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Abstract –
A recent review of national case law indicates that only two states, New Jersey and New
York, hold that a primary insurer owes a “positive” or direct duty to an excess insurer to
act in good faith with respect to settlement within policy limits.1 In contrast, the
remaining states that have addressed this issue, about twenty states to date, reason
that an excess insurer’s right to proceed against a primary insurer who unreasonably
fails to settle within policy limits is a derivative right and vests through the principles of
equitable subrogation.2 Roughly half the states do not appear to have addressed this
issue.3
Objective –
By examining the legal, economic and public interest principles articulated by courts,
this article explores whether the distinction between a “positive” or direct duty and a
derivative right is material or word play.
Introduction –
Men are moved by two levers only: fear and self-interest.
- - Napoleon Bonaparte
***
We have always known that heedless self-interest was bad morals;
we know now that it is bad economics.
- - President Franklin D. Roosevelt
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1.

Identification of the Problem: The Self-Interested Primary Insurer.

Almost universally, courts have identified a conflict of interest between policyholder and
primary insurer when a near-policy-limits demand is made. Since a primary insurer
controls defense (and with it, settlement), self-interest may motivate a primary insurer to
reject a near-policy limits-demand on the hope that a court or jury will award less. As
stated by the Seventh Circuit in Twin City Fire Ins. Co. v. Country Mutual Ins. Co., a
primary insurer may view such situation as a “[h]eads I win, tails you [the policyholder]
lose” proposition.4 For example:
Suppose the claim was for $2 million, the policy limit was $1 million, the
plaintiff was willing to settle for this amount, but the defendant’s insurer
believed that if the case was tried the plaintiff would have a 50 percent
chance of winning $2 million and a 50 percent chance of losing. The
insurer’s incentive would be to refuse to settle, since if it lost the trial it
would be no worse off than if it settled – in either case it would have to pay
$1 million – but if it won it would have saved itself $1 million.5
In contrast, it is commonly assumed that “[o]bviously, it will always be in the insured’s
interest to settle within the policy limits when there is any danger, however slight, of a
judgment in excess of those limits.”6 Therefore, the primary insurer’s contractuallycreated, unwavering right to control the defense coupled with a near-policy-limits
demand arguably incentivizes the primary insurer’s self-interested conduct to save
money, i.e., “to gamble with the insured’s money.”7
2.

A Solution to the Problem Identified.

To address this problem, courts have universally reasoned that “an insurer should not
be permitted to further its own interests by rejecting opportunities to settle within the
policy limits unless it is also willing to absorb losses which may result from its failure to
settle.”8 “It is in order to quench this kind of temptation that the liability insurer’s duty to
settle in good faith was read into liability insurance contracts.”9
An insurer, in handling the defense of claims against its insured, has 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. For when the insured has surrendered to the insurer all control
over the handling of the claim, including all decisions with regard to
litigation and settlement, then the insurer must assume a duty to exercise
such control and make such decisions in good faith and with due regard
for the interests of the insured.
The good faith duty obligates the insurer to advise the insured of
settlement opportunities, to advise as to the probable outcome of the
litigation, to warn of the possibility of an excess judgment, and to advise
the insured of any steps he might take to avoid same. The insurer must
investigate the facts, give fair consideration to a settlement offer that is not
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unreasonable under the facts, and settle, if possible, where a reasonably
prudent person, faced with the prospect of paying the total recovery, would
do so.10
The foundation for this solution was long in place in most jurisdictions: “There is an
implied covenant of good faith and fair dealing in every contract that neither party will do
anything which will injure the right of the other to receive the benefits of the
agreement.”11 Since an insurance policy is a contract, courts did not venture too far in
acknowledging its implied covenant with respect to settlement of claims.12 Other courts
have grounded the primary insurer’s settlement obligations in the special relationship by
which the insurer becomes the “agent” of the insured in handling its defense and making
settlement decisions.13
The self-interested primary-insurer problem is not exclusive to policyholders. Courts
have recognized that primary insurers conduct affects excess insurers as well.14
However, the solution with respect to excess insurers has been more complicated. For
example, generally speaking, no contract exists between primary and excess insurers,
and the primary insurer does not undertake the defense of the excess insurer.
Therefore, the foundations so readily available in the policyholder/primary insurer
context does not exist. Nevertheless, to date, courts have fashioned two remedies.
a.

A Derivative Rights Approach.

A majority of states conclude, at least within the context of settlement, that a primary
insurer owes a duty of good faith to an excess insurer; such duty, however, is derivative.
As stated by the California Supreme Court:
This rule, however, is based on the theory of equitable subrogation: Since
the insured would have been able to recover from the primary carrier for a
judgment in excess of policy limits caused by the carrier’s wrongful refusal
to settle, the excess carrier, who discharged the insured’s liability as a
result of this tort, stands in the shoes of the insured and should be
permitted to assert all claims against the primary carrier which the insured
himself could have asserted. . . . Hence, the rule does not rest upon the
finding of any separate duty owed to an excess insurance carrier.15
Equitable subrogation is defined as a “legal fiction through which a person who pays a
debt for which another is primarily responsible is substituted, or subrogated, to all rights
and remedies of other.”16 A California court has identified essential elements of
equitable subrogation:
(a)

The insured suffered a loss for which the defendant [i.e., primary
insurer] is liable, either as the wrongdoer whose act or omission
caused the loss or because the defendant is legally responsible to
the insured for the loss caused by the wrongdoer;

(b)

The claimed loss was one for which the [excess] insurer was not
primarily liable;
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(c)

The [excess] insurer has compensated the insured in whole or in
part for the same loss for which the defendant [i.e. primary insurer]
is primarily liable;

(d)

The [excess] insurer has paid the claim of its insured to protect its
own interest and not as a volunteer;

(e)

The insured has an existing, assignable cause of action against the
defendant which the insured could have asserted for its own benefit
had it not been compensated for its loss by the [excess] insurer;

(f)

The [excess] insurer has suffered damages caused by the act or
omission upon which the liability of the defendant depends;

(g)

Justice requires that the loss be entirely shifted from the [excess]
insurer to the defendant [i.e., primary insurer], whose equitable
position is inferior to that of the [excess] insurer; and

(h)

The [excess] insurer’s damages are in a liquidated sum, generally
the amount paid to the insured.17

Equitable subrogation, therefore, provides a literal, or at least a more literal, connection
to the insurance policy—the contract within which the primary insurer expressly takes
control of the policyholder’s defense: “We will have the right and duty to defend the
insured against any suit seeking those damages.”18
Why do the majority of states tie or otherwise limit an excess insurer’s rights against a
primary insurer to the insurance policy itself? Overall, courts have reasoned:
(1)

Absent a contract between a primary and excess insurer, an excess insurer lacks
standing to sue the primary insurer directly.19

(2)

Judicial recasting of the contractual duty of good faith and fair dealing as a tort
subverts proper application of equitable subrogation.20

(3)

The reasons that support a tort-based cause of action in the policyholder against
his or her primary insurer for failing to settle within policy limits do not exist
between a primary and excess insurer, for example:
(a)

The policyholder “expressly relinquishes to the [primary] insurer the right
to control the defense and settlement of any action,” so the insured must
rely on the primary insurer’s good faith. However, excess insurers
generally reserve in their policies the right to participate in defense and
settlement of claims.21

(b)

Differences in bargaining power.
(i)

The insurance policy shifts financial risk from the policyholder, with
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minimal litigation experience, to the primary insurer, with substantial
litigation experience. However, primary and excess insurers “stand
on more equal footing.” Each has litigation experience. “Without a
contract, there can be no contractual shifting of financial risk”
between them.22
(ii)

Excess insurance, by its nature, can eliminate or at least reduce
risk it faces with respect to excess judgments by pooling the risk of
many policyholders. A policyholder cannot do that. A policyholder
can only buy insurance to reduce or eliminate risk of personally
owing a judgment.23

(4)

Equitable subrogation provides an excess insurer an adequate remedy.24

(5)

Imposing on the primary insurer a direct duty to the excess insurer could impose
conflicting duties, especially where the insured urges rejection of a settlement
offer it believes is not in its long-term interests.25

(6)

An excess insurer can protect itself. “For instance, an excess insurer can provide
in its contract that it may control the defense whenever potential for excess
liability exists,” require notice of suits, and require that all settlements be
approved by it.26

(7)

A resistance to parentalism over insurance companies. As the Seventh Circuit
queried but did not address: “Should courts strain to create novel tort duties on
behalf of insurance companies? Do insurance companies need the protection of
tort law against their own insureds and other insurance companies?”27

In sum, absent an express contract between primary and excess insurers, the majority
of courts seem to resist creation of what they apparently view as a novel tort because
the law already provides an adequate and firmly rooted remedy—equitable subrogation.
A core principle of equitable subrogation is that the excess insurer has only those rights
against the primary insurer that are held by their mutual insured; the primary insurer can
assert against the excess any defense it could assert against the insured.28 In the
settlement context, if the primary insurer’s refusal to settle within primary limits was
done at the insured’s insistence, or with its approval, neither the insured nor the excess
insurer can successfully maintain a bad faith claim against the primary insurer.29
The Supreme Court of Alabama has applied a particularly strict version of this rule. In
Federal Insurance Co. v. Travelers Casualty & Surety Co.,30 the excess insurer
(Federal) paid $3.6 million of a $4.6 million post-judgment settlement of a case that
apparently could have been settled before trial for $350,000. Federal sued Travelers,
the primary carrier, for breaching its duty to settle within its $1 million primary limits.
After holding Travelers owed no duty directly to Federal, the Alabama Supreme Court
held that Federal also could not recover under equitable subrogation, because the
settlement on appeal meant that the insured was “never subject to a final judgment
ordering the payment of money that [the insured] personally—and not [its]
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insurer—would have to pay.”31
b.

A “Positive” or Direct-Duty Approach.

In contrast to the majority of states, New Jersey and New York have affirmatively
concluded that a primary insurer owes a “positive” or direct duty to an excess insurer.32
i.

New Jersey – A Counterpose.
a)

1977 – Estate Of Penn.

The seminal New Jersey decision holding that a primary insurer owes a direct duty of
good faith and fair dealing to an excess insurer is Estate of Penn v. Amalgamated
General Agencies.33 In Penn, the New Jersey Appellate Division held “that the primary
carrier owes to the excess carrier the same positive duty to take the initiative and
attempt to negotiate a settlement within its policy limit that it owes to its assured.”34
In Penn, Penn was sued by four individuals who alleged injury resulting from a motor
vehicle accident. Penn was insured by Empire Mutual for $10,000/$20,000. On the
excess level, Penn was insured by Western World for $90,000/$280,000. As the
primary insurer, Empire Mutual assumed Penn’s defense. Prior to trial, the claimants
offered to settle for about $11,000. Empire Mutual rejected the settlement demand.
Following a jury trial, a $30,000 or so judgment was entered against Penn.
In a concurrent policyholder/insurer action, the trial court denied Western World
judgment against Empire Mutual for failing to settle within policy limits. The trial court
reasoned that a primary insurer does not owe an excess insurer the same duty of good
faith and fair dealing owed to the policyholder. Western World appealed. On appeal,
the appellate court reversed the trial court, holding that “Western World, as the excess
carrier, has precisely the same status as the assured Penn for purposes of this action.”35
The appellate court based its conclusion on Fireman’s Fund Ins. Co. v. Security Ins. Co.
of Hartford,36 and “[t]he general rule under which the excess carrier is subrogated to the
assured’s rights against the primary carrier.”37
Interestingly, the Penn court provides no detailed discussion of the Fireman’s Fund
decision. Upon examination, the Fireman’s Fund court expressly stated that the excess
insurer sued as an assignee of the insured and that “[t]he parties agree that plaintiff’s
status is no different than that of the insured and that no additional rights flow to it
because it was an excess insurer.”38 Thus, arguably, the leading New Jersey decision
is based on equitable subrogation principles, not an independent tort cause of action.
Further, in support of its conclusion, the Penn court relied on a federal district court of
California decision that squarely applied equitable subrogation in the primary/excess
insurer context.39 Putting aside the legal principle actually applied, the Penn court’s
reasons for its holding are plain:
(1)

No Increase of Risk to the Primary Insurer.
“The primary carrier’s duty arises by way of a contract with the insured,
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and this duty is not reduced merely because of another contract between
the insured and its excess insurer. An insurance company’s duty to act in
good faith in settling claims within its policy limits is well established and is
reflected in its premiums. That an excess insurer may recover from the
primary for a breach of duty does not increase the duty or liability of the
primary.”40
(2)

Prevent Increase in Excess Insurance Premiums.
“While the interests of the primary insurer are, for the most part,
unaffected by the existence of excess coverage, the interests of the
excess carrier are very much affected by the actions of the primary. If the
primary carrier undertakes the representation of the insured, then it has
the sole right to negotiate settlements. If the primary carrier is relieved of
its duty to accept reasonable offers by the existence of excess insurance,
it would put an additional financial liability on the excess carrier which
would be reflected in increased premiums.”41

(3)

Encourage the Prompt and Just Settlement of Claims.
“If the primary carrier is relieved of its duty to accept reasonable offers by
the existence of excess insurance, it would […] have the effect of reducing
the incentive of a primary insurer to settle when the settlement offer is
near or over its policy limits. This is contrary to the interests of the public
and the insured in obtaining prompt and just settlement of claims.”42

As noted, the Penn Court adopted these reasons from a California federal district
decision based on equitable subrogation. While these reasons may justify subrogating
an excess insurer to a policyholder’s rights against a primary insurer, are they sufficient
to justify creation of a “positive” or direct duty?
b)

1995 – Warner-Lambert.

In 1995, the Law Division of the New Jersey Superior Court affirmed and significantly
extrapolated on the bases that arguably support imposing a “positive” or direct duty on a
primary insurer towards an excess insurer in American Centennial Ins. Co. v. WarnerLambert Co.43 found that the primary breached its duty to the excess by allowing their
mutual insured to control “all litigation and negotiation maneuvers.”44 In sum, the court
established three pillars on which the duty is based, as follows:
(1)

Unique Relationship.

As a first pillar supporting a direct duty, the court relied on the “unique” relationship
between primary and excess insurers:
The primary insurer has certain duties and obligations that it owes to the
excess insurer as a result of the distinctive relationship between the two
carriers. The unique relationship results because the excess insurer relies
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upon the primary carrier to act in good faith in processing claims. This
includes reliance upon a primary carrier to act reasonably in:
[a]

discharging its claims handling obligations;

[b]

discharging its defense obligations;

[c]
properly disclosing and apprising the excess carrier of events which
are likely to affect that carrier’s coverage; and
[d]
safeguarding the rights and interests of the excess carrier by not
placing the primary carrier’s own interests above that of the excess
insurer. The actions of the primary carrier can affect the rights of the
excess carrier.45
(2)

A Contract.

As a second pillar supporting a direct duty, the court found what the majority of states
conclude is lacking – a contract between the primary and excess insurer:
The insurance industry has promulgated an industry contract known as the
“The Guiding Principles for Primary and Excess Insurance Companies.”
The Guiding Principles offer a uniform set of rules to govern the
relationships between primary and excess insurers, and both Continental
and ACIC are signatories to the Principles. The Principles provide[:]
It is implicit in these guiding principles that the primary
insurer in its dealings with an excess insurer voluntarily
adopt those standards of conduct which the law imposes
upon the primary insurer in its dealings with its insured.
The Guiding Principles provide nine different obligations which define the
relationship between the primary and excess carriers. The following five
are relevant to these proceedings:
[a]

The primary insurer must discharge its duty of
investigating promptly and diligently even those
cases in which it is apparent that its policy limit
may be consumed.

[b]

Liability must be assessed on the basis of all
the relevant facts which a diligent investigation
can develop and in the light of applicable legal
principles. The assessment of liability must be
reviewed periodically throughout the life of the
claim.

[c]

Evaluation must be realistic and without regard
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to the policy limit.
[d]

When from evaluation of all aspects of a claim,
settlement is indicated, the primary insurer
must proceed promptly to attempt a settlement,
up to its policy limit if necessary, negotiating
seriously and with an open mind.

[e]

If at any time, it should reasonably appear that
the insured may be exposed beyond the
primary limit, the primary insurer shall give
prompt written notice to the excess insurer,
when known, stating the results of investigation
and negotiation, and giving any other
information deemed relevant to a determination
of the total exposure, and inviting the excess
insurer to participate in a common effort to
dispose of the claim.

The Guiding Principles can be used to establish the standard of care
which a primary insurer must use when settling a claim where an excess
insurer may also ultimately be responsible for coverage.46
(3)

Common Law.

As a final, third pillar supporting a direct duty, the Law Division held that common law
principles warrant finding a direct duty:
Basic principles of tort law require imposing a duty of good faith on the
primary carrier. Under New Jersey law, the question of whether a duty of
care exists “is largely a question of fairness or policy,” and it is for the
court to decide if the duty exists. . . . “The inquiry involves a weighing of
the relationship of the parties, the nature of the risk and the public interest
in the proposed solution.” . . . Fairness and policy require the imposition of
a duty of good faith on the primary carrier.
The primary is in a knowledgeable position as it has current information of
the status of an underlying claim, while the excess carrier relies on the
primary carrier to keep it properly apprised of negotiation and litigation. It
is a unique relationship between the parties, and it is reasonable for the
excess carrier to rely on the primary carrier to act in good faith. The
primary carrier should understand the risk involved to the excess carrier if
it does not perform its duties in good faith. The excess carrier charges the
insured a premium that assumes the primary carrier will act in good faith to
settle and litigate claims, thereby decreasing the excess carrier’s exposure
to risk. When the primary carrier does not perform its duties in good faith,
the public suffers, as excess carriers will then charge higher premiums for
excess coverage.47
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c)

1999 – Baen.

Two years after publication of Warner-Lambert, the New Jersey Appellate Division, in
Baen v. Framers Mutual Fire Ins. Co. of Salem County, affirmed that “[a]n insurer owes
its insured the duty to exercise good faith in handling claims” and that “[t]he primary
carrier owes the excess carrier the same positive duty it owes its insured, to take the
initiative and attempt to negotiate a settlement within its policy limit.”48 The Baen Court
relied, in part, on the Penn and Warner-Lambert decisions. While the Baen Court
distinguished the matter before it, the court nevertheless stated it was “in accord with
the reasoning and result” in the Warner-Lambert case.
In light of Baen and pending further input from the New Jersey Supreme Court, New
Jersey is and remains a “positive” or direct duty state for the reasons stated.
ii.

New York

New York is likewise a “direct duty” state, according to Hartford Accident & Indemnity
Co. v. Michigan Mutual Ins. Co.49 The Appellate Division held in 1983 that “the primary
carrier owes to the excess insurer the same fiduciary obligation which the primary
insurer owes to its insured.”50 This duty of good faith “requires a primary insurer to give
as much consideration to the excess carrier’s interests as it does to its own.”51 The
obligation “arises as a result of the independent and direct duty to the excess insurer
and is not dependent upon equitable principles of subrogation.”52 The justification for
adopting the direct duty rule offered by the Hartford court was that it had “been
recognized in [New York] and other States, as well as in the Federal courts.”53 At least
one New York court has held that it can be bad faith for a primary carrier to handle its
insured’s defense in a manner that is arguably in the insured’s best interest (as well as
its own), but causes the excess insurer to bear more of the loss.54
CONCLUSION
This article started with the objective of exploring whether the distinction between a
“positive” or direct duty and a derivative right is material or word play.
Judge Posner in Twin City downplayed the difference between equitable subrogation
and direct duty. He acknowledged that if the primary insurer failed to settle a lawsuit in
deference to the insured’s wishes, equitable subrogation would preclude a claim against
the primary by the excess.55 But he suggested that if “the insured was acting
irresponsibly in pressing the case to trial, the excess insurer” might “have a contract
defense to the insured’s claim against it,” because the “duty of good faith between
insured and insurer is a reciprocal one.”56 He criticized as “obtuse” two courts who “had
trouble seeing this”—California and Texas, both of which had found that an insured
generally owes no duty to its excess insurer to settle a lawsuit for an amount below the
excess layer.57 The only case cited for the Seventh Circuit’s position was the short-lived
Spinks decision by a California appellate court which—besides having been
disapproved by the California Supreme Court—rejected equitable subrogation and
would have imposed direct duties on each of the parties, under a theory it dubbed
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“triangular reciprocity.”58 Unless courts widely adopt the broad statement of duties
described in Twin City and Spinks, the excess insurer’s inability to pursue claims
against the primary insurer based on actions or positions taken by their mutual insured
remains a material distinction between the direct-duty approach and equitable
subrogation.
In short, by exploring the legal, economic, and public interest principles articulated in
case law, this paper finds an apparent consensus that while under limited
circumstances (namely, policyholder conduct impairing equitable subrogation rights) a
material distinction may exist, it remains insufficient to warrant judicial creation of a new
tort by which a primary insurer owes duties directly to the excess insurer. The majority
of courts that have considered these issues have concluded an excess insurer is best
situated to protect its own interests: Either through equitable subrogation (preserving
the public’s interest in prompt and just settlements), active participation in defense and
settlement of claims, or policy language (such as consent to settlement, notice, or
cooperation provisions).
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