
judgment or the reasonable amount of any covered
settlement, subject to the policy limits, but that obliga-
tion is part of the insurer’s ordinary duty to pay covered
claims, not part of the damages for breach of the duty to
defend.’’ It also states in comment i., ‘‘A breach of the
duty to defend does not obligate the insurer to indem-
nify the insured for amounts in excess of the policy
limit. An insurer that breaches the duty to defend
may become obligated to pay such amount only as a
result of the breach of some other obligation, such as
the duty to make reasonable settlement decisions or the
duty of good faith or fair dealing.’’

Perhaps the most concerning anti-insurer penalty cre-
ated by courts is forfeiture or estoppel. The trend of
finding insurers that breach their duty to defend to also
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forfeit their defenses to indemnity gained tremendous
momentum from a 2013 New York high court decision
and early drafts of an authoritative text. However, vir-
tually all of that momentum evaporated with a subse-
quent decision in the New York case and in subsequent
versions of the text. Accordingly, the movement of
exacting extreme anti-insurer penalties was rolled
back, at least somewhat.

In K2 Investment Group v. American Guarantee & Lia-
bility Insurance Co., 22 N.Y.3d 578, 6 N.E.3d 1117
(N.Y. 2014) (informally known as K2-II, to distinguish
it from a decision it overruled), the New York Court of
Appeals initially aligned itself with a minority of courts,
such as those in Illinois and Washington. It took the
dramatic and unexpected step of finding the subject
insurer estopped from asserting its coverage defenses,
i.e., the insurer could not rely on policy exclusions to
indemnity because it had breached its duty to defend.9

Fortunately, the New York Court of Appeals realized
following rehearing that its approach was contrary to
existing case law. Thus, based on the doctrine of stare
decisis, the Court of Appeals reversed itself to hold that
insurers can still contest indemnification after breach-
ing their duty to defend. At bottom, while K2-II ulti-
mately yielded a favorable result for insurers, the
tribulations leading to K2-II caused insurers great
anxiety.

In a similar vein, the evolution of the ALI’s Restate-
ment, especially with respect to the penalties for a
breach of an insurer’s duty to defend, has caused
insurers anxiety. Section 19 of the September 2015
draft of the Restatement, which is entitled, ‘‘Conse-
quences of Breach of the Duty to Defend,’’ now states
that an insurer which breaches its duty to defend, and
‘‘lacks a reasonable basis for its breach,’’ loses the right to
contest coverage, i.e., indemnity for the claim. It then
goes on to define a ‘‘reasonable basis’’ as ‘‘a coverage
defense that is fairly debatable under the law of the
relevant jurisdiction, taking all of the facts favoring
coverage to be true.’’ Admittedly, the Restatement’s
current iteration upholds the distinction between the
duty to defend and the duty to indemnify and between
good faith and bad faith breaches of the duty to defend.
It also correctly characterizes the ‘‘forfeiture’’ or ‘‘estop-
pel’’ rule as the minority rule.

However, for years in the previous iterations (including
when it was a Principles project), the ALI purported to

espouse a ‘‘better rule’’ that ‘‘a liability insurer that
breaches the duty to defend loses the right to contest
coverage for the claim.’’ Like K2-I, this development
would have created untold problems for insurers, cer-
tainly resulting in courts forcing numerous insurers to
cover risks that were not otherwise purchased by
policyholders.

Like the New York Court of Appeals, the ALI correctly
recognized (after much handwringing) that to adopt a
minority position on estoppel would unfairly enlarge the
bargained for coverage by making insurers guarantors
for non-covered losses and otherwise obliterate the cru-
cial distinction between the duty to defend and the duty
to indemnify. This recent departure from the minority
position the Restatement previously espoused is
undoubtedly welcomed by the insurance industry.
That is particularly because the Restatement has great
potential to be an authoritative resource courts can look
to in deciding issues, especially novel ones or ones that
are the product of a lower court split.10

Achieving The Delicate Balance

The recent, wild changes in the law with respect to the
breach of an insurer’s duty to defend have sparked great
controversy. Historically, insurers could invoke cover-
age defenses in good faith, but with some solace that the
penalties for being incorrect would be less than those
associated with invoking coverage defenses in bad faith.
While there have always been a variety of consequences
for an insurer’s breach of its duty to defend, they gen-
erally have been contingent on the insurer’s good faith
or bad faith conduct.

Today, however, insurers must be cognizant that a mere
breach of its duty to defend could result in a quagmire
of different and uncertain outcomes. That is because
some courts throughout the country are imposing
increasingly severe and unorthodox consequences on
insurers. In particular, some are doing away with the
dichotomy between good faith and bad faith breaches;
others are accepting a broadened scope of consequential
damages, finding a causal connection between a con-
tractual breach and many types of relief that were pre-
viously deemed unrelated to the breach; and some are
even blurring the line between the duty to defend and
the duty to indemnify, to the point of disregarding the
policy limits and also effectively providing coverage to
insureds that they did not purchase. Taken together,
these developments place enormous pressure on insurers
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when confronted with a claim that contains fairly
debatable or legitimate coverage questions. Insurers
know that in a hostile jurisdiction, they may be found
liable for draconian penalties, including paying for
uncovered losses, even if they arguably acted in good
faith.

Ultimately, this alarming trend has the potential to
create an unpredictable decision calculus for insurers
that may no longer be able to reasonably anticipate
consequences from an incorrect coverage determina-
tion. At the same time, insurers should be cognizant
of the problematic scenarios created by the blurring of
the lines between the duty to defend, the duty to
indemnify, and bad faith. The import for insurers is
that disclaiming coverage is now not only a delicate
situation, but one that could be extremely costly,
regardless of the legitimacy or propriety of an insurer’s
decisionmaking.
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