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The Terrell rationale should also be applied 1n analyzing claims
of first party bad faith. Of course, as noted in the Kewin dissent,
bad faith becomes a misnomer because the quality of breach is
ummportant; a good faith breach will produce the same damages
as a malicious or bad faith refusal to pay policy proceeds.?!s The
inquiry under Terrell is whether the msurance policy itself ap-
prised the defendant that mental suffering might reasonably be
anticipated from the failure to pay the policy proceeds upon the
fulfillment of all conditions precedent. If mental suffering should
have been anticipated, then it 1s a foreseeable consequence of the
breach, and damages are recoverable.6 This approach 1s not a
radical departure from existing law, but 1s rather an application
of it. Employing the ancient test of foreseeability 1s a sounder ap-
proach than 1s applying a mechanical damage formula with little
or no consideration of the underlying legal principles and policy
objectives.

The personal/commercial contract analysis does not mandate
automatic victory for msureds, and the question as to which side
of the line a particular policy falls will often be close. Indeed, 1n-
surers rmght plausibly assert that all first party imnsurance contracts
are commercial 1 nature. Such an argument might run as follows:
As noted by the Kewin dissent, certain types of contracts, such
as for the delivery of death messages or to marry, have been tradi-
tionally categorized as personal contracts. In each such instance,
it appears that the very act of performance by the potential defen-
dant is bound up with the personal feelings. For example, in a
contract to marry, the act of performance is marrying the pro-
misee. This very act, all could agree, involves the personal feel-
mgs of the promisee. The act of performing an insurance contract
in the payment of money is not tied to the emotions, and, arguably,
is therefore not a personal contract. Should the personal/commer-
cial distinction be drawn by analyzing only the act of the pro-
musor’s performance, insurance contracts would invariably be
labelled commercial. The analysis, however, should not be so
limited. The focus of the personal/commercial analysis should be

215 gee Kewin v. Massachusetts Mut. Life Ins. Co., 295 N.W.2d at 71 (Williams,
J., concurring n part, dissenting 1n part).
216 Cf. Postal Tel. Cable Co. v. Terrell, 100 S.W at 295.
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on the substance of the contract, and the nature of the interests
protected. Even when so viewed, reasonable people may differ
as to which side of the line a particular insurance policy belongs.

Further, a determination that a particular insurance policy
1s commercial 1n nature does not automatically foreclose recovery
of consequential damages. The rule of Hadley v. Baxendale has
two aspects. Recovery of consequential damages is allowed if the
evidence shows that the damages either (1) result naturally from
the breach, or (2) were, at the time the contract was made, in
the contemplation of the parties as a likely result of breach.2” A
court then might examine homeowners coverage and determine
that the contract 1s commercial 1n nature. Thus, damages for men-
tal anguish would not result naturally from the breach. Recovery
of consequential damages might not be foreclosed, however, if the
plamtiff can prove that due to circumstances peculiar to that trans-
action, the claimed damages were within the contemplation of
the parties when the contract was made.

Before leaving Terrell, it 1s important to note that the Court
emphasized that its allowance of consequential damages 1n this
kind of case is “not confined to telegrams announcing the sickness
or death of a near relative, but extends to all those cases where
mental suffering may be reasonably anticipated as a natural result
of the breach of the contract, and this can be shown by the face
of the telegram.”?® The Terrell analysis should be applied in all
cases, including contracts for insurance, where the consequential
damages might be foreseeable. Subsequent cases have unfortunate-
ly described the Terrell holding as an exception to the general rule
that emotional distress 1s not an element of damage for breach
of contract.?® The Terrell rule 1s not an exception but rather the
proper application of the general rule which states that special
damages arising from a breach of contract are recoverable if they
were reasonably 1n the contemplation of the parties when the con-

217 See quotation accompanying note 105 supra. See also D. DOBBS, supra note 48,
at 804.

218 100 S.W at 295.

219 See e.g., Archer v. Continental Assurance Co., 107 F Supp. 145, 147 (W.D. Ky.
1952)(“The exception to this rule [disallowing emotional distress damages 1n contract cases]
1s damages arising out of a failure to transmit a death message by a public communica-
tion agency.”).
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tract was made.”® In most situations, mental anguish is not an
element of damages that can be said to have been reasonably 1n
the contemplation of the parties at the time of contracting. Ter-
rell, and arguably Kew:n, presented situations in which the par-
ties did contemplate such damages. In those cases, mental anguish
was a foreseeable consequence of the breach and therefore
recoverable.?! The fact that mental anguish damages are not
foreseeable in most cases does not make the award of such damages
in an appropriate case an exception to the general rule, but rather
the natural result of its proper application. In addition to er-
roneously characterizing such cases as Terrell as an exception to
the general rule, some courts, applying Kentucky law, have ap-
parently overlooked Terrell altogether.22 This potentially impor-
tant case unfortunately seems to have been lost 1n the backwaters
of Kentucky decisional law.

The contract approach to first party bad faith cases carries
with it certain advantages. It 1s supported both by general legal
principles,?? and by existing case law in Kentucky 2 From the
msurer’s perspective, the contract theory provides insulation from
“runaway juries.” Punitive damages would not be recoverable since
the case would still be in contract, not tort. While emotional
distress recoveries are not amenable to precise measurement, at
least some proof of causation and evidence sufficient to make other
types of consequential damages reasonably ascertainable would
be required. Without such proof, the trial judge would be called
upon to take the case from the jury.

From the insured’s viewpoint, the contract theory provides
compensation for all provable injuries. The insured would not be
called upon to prove “bad faith” of the insurer, removing this
troubling element from the case. All plaintiffs who could prove
damages from a breach of a first party insurance contract would

220 See 100 S.W  at 295. See also Hadley v. Baxendale, 156 Eng. Rep. at 145.

21 See 100 S.W  at 290; 295 N.W.2d at 50.

222 See, e.g., 107 F Supp. at 147 (stating that the exception to the general rule 1s
a “failure to transmit a death message by a public communication agency”)(emphasis add-
ed). Terrell makes it clear that death message cases are not the only ones for which emo-
tional distress damages may be recovered. 100 S.W at 295.

223 See text accompanying notes 95-128 supra.

224 Sge text accompanymng notes 207-222 supra.
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be compensated for their 1njuries, not just those who can prove
the further element of bad faith. The injuries are just as real,
whether produced 1n good or bad faith.2®

As with the other alternatives, certain disadvantages are pre-
sent 1n the contract theory. Although jury prejudice 1s reduced,
it will still be a factor 1n cases where mental anguish 1s claimed.
Because damages for mental anguish are not susceptible to precise
measurement, juries might attempt to use such awards as a
substitute for punitive damages. In addition, this theory removes
the msurer’s defense of good faith. Because the quality of conduct
1s not a relevant inquury, the nsurer 1s liable for consequential
damages regardless of its reasonableness 1n contesting a fairly
debatable claim.

Although conceptually sound, application of the contract
theory would also have the unfortunate effect of leaving the law
of first party bad faith unsettled. Each particular type of msurance,
and each type of mjury produced by its breach, would have to
be analyzed on a case by case basis in terms of foreseeability For
example, a court could quite consistently hold a disability insurance
policy to be “personal,” and therefore award damages for mental
angush from its breach, while finding property insurance to be
“commercial,” limiting damages to the amount due under the con-
tract. It could be quite some time before the wide range of in-
surance policies are considered by the courts. In the interim, 1n-
surers and insureds would have no certainty Additional problems
would be raised by the status of the insured. For example, the
owner of a sole proprietorship suffering a fire loss to his business
might convince the courts to award consequential damages, 1n-
cluding emotional distress. This would not be possible if the sole
proprietorship were incorporated, for a corporation cannot sus-
tain emotional distress. Such artificial distinctions seem unfair,
but are inherent 1n the contract theory.

In summary, as with any accommodation of competing 1n-
terests, the contract theory has its shortcomings. On balance,
however, it 1s the most desirable of the available common law solu-
tions to the problem of first party bad faith. It is conceptually

225 See Kewin v. Massachusetts Mut. Life Ins. Co., 295 N.W.2d at 57 (Williams,
J., concurring 1n part, dissenting m part).
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sound, and provides a balance between two competing policy
goals.2 Absent legislative action 1n the field, the contract theory
should be seriously considered by Kentucky courts.

ITITI. TowArDS A LEGISLATIVE RESOLUTION

The problems created by first party bad faith are complex,
and the common law has failed to provide an adequate
solution.?” The situation begs for legislative action to weigh the
competing policies and establish an appropriate balance.

On January 29, 1982, Rep. Jim LeMaster mtroduced House
Bill No. 360 in the Kentucky House of Representatives.??® This
bill proposed a new section to the Kentucky Insurance Code.?*
The proposed bill attempted to establish a statutory framework
to govern the claims settlement practices of msurers.?® The bill
passed the House of Representatives unanimously, but failed to
emerge from the Senate Committee on Insurance.

Because Feathers will undoubtedly revive interest mn a
legislative alternative, an examination of this proposed bill and
a consideration of its possible effect on claims of first party bad
faith is important. Additionally, Feathers has generated great con-
cern 1n the insurance industry, which may encourage the legislature
to adopt a similar act 1n the hope of avoiding the unpredictable
consequences that may flow from Feathers.

A. Kentucky’s Insurance Code

The Kentucky Insurance Code creates an insurance depart-
ment headed by an insurance commaissioner, who 1s appointed by
the governor for a four year term.®! The Department of In-
surance has jurisdiction over “every person engaged as principal
and as indemnitor, surety, or contractor in the business of enter-
g mto contracts of insurance.”?? The Code empowers the com-

226 See text accompanying notes 26-27 supra.
227 See text accompanying notes 23-129 supra.
228 H.R. 360, 1982 Reg. Sess.

229 KRS ch. 304 (Cum. Supp. 1982).

20 See H.R. 360, supra note 228, at 1.

2L See KRS § 304.2-020 (1982).

232 KRS § 304.2-100 (1982).
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missioner to enforce its provisions and to investigate violations.?3
Further, the commussioner may promulgate rules and regulations
establishing standards for compliance with the provisions of the
Code.®

The existing Code prohibits undesirable business practices such
as the use of false financial statements, defamation, boycott, coer-
cion and intimidation, unfair discrimination, discriminatory demal
of insurance, and rebates.? Although the Code does not express-
ly prohibit an insurer from denying a first party claim in bad faith,
it does contain a general admonition against unfair or deceptive
practices: “No person shall engage 1n this state 1n any practice
which 1s prohibited in this subtitle, or which 1s defined therein
as, or determined pursuant thereto to be, an unfair method of com-
petition or any unfair or deceptive act or practice 1n the business
of 1mnsurance.”8 Thus, the existing code implicitly authorizes the
commuissioner to charge an msurer with first party bad faith.»7
This provision could at least be utilized to deter bad faith con-
duct. However, the Code does not expressly provide a private right
of action through which an tnsured may seek compensation for
damages suffered due to bad faith.

B. Kentucky’s Proposed Unfawr Claims Settlement
Practices Act

As originally introduced by Representative LeMaster, House
Bill No. 360 was an attempt to fill the void 1n the Code by pro-
viding an enumeration of unfair claims settlement practices and

233 5ee KRS § 304.1-040 (1982).

234 Soe KRS § 304.2-110 (1982).

25 See KRS §§ 304.12-040—100 (1982).

236 KRS § 304.12-010 (1982).

237 The existing code does not contan an express provision that affirmatively pro-
hibits an insurer from denying a first party claim m bad faith. Instead, the Code pro-
hibits certain enumerated conduct. See text accompanying notes 241-250 infra. The Code
allows the commussioner, however, to purush certain conduct not specifically enumerated.
KRS § 304.12-130 (1982) provides:

(1) If the commuissioner believes that any person engaged 1n the msurance
business 1s engaging 1n this state 1n any method of competition or 1n any act
or practice 1n the conduct of such business which 1s not defined 1n this subti-
tlebut such act or practice 1s unfair or deceptive and that a proceeding
by hin m respect thereto would be 1n the public interest, he shall, after a
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expanding the available remedies.?®® The Lemaster bill was
designed to address both first party and third party claims.?? A
“first party claimant” as defined by the bill includes “an individual,
corporation, association, partnership or other legal entity asser-
ting a right to payment-under an insurance policy or 1msurance
contract arising out of the occurrence of the contingency or loss
covered by such policy or contract.”0

Significantly, the bill attempted to define unfair claims set-
tlement practices by listing thirteen specific instances of such con-
duct. Specific practices designated as unfair included: misrepresen-
tation of policy provisions;?! failure to provide for prompt 1n-
vestigation of claims under insurance policies;?? failure to
negotiate 1n good faith to settle disputes over claims;*® un-
justified offers of inadequate amounts, forcing insureds to institute
litgation;* and failure to provide a prompt and reasonable ex-
planation for denial of a claim, or for the offer of a compromise
settlement.® The provision also contains a residual clause that
prohibits “any other act or practice in connection with claims set-
tlement which is unfair or deceptive.”26

The proposed bill also expressly created a private right of ac-
tion by the first party claimant if he has been “aggrieved by the
use of or employment by another person of an unfair claims set-
tlement practice.”7 The bill provided: “(b) Such an action may
be brought to enjoin and to restrain any violation of this chapter
and, in addition thereto, for the recovery of damages. The court
may 1n its discretion, award actual damages and may provide for

hearing of which notice of the hearing and of the charges against him are
given such person, make a written report of his findings of fact relative to
such charges and serve a copy thereof upon such person and any intervenor
at the heaning.

238 H.R. 360, supra note 228, at § 3.

29 1d. at § 1(a)-(b)-

20 1d. at § 1(a).

1 1d, at § 3(a).

22 1d. at § 3(c),(d)-

3 14 at § 3(F).

244 1d. at § 3(g).

5 Id, at § 3(m).

28 14, at § 3(n).

AT Id, at § 5.
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such equitable relief as it deems necessary or proper.”#8 The bill
departed from existing law in that it requires the court to award
damages,® rather than the jury.2®

The LeMaster bill stated: “[N]jothing 1n this subsection shall
be construed to limit a person’s right to seek punitive damages
where appropriate.”! The bill aldo allows a court to assess
“reasonable attorney’s fees and costs™ against the isurer when the
first party claimant prevails.?? These two provisions encourage
plantiffs to bring first party claims, and they will undoubtedly
generate additional litigation. Unfortunately, 1n effectuating the
policy objectives of compensation and deterrence of bad conduct,
the statute sacrifices the competing policy of avoiding disincen-
tives that discourage insurers from defending questionable claims.

The proposed bill does not purport to provide any standards
for a court to employ when determining what quality of conduct
constitutes an unfair claims settlement practice other than the
enumerated circumstances and the general prohibition aganst “un-
fair or deceptive” practices. Interestingly, a general provision of
the Code prohibits the assessment of an administrative penalty
when the msurer acts 1n good faith.”® Through his regulatory
power, the commissioner may be 1n a position to direct the courts
i determining whether the practices of an insured constitute first
party bad faith. Without such guidance, however, the Kentucky
courts will be left to examine how other state courts interpret
similar acts in their jurisdictions.

8 14,
9 14,
20 1d.
%1 14,
22 Id. at § 5(d).

The commuissioner may punish the msurer under the existing code as follows:
Any person who willfully violates any rule, regulations, or order of the com-
mussioner, shall, except where other penalty 1s expressly provided, be sub-
ject to such suspension or revocation of certificate of authority or license,
or admimstrative fine 1n lieu of such suspension or revocation as may be ap-
plicable under this Code for violation of the provision to which such rule,
regulation or order relates.

KRS § 304.2-140 (1982).
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C. Unfair Clauns Settlement Practices Act Applied

Several jurisdictions have adopted statutes defining and pro-
scribing unfair claims settlement practices.* Some courts have
held that the statute preempts common law remedies,?* while
others have adopted the tort theory, despite the presence of the
statute.?®

Courts finding a tort have reasoned that the statute creates
the independent duty of the insurer to act in good faith and deal
fairly with its insured. Violation of this duty established the tort.
Before a tort can be recognized, however, the court must deter-
mine whether the legislature intended to preempt the field and
thereby foreclose the availability of common law tort remedies.
For example, the court 1n the Sparks case was required to inter-
pret an Arizona statute prohibiting misrepresentation and false
advertising of insurance policies.®” That provision of the Arizona
Insurance Code did not expressly mandate a private right of
action.”® Nevertheless, the court reasoned that a right of action
was implied by the Code. The court relied on the language of the
statute which stated that neither the insurance director nor the
court “may in any manner relieve or absolve any person...from
any other liability, penalty or forfeiture under law.”?® The court
acknowledged that the Arizona Insurance Code allowed the state’s
director of insurance to issue cease and desist orders to enjoin acts
or practices in violation of the department’s regulations.?® Not-
withstanding this power, the court found that the private right
of action was preserved “irrespective of governmental action
against the insurer.”?! Sparks also relied on Sellinger v. Freeway
Mobile Home Sales, Inc.,%? a case which followed a similar ra-
tionale in imterpreting the state’s Consumer Fraud Act.

254 See, e.g., Sparks v Republic Nat'l Life Ins. Co., 647 P.2d 1127, 1138-39 (Anz.
1982); Lynch v. Mid-America Fire & Marme Ins. Co., 418 N.E.2d. 421, 424-26 (Ill. App.
Ct. 1981); Coleman v. Amencan Umniversal Ins. Co., 273 N.W.2d 220, 221-22 (Wis. 1979).

255 See text accompanying notes 263-69 1nfra.

258 See text accompanymng notes 257-62 & 270-74 nfra.

257 647 P.2d at 1138.

28 1d.

2552 Id at 1139 (quoting ARriz. REV. STAT. ANN. § 20-456(c) (1975)).

i 11

262 591 P.2d 1119 (Ariz. 1974). In Sollinger, the buyer sued the seller of a mobile
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In Oregon, the statutory scheme provides for the imposition
of civil penalties for the commission of unfair trade practices.®
If found guilty of an unfair practice, the insurer 1s required to
pay the state treasury a civil penalty ranging from $2,000 -
$10,000.25 The Supreme Court of Oregon considered the effect
of this statute on a common law contract action in Farris v. United
States Fidelity & Guaranty Co.2 Although the facts of the case
occurred 1n a third party context, the court found the tort theory
did not apply since, 1n refusing to defend the insured at the outset
of litigation, the insurer never assumed the fiduciary duty necessary
to give rise to a tort.2®® Because the court characterized the ac-
tion as one for breach of contract, the case has direct preceden-
tial value for the first party context.

Farris considered whether the statutory provision providing
for civil penalties prevents the insured from recovering consequen-
tial damages m a breach of contract action.®” The court first
noted that the statute sought to “prohibit mnsurance companies from
intentionally breaching their contract to settle their insureds’ claims
as defendants did here and to inflict certain consequences for so
doing.”28 The court then interpreted the scope of the statute:

Because the statutes did provide for the payment of damages nét
usually recoverable 1n such a situation, it would appear that had
the legislature intended to enlarge the damages further, it would
have so provided. It was certainly not intended by the legislature
that additional pressure to perform the contract be exerted by
allowing the recovery of damages for emotional distress, since
the statute provides for civil damages recoverable by the state
for that purpose. There 1s nothing to indicate that the legislature
mtended, when it prohibited certain claims settlement practices
1 ORS 746.230, that actions for breach of mnsurance contracts

home, complaimming of numerous defects and shoddy workmanship. Although the Arizona
Consumer Fraud Act does not contamn language expressly authorizing a private right of
action for violations of the Act, the Arnizona Supreme Court held that such a night of ac-
tion was “inferentially” created by the statute.

263 OR, Rev. STAT. § 731.988 (1981).

24 1d.

265 587 P.2d 1015 (Or. 1978).

266 1d. at 1019.

27 Id. at 1017-18.

%8 Id. at 1018.
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would be transformed, 1n all of the covered instances, into tort
actions with a resulting change 1n the measure of damages. The
statutes express no public policy which would promote damages
for emotional distress. Concern about the msured’s peace of mind
does not appear to be the gravamen of the statutory policy %%

Thus, the Oregon court concluded that consequential damages
were precluded by the existence of the statute, and that the
legislature did not intend to enlarge remedies available at com-
mon law. :

The existence of a civil penalty statute or an exclusivity pro-
vision has not prevented other courts from recognizing the tort
theory For example, in Lynch v. Mid-America Fire and Marine
Insurance Co.,?° the Illinois court rejected the preemption argu-
ment and recogmzed a common law tort of first party bad faith,
despite the existence of a statute permitting the court to award
to an msured suing on a policy certain costs and attorney’s fees
if the insurer’s conduct has been “vexatious” and “unrea-
sonable.”?! The court reasoned: “[T]he tenor of the section gives
no indication that it was intended to cover the field of awarding
compensation for bad faith or vexatious dealing by insurers.”?2
Similarly, in Coleman v. American Universal Insurance Co.,*?
the Wisconsin Supreme Court was confronted with the preemp-
tion issue in the context of a worker’s compensation 1nsurance
claim. The court held: “[Where a worker’s compensation insurer
acts in bad faith in the settlement or payment of compensation
benefits, a separate tort is committed that is not within the pur-
view of the exclusivity provisions of the worker’s compensation
law.”2" Thus, this court found the existence of a comprehensive
statutory scheme did not preclude plaintiff from bringing a com-
mon law tort claim for an mjury not directly addressed by the act.

The LeMaster bill makes significant progress by its attempt
to define unfair claims practices. Nevertheless, it does not address

269 4.

210 418 N.E.2d at 421.
271 Id, at 424.

22 I, at 495.

213 973 N.W.2d at 220,
214 14, at 921,
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certain serious problems. As the bill is drafted, it apparently con-
templates remedies not unlike those available under common law
tort theory, for insureds that are alleged to be victims of first par-
ty badfaith.It does not, however, provide clear guidance on the
quality of conduct that constitutes an unfair claim settlement prac-
tice, nor is it precise as to when, if ever, punitive damages should
be awarded. Therefore, it is reasonable to assume that a Kentucky
court interpreting the LeMaster bill would conclude that the tort
theory is the law of this state. While it is certainly within the
legislative prerogative to create such a right of action, another
legislative approach should be considered that serves public policy
from the perspective of both the insured and the insurer.

IV. AN ALTERNATIVE LEGISLATIVE SOLUTION

This Article has frequently discussed the 1ssues of first party
bad faith in the context of Sparks v. Republic National Life In-
surance Co.,? a case that emphasizes the shocking consequences
that may result from an erroneous termination of coverage by an
msurer. Sparks also provides perspective for the dilemma posed
by the two competing policy objectives inherent 1n claims of first
party bad faith. The first objective recognizes that an insured’s
cause of action for first party bad faith should entitle him to
damages promised under the policy, and consequential damages
“within the contemplation of the parties.”?® The second public
policy implicated by first party bad faith is that the risks of ex-
cessive judgments should not be so unreasonable that they
discourage insurers from challenging claims that are at least fair-
ly debatable.?” Any effective resolution of the problem must ad-
dress these two policy goals.

The difficult questions raised by first party bad faith require
a careful balancing of the competing interests. Unfortunately, the
courts, restrained by principles of common law formulated to solve
different problems, have found it difficult, and sometimes impossi-
ble, to achieve a workable balance. The Kentucky Court of Ap-

215 47 P.2d 1127 (Anz. 1982). See text accompanying notes 7-15 supra.
278 See text accompanying notes 95-129 supra.
277 See text accompanying notes 26-27 supra.
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peals in Feathers tipped the balance in favor of the first objec-
tive, recogmzing a new tort and allowing recovery of extensive
consequential and punitive damages.?® The court abandoned
any accommodation of the second policy interest. Because of the
failure of the common law to provide an effective resolution, a
legislative solution 1s appropriate. The legislative forum can pro-
vide for the consideration and debate of all viewpoints, resulting
in a proper balance.

The authors propose a statute that provides for a monetary
penalty to be imposed on the insurer when the factfinder deter-
munes that it acted in bad faith.?” Such a penalty will deter acts
of bad faith. Legislation incorporating a penalty provision for bad
faith need not be complicated. A penalty would only be imposed
after finding that the insurer acted in bad faith. The standard for
bad faith would be defined by the statute and should be similar
to a negligence or perhaps gross negligence standard. The statute,
like the LeMaster bill, should label certain conduct as unfair claims
settlement practices. It should also include a residual power allow-
ing the courts to reach cases of bad faith falling outside the specific
enumeration.

In essence, the legislation should provide that a first party in-
surer who, with negligence or recklessness, fails to pay or delays
payment of a claim that is not otherwise fairly debatable, has acted
in bad faith toward its insured. Such a finding would automatically
trigger the penalty provision, forcing the insurer to pay a percen-
tage of the judgment to the insured as a penalty The penalty is
designed to deter insurers from challenging claims other than those
that are at leastfairly debatable. The authors suggest 20% as an
appropriate measure. This statute must contain two provisions to
ensure its effectiveness. First, the prevailing insured should be
allowed to recover reasonable attorney’s fees for successful pro-
secution of as first party claim, regardless of the insurer’s bad faith.
This provision accomplishes several objectives. By recovering those
fees, the insured is guaranteed the benefit of his bargain, rather
than having his award substantially reduced by the cost of

%8 Feathers v. State Farm Fire & Casualty Co., No. 83-CA-158-MR, slip op. at 8
(Ky. Ct. App. Aug. 5, 1982).
219 See Appendix infra.
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establishing his right to payment under the policy. Further, the
insurer is prevented from using the prospect of protracted and cost-
ly litigation as leverage for exacting a settlement of the claim below
the amount due under the policy. The nsurer is encouraged to
exercise caution before denying a claim 1n light of the prospect
that he may eventually subsidize the insured’s liigation as well.
The statute must also contain an exclusivity provision to en-
sure that it provides the sole remedy 1n first party cases. This pro-
vision protects insurers from unrestricted tort recoveries by mak-
1ng clear that the legislation is intended to preempt the field. This
provision 1s necessary because some courts have used unfair claims
legislation as a springboard for allowing tort damages, thereby
eviscerating the intent and effectiveness of the legislation.
Once liigation is commenced by the msured to recover under
the contract, the statute should contain a mechamsm to facilitate
prompt settlement of the claim. For example, the dispute may con-
cern a difference of opinion with respect to the amount to which
the nsured is entitled rather than whether coverage is afforded
for the loss. The authors propose a mechanism that allows the in-
surer to mitigate hus potential loss by allowing it to submit a written
offer of settlement to the insured for an amount it believes the
insured 1s entitled to recover. If the insured rejects that offer and
the insurer 1s ultimately adjudged and entitled to recover an
amount equal to or less than the offer of settlement, the insured
should not be allowed to recover attorney fees incurred from the
time the offer of settlement was first communicated to him.
Finally, this solution requires special findings from the fact-
finder. Initially, the factfinder must determine if the insurer is
liable under the policy If so, a determination of the bad faith
issue would follow. If an insured succeeds on both issues, judg-
ment must be entered for the amount due under the policy as con-
tract damages, 20 % of this amount as penalty, and a reasonable
attorney’s fee. Of course, interest and costs would be awarded as
in any contract case.
Additional avenues of common law recovery may be available
to imnsureds injured by truly egregious conduct. Particularly
reprehensible practices may violate a duty independent from the

20 See notes 257-62 & 270-74 and accompanying text supra.
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contract, giving rise to a separate action 1n tort. For example, under
appropriate circumstances, an msurer and its agent might be guilty
of common law fraud for actions taken during the course of a
claim. If so, the statute would not preclude recovery. The recent
case of Craft v. Rice®! provides an additional theory of recovery
in tort that may prove useful in cases of flagrant misconduct. In
Craft, the Kentucky Court of Appeals recognized the tort of
outrage as defined by the Restatement (Second) of Torts which
describes the tort as follows: “(1) One who by extreme and out-
rageous conduct intentionally or recklessly causes severe emotional
distress to another is subject to liability for such emotional distress,
and if bodily harm to the other results from it for such bodily
harm.”?2 The court recognized that a duty exists to refrain from
recklessly or intentionally causing severe emotional distress to
another.? This duty exists in the bad faith context independent
of the contract.

The tort of outrage provides a safety net for those suffering
severe but intangible injury by the outrageous conduct of msurance
companies or their representatives. The Kentucky courts should
adhere, without deviation, to the rigorous Restatement standard
of culpability because the tort of outrage can be a slippery slope.
Deviation from the strict standard threatens to 1impose a type of
strict liability on insurers, a result that should be avoided. How-
ever, if the Restatement position is followed, the tort of outrage
can be a useful tool in deterring bad faith.

Of the available common law and legislative alternatives, the
statutory penalty scheme y1elds the best balance of the competing
policy objectives. The penalty and award of attorney’s fees forces
msurers to evaluate claims early in the settlement process and deters
them from unreasonably withholding payment of valid claims.
At the same time, insurers will not be discouraged from question-
ing claims which are fairly debatable, because no penalty results
for defense 1n good faith. Although insurance compames are always
subject to some degree of jury prejudice, the risks of multi-million
dollar punitive damage awards are eliminated. The remedial

281 30 KLS 6, at 2 (slip op. Aug. 22, 1983).
282 RESTATEMENT (SECOND) OF TORTs § 46(1) (1965).
283 30 KLS 6, at 2-3.
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legislation avoids the conceptual problems inherent in the com-
mon law solutions. Most importantly, the legislature can shape
the statute to achieve the most socially and economically desirable
accommodation of competing public policies. While the penalty
provision might provide excessive or inadequate compensation,
according to the particular case, it must be remembered that deter-
rence, rather than compensation, 1s its primary goal. The 1nsured
is compensated by recovery under the contract, and receipt of at-
torney’s fees. Although the inherent tension between the policy
objectives may make a perfect solution impossible, this statutory
approach presents a workable solution that should be considered
by the General Assembly.

CONCLUSION

A timeworn maxim states that bad facts often make bad law.
Many courts have adopted the tort theory in the context of gross
overreaching by the insurer and catastrophic injury to the insured.
This Article has discussed the problems caused by the conclusion
that an insurer commits a tort when it breaches an insurance con-
tract. The compelling facts of an insured’s plight do not warrant
an abandonment of fundamental principles of contract and tort
law. The Feathers®* court usurped the prerogative of the
General Assembly to make the difficult choices inherent in this
issue and ignored the admonishment of Chief Justice Struckmeyer
of the Arizona Supreme Court when that body recognized the tort
theory:

Plainly, the Legislature 1s not unaware of bad faith motives 1n
breaching a contract and has provided a remedy by which a party
may recover his expenses if compelled to litigate. A change mn
the law which the majority impatiently press forward to make
should more properly emanate from the Legislature, where a
thorough assessment of necessity and the social and economic
implications may be considered.?s

284 Feathers v. State Farm Fire & Casualty Co., No. 83-CA-158-MR slip op. at 7-8
(Ky. Ct. App. Aug. 5, 1983).

285 Noble v National Am. Life Ins. Co., 624 P.2d 866, 871 (Anaz.
1981)(Struckmeyer, C.J., dissenting).
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Prior to Feathers, the insurance industry in this state had been
relatively unchecked by statutory or common law constraints on
the quality of its conduct in settling claims with insureds. Clear-
ly, the court of appeals in Feathers sought to change this situa-
tion. Because the various common law solutions are not adequately
equipped to resolve the competing policy objectives presented by
this issue, the legislature should adopt a statute designed to ad-
dress the concerns of both the insurer and the insured.

APPENDIX

AN ACT relating to first party msurance claims.

Be it enacted by the General Assembly of the Commonwealth of
Kentucky:

SECTION 1. A NEW SECTION OF SUBTITLE ____ OF KRS
CHAPTER 304 IS CREATED TO READ AS FOLLOWS:

(1) The desire to provide a fair and equitable means of resolv-
ing disputes that arise between insurers and insureds requires that
the statutory mechanism herein be adopted to effect the follow-
ing purposes:

(a) To encourage insurers to conduct reasonable investigations
of claims by its insureds;

(b) To promote prompt, fair and equitable settlements of
claims 1n which liability has become reasonably clear;

(¢) To deter insurers from unreasonably delaying or denying
benefits due their insureds under contracts of insurance;

(d) To provide the insured the benefit of his bargain when
he is compelled to bring a cause of action against his insurer to
enforce the terms of a valid insurance contract;

(e) To provide a reasonable remedy for common law causes
of action by first party claimants; and

f) To allow insurers to assert valid defenses and to defend
fairly debatable claims without exposure to liability grossly
disproportionate to the claims and amounts involved.

(2) Under no circumstances is it the intent nor shall this sub-
title be construed to provide the basis for an independent duty,
which the breach thereof would give rise to an independent tort.

(3) As used in this subtitle the following definitions shall apply:
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(a) “First party claimant” means an individual, corporation,
association, partnership or other legal entity asserting a right to
payment under an insurance policy or insurance contract arising
out of the occurrence of the contingency or loss covered by such
policy or contract. A “first party claimant” includes, but is not
limited to, the intended beneficiary of an uninsured motorist in-
surance policy.

(b) An “insurance policy or contract” means a policy or con-
tract entered into by an insurer as defined in this Chapter or a
substitute therefore entered into by a self-insured entity or
employer.

(¢) “Bad faith” means there must be an absence of a reasonable
basis of demal of the insurance policy or contract benefits. The
insurer’s refusal to pay a fairly debatable claim does not contstitute
bad faith for purposes of this subtitle.

(4) If a first party claimant is adjudged to have been entitled
to recovery according to the terms of the insurance contract under
which a right of recovery 1s claimed in an amount in excess of that
amount offered by the issuer of the insurance policy or contract,
the court shall award the first party claimant a reasonable attorney
fee.

(5) Should the issuer of the insurance policy or contract make
a written offer of settlement to the first party claimant in an
amount that 1s equal to or more than that which the first party
claimant is ultimately adjudged to be entitled to recover, the first
party claimant shall not recover attorneys fees incurred from the
time the offer of settlement was communicated to the first party
claimant. After litigation has commenced, the settlement offer shall
be in the form contemplated and governed by the terms of Ken-
tucky Rules of Civil Procedure.

(6) Upon being adjudged liable to the first party claimant,
the 1ssuer of the msurance policy or contract shall pay an addi-
tional penalty not to exceed twenty percent (20 %) of the recovery
to the extent it exceeds any amount offered in accordance with
sub-section five (5) hereof if the court or jury finds that such defen-
dant’s refusal to pay the first party claimant according to the terms
of he insurance policy or contract was in bad faith. But 1n no case
shall such penalty be less thasn five hundred dollars ($500).

(7) The penalty imposed under this subtitle shall be the ex-
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clusive remedy for the refusal of the issuer of the insurance policy

or contract to pay a first party claimant in the absence of good
faith and such failure shall not give rise to an independent action
in tort.

ADDENDUM

At the time of printing, the legislative proposal by the authors
had been introduced before the 1984 Kentucky General Assembly
as House Bills 761 and 794 and Senate Bill 334.






