
INSURERS HAVE A COMMON LAW DUTY TO DEAL
FAIRLY AND IN GOOD FAITH WITH THEIR INSUREDS:

Arnold v. National County Mutual Fire Insurance Co., 725 S.W.2d
165 (Tex. 1987).

In June of 1974, Glen Arnold was severely injured when the
motorcycle he was riding was struck by a car driven by an uninsured
motorist.' Having previously obtained an insurance policy with Na-
tional County Mutual Fire Insurance Company ("NCM") which
provided for uninsured motorist protection, Arnold submitted a claim
for payment in accordance with the policy provisions. 2 Although an
independent insurance adjusting firm recommended that NCM pay
the entire policy limit of $10,000 on the claim, the insurer refused
to do so.3 Thereafter, Arnold sued NCM alleging that it had breached
its duty of good faith and fair dealing by refusing to pay his claim. 4

The trial court granted summary judgment in favor of NCM, on the
basis that no common law duty of good faith and fair dealing
existed. 5 The First District Court of Appeals in Houston thereafter
affirmed the ruling of the district court, whereupon Arnold petitioned
for review by the Texas Supreme Court.6 Affirming in part and
reversing in part,7 the court held that insurers have a duty to deal

1. Arnold v. National County Mut. Fire Ins. Co., 725 S.W.2d 165, 166 (Tex. 1987).
2. Id. at 165-66.
3. Id. The adjusting firm advised NCM to pay $10,000 to Arnold, the maximum amount

recoverable under the policy in question. Id. The insurer finally did so three years after the
claim had been filed, but only after Arnold had obtained a judgment against both the uninsured
motorist and the insurance company for $17,975. Id.

4. Id. Arnold also alleged that NCM had violated the Texas Deceptive Trade Practices
- Consumer Protection Act and certain provisions of the Texas Insurance Code by its wrongful
denial of his claim. Id. at 166-67. These causes of action, however, were eventually held to
have been barred by article 17.22 of the Texas Insurance Code which exempted county mutual
insurance companies from the provisions of articles 21.21 and 21.21-2 at the time the suit was
brought. Id. (citing Jewell v. Mobile County Mut. Ins. Co., 566 S.W.2d 295 (Tex. 1978)). See
generally TEx. Bus. & CoM. CODE ANN. § 17.46 (Vernon 1987) (cumulative listing of unlawful
trade practices); TEx. INS. CODE ANN. arts. 17.22, 21.21, 21.21-2 (Vernon 1981 & Supp. 1988).

5. 725 S.W.2d at 166.
6. Id.
7. Id. The Texas Supreme Court affirmed the court of appeals' finding that Arnold's

statutory causes of action were barred by article 17.22 of the Texas Insurance Code which
exempted county mutual insurance companies from the provisions of article 21.21 and 21.21-
2 of the Insurance Code at the time the action was first brought against NCM. Id. at 167.
The court, however, reversed the court of appeals' ruling that no duty of good faith and fair
dealing existed, granting insureds a common law cause of action when a breach of that duty
occurs. Id. at 167.
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fairly and in good faith with their insureds.'

I. Ti EXTRA-CONTRACTUAL DUTY OF GOOD FAITH AND FAIR
DEALING: ITS ORIGIN AND EVOLUTION

A. The Beginnings of "Bad Faith"

The duty of good faith and fair dealing was first recognized by
courts which dealt with the issue of whether such a duty existed in
the context of third party claims against the insured and the insurer's
unreasonable refusal to settle. 9 As early as 1914, in Brassil v. Mary-
land Casualty Co.,'0 the New York Court of Appeals held that the
obligation of good faith underlies all written agreements." A breach
of this obligation, the court concluded, is a breach of contract. 2

Thus, the court held Maryland Casualty liable for a third party
judgment against Brassil in an amount four times greater than the
policy limit on grounds that Maryland Casualty had breached its
contractual obligation of good faith when it unreasonably refused a
third party settlement offer for an amount equal to the policy limit. 3

The court, however, did not recognize a common law cause of action
in tort for breach of the duty of good faith, nor did it suggest that
Brassil might recover punitive damages.' 4

8. Id. The court remanded the case to determine whether, in fact, a breach of that duty
had occurred. Significantly, the court also held that even though the two-year statute of
limitations for torts had already passed, Arnold's action was not barred because the statutory
period does not begin to run until judgment on the underlying claim becomes final. In addition,
the court pointed out that exemplary damages and mental anguish damages are recoverable
for a breach of the duty of good faith and fair dealing (citing Trenholm v. Ratcliff, 646
S.W.2d 927 (Tex. 1983) and authorities cited therein). Id. at 168.

9. See Crisci v. Security Ins. Co., 66 Cal. 2d 425, 426 P.2d 173, 58 Cal. Rptr. 13 (1967);
Comunale v. Traders & General Ins. Co., 50 Cal. 2d 654, 328 P.2d 198 (1958); G. A. Stowers
Furniture Co. v. American Indem. Co., 15 S.W.2d 544 (Tex. Comm'n App. 1929, holding
approved).

10. 210 N.Y. 235, 104 N.E. 622 (1914). Brassil involved an employer's liability insurance
claim brought by one of Brassil's employees. After filing suit, the employee offered to settle
for $1,500, the limit of coverage provided by Brassil's policy for each employee. Maryland
Casualty refused this offer, whereafter a $6,000 judgment was rendered against Brassil. The
suit by Brassil against Maryland Casualty arose when it refused to indemnify Brassil for any
amount in excess of policy limits. Id. at __ , 104 N.E. at 622-23.

11. Id. at __, 104 N.E. at 624.
12. Id. at -, 104 N.E. at 624.
13. Id. at , 104 N.E. at 623.
14. ASH.EY, BAD FArrm AcTIONS § 2:14 (1984) [hereinafter AsHIEY].
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The next case which proved to be influential in the development
of bad faith law was Hilker v. Western Automobile Insurance Co.,5
a case recognized as having blended the concepts of bad faith and
negligence. 16 In Hilker, the Wisconsin Supreme Court stated:

The good faith performance of the obligation . . . requires that
[the insurer] be held to that degree of care and diligence which a
man of ordinary care and prudence would exercise in the man-
agement of his own business. 7

The court in Hilker also cited the New York Court of Appeal's
decision in Brassil, in support of the principle that the obligation of
fair dealing is implied in every contract.' By combining the implied
obligation of good faith, which it recognized in the third party
context, with the principle that the obligation of fair dealing exists
in all contracts, Hilker set the stage for later application of the
obligation of good faith and fair dealing to first party insurance
agreements. 9 Although the Wisconsin Supreme Court, in Hilker, may
have set the stage for the future development of bad faith law,
California courts are credited with the first actual extension of the
cause of action to first party situations. 20 This extension did not
occur until California courts had firmly established the grounds upon
which later developments could build.

In the 1958 California Supreme Court decision of Comunale v.
Traders & General Insurance Co.,21 the court relied upon Hilker in
support of its recognition that "the implied obligation of good faith
and fair dealing requires the insurer to settle in an appropriate case

15. 204 Wis. 1, 231 N.W. 257 (1930), affirmed on rehearing, 235 N.W. 413 (1931) (the
opinion on rehearing simply attempted to clarify the court's holding).

16. See AsHLEY, supra note 14, § 2:15.
17. 204 Wis. at -, 231 N.W. at 261.
18. Id. at -, 231 N.W. at 261. Note, however, that the Hilker court expressly derived

the language above from the Texas Supreme Court's decision in Stowers. Id. at -, 231
N.W. at 259. In light of the California Supreme Court's later reliance upon Hilker in Comunale
v. Traders & General Insurance Co., 50 Cal. 2d 654, -, 328 P.2d 198, 201 (1958) (relying
upon Hilker as establishing the rule that the duty of good faith and fair dealing is applicable
to insurance contracts), the question which then arises is whether Stowers inadvertently provided
a bridge between Brassil and Hilker upon which later case law was able to build. For Hilker
deviates almost imperceptibly from Stowers when it applies the duty of good faith to the
obligation of ordinary care and diligence recognized in Stowers as arising from "the very
terms of the contract." 15 S.W.2d at 547.

19. Cf. Asn.ay, supra note 14, § 2:16.
20. Id. § 2:16.
21. 50 Cal. 2d 654, 328 P.2d 198 (1958).
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although the express terms of the policy do not impose such a
duty." ' 22 By combining the implied obligation of good faith and fair
dealing with the idea that "the insurer should not be permitted to
profit by its own wrong," ' 23 the court concluded that an insurer who
breaches the duty of good faith by unreasonably refusing a third
party settlement offer is liable for the entire judgment against the
insured, even if it exceeds the policy limits.2 More significantly, the
Comunale court recognized that "although a wrongful refusal to
settle has generally been treated as a tort,25 it is the rule that where
a case sounds both in contract and tort, the plaintiff will ordinarily
have the freedom of election between an action of tort and one of
contract. ' 26 The significance of this freedom of election did not
become apparent until nine years later in Crisci v. Security Insurance
Co.

2 7

Rosina Crisci was the owner of an apartment building in which
June DiMare and her husband were tenants. 28 One day as Mrs.
DiMare was walking down the apartment's outside wooden staircase,
a tread gave way and she fell through the resulting opening up to
her waist. 29 As a result, Mrs. DiMare suffered physical injuries and
developed a severe psychosis which psychiatrists later agreed could
have been triggered by the sudden fear of falling to one's death. 0

22. Id. at -, 328 P.2d at 201.
23. Id. at , 328 P.2d at 202.
24. Id. at , 328 P.2d at 202.
25. Id. at , 328 P.2d at 203 (citing Keeton, Liability Insurance and Responsibility

for Settlement, 67 HARv. L. REv. 1136, 1138 (1954); Annotation, Liability of Indemnity or
Liability Insurer to Insured in Respect of Recovery by Injured Person Against Insured in
Excess of the Amount of the Policy or Upon a Ground not Covered by the Policy, 131 A.L.R.
1499, 1500 (1941)). Note also, that this statement shows the significant difference between
Hilker and Comunale. For in Hilker, the Wisconsin Supreme Court expressly stated that the
duties and responsibilities imposed by the contract "should be ascertained from a consideration
of the contract itself." 204 Wis. at -, 235 N.W. at 415. In Comunale, the court stated
that the plaintiff will ordinarily have freedom of election between an action of tort and one
of contract. 50 Cal. 2d at -, 328 P.2d at 203. Thus, whereas Hilker stands for the
proposition that the duty of good faith arises from the contract alone, Comunale marks the
turning point at which the duty of good faith and fair dealing began to be recognized as a
duty implied by law, and not by the terms of the contract itself.

26. 50 Cal. 2d at -, 328 P.2d at 203 (citing Eads v. Marks, 39 Cal. 2d 807, 811, 249
P.2d 257, 260 (1952)).

27. 66 Cal. 2d 425, 426 P.2d 173, 58 Cal. Rptr. 13 (1967) (en banc).
28. Id. at -, 426 P.2d at 175, 58 Cal. Rptr. at 15.
29. Id. at -, 426 P.2d at 175, 58 Cal. Rptr. at 15.
30. Id. at , 426 P.2d at 175, 58 Cal. Rptr. at 15.
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Alleging that Mrs. Crisci was negligent in inspecting and maintaining
the stairway, the DiMares filed suit seeking damages in the amount
of $400,000.31 The limit of Mrs. Crisci's insurance policy, however,
was only $10,000.32 During pretrial settlement negotiations, the
DiMares reduced their demands to $10,000, an amount equal to Mrs.
Crisci's line of coverage." The insurer, Security Insurance Company
("Security"), rejected the offer and refused to settle for any more
than $3,000, despite the fact that its lawyer believed that if the case
went to trial, a jury award of more than $100,000 might be returned.3 4

Security also rejected a $9,000 settlement offer at a time when
Mrs. Crisci had offered to pay a full $2,500 of the settlement if the
insurer would only settle." In the jury trial which followed, the
DiMares were awarded a total of $101,000 in damages. After an
appeal, the insurer paid $10,000 of this amount, leaving Mrs. Crisci
personally liable for the balance of $91,000.36 As the result of a
settlement arrangement with the DiMares, Mrs. Crisci, a 70-year old
immigrant widow, became indigent.3 7 The change in her financial
condition was accompanied by a decline in physical health, hysteria,
and suicide attempts. Finally, Mrs. Crisci brought an action against
Security for breach of the implied covenant of good faith which had
been recognized by the California Supreme Court in Comunale. 9

In the final decision of Crisci v. National Security Insurance
Co., the California Supreme Court reaffirmed its holding in Comun-
ale which expressly recognized that an insurer's wrongful refusal to
settle gives rise to a cause of action in tort for breach of the obligation
of good faith and fair dealing. 40 In so doing, the court opened the
door for the extra-contractual recovery of emotional distress which
results from an insurer's tortious interference with an insured's
property interest in the proceeds of an insurance policy. 4'

31. Id. at __ 426 P.2d at 175, 58 Cal. Rptr. at 15.
32. Id. at , 426 P.2d at 175, 58 Cal. Rptr. at 15.
33. Id. at __ 426 P.2d at 175, 58 Cal. Rptr. at 15.
34. Id. at , 426 P.2d at 175, 58 Cal. Rptr. at 15.
35. Id. at , 426 P.2d at 175-76, 58 Cal. Rptr. at 15-16.
36. Id. at , 426 P.2d at 176, 58 Cal. Rptr. at 16.
37. Id. at , 426 P.2d at 176, 58 Cal. Rptr. at 16.
38. Id. at , 426 P.2d at 176, 58 Cal. Rptr. at 16.
39. Id. at , 426 P.2d at 176, 58 Cal. Rptr. at 16.
40. Id. at __ 426 P.2d at 178 n.3, 58 Cal. Rptr. at 18 n.3 (citing Comunale, 328 P.2d

at 203).
41. Id. at , 426 P.2d at 179, 58 Cal. Rptr. at 19.
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Accordingly, the California Supreme Court upheld the lower
court's award of $25,000 to Mrs. Crisci for mental suffering, in
addition to a $91,000 award based on Security's unreasonable refusal
to settle. 42 However, it was not until Fletcher v. Western National
Life Insurance Co. 43 that a cause of action in tort for an insurer's
bad faith refusal to pay a valid first party claim was recognized. 44

Mr. Fletcher suffered a back injury in a work-related accident
while employed as a scrap operator for a rubber company, a position
which required heavy manual labor. 45 Although he worked intermit-
tently for a short time after the accident, he was eventually placed
on disability by his physician and terminated by his employer. 46 After
filing a workman's compensation claim, Fletcher was examined by
numerous physicians, all of whom agreed that his disability was
caused by the accident. 47 Prior to the accident, Fletcher had purchased
a disability insurance policy from Western National Life Insurance
Company ("Western National") which provided for payments of
$150 per month to Fletcher if he should become permanently disabled
because of sickness or injury. The maximum duration of these
payments was two years in the event of sickness and thirty years in
the event of injury. 48 Accordingly, Western National began making
monthly payments of $150 to Fletcher.4 9 These payments were dis-
continued two years later on the grounds that the plaintiff's injuries
were in fact the result of a sickness which one physician described
as an irritation of the cauda equina, and which Western National's
claims manager concluded was "an equinic condition which is a mild
form of glanders sometimes seen in man and contracted from
horses." 50 Thus, the defendant concluded that it was justified in

42. Id. at __ , 426 P.2d at 175, 58 Cal. Rptr. at 15.

43. 10 Cal. App. 3d 376, 89 Cal. Rptr. 78 (1970).
44. See AsHmEy, supra note 14, § 2:16.
45. 10 Cal. App. 3d at 386, 89 Cal. Rptr. at 83.
46. Id. at 387, 89 Cal. Rptr. at 83.
47. Id., 89 Cal. Rptr. at 83.
48. Id. at 386, 89 Cal. Rptr. at 83.
49. Id. at 387, 89 Cal. Rptr. at 83.
50. Id. at 388, 89 Cal. Rptr. at 84. The court notes that Schmidt's Attorney's Dictionary

of Medicine defines cauda equina as "a horsetail-like aggregation of nerve fibers originating
from the lower part of the spinal column, traveling for a short distance in the canal of the
spine ...." The claim manager's conclusion that cauda equina was a sickness contracted
from horses was apparently drawn from this definition. Id. at 388 n.3, 89 Cal. Rptr. at 84
n.3.
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discontinuing the benefits since the sickness provision of the policy
exposed the defendant to liability for only two years.5 Apparently
unsatisfied with this basis for denial of the plaintiff's claim, the
defendant later informed Fletcher that the discontinuation of his
policy benefits was based on their inadvertent conclusion from an-
other medical report that the condition was of a congenital nature
and not the result of recent injury.5 2 On the basis of this false
communication, the defendant then demanded repayment of the
proceeds which it had paid to Fletcher, stating that it would not
have issued the policy had it known of his "true medical condition." 53

They stated they would allow him to keep the payments if he would
agree to a cancellation of the policy and execute a full release of
Western National's liability.M Upon review of the evidence presented
at trial, the California Supreme Court stated:

Viewed most favorably to the plaintiff, the foregoing facts and
inferences to be drawn therefrom establish that defendants ...
embarked upon a concerted course of conduct to induce plaintiff
to surrender his insurance policy or enter into a disadvantageous
"settlement" of a nonexistent dispute by means of false and
threatening letters and the employment of economic pressure based
upon his disabled and, therefore impecunious, condition . ... 55

The court relied on Crisci to support its holding that the defendant's
theoretical and actual bad faith refusal to make payments under the
policy is tortious conduct which gives rise to a cause of action for
the intentional infliction of emotional distress.5 6 Further, and most
importantly, the court held:

[I]ndependent of the tort of intentional infliction of emotional
distress, such conduct on the part of a disability insurer constitutes
a tortious interference with a protected property interest of its
insured for which damages may be recovered to compensate for
all detriment proximately resulting therefrom, including economic
loss as well as emotional distress resulting from the conduct or

51. Id. at 388, 89 Cal. Rptr. at 84.
52. Id. at 389, 89 Cal. Rptr. at 84. In actuality, the report stated that the plaintiff's

injury was merely contributed to by a pre-existent congenital defect, but in no manner did the
report imply that the injury was the sole result of the congenital defect. Id. at 389, 89 Cal.
Rptr. at 84 (emphasis added).

53. Id. at 390, 89 Cal. Rptr. at 85.
54. Id. at at 390, 89 Cal. Rptr. at 85-86.
55. Id. at 392, 89 Cal. Rptr. at 87.
56. Id. at 401, 89 Cal. Rptr. at 93.
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from the economic losses caused by the conduct, and, in a proper
case, punitive damages. 7

In so holding, the court recognized the bad faith cause of action as
it exists today, and gave voice to the reasoning which allowed the
California Supreme Court to approve the extension of the cause of
action to first party cases in the subsequent decision of Gruenberg
v. Aetna Insurance Co. 8 Recognized as the landmark decision in the
field of first party bad faith,5 9 the Gruenberg decision hastened the
spread of the cause of action to other states. 6°

Jerome Gruenberg was the owner of the Brass Rail, a cocktail
lounge located in Los Angeles. 6' The defendant Aetna, was only one
of three insurers who had written fire insurance policies on the
establishment. After the building had been destroyed by fire and
Gruenberg had been charged with arson, Aetna requested that he
appear for examination under oath, in accordance with the provisions
of the policy. 62 When Gruenberg failed to comply with Aetna's
request, the company denied liability on the basis of Gruenberg's
refusal, even though Gruenberg offered to comply with Aetna's
request once the criminal charges had been dropped. 63

In the lawsuit which ensued, Gruenberg alleged that Aetna had
breached its implied duty of good faith and fair dealing by refusing
to honor his claim.M In finding that Aetna had indeed breached its
duty to Gruenberg, the California Supreme Court relied on third
party bad faith cases although Gruenberg obviously involved a first
party claim. 65 In doing so, the court reasoned that the first party/
third party distinction merely addressed two aspects of the same
duty.66 That duty, as described by the court was "the obligation

57. Id. at 401-02, 89 Cal. Rptr. at 93-94.
58. 9 Cal. 3d 566, 510 P.2d 1032, 108 Cal. Rptr. 480 (1973).
59. See ASHLEY, supra note 14, § 2:17.
60. Harvey & Wisemen, First Party Bad Faith, 72 Ky. L.J. 141, 147 (1983-84) [hereinafter

Harvey & Wiseman].
61. 9 Cal. 3d at 570, 510 P.2d at 1034, 108 Cal. Rptr. at 482.
62. Id. at 570, 510 P.2d at 1034, 108 Cal. Rptr. at 482.
63. Id. at 571, 510 P.2d at 1035, 108 Cal. Rptr. at 483.
64. Id. at 571-72, 510 P.2d at 1035, 108 Cal. Rptr. at 483.
65. A first party claim is made when the insured himself submits a claim for recovery

under the provisions of an insurance contract between himself and the insurer. A third party
claim is made when a party who is not privy to the insurance contract submits a claim for
recovery under the liability provisions of the policy of the insured.

66. 9 Cal. 3d at 573, 510 P.2d at 1037, 108 Cal. Rptr. at 485.
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deemed to be imposed by law under which the insurer must act fairly
and in good faith in discharging its contractual responsibilities"
without regard to whom the ultimate benefits might accrue. 67 Thus,
whether the claim was submitted by the insured himself or by a third
party to which the insured had become liable, was of no consequence
to the Gruenberg court.

The true significance of Gruenberg is that the court found that
the duty of good faith and fair dealing was imposed by law and not
by the terms of the contract. 6 Because the court found that the duty
existed separate and independent from the express or implied terms
of the contract, it was able to conclude that the breach of that duty
gave rise to a cause of action in tort.69 After Gruenberg, an insurer
in California could be held liable in tort for all damages proximately
caused by a breach of its obligation of good faith and fair dealing
with its insureds. 70

Yet in spite of the Gruenberg decision, many jurisdictions con-
tinued to adhere to the belief that no cause of action arises in tort
for an insurer's refusal to pay a valid first party claim.71

B. The Acceptance or Rejection of Bad Faith in Other
Jurisdictions

Among the foremost decision of other states which have rejected
the tort of bad faith is the Kansas Supreme Court's decision in
Spencer v. Aetna Life & Casualty Insurance Co.72 Stating that Kansas
has clearly adopted the rule that the duty of good faith does apply

67. Id. at 574, 510 P.2d at 1037, 108 Cal. Rptr. at 485.
68. Id., 510 P.2d at 1037, 108 Cal. Rptr. at 485.
69. Id., 510 P.2d at 1037, 108 Cal. Rptr. at 485.
70. See generally Zupanec, Cause of Action in Tort for Bad Faith Refusal of Insurer to

Pay Claim of Insured, 1 SHEPHERD's CAUSES OF ACTION 205, § 27 (1983) [hereinafter Zupanec]
(in support of the proposition stated); see also W. PROSSaR & W. KEETON, PROSSER AND
KEETON ON THE LAW OF TORTS, § 2 (5th ed. 1984) (stating that since the early 1970's, a new
body of law has developed, awarding punitive as well as compensatory damages against
insurance companies on the basis of outrageous conduct in the handling of claims; in some
instances in association with a tort action such as intentional infliction of emotional distress,
and in other instances in association with an action for breach of an implied duty of good
faith and fair dealing).

71. See Lynch v. Mid-America Fire & Marine Ins. Co., 94 Ill. App. 3d 21, 418 N.E.2d
421 (1981); Spencer v. Aetna Life & Cas., 227 Kan. 914, 611 P.2d 149 (1980); Lawton v.
Great Southwest Fire Ins. Co., 118 N.H. 607, 392 A.2d 576 (1978).

72. 227 Kan. 914, 611 P.2d 149 (1980).
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to third party claims, the court noted that Kansas cases have not
gone so far as to find that the lack of good faith in first party
situations gives rise to an independent cause of action in tort. 73 In
explaining the reasoning behind this distinction, the court stated:

In third party claims, the absolute control of the trial and settle-
ment is in the hands of the insurer. That control gives rise to a
fiduciary relationship between the insurer and the insured. In first
party claims, the insurer is not in a position to expose the insured
to a judgment in excess of policy limits through its unreasonable
refusal to settle a case, nor is the insured in exclusive control of
the defense. Although an insurer must make a good faith attempt
to settle claims, the insured and insurer in a first party relationship
have an adversary relationship, rather than a fiduciary relation-
ship.7

4

The obvious implication is that the Kansas Supreme Court will uphold
the duty of good faith only in the context of fiduciary relationships.

Noting that numerous other jurisdictions had rejected Gruen-
berg's recognition of the tort of bad faith, the court stated various
other reasons in support of its decision. 75 The most prevalent argu-
ment discussed by the court is that of statutory preemption. Insofar
as many states have enacted statutory penalties against insurance
companies which fail to settle in good faith, this argument would
apply those provisions as the exclusive remedy for the harm caused
by such conduct, thereby eliminating the need for other remedies. 7

Stopping short of adopting this argument verbatim, the Kansas
Supreme Court held that the legislative remedies available to those
harmed by an insurer's unreasonable conduct were adequate, al-
though it expressly stated that it "did not say the legislative remedy
is exclusive. . ... 27

Two years prior to Spencer, in Lawton v. Great Southwest Fire
Insurance Co.,78 the Supreme Court of New Hampshire had rejected
the theory that an insurer's wrongful refusal to settle a first party
claim gives rise to a cause of action in tort for many of the same
reasons later voiced in Spencer.79 Once again, the primary reason

73. 227 Kan. at -, 611 P.2d at 155.
74. Id. at __, 611 P.2d at 155 (citation omitted) (emphasis added).
75. See id. at __, 611 P.2d at 153.
76. Id. at , 611 P.2d at 153.
77. Id. at _ , 611 P.2d at 158.
78. 118 N.H. 607, 392 A.2d 576 (1978).
79. Id. at -, 392 A.2d at 580-81.
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which the court gave for its action was that the policy reasons which
warrant recognition of a duty of good faith and fair dealing in third
party claims are inapplicable to first party claims due to the absence
of a fiduciary relationship.8 0 Since the insurer is not in a position to
expose an insured to a judgment in excess of the policy limits, or in
a position where it could otherwise injure the insured by virtue of
its exclusive control over the defense of the action, the court found
no basis for extending the duty of good faith as it exists in third
party cases to first party claims."' The court also stated that the
statutory remedies provided by the legislature vitiated the need for a
bad faith cause of action in tort. 2 The Lawton court did recognize
a bad faith cause of action in contract, based on the implied
obligation of good faith and fair dealing in every contract. 3 Accord-
ing to the court, the cause of action would arise when the insurer's
failure to make prompt payment under the policy is intended to
coerce the insured into accepting something less than the insurer's
full performance of his obligations. 4 Whether the insurer's breach
was in bad faith, or whether the damages the insured suffered as a
result were foreseeable, or whether the damages might have been
mitigated are questions which the court would leave for the jury. 5

The court nevertheless conceded that generally the damages available
for breach of contract are limited to the amount due under the
contract plus interest.8 6 Yet, it provided an exception to the rule
when it held that, as a matter of law, the damages available to the
insured for a bad faith breach by the insurer are not limited to the
policy amounts.87 In justifying its conclusion, the Lawton court
stated:

To limit the insurer's liability to policy limits plus interest as a
matter of law would unnecessarily encourage insurers to delay
settlement in an attempt to coerce a financially pressured claimant
into accepting an unfair settlement, because its only liability would
be to pay its original obligation and interest.88

80. Id. at -, 392 A.2d at 580-81.
81. Id. at , 392 A.2d at 581.
82. Id. at __, 392 A.2d at 581.
83. Id. at -, 392 A.2d at 580.
84. Id. at , 392 A.2d at 580.
85. Id. at , 392 A.2d at 580.
86. Id. at __, 392 A.2d at 578.
87. Id. at -, 392 A.2d at 580.
88. Id. at __, 392 A.2d at 579.



TEXAS TECH LAW REVIEW

Thus, while Lawton rejects the California Supreme Court's applica-
tion of the duty of good faith to first party insurance claims in
Gruenberg, it does not deny the insured an adequate remedy for his
harm.89 Rather, it allows him to recover for all damages which the
insurer should foresee as being a possible result of its breach, at the
time the contract is made.90 The Lawton court summarily rejected
the idea that mental distress may be a foreseeable and probable result
of a breach of an insurance contract when it stated that "such
damages are generally not recoverable in a contract action." 9' The
only difference between this contractual theory of recovery and the
tort theory which arose in Gruenberg, seems to be the disallowance
of recovery for mental distress caused by the insurer's breach under
the contract theory.9 2

Yet, in spite of Kansas' and New Hampshire's rejection of the
cause of action recognized in Gruenberg, and' the reasoning which
supports that rejection, twenty-seven jurisdictions, in addition to
California, now recognize a cause of action in tort for bad faith
conduct of an insurer in first party situations. 93 Twelve jurisdictions,
including Kansas and New Hampshire, have rejected the cause of
action for the reasons noted in the foregoing discussion. 94

Among those jurisdictions which do recognize a cause of action
for bad faith, there exists a significant variation in the standards by
which liability is imposed. 95 In Gruenberg, the California Supreme
Court applied virtually no standard at all, simply concluding that

89. See id. at __ , 392 A.2d at 580.
90. Id. at -, 392 A.2d at 579 (citing Emery v. Caledonia Sand & Gravel Co., 117

N.H. 441, -, 374 A.2d 929, 932 (1977)).
91. Id. at , 392 A.2d at 581.
92. Id. at __, 392 A.2d at 581. See also Harvey & Wiseman, supra note 61, at 161

(recognizing the argument that damages for mental distress should be recoverable under
insurance contracts, because such contracts are personal in nature. Relying upon the theory
that the purchase of insurance is the equivalent of the purchase of peace of mind, the argument
holds that mental distress which is the result of a breach is both probable, and foreseeable
when the contract is made.).

93. Ass-faY, supra note 14, at § 2:22 (Supp. 1987).
94. Id.; see also Spencer v. Aetna Life & Cas., 227 Kan. at -, 611 P.2d at 153

(expressly noting the reasons why many of these jurisdictions have rejected recognition of the
first party bad faith cause of action in tort).

95. See Goldberg, Standards of Liability for Bad Faith Refusal to Pay Benefits in First
Party Insurance, 29 Aiuz. L. REv. 115, 123-126 (1987) [hereinafter Goldberg] (discussing and
comparing the standards of liability among the various jurisdictions which recognize a cause
of action in tort for an insurer's bad faith conduct in first party situations).
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the plaintiff had stated facts sufficient to constitute a cause of action
in tort for bad faith, without stating which facts in particular elevated
the claim to the level of sufficiency.9 Likewise, in the subsequent
California case of Egan v. Mutual of Omaha Insurance Co., 97 the
court failed to define any express standards by which it held an
insurer liable for its failure to properly investigate a disability claim
before denying benefits. The court did state that "in the context of
disability policies, an insurer cannot reasonably and in good faith
deny payments to its insured without thoroughly investigating the
foundation of its denial." 98 Thus, it may be inferred that California
courts will impose a subjective standard of reasonableness when
determining whether an insurer's conduct is in bad faith. 99

Arizona has expressly adopted the "reasonableness" standard in
Sparks v. Republic National Life Insurance Co.,100 wherein the Ari-
zona Supreme Court clearly stated that whether an insurer's conduct
amounts to bad faith depends soley upon "whether the insurer failed
to honor a claim without a reasonable basis for doing so." l Ac-
cording to the court, the element of intent is not necessary to establish
the tort of bad faith because "any action taken by the insurer on a
claim submitted by an insured will necessarily be an intentional
act.' 1

0
2 At least one jurisdiction seems to focus on the intent of the

insurer in refusing to settle. In Chavers v. National Security Fire &
Casualty Co.,10 the Alabama. Supreme Court held that:

an actionable tort arises for an insurer's intentional refusal to
settle a direct claim only where there is either "(1) no lawful basis
for the refusal coupled with actual knowledge of that fact, or (2)

96. See Gruenberg, 9 Cal. 3d 566, 510 P.2d 1032, 108 Cal. Rptr. 480. The court did,
however, state that "the implied-in-law duty of good faith and fair dealing imposes upon a
disability insurer a duty not to threaten to withhold or actually withhold payments, maliciously
and without probable cause, for the purpose of injuring its insured by depriving him of the
benefits of the policy." Id. at 575, 510 P.2d at 1038, 108 Cal. Rptr. at 486. Thus, while the
court failed to define the specific elements of the cause of action, it did give at least some
guidance as to when such would arise.

97. 24 Cal. 3d 809, 598 P.2d 452, 157 Cal. Rptr. 482 (1979).
98. Id. at 819, 598 P.2d at 456-57, 157 Cal. Rptr. at 487 (emphasis added).
99. Cf. Goldberg, supra note 95, at 123 (stating that California seems to have adopted a

negligence standard).
100. 132 Ariz. 529, 647 P.2d 1127, cert. denied, 459 U.S. 1070 (1982).
101. Id. at , 647 P.2d at 1136.
102. Id. at , 647 P.2d at 1136.
103. 405 So. 2d 1 (Ala. 1981).
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intentional failure to determine whether or not there was any
lawful basis for such refusal."' 1 4

As one commentator has noted, the Alabama Court has implied that
insurance companies may avoid tort liability altogether if there is
any lawful basis for the denial of a claim. 05

The Wisconsin Supreme Court, in Anderson v. Continental
Insurance Co., 06 has supplied a bridge between the two standards
discussed above by combining certain elements of both. Under the
Anderson standard, a plaintiff must show the absence of a reasonable
basis for denying benefits under an insurance policy and the insurer's
knowledge or reckless disregard of whether such a basis exists. 0 7

Thus, the Anderson standard incorporates the "reasonableness" test
espoused by Egan and Sparks, while at the same time utilizing the
"actual knowledge" or reckless disregard requirements promulgated
by Chavers.10 8

In conclusion, it seems apparent that among those jurisdictions
which have accepted Gruenberg's recognition of the tort of bad faith
in first party insurance situations, there has emerged a significant
variation in the standards by which liability must ultimately be
determined.'09

C. The Evolution of Bad Faith in Texas

In Texas, the tort of bad faith began in much the same manner
as it had in other states, with the courts first addressing the issue in
the context of third party claims against the insured." 0 In G. A.
Stowers Furniture Co. v. American Indemnity Co.,"' a third party

104. Id. at 7.
105. Goldberg, supra note 95, at 125.
106. 85 Wis. 2d 675, 271 N.W.2d 368 (1978).
107. Id. at -, 271 N.W.2d at 376.
108. See Egan, 24 Cal. 3d at 819, 598 P.2d at 456-57, 157 Cal. Rptr. at 487. Sparks, 132

Ariz. at 538, 647 P.2d at 1136; Chavers, 405 So. 2d at 7 (supporting the stated proposition).
109. See Goldberg, supra note 95 stating:

There is no doubt that it has been difficult to establish a clear standard for bad
faith. In many states there has been no attempt to define bad faith other than to
recite the language courts . . . have upheld jury instructions which merely state that
unreasonableness is the equivalent of bad faith.

Id.
110. See G. A. Stowers Furniture Co. v. American Indem. Co., 15 S.W.2d 544 (Tex.

Comm'n App. 1929, opinion adopted).
111. Id.
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had filed suit against Stowers Furniture Company ("Stowers") alleg-
ing that it was vicariously liable for the injuries the plaintiff sustained
due to the negligence of one of Stowers' employees.1 12 The damages
alleged were in excess of $20,000 although the policy limit was only
$5,000. In accordance with the terms of the insurance contract
between Stowers and American Indemnity, the latter party took
charge of the defense of the action." 3 At some point before trial,
the third party plaintiff offered to accept $4,000 in full settlement
for the damages she had suffered. 14 American Indemnity rejected
her offer, refusing to pay more than $2,500.'" When the matter went
to trial, the jury returned a verdict in favor of the third party
plaintiff, awarding her $12,207 in damages." 6 American Indemnity
then refused to pay any more than the $5,000 limit on the policy,
and Stowers was forced to sue American Indemnity to avoid personal
liability. 117

In an opinion written by the Commission of Appeals and later
adopted by the Texas Supreme Court, the court held that when an
insurer has the right to take complete and exclusive control of a suit
against the insured, then it must be held to the degree of care and
diligence which an ordinarily prudent person would exercise in the
management of his own business. 18 The court reasoned that the duty
existed due to the special relationship which arises from an indemnity
contract, whereby the insurer essentially acts as the agent of the
insured in regard to third party claims. 119 The court also stated that
a failure to exercise such ordinary care and prudence would constitute
negligence on the part of the insurer.1m Insofar as negligence is a
cause of action in tort, Stowers established the proposition that an
insurer's failure to exercise ordinary care and prudence in its repre-
sentation of the insured against third party claims gives rise to a
cause of action in tort.12'

112. Id. at 545.
113. Id.
114. Id.
115. Id.
116. Id.
117. Id.
118. Id. at 547.
119. Id.
120. Id.
121. See id. The court states that the insurer's failure to exercise due care and diligence is

negligence. Since negligence is a tort cause of action, the conclusion that Stowers establishes
the stated proposition is supported by the very language of the court itself.
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But the courts of Texas have generally been less generous in
regard to first party claims against the insurer. In Gross v. Connec-
ticut General Life Ins. Co.,122 the plaintiff sought special and ex-
emplary damages from an alleged breach of credit life and disability
insurance policies which had been written by the defendant.123 The
plaintiff claimed that as a result of the defendant's discontinuance
of his credit life and disability benefits under the two policies, he
lost not only two automobiles to creditors, but also his good credit
standing and good health. 124

In its resolution of the issue, the Court of Civil Appeals of El
Paso found that it could not allow the cause of action without first
knowing the provisions of the policies, which were not entered into
evidence. 25 "Ordinarily," the court stated, "in all contracts . . .the
insured is entitled to recover only under ... the terms of the contract
itself."' 26 However, the court stopped short of strict adherence to
this general rule when it stated that there were merely insufficient
facts alleged to have entitled the plaintiff to a cause of action in tort
for the insurer's breach. 127 The apparent conclusion of the court is
that an insured might have an action in tort against its insurer for
bad faith claims settlement practices, only if the special and exemplary
damages attainable thereby are provided for under the policy in
question.

The Court of Civil Appeals of Houston, however, later cited
Gross in support of an extension of the rule which that case had
established.lu In Standard Fire Insurance Co. v. Fraiman,t29 the
insured brought a first party action against the defendant insurer to
recover for damages to its apartments which had been destroyed by
fire. The insured also sought to recover consequential damages which
resulted from the insurer's refusal to honor the claim. 30 Relying

122. 390 S.W.2d 388 (Tex. Civ. App.-El Paso 1965, no writ).
123. Id. at 389.
124. Id.
125. Id. at 390.
126. Id.
127. Id.
128. See Standard Fire Ins. Co. v. Fraiman, 588 S.W.2d 681, 683 (Tex. Civ. App.-

Houston [14th Dist.] 1979, writ ref'd n.r.e.).
129. Id.
130. Id. at 683. After the insurer refused to honor the claim, the plaintiff, Fraiman,

demanded that the losses be determined by appraisal in accordance with the policy provisions.

1178 [Vol. 19:1163



1988] DUTY OF GOOD FAITH 1179

upon Gross, the court stated that generally, "the insured is only
entitled to recover under the terms of the policy itself" in the event
of the insurer's bad faith refusal to pay.' However, the court did
note that "at least in the absence of bad faith or a controlling
statute, the insured cannot recover consequential damages for breach
or repudiation of an insurance policy."' 3 2 In so holding, the Standard
court became the first Texas court to entertain the idea that given
the proper set of circumstances, an insurer might be held liable for
its bad faith refusal to pay a valid first party claim.'

Although a subsequent federal court applying Texas law had
supported the position taken by the court in Standard,34 the Texas
Supreme Court seemingly rejected the idea in English v. Fischer.3 ,
Here, the Texas Supreme Court addressed the issue of whether there
is an implied covenant of good faith and fair dealing in every
contract. 3 6 However, in Fischer, the issue was not addressed in the
context of a third party or first party claim against an insurer, but
in the context of an agreement between a mortgagor and a mortga-
gee. 137

Id. When the insurance company refused to abide by the appraisal, Fraiman filed suit. Id.
The damages sought included rental loss, interest on the rental loss amount, damages for the
insurer's breach of the appraisal provision in the insurance policy, and interest on the appraisal
award, and attorney's fees. Id.

131. Id.
132. 588 S.W.2d at 683 (emphasis added). The prior case of Russell v. Hartford Casualty

Ins. Co., 548 S.W.2d 737 (Tex. Civ. App.-Austin 1977, writ ref'd n.r.e.) had already
addressed the issue of whether the Texas Insurance Code, which prohibited insurers from
engaging in unfair claims settlement practices, conferred a private cause of action upon persons
who had been injured by such practices. In Russell, the court held, without support, that the
Texas Insurance Codes does not confer a private cause of action upon the person injured, but
rather a public cause of action upon the State Board of Insurance. Id. at 742. The court's
logic is somewhat questionable, however, due to the fact that simply because the Texas
Insurance Code does not confer a private cause of action does not necessarily mandate the
conclusion that it denies that such a cause of action might exist. See Spencer, 227 Kan. at

., 611 P.2d at 158 (wherein the court refused to recognize a cause of action in tort for
an insurer's bad faith, stating, "We do not say the legislative remedy is exclusive but in the
absence of a more definite showing of inadequancy ...we hold the [statutory] remedies are
adequate ...." (emphasis added).

133. See 588 S.W.2d at 683. Even so, the Standard court found that the insurer in this
case was only liable for the loss of interest which Fraiman suffered as a result of the insurer's
breach of the appraisal clause contained in the insurance policy. Id.

134. See Philadelphia Mfrs. Mut. Ins. Co. v. Gulf Forge Co., 555 F. Supp. 519, 525 (S.D.
Tex. 1982).

135. 660 S.W.2d 521 (Tex. 1983).
136. Id. at 522.
137. Id.
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Jerry and Alice Fischer had purchased a home from Sarah Jane
English in 1967, giving as partial consideration a $62,500 promissory
note secured by a deed of trust on the house. 38 The deed of trust
provided that Fischer was to keep the house insured, and that the
proceeds of any loss were to be paid to English. 39 However, after
the house was destroyed by fire in 1979, Fischer requested that
English endorse the insurance check over to him for the purpose of
rebuilding. 40 English refused to do so.' 4' Thereafter, Fischer brought
suit against English for failure to turn over the proceeds of the
insurance policy in order to help him rebuild. 42 The trial court
awarded Fischer damages in the amount of $127,616 and the court
of appeals later affirmed the judgment. 43 The majority of the Texas
Supreme Court, however, reversed the court of appeals, finding that
no cause of action existed and rejecting the theory that in every
contract there exists an implied covenant of good faith and fair
dealing. 144

In a concurring opinion, joined by Justice Robertson, Justice
Spears noted that although there is not an implied covenant of good
faith and fair dealing in every contract, Texas courts have read such
a duty into some contracts due to the existence of a "special
relationship" between the parties. "

4
1 The special relationship, Justice

Spears stated, arises from either the element of trust necessary to

138. Id.
139. Id. at 522-23.
140. Id. at 522.
141. Id.
142. Id. Fischer's suit almost appears to have been a plea for equity, having little to do

with the implied covenant of good faith and fair dealing, even had the court decided that
such a covenant existed. It is arguable that the covenant exists only in regard to the duties
imposed by the contract itself. In Fischer, the contract did not impose a duty upon English
to turn over the proceeds to Fischer, but allowed her to keep the proceeds and apply them to
the indebtedness secured by the deed of trust. Id. at 523.

143. Id. at 522.
144. Id. The court also labelled the implied covenant a "novel theory of law enunciated

only by California courts." Id. The court next stated that adherence to this novel concept of
law "would abolish our system of government according to the settled rules of law," and
result in a system whereby each case would be resolved by a determination of what is fair.
Id.

145. Id. at 524 (Spears, J., concurring). Justice Spears concurred because, while he agreed
with the majority's conclusion that an implied covenant of good faith and fair dealing does
not override the express terms of the contract, he also felt that in certain situations, the duty
of good faith and fair dealing might arise from the special relationship between the parties,
noting however, that no such relationship existed in the instant case. Id. at 525.
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accomplish the goals of the transaction, or from an imbalance of
bargaining power.'"

Justice Kilgarlin, in a dissenting opinion joined by Justice Ray, 47

rejected both the majority and concurring opinions, holding that
there is an implied covenant of good faith and fair dealing in every
contract, not merely those which involve a special relationship be-
tween the parties.'"

II. ARNOLD V. NATIONAL COUNTY MUTUAL FIRE INS. Co.

In June of 1974, Glen Arnold suffered serious injury when the
motorcycle he was riding was struck by a car. 149 The driver of that
car was uninsured. Arnold, however, had an insurance policy with
the defendant, National County Mutual Fire Insurance Company
("NCM"), which contained an uninsured motorist provision to pro-
tect Arnold from injuries caused by uninsured third parties. 50 But
when Arnold submitted a claim for the injuries, the defendant denied
coverage.'' Thereafter, Arnold's cause of action based on the insurer's

146. Id. Justice Spears named several areas in which such a duty has arisen under the
special relationship theory, including: insurance (citing G. A. Stowers Furniture Co. v. American
Indemnity Co., 15 S.W.2d 544 (Tex. Comm'n App. 1929, opinion adopted)), oil and gas,
partnership, joint adventures, and agency relationships. See English v. Fischer, 660 S.W.2d
521, 524 (Tex. 1983) (Spears, J., concurring).

147. Justice Ray was the author of the majority opinion in Arnold v. National County
Mut. Fire Ins. Co., 725 S.W.2d 165 (Tex. 1987) (the subject case), an opinion in which he
seems to embrace a different point of view than the one he ascribed to in Fischer.

148. 660 S.W.2d at 525 (Kilgarlin, J., dissenting). Justice Kilgarlin finds support for his
position by reference to the RESTATEMENT (SECOND) OF CONTRACTS § 205 (1979), the TEX. Bus.
& COM. CODE ANN. § 1.203 (Vernon 1968) (Tex. U.C.C.), and pertinent case law which
supports his proposition, including Naquin v. Texas Say. & Real Estate Inv. Ass'n, 95 Tex.
313, 67 S.W. 85 (1902) (wherein the Texas Supreme Court stated that it was the duty of an
investment association to use insurance proceeds resulting from the destruction of a house for
the best interest of both parties); Comunale v. Traders & General Ins. Co., 50 Cal. 2d 654,

, 328 P.2d 198, 200 (1958) (stating that "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"); and Crisci v. Security Ins. Co., 66 Cal.
2d 425, 426 P.2d 173, 58 Cal. Rptr. 13 (1967) (supporting the proposition stated in Comunale).

149. Arnold v. National County Mut. Fire Ins. Co., 725 S.W.2d 165, 166 (Tex. 1987).
150. Id.
151. Id. Speaking for the Texas Supreme Court in Arnold, Justice Ray stated:

[Elvidence shows that NCM based its decision to deny the claim on the advice of
its agent, who was the attorney handling the file. Even though the uninsured motorist
admitted that the collision was his fault, NCM refused to negotiate a settlement. In
his deposition the attorney handling the file admitted that he was inexperienced in
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alleged duty to deal fairly and in good faith was summarily denied
in both the District Court of Harris County and the First District
Court of Appeals in Houston. 5 2 The Texas Supreme Court disagreed,
however, holding for the first time that an insurer has a common
law duty to deal fairly and in good faith with its insureds.113

The court apparently based its decision on the "special relation-
ship" which exists between the parties to an insurance contract,
stating that the relationship arises from "the parties' unequal bar-
gaining power and the nature of insurance contracts which would
allow unscrupulous insurers to take advantage of their insureds'
misfortunes in bargaining for settlement or resolution of claims.' 5 4

By so stating, the court impliedly modified the position it had taken
in English v. Fischer'55 by recognizing that although there is not an
implied covenant of good faith and fair dealing in every contract,
there are circumstances in which such a duty may be imposed by
law due to the special nature of the relationship which exists between
the parties. 5 6

In support of its special relationship theory, the court relied
primarily upon the case of Manges v. Guerra,'5 also citing Justice
Spear's concurrence in English v. Fischer58 as persuasive support. 59

insurance matters and based his recommendation upon his perception that a jury
would be prejudiced against motorcyclists, that Arnold was driving too fast ... and
that Arnold was intoxicated .... NCM [however] failed to investigate the facts
supporting the attorney's contentions.

Id. at 166-67.
152. Id. at 165.
153. Id. at 167 (citing Zupanec, supra note 70).
154. Id.
155. 660 S.W.2d 521.
156. The court also relied on Zupanec, supra note 70, as general support for its holding.

The section cited by the court merely gives reference to cases in nineteen other states in which
a cause of action in tort has been recognized for an insurer's breach of the duty of good faith
and fair dealing. Id. Likewise, the court relied on 0. A. Stowers Furniture Co. v. American
Indem. Co., 15 S.W.2d 544 (Tex. Comm'n App. 1929, opinion adopted), a case involving a
third party claim against the insured which stated that because an insurer "has exclusive
control over the evaluation, processing and denial of claims," it is bound by law to exercise
"that degree of care and diligence which a man of ordinary care and prudence would exercise
in the management of his own business." 725 S.W.2d at 167.

157. 673 S.W.2d 180 (Tex. 1984).
158. 660 S.W.2d 521, 524 (Tex. 1983) (Spears, J., concurring).
159. 725 S.W.2d at 167. The court's reliance upon the concurrence as persuasive authority

only, is proper and acceptable. Insofar as the holding in Arnold merely modifies the majority's
position in Fischer, the two cases are not in conflict.
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The court's reliance upon Manges, however, was misplaced. Although
the court decided in that case that a duty of good faith and fair dealing
arises from the relationship between the parties and not from the
contract itself, 60 it did so in the context of a "fiduciary" relationship
which existed between a holder of executive rights in land and the
joint owners of the mineral estate in a portion of those lands.' 61 Thus,
when the defendant Manges, as the trustee of the estate, leased to
himself the land adjacent to the mineral estate, and subsequently began
draining oil from the plaintiff's mineral estate by use of off-set wells,
he was found to have breached his fiduciary duty of good faith and
fair dealing. 62 Essentially, Manges had used his position as trustee to
further his own self-interests at the expense of those whose interests
he was obligated to protect.

In the context of an insurance relationship, such a fiduciary duty
arises only in relation to third party claims against the insured. 63

And even then, the relationship will arise only when the insurer has
contracted for the express and exclusive right to control the defense
of such claims, even though the insured is the defendant.' 64 For as
some have noted:

[t]he fact that the insurance company contracts for the exclusive
right to act on behalf of the insured creates the duty, rather than
the contract itself .... In essence, the third party duty ... is
simply an adjunct of a basic rule of agency: where an agent
undertakes to act for its principal, it must do so as a fiduciary. 65

The case of G. A. Stowers Furniture Co. v. American Indemnity
Co., 6

6 upon which the court also relies in Arnold, supports this
agency theory as well. In Stowers, the court states that when an
insurance company makes a contract which gives it the right to take
complete and exclusive control of the suit against the insured, "it
ought to be held to that degree of care and diligence which an
ordinarily prudent person would exercise in the management of his

160. 673 S.W.2d at 183.
161. Id.
162. Id. This duty arises from the rule that the holder of executive rights in land has a

duty to prevent drainage of oil from any lands covered by the executive rights.
163. Spencer, 611 P.2d at 155.
164. See Harvey and Wiseman, supra note 60, at 151-52.
165. Id. (citing 3 AM. Jua. 2D Agency § 199 (1962) ("the agent ... is bound to exercise

the utmost good faith . . . toward [its] principal.")).
166. 15 S.W.2d 544 (Tex. Comm'n App. 1929, opinion adopted).
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own business .... "167 The express reason which the court gives for
imposing such a duty is that the insurance company had essentially
contracted to act as Stowers' agent by assuming exclusive control
over the third party claim against him. 68 Apparently, the Arnold
court merely assumed that the duty recognized in Stowers applies to
first party claims by the insured, as well as third party claims against
him. Scholars in this area' 69 note that in the first party context, the
insurer has neither the duty nor the right to act as an agent for the
insured. 70 Thus, by relying upon cases in support of propositions
which they do not support, the Arnold court has reached a result
which is completely inconsistent with prior Texas law. Although at
first glance Arnold might appear to be compatible with Justice Spears'
concurrence in Fischer,171 it becomes apparent upon closer examina-
tion that the concurrence also misinterprets prior case law. Justice
Spears cites the Stowers 72 decision in support of his proposition that
the special relationship arises from the element of trust necessary to
accomplish the goals of the undertaking, or has been imposed by
law because of an imbalance of bargaining power.' However, in
Stowers, the court expressly stated that the duty of good faith arose
for the reason that the insurer had contracted to act as the agent of
the insured, thereby imposing a fiduciary duty upon the insurer to
protect the interests of the insured. 74 In no manner does Stowers
support the proposition that such a common law duty may be
imposed upon the insurer due to the imbalance of bargaining power
between the parties.

In spite of the Arnold court's misdirection, its ultimate holding
seems equitable. The policy reasons which the court gives in support
of its holding seem to be legitimate concerns-if not for the courts,
then for the legislature. Given that one Texas court had already
decided that the legislative enactment of the Texas Insurance Code
did not confer a private statutory cause of action upon those injured

167. Id. at 547.
168. Id.
169. See Harvey & Wiseman, supra note 60, at 152.
170. Id.
171. 660 S.w.2d 521, 524 (Tex. 1983) (Spears, J., concurring).
172. 15 S.W.2d at 544; see also English v. Fischer, 660 S.W.2d at 524.
173. 660 S.W.2d at 524.
174. 15 S.W.2d at 547.
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by unfair claim settlement practices,'"7 it is very likely that the
supreme court merely sought to correct a situation which it regarded
as unfair and unduly burdensome on consumers, by conferring a
common law cause of action in tort upon those who have been
injured by such practices. Nevertheless, the court now seems to have
recognized a statutory cause of action for bad faith as well under
the guise of "misrepresentation".1 76 In Aetna Casualty & Surety Co.
v. Marshall, 17 decided by the Texas Supreme Court only seven
months after Arnold, the court held that a statutory cause of action
exists against an insurance carrier under section 16 of article 21.21
of the Texas Insurance Code, when the carrier fails to comply with
the terms of a settlement agreement reached as the result of the
compromise of a worker's compensation claim.17 8 Under this cause
of action, a plaintiff who prevails is entitled to treble damages, court
costs, attorney's fees, a court order enjoining the insurer's act or
failure to act, and any other relief which the court deems proper
under the circumstances. 79 Conversely, a plaintiff who does not
prevail may be liable for his opponents attorney's fees if it is
determined that the action was groundless and brought in bad faith.180

The most interesting aspect of Marshall, however, is the rationale by
which the court imposes liability upon the carrier. 8'

Robert Marshall sustained an injury to his back in a work-
related accident in 1976.182 After filing a claim with the Industrial
Accident Board, Marshall settled his worker's compensation claim
with Aetna for $20,000 and Aetna's promise that it would pay all
of his past medical expenses.' 83 The settlement also included a promise
by Aetna that it would pay for all injury-related medical care incurred

175. See Russell v. Hartford Casualty Ins. Co., 548 S.W.2d 737 (Tex. Civ. App. - Austin
1977, writ ref'd n.r.e.). In Russell, the court held that the Texas Insurance Code did not
confer a statutory cause of action upon those injured by unfair claim settlement practices. It
did not, however, deny that a cause of action might exist in contract or tort. Id. at 742.

176. See Aetna Casualty & Surety Co. v. Marshall, 724 S.W.2d 770 (Tex. 1987).
177. Id.
178. Id. at 771.
179. TEx. INS. CODE ANN. art. 21.21 § 16 (Vernon 1981).
180. Id. § 16(c).
181. 724 S.W.2d at 772. (wherein the court implies that "misrepresentation" may now be

the functional equivalent of "bad faith" when it is found that'an insurer has knowingly failed
to abide by the express terms of an agreement.).

182. Id. at 771.
183. Id.
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over the next five years.' s4 Marshall's problems arose when Aetna
thereafter asserted that it was not obligated to pay for any such
expenses which it had not approved.'85 Marshall offered evidence at
trial showing that Aetna had been repeatedly advised that the right
which it asserted was not granted by the terms of the settlement
agreement.' 8 6 Unable to attain Aetna's voluntary compliance with the
agreement, Marshall filed suit under the Texas Insurance Code, and
also alleged that Aetna had breached its duty of good faith and fair
dealing as recognized by Arnold.'87 At the trial court level, Marshall
was awarded $81,065 under the treble damages provision of section
16 of article 21.21 of the Texas Insurance Code, and an additional
$19,000 for attorneys' fees. 88 As for his bad faith claim, the jury
found that as a result of Aetna's conscious indifference, Marshall
should receive $50,000 in exemplary damages. However, this finding
was not a basis upon which the trial court rendered judgment. 1 9

Accordingly, the supreme court did not address the issue of bad
faith since the trial court's judgment in favor of Marshall for
$100,065 based on his claim under the Texas Insurance Code more
than twice exceeded the jury's award of $50,000 in exemplary dam-
ages.190 Although the court does not expressly hold such, the inference
which may be drawn is that the causes of action are mutually
exclusive. For if not, the findings of the jury would have resulted in
a total judgment in favor of Marshall of more than $150,000.191

Under the rationale by which the court imposes liability, the
court equates Aetna's refusal to comply with the terms of the
settlement agreement with the act of misrepresentation. 192 If Aetna
knowingly made false statements with the intent to deceive Marshall
as the jury found that it did, then under these circumstances, the
court was justified in holding Aetna liable for such actions. But the
question which must then arise is whether such misrepresentation

184. Id.
185. Id.
186. Id.
187. Id.
188. Id.
189. Id.
190. Id.
191. See id. (stating findings of $81,065 in treble actual damages, $19,000 in attorneys'

fees, and $50,000 in exemplary damages).
192. See id. (stating that Aetna had represented to Robert Marshall that their agreed

judgment contained medical benefits which it did not).
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could occur in a first party insurance situation as opposed to a
worker's compensation settlement agreement. The likely answer is
that it could. For as the court in Marshall states, the fact that "a
judgment is not an insurance policy is ... irrelevant."'"9  What is
relevant according to the court is Aetna's misrepresentation, without
concern for whether such misrepresentation occurred during settle-
ment negotiations or sometime thereafter.'9 It appears that in the
wake" of Arnold and Marshall, insureds who have suffered damages
due to an insurer's bad faith refusal to honor a valid claim may
now have two avenues by which to pursue their claim-one in statute
for the insurer's post-execution misrepresentation of the policy ben-
efits, and one in tort for the insurer's negligent or intentional bad
faith refusal to honor a valid first party claim.195 The irony of this
situation is that Arnold may now allow recovery for an insurer's
mistaken or negligent misrepresentation of policy benefits, under
circumstances where no statutory cause of action could survive.

Some legal theorists' 96 believe that the rationale which allows the
creation of a first party action in tort is flawed for the reason that
an independent duty which arises apart from the insurance contract
itself simply does not exist. 97 These theorists fear that by imposing
such a duty upon insurance contracts, the courts will provide a basis
upon which the duty of good faith and fair dealing may ultimately
be imposed on all contracts, 9s and in particular, note that "such
boundless expansion has significant ramifications in all areas of
business."' 99 For as these theorists note, "in some instances, breach-
ing a contract and paying contractual damages makes economic sense

193. Id. at 772.
194. See id.
195. See 725 S.W.2d at 167; 724 S.W.2d at 722.
196. See Harvey & Wiseman, supra note 60, at 152-53.
197. Id. (citing W. PROSSER & W. KEETON, PROSSER AND KEETON ON THE LAW OF TORTS

30 (5th ed. 1984). The authors state that the essential elements necessary before any tort can
be found are: (1) a duty owed by the defendant to the plaintiff, (2) a breach of that duty,
(3) damages which are suffered by the plaintiff, and (4) the damages must be caused, in fact
and proximately, by the breach of the duty. Note, however, that section 2 does not require
the existence of a duty independent from any contractual duty. In support of the proposition,
the authors rely on*United States Fidelity & Guaranty Co. v. Peterson, 91 Nev. 617, -,

540 P.2d 1070, 1071 (1975) ("The duty violated arises not from the terms of the contract
itself, but is a duty imposed by law").

198. See Harvey & Wiseman, supra note 60, at 157-58.
199. Id. at 157.
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if performing the contract will cause substantial losses. If tort recovery
displaces contract remedies," they add, "such methods of conducting
business will have to be reconsidered."92

To avoid the possible ramifications of allowing tort recoveries
for breach of first party insurance contracts, some have
recommended 20' an extension of the rule of Hadley v. Baxendale.2°2

Hadley, a classic textbook case, essentially holds that the nonbreach-
ing party should be allowed to recover for damages which naturally
arise from the breach itself, or which may reasonably be supposed
to have been in the contemplation of the parties at the time of the
agreement, as the probable result of a breach. 203 Most courts have
held that the rule of Hadley v. Baxendale precludes recovery of
consequential damages for mental distress on grounds that the in-
surance contracts are "commercial" in nature,2 and thus mental
distress arising from a breach is not within the contemplation of the
parties at the time of the agreement. But the more logical conclusion
is espoused by Justice Williams' separate opinion in Kewin v. Mas-
sachusetts Mutual Life Insurance Co. ,20 wherein it was concluded
that insurance contracts are "personal" in nature because the insured
is essentially buying security and peace of mind.0 6 Additionally, as
the seller of such security, the insurer must undoubtedly contemplate
that failure to perform in accordance with the agreement may rea-
sonably cause the insured mental anguish and distress. 20 7 Under this

200. Id. at 157-58.
201. Harvey & Wiseman, supra note 60.
202. 156 Eng. Rep. 145 (1854).
203. Id. at 177.
204. See Harvey & Wiseman, supra note 60, at 160 (citing Kewin v. Massachusetts Mut.

Life Ins. Co., 409 Mich. 401, 295 N.W.2d 50 (1980)).
205. 409 Mich. 401, 295 N.W.2d 50 (1980) (Williams, J., concurring in part, dissenting in

part).
206. Id. at __, 295 N.W.2d at 69.
207. See generally Asm.Ey, supra note 14, § 2:20 (supporting the position that the personal

nature of insurance contracts should give rise to extended contractual liability, and not a cause
of action in tort), wherein the author states as follows:

Indeed, one specimen from the wax museum of judicial horrors teaches us that
disability insurance policies are "commercial in nature" and that the holder of a
disability insurance policy who suffers severe emotional distress as a result of the
insurer's wrongful withholding of insurance benefits can recover only the withheld
benefits as damages for breach of the insurance contract. But the cure for these
wretched decisions is not recognition of a new and far-reaching cause of action, but
acknowledgement that consumers purchase insurance to protect their emotional
tranquility and that breach of such contracts should entitle the insured to recover
damages for emotional distress.
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theory, an insured party who has suffered damage due to the insurer's
refusal to pay may recover not only for the amount due under the
contract, but also for consequential damages including mental distress
if there is proof that such distress came about as a result of the
breach. 20

1 It is also worthy to note that since emotional distress and
mental anguish are then allowable damages under the contract, the
quality of the breach becomes immaterial.m Thus, whether a breach
is made in good faith or in bad faith becomes inconsequential, for
the damages are the same regardless. 210

Under this contractual theory of recovery, punitive damages may
not be recovered. 21

1 Yet the insured is nevertheless protected by the
allowance of consequential damages, which are limited as in tort
only by the proof of proximate *cause.212 The result is arguably
equitable, with insurance companies receiving protection from pro-
digious jury awards of punitive damages, and insureds receiving the
benefit of their bargain. 213

Under the tort theory of recovery espoused in Arnold, the issue
of what damages are recoverable and when such will be allowed is
left open to speculation. The Texas Supreme Court had occasion to
clarify its intentions in Chitsey v. National Lloyds Insurance Co. ,214

when it applied a gross negligence standard to an insurer's alleged
bad faith conduct. Ronald Chitsey had contracted with Lloyds for
fire insurance on a duplex. 215 The policy limit was $16,000 and

208. See generally Tartaglio, The Expectation of Peace of Mind: A Basis for Recovery of
Damages for Mental Suffering Resulting from the Breach of First Party Insurance Contracts,
56 S. CAL. L. REv. 1345, 1363 (1983) (discussing the severity of the impact of an insurer's
erroneous denial of insurance benefits to which the insured is rightfully entitled).

209. See Harvey & Wiseman, supra note 60, at 163. (citing Kewin v. Massachusetts Mut.
Life Ins. Co., 409 Mich. 401, -, 295 N.W.2d 50, 69 (Williams, J., concurring in part,
dissenting in part)).

210. See Harvey & Wiseman, supra note 60, at 163.
211. Id.
212. Admittedly, however, courts generally require a greater degree of certainty in regard

to the amount of damages suffered under a contract than in tort. This requirement is
questionable, however, in that there is essentially no logical basis for this distinction when the
nature of the damage or injury suffered is the same in contract as it is in tort.

213. See Harvey & Wiseman, supra note 60, at 163; see also AsHLEY, supra note 14, § 2:22
(wherein the author states, "If the law of contract does not provide the insured compensation
for the foreseeable harm the insurer caused him by taking advantage of his vulnerability and
depriving him of his bargained-for peace of mind, then the law needs changing. But the
change called for does not include a completely new cause of action [in tort]").

214. 738 S.W.2d 641 (Tex. 1987).
215. Id.
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provided that payment thereunder would be made for repairs with
materials of like kind and quality. 2 6 Sometime thereafter, the duplex
was damaged by fire. Having obtained two estimates indicating the
cost of repairs would be $16,000, Chitsey claimed the structure was
a total loss and demanded full payment on the policy.27 Lloyds,
however, sent its own adjuster to obtain an estimate, who concluded
that the value of the claim was a scant $7,079.29.28 Chitsey refused
the offer and filed suit alleging a statutory cause of action for failure
to properly investigate and evaluate the claim, and a breach of the
duty of good faith and fair dealing owed to him by Lloyds. 2 9 At
the trial court level, the jury found that while Lloyds had indeed
breached its duty of good faith and fair dealing, such breach did
not amount to gross negligence. 220 In its consideration of this finding,
the Texas Supreme Court noted as follows:

The jury found that Lloyds breached [its] duty of good faith and
fair dealing. As with any other tort, this finding entitles Chitsey
to recover all damages proximately caused by Lloyds' actions
.... While the jury found $5,000 to be the amount of exemplary
damages, the jury failed to find that Lloyds was grossly negligent
in handling the claim. Thus, we agree ... that in this case, under
either theory, breach of contract or tort, the recovery is the
same.22

1

Thus, the implied conclusion is that exemplary damages will be
awarded only upon a showing of gross negligence. Yet, in Sentry
Insurance Co. v. Siurek,222 the court of appeals held that the jury's
findings that an insurer's acts or omissions were made or done in
bad faith alone, with no finding of gross negligence, were a sufficient
basis for the award of exemplary damages. 223

The rule supplied by Arnold is that exemplary damages are
recoverable for a breach of the duty of good faith and fair dealing
under the same principles allowing recovery of those damages in

216. Id.
217. Id. at 642.
218. Id.
219. Id.
220. Id.
221. Id. at 558 (emphasis added).
222. No. 01-85-01054-CV (Tex. App.-Houston [lst Dist.) Apr. 30, 1987, no writ) (not

yet reported). (On motion for rehearing, prior opinion withdrawn).
223. Id.
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other tort actions. 22
A Since exemplary damages are generally denied

in tort actions where there is no finding of gross negligence, 225 it

would appear that the Sentry Insurance Co. v. Siurek ruling is in
error. It can be concluded from the Texas Supreme Court's decisions
in Arnold and Chitsey that exemplary damages will be allowed only
upon a showing of gross negligence. This conclusion may well facil-
itate the joint application of the two opinions in Arnolda2 to deter-
mine when a breach of the duty of good faith and fair dealing gives
rise to a valid award of exemplary damages, with a mere negligence
test based on the majority opinion in Arnold, and a gross negligence
test based on Justice Gonzalez's concurrence. 227 The test proposed
by Justice Gonzalez requires that the insurer have knowledge that it
has no reasonable basis for denying, delaying, or failing to investigate
a claim before a breach of the duty of good faith and fair dealing
will be found to have occurred. 228 Under the test set forth by the
majority, liability will be imposed when it is found that there is no
reasonable basis for the denial of a claim or the payment thereof,
without regard to whether the insurer has knowledge that no such
reasonable basis exists. 229 Thus, the majority test could be used to
determine when an insurer's conduct constitutes mere negligence,
while Justice Gonzalez's test might be used to make a simultaneous
determination of whether such conduct amounts to gross negligence.

Nevertheless, some confusion exists as to which test should be
imposed upon insurers when determining whether questionable con-
duct constitutes a breach of the implied duty of good faith and fair
dealing. Yet, to require a showing of actual knowledge on the part
of the insurer prior to the imposition of liability which exists separate
from the contract itself, would be inconsistent with the general
principles of tort law. 2a0 In tort, compensatory damages are usually
allowed regardless of the intent of the tortfeasor upon a showing of
mere negligence, while exemplary damages are allowed when there is
a finding of gross negligence. In Texas, the definition of gross

224. 725 S.W.2d at 168.
225. See generally W. PROSSER & W. KEETON, PROSSER AND KEETON ON THE LAW OF TORTS

9-10 (5th ed. 1984) (in support of the proposition stated).
226. 725 S.W.2d at 168.
227. Id. at 168.
228. Id. (Gonzalez, J., concurring).
229. Id. at 167.
230. See supra note 229 and accompanying text.
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negligence has been stretched to include the element of conscious
indifference to the consequences of one's acts or ommission. 23 Yet,
Justice Gonzalez would require a showing of gross negligence before
allowing even consequential damages. 2 2 Thus, it appears that those
who support the, test proposed by Justice Gonzalez do so with no
legal basis for their position. 233

In reliance upon the conclusion that exemplary damages will be
allowed under Arnold only upon a showing of gross negligence, it is
unlikely that Arnold will result in either an onslaught of litigation
or a dramatic increase in the cost of insurance, as some may have
initially feared. Due to the court's reliance upon the special relation-
ship theory, its holding has confined the duty of good faith and fair
dealing within the context of the insurer/insured relationship. This
reduces the likelihood that the duty will greatly expand, preempting
the field of contract law as it grows. Nevertheless, the flexible nature
of the special relationship theory itself will undoubtedly allow the
duty of good faith and fair dealing to expand into presently undefined
areas in which the courts deem it appropriate.

III. CONCLUSION

The Texas Supreme Court, in Arnold v. National County Mutual
Fire Insurance Co.,234 held that insurers have a common law duty to
deal fairly and in good faith with their insureds. 235 The main premise

231. Texas cases have defined gross negligence as the "entire want of care which would
raise the belief that the act or omission complained of was the result of a conscious indifference
to the right or welfare of the person or persons affected by it." Claunch v. Bennett, 395
S.W.2d 719, 724 (Tex. Civ. App.-Amarillo 1965, no writ) (emphasis added); Snyder v. Jones,
392 S.W.2d 504, 507-08 (Tex. Civ. App.-Corpus Christi 1965, writ ref'd n.r.e.). Under Justice
Gonzalez's test, an insurer's knowledge that it has no reasonable basis upon which to deny a
claim would constitute "conscious indifference" to the rights of the insured, and thus gross
negligence, if the insurer subsequently denied the claim while in possession of such knowledge.

232. The test proposed by Justice Gonzalez also fails to withstand attack under the
contractual theory of liability derived from an extension of the rule of Hadley v. Baxendale,
156 Eng. Rep. 145 (1854), which would hold insurers liable for both good faith and bad faith
denials of insurance claims, when it is thereafter discovered that no reasonable grounds for
such denial exist. See Harvey & Wiseman, supra note 60, at 168 (stating that the insurer's
liability arises from the belief that he must surely contemplate, at the time the contract is
executed, that his failure to perform in accordance with the agreement may reasonably cause
the insured mental anguish and distress).

233. See Harvey & Wiseman, supra note 60, at 168.
234. 725 S.W.2d 165 (Tex. 1987).
235. Id. at 167.
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upon which the court relied was that the unequal bargaining power
between the insurer and the insured, as well as the nature of insurance
contracts which would allow unscrupulous insurers to take advantage
of their insured's misfortunes, creates a "special relationship ' 236

which gives rise to the insurer's duty to deal fairly and in good faith
with their insureds. 23 7

Although there is a dispute as to the correctness and logic of
the court's reasoning, 238 it is likely that the case will serve to correct
an imbalance of power, which in the past has allowed certain
unscrupulous insurers to breach insurance contracts for no valid
reason, without fear of reproach.

Mark E. Lish

236. Id.
237. Id.
238. See generally Harvey & Wiseman, supra note 60 (discussing the various reasonings by

which courts have and might impose liability for an insurer's bad faith conduct in first party
insurance situations).
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