
SAN ANTONIO COURT OF APPEALS HAMPERED BY
UNCLEAR TEXAS PRECEDENT ON THE DUTY OF GOOD
FAITH AND FAIR DEALING IN NONINSURANCE
CONTRACTS: City of San Antonio v. Forgy, 769 S.W.2d 293
(Tex. App.-San Antonio 1989, writ denied)

Dee Forgy ("Forgy") had an agreement with the City of San
Antonio ("the City") to drill and complete a water well.' Forgy had
extensive experience in drilling wells and a long course of dealing
with the City. 2 Although the City's engineers had discovered that the
original specifications were vulnerable to casing collapse at the ce-
menting phase, no changes were made in the plans given to Forgy.3

Near the completion of the work, a metal casing ruptured while
being set which resulted in abandonment of the well. 4 Forgy finished
another well and requested additional compensation for his expenses.5

The City refused. 6 Forgy sued, alleging that the City had breached
its duty of good faith and fair dealing by failing to disclose the
recalculations. 7 The trial court held that the City had indeed breached
its duty and entered judgment for Forgy. The San Antonio Court
of Appeals reversed and rendered a take-nothing verdict. 9 The court
held that the emerging Texas rule was that a duty of good faith and
fair dealing is implied between contracting parties when a special
relationship exists, but found no such relationship in the instant
case. 10

1. City of San Antonio v. Forgy, 769 S.W.2d 293, 295 (Tex. App. - San Antonio 1989,
writ denied).

2. Id. at 295. The actual work was done by a subcontractor ("Johnson") who also had
a history of dealings with the City. Id.

3. Id. The recalculations made by the City resulted from doubts raised in a pre-bid
conference at which Forgy's son and Johnson were present. Id. The City decided to issue a
change order for greater compensation if heavier casing was in fact used. Id.

4. Id. Performance under the contract was without incident until this point. Id.
5. Id. The cost was estimated by Forgy at $406,876. Id.
6. Id.
7. Id. at 294. Forgy also alleged negligence, gross negligence, misrepresentation, and

breach of contract. Id.
8. Id. The trial court awarded Forgy $341,744.64. Id.
9. Id. at 298.

10. Id. The court acknowledged that the relationship could arise from either (1) the
element of trust needed to accomplish the goals of the undertaking, or (2) because of an
imbalance of bargaining power. Id. at 296-98.
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I. THE EXPANSION OF TORT DAMAGES FOR THE BREACH OF THE
IMPLIED DUTY OF GOOD FAITH AND FAIR DEALING IN CONTRACTS

A. Roots of the Tort in the Third-Party Insurance Context in
Other Jurisdictions

The covenant of good faith and fair dealing has long been
implied in contracts, with normal contract damages for its breach."
Gradually, a tort for the breach of the obligation was introduced in
some fields, most notably insurance. 12 Tort remedies, with their
greater and more flexible damages, are still rarely awarded for breach
of the duty of good faith. 3 The roots of the tort are found in the
New York case of Brassil v. Maryland Casualty Co.'4 In Brassil, the
New York Court of Appeals held that a duty of good faith exists in
all insurance transactions. 5 Brassil supplied a remedy for insurance
abuse not specifically dealt with in the insured's policy by relying on
the implied covenant of good faith and fair dealing.' 6 Brassil did not
recognize a new tort cause of action. 17 The court merely found a
breach of contract.' 8

In Brassil, the defendant ("Insurer") provided an employer's
liability insurance policy for the plaintiff ("Brassil") with a limit of
$1,500 per employee per claim.' 9 One of Brassil's employees sued for
injuries and made an offer to settle for $1,500. 20 The Insurer refused
to settle and the employee obtained a verdict for more than $6,000.21
Brassil appealed the judgment at his own expense and won a rever-
sal.

22

The court reasoned that the good faith obligation had universal
force within every agreement and allowed Brassil to recover his costs

11. AsmEY, BAD FArm LIABIIrY § 2:01 (1987) [hereinafter AsHLEY].

12. Id.
13. See id. Contract damages merely compensate the nonbreaching party and attempt to

place that party where it would have been had the contract been performed. Id.
14. 210 N.Y. 235, 104 N.E. 622 (1914).

15. Id. at 240, 104 N.E. at 624.
16. See id.
17. See id.

18. Id.

19. Id. at 236, 104 N.E. at 622.
20. Id. Brassil urged the Insurer to accept the offer, but the Insurer labeled it excessive.

Id.
21. Id. The Insurer also declined to prosecute an appeal. Id.
22. Id. at 237, 104 N.E. at 623. A new trial was ordered, but never occurred. Id.
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spent on appeal. 23 Thus, Brassil's rights as the insured went deeper
than the mere surface of the contract written for him by the Insurer.24

The court looked beyond the contract which, by its terms, sought to
preclude liability. 25 The court rejected the notion that the true measure
of the Insurer's obligation was found in the bare words of the
contract. 26 Rather, it emphasized that every wrong has a remedy at
law.

2 7

The New York Court of Appeals defined the implied covenant
of good faith and fair dealing more clearly in Kirke La Shelle Co.
v. Paul Armstrong Co. 2

1 The La Shelle court defined the covenant
as a duty not to do anything which would injure or destroy the right
of the other party to receive the benefits of the contract. 29 The court
held that the covenant was implied in every contract.30 La Shelle
involved an agreement that provided that the plaintiff would receive
one-half of the profits of a dramatic play.3 The parties, however,
negotiated the contract prior to the invention of sound movies.3 2 A
dispute arose concerning the plaintiff's right to receive one-half of
the play's "talking picture" profits.33 The court noted the insuffi-
ciency of the contract as a basis for relief and held for the plaintiff.34

It relied on the implied duty not to diminish the plaintiff's property."
Although the New York decisions did not effect a change in the

law immediately, they supplied a link later used in Hilker v. Western
Automobile Insurance Co.36 Hilker involved an automobile insurance
policy issued by the defendant ("Western") to the plaintiff ("Hilker")
with a $5,000 liability per injury per person limit. 37 Hilker's auto-

23. Id. at 238, 104 N.E. at 624.
24. Id.
25. Id.
26. Id.
27. Id.
28. 188 N.E. 163 (N.Y. 1933).
29. Id. at 167.
30. Id.
31. Id. at 164.
32. Id.
33. Id.
34. Id. at 167-68.
35. Id.
36. 204 Wis. 1, 231 N.W. 257 (1930), aff'd on rehearing, 204 Wis. 1, 235 N.W. 413

(1931).
37. Id. at 2, 231 N.W. at 258. The policy also gave Western complete control over claims

made against Hilker. Id. Hilker was not permitted to interfere in the settlement or litigation.
Id.
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mobile struck an individual and, in the resulting litigation, he was
forced to pay a judgment of $10,500.18 Hilker sued Western for the
$5,500 that he was forced to pay in excess of the policy coverage. 9

Hilker alleged that Western had conducted a bad faith defense of
the third-party action by failing to settle for less than the limit.4

The jury found in favor of Hilker, and Western appealed.'
The Wisconsin Supreme Court rejected prior law which gave

insurers broad liberties in accepting and rejecting settlement offers. 42

Instead, citing Brassil, it imposed the implied covenant of good faith
and fair dealing in the contract.4 3 The Hilker court held that it was
necessary to go beyond the mere surface of the contract." It relied
on the Brassil reasoning that so obvious a wrong must have a remedy
at law. 45

Although the potential application of Hilker was broad, the
creation of the tort cause of action for breach of the implied covenant
first occurred in the insurance field in the California case of Co-
munale v. Traders & General Insurance Co. 46 In Cornunale, an
insurance company ("Traders") had a policy on Sloan who injured
Comunale.4 7 The policy had a limit of $20,000.48 Comunale made a
settlement offer within the limit, but Traders refused to accept it. 49

The trial court found for Traders, but the California Supreme
Court reversed on appeal.5 0 The court ruled that a covenant of good
faith and fair dealing is implied in every contract.5' More significantly,
Comunale stated that a breach of the implied covenant in third-party
insurance cases could sound in both tort and contract.12 California

38. Id.
39. Id. at 3, 231 N.W. at 260.
40. Id. An offer to settle was made for $1,500. Id.
41. Id. at 3, 231 N.W. at 261.
42. See Wisconsin Zinc Co. v. Fidelity & Deposit Co., 162 Wis. 39, 155 N.W. 1081

(1916).
43. 204 Wis. at 2, 231 N.W. at 258.
44. Id. at 3, 231 N.W. at 261.
45. Id.
46. 50 Cal. 2d 654, 328 P.2d 198 (1958).
47. Id. at 655, 328 P.2d at 200.
48. Id. The policy had limits of $10,000 for each person injured and $20,000 for each

accident. Id.
49. Id. The court found that Traders wrongfully denied coverage and refused to defend

Sloan. Id.
50. Id.
51. Id.
52. Id. at -, 328 P.2d at 203.
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law gave the plaintiff freedom to choose between the two.53 The
court reasoned that it was common knowledge that many insurance
claims by third parties were settled out of court and that Traders
was at fault for not accepting a settlement offer within the policy
limits. 54 Comunale stands for the concept that an "insurer should
not be permitted to profit by its own wrong." 5 5 Hence, Traders was
liable for the entire judgment against Sloan, including the amount
in excess of the policy limits.5 6

The California Supreme Court elaborated on Comunale in Crisci
v. Security Insurance Co.5 7 The Crisci court reaffirmed the new tort
cause of action in third-party insurance cases.5 The plaintiff ("Crisci")
was an apartment owner who had a policy limit of $10,000 with the
defendant insurer ("Security").5 9 A tenant in Crisci's apartment was
injured on a staircase and brought a personal injury suit against
Crisci. 6

0 Security failed to accept a settlement within the limits even
though a much larger award was likely in a jury trial. 61 A $101,000
verdict was subsequently obtained against Crisci. 62 Security only paid
the policy limit of $10,000.63 Crisci sued Security for breach of the
implied covenant of good faith.64

The Crisci court concluded that Security had breached its duty
under the implied covenant by failing to settle even though the
contract's express terms did not impose the obligation. 65 The court
upheld an award of $91,000 for the excess Crisci was forced to pay
and, additionally, awarded Crisci $25,000 for mental suffering. 66

Thus, Crisci paved the way for extra-contractual recovery of emo-

53. Eads v. Marks, 39 Cal. 807, 811, 249 P.2d 257, 260 (1952) (discussing freedom of
selection between tort and contract).

54. 50 Cal. 2d at -, 328 P.2d at 201.
55. Id. at -, 328 P.2d at 202.
56. Id. The court did, however, rely on CAL. Crv. CODE. § 3300 for authorization for

recovery in excess of the policy limits. Id.
57. 66 Cal. 2d 425, 426 P.2d 173, 58 Cal. Rptr. 13 (1967)(en banc).
58. Id. at 429 n.3, 426 P.2d at 178 n.3, 58 Cal. Rptr. at 18 n.3 (citing Comunale).
59. Id. at 427, 426 P.2d at 175, 58 Cal. Rptr. at 15.
60. Id.
61. Id. Security's lawyer refused to settle for more than $3,000. Id.
62. Id. at 428, 426 P.2d at 176, 58 Cal. Rptr. at 16.
63. Id.
64. Id.
65. Id. at -, 426 P.2d at 177, 58 Cal. Rptr. at 17. The tort arose out of the breach

of an obligation arising by law, not contract. See id.
66. id. at , 426 P.2d at 178-79, 58 Cal. Rptr. at 18-19.
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tional distress damages resulting from the tortious interference by an
insurer of the property interest of the insured in the policy proceeds. 67

The court allowed tort recovery in the insurance context because
of the special relationship between insurer and insured. 68 Crisci im-
plied that the insured's nonprofit motive characterized this relation-
ship as one imposing a quasi-fiduciary duty. 69 The court noted that
not every breach of the covenant supports a tort recovery.70 The
court allowed recovery in tort because of what it termed "elementary
justice." ' 7' That is, where the insurer's and the insured's interests
necessarily conflict, an insurer should be held to a high standard. 72

Again, the root principle that for every wrong there should be a
remedy provided the basis for extra-contractual recovery. 73

B. Expansion of the Bad Faith Tort to the First-Party Insurance
Context in Other Jurisdictions

The tort cause of action for the breach of the implied covenant
in first-party insurance cases was first recognized in the California
decision of Fletcher v. Western National Life Insurance Co. 74 The
plaintiff ("Fletcher") became disabled while performing manual labor
for his employer. 7 Fletcher had disability insurance with the defen-
dant ("Western") which provided for monthly payments if he was
permanently disabled because of sickness or injury. 76 The duration
of payments was a maximum of thirty years if the disability was
deemed an injury, but only two years if classified as sickness. 77

67. Id. at 430, 426 P.2d at 179, 58 Cal. Rptr. at 19. The court determined that the
insured possesses property rights, including peace of mind, in the policy proceeds. See id.

68. See id.; Egan v. Mutual of Omaha Ins. Co., 24 Cal. 3d 809, 620 P.2d 141, 169 Cal.
Rptr. 691 (1979), cert. denied, 445 U.S. 912 (1980) (discussing the special relationship theory).

69. See 66 Cal. 2d at 430, 426 P.2d at 179, 58 Cal. Rptr. at 19.
70. Id.
71. Id. at 428, 426 P.2d at 177, 58 Cal. Rptr. at 17.
72. See id.
73. Id. at 429, 426 P.2d at 178, 58 Cal. Rptr. at 18.
74. 10 Cal. App. 3d 376, 89 Cal. Rptr. 78 (Cal. Ct. App. 4th Dist. 1970). In contrast to

a third-party insurance claim which involves an injured third party making a claim against the
insured followed by the insured seeking reimbursement from the insurer, a first-party claim is
simply 'wvhere the insured is injured and seeks compensation according to the terms of the
policy. See Zephyr Park v. Superior Court, - Cal. App. 3d , n.2, 262 Cal.
Rptr. 106, 107 n.2 (Cal. Ct. App. 1989).

75. 10 Cal. App. at 386, 89 Cal. Rptr. at 83.
76. Id.
77. Id.
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Fletcher was examined by various physicians, all of whom agreed
that the disability was caused by the accident.78 Western began
monthly payments, but ceased after two years. 79 Western justified
the discontinuation on the grounds that Fletcher suffered from an
illness. 80 Western told Fletcher that it had concluded from a medical
report that Fletcher's disability was congenital and not injury-re-
lated. 8' Western pressed Fletcher to return the monthly payments that
he had already received. 82 Fletcher sued for fraud and intentional
infliction of emotional distress and sought both compensatory and
punitive damages. 83

The Fletcher court affirmed a judgment based on the intentional
infliction of emotional distress claim. 4 The court held that Western
had breached the implied covenant of good faith and fair dealing by
withholding payment without probable cause s.8  The court acknowl-
edged that the first-party action sounded in tort even though it also
might constitute a breach of contract.86 Fletcher relied on Crisci to
extend the duty to first-party cases.8 7 The court also allowed mental
distress damages on the basis of Crisci.ss It further stated that, in a
proper case, punitive damages would be allowed. 9

Fletcher stated that the implied duty of good faith and fair
dealing imposes a duty in first-party actions not to maliciously
threaten to withhold or actually withhold the benefits of the policy. 9°

The court reasoned that the availability of a tort action to recover
extra-contractual damages for the breach of the duty in the insurance
realm was consistent with economic, social, and legal reality. 91 Fletcher
recognized that similar non-profit concerns exist in first-party and

78. Id. at 387, 89 Cal. Rptr. at 83. Western received virtually all of the reports. Id.
79. Id. at 389, 89 Cal. Rptr. at 84.
80. Id.
81. Id.
82. Id. at 390, 89 Cal. Rptr. at 85.
83. Id. at 384, 89 Cal. Rptr. at 81. Fletcher also sought a declaration that the payments

be made under the "injury" provision for so long as he remained totally disabled. Id.
84. Id. at 401, 89 Cal. Rptr. at 93.
85. Id.
86. Id.
87. Id. The court used Crisci as an example and stated that the same reasoning applied

in the instant case. Id.
88. Id.
89. Id. at 402, 89 Cal. Rptr. at 94.
90. Id. at 401, 89 Cal. Rptr. at 93.
91. Id. at 402, 89 Cal. Rptr. at 94.
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third-party contexts.92 The court reasoned that a rule placing the
emphasis on adequate recovery, and allowing one comprehensive
cause of action, would engender public respect and confidence in the
legal system. 93

The California Supreme Court again endorsed this extension of
the bad faith tort into the first-party context in Gruenberg v. Aetna
Insurance Co. 94 In Gruenberg, the insured ("Gruenberg") owned a
restaurant ("the Brass Rail") which the defendant ("Aetna"), along
with two other companies, had insured against fire loss. 95 After a
fire occurred at the Brass Rail, Gruenberg was arrested for suspicion
of arson. 96 An Aetna claims adjuster told an arson investigator that
Gruenberg had excessive coverage on the Brass Rail. 97 Subsequently,
Gruenberg was charged with arson and defrauding an insurer. 9

Aetna's lawyers demanded that Gruenberg appear under oath
for an examination of his claim. 99 Because criminal proceedings were
pending, Gruenberg refused to comply.100 Aetna denied liability on
the basis of Gruenberg's refusal, despite the fact that Gruenberg
volunteered to submit to examination under oath after the criminal
proceedings were dismissed.' 10 Gruenberg sued Aetna alleging a breach
of the implied duty of good faith and fair dealing by virtue of
Aetna's rejection of his claim. 0 2 The trial court sustained a demurrer
by Aetna because of broad California precedent allowing an insurer
to prevent recovery by the insured if the insured failed to attend an
examination under oath. 03 On appeal, however, the California Su-
preme Court held that Gruenberg had stated a cause of action.1'

In concluding that Aetna had breached its implied duty in a
first-party context, the court nevertheless relied on third-party cases

92. Id. at 403, 89 Cal. Rptr. at 94-95.
93. Id. at 402, 89 Cal. Rptr. at 94.
94. 9 Cal. 3d 566, 510 P.2d 1032, 108 Cal. Rptr. 480 (1973).
95. Id. at 570, 510 P.2d at 1034, 108 Cal. Rptr. at 482.
96. Id.
97. Id.
98. Id.
99. Id.

100. Id. at 570-71, 510 P.2d at 1034-35, 108 Cal. Rptr. at 482-83.
101. Id.
102. Id. at 573, 510 P.2d at 1036, 108 Cal. Rptr. at 484.
103. Id. at 571 n.3, 510 P.2d at 1035 n.3, 108 Cal. Rptr. at 483 n.3 (citing Hickman v.

London Assurance Co., 189 Cal. 524, 195 P. 45 (1921)).
104. Id. at 575, 510 P.2d at 1038, 108 Cal. Rptr. at 486.
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such as Crisci and Comunale.05 The Gruenberg court noted that, in
third-party cases, the insured relinquishes control over litigation and
settlement to the insurer.'06 It held that a cause of action for bad
faith was needed to protect against the insurer's abuse of this
relationship of trust.'07 The court reasoned that although the first-
party concerns were different (Gruenberg could have sued for breach
of contract), the same duty was involved. 08 The insurer is obligated
to act fairly and in good faith in discharging its contractual respon-
sibilities regardless of who receives the benefits. 1 9 The Gruenberg
court determined that every insurance contract has an implied cove-
nant of good faith and fair dealing." 0 The controlling factor was
that an insurer who acted in bad faith, unlike other contracting
parties in different contexts, was subject to tort liability regardless
of whether it was a first-party or third-party case."'

The Gruenberg court held that the breach of the duty gave rise
to an action in tort because the duty in the insurance area existed
independent of the contract. 1 2 The court stated that this duty was
imposed by law." 3 Because of this decision, California insurers could
be held liable in tort for damages caused by their breach of the
implied covenant." 4 This development ultimately expedited the ex-
pansion of tort damages for the breach of the duty to other juris-
dictions.'' 1

In other jurisdictions, the tort action for bad faith in the third-
party insurance context has been almost unanimously accepted, but
the first-party cause of action has divided support." 6 Twenty-eight
jurisdictions, including Texas, have recognized the cause of action in
the first-party context, twelve of the states have rejected it, seven
have allowed punitive damages in breach of contract actions (allevi-

105. Id.
106. See id. (citing Crisci v. Security Ins. Co., 66 Cal. 2d 425, 426 P.2d 173, 58 Cal.

Rptr. 13 (1967) (en banc)).
107. See id.
108. 9 Cal. 3d at 574, 510 P.2d at 1037, 108 Cal. Rptr. at 489.
109. Id.
110. Id.
111. Id.
112. Id. at 576, 510 P.2d at 1040, 108 Cal. Rptr. at 489.
113. Id.
114. Id.
115. See Ast.EY, supra note 11, at § 2:09.
116. Id.
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ating the need for the tort), and two have left the question unan-
swered. 117

Even among the minority of jurisdictions which refuse to impose
bad faith tort liability on first-party insurers, courts have recognized
that traditional contract analysis alone may be inadequate." 8 The
Utah Supreme Court recently decided a case demonstrating these
misgivings. 19 Although Utah analyzes the improper withholding of
first-party benefits exclusively under contract law, a breach of the
implied covenant may support damages for mental suffering. 120 In
Beck v. Farmers Insurance Exchange,12' a first-party insurance case,
the court held that an insurer's breach of its duty of good faith and
fair dealing would only give rise to an action in contract. 22 Beck
drew a distinction between the third-party situation, where the insured
is wholly dependent on the insurer, and the first-party situation. 123

The court warned against allowing the tort of bad faith into the
first-party context. 24 It reasoned that it would precipitate an invasion
of tort law into the spheres of employment and commercial law. 25

Beck, however, allowed recovery in excess of the policy limits for
foreseeable damages, making its obstensibly strict adherence to con-
tract law less onerous to plaintiffs. 26

Nevertheless, many jurisdictions recognize the tort of breach of
the implied covenant of good faith and fair dealing in insurance suits
in both first-party and third-party contexts. 27 The evolution of this
tort out of a contract cause of action demonstrates strong public
policy concerns. 128 The high expectations of the public when buying
insurance, the superior bargaining position of insurance companies,

117. Id.
118. See generally W. SHERNor', S. GAGE & H. LEVINE, INSuRANCE BAD FAITH LrTGATION,

§ 5:02 (1987) [hereinafter SHERNoFF] (analyzing the adequacy of contractual remedies).
119. Beck v. Farmers Ins. Exch., 701 P.2d 795, 799-803 (Utah 1985).
120. Id. at 799.
121. Id.
122. Id. at 800.
123. Id. at 801.
124. Id. at 800.
125. Id.
126. Id. at 801. The effect was to allow tort-like damages in a breach of contract action.

Id.
127. See ASHLEY, supra note 11, at § 2:01.
128. See, e.g., Egan, 24 Cal. 3d at 819, 598 P.2d at 456, 157 Cal. Rptr. at 486 (1979)

(explaining the need for the action).
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and the fiduciary duty owed to the insured are weighty factors in
the courts' consideration. 129

C. Extension of the Tort to Noninsurance Contracts

The above factors may be applicable to a variety of contracts
outside the insurance context. Hence, tort damages for the breach
of the implied covenant may also be introduced in other areas. 130

The California courts initially rejected expansion of the doctrine into
noninsurance contracts. 3' In Tameny v. Atlantic Richfield Co.,132
however, the California Supreme Court hinted in dicta that the breach
of the implied covenant in employment contracts may sound in tort
as well as in contract.'33 Cases after Tameny were unclear. 3 4 Nev-
ertheless, the move toward the expansion of tort damages for the
breach of the implied covenant to ordinary commercial contracts
continued until Seaman's Direct Buying Service, Inc. v. Standard Oil
Co. 135

After Standard Oil refused to supply the plaintiff ("Seaman")
with contractually-specified petroleum products, Seaman sued Stan-
dard Oil for breach of the implied covenant. 36 The main issue facing
the court was "whether, and under what circumstances, a breach of
the implied covenant of good faith and fair dealing in a commercial
contract may give rise to an action in tort."'3 7 The court reiterated
that California law implies a covenant of good faith and fair dealing
in every contract, but tort recovery was only available in limited

129. See id. at 820, 598 P.2d at 457, 157 Cal. Rptr. at 487.
130. See, e.g., Seaman's Direct Buying Serv., Inc. v. Standard Oil Co., 36 Cal. 3d 752,

686 P.2d 1158, 206 Cal. Rptr. 354 (1984) (relying on the special relationship rule to allow tort
remedy for breach of the duty outside the insurance realm).

131. See Glendale Fed. Say. & Loan Ass'n v. Marina View Heights Dev., Inc., 66 Cal.
App. 3d 101, 133, 135 Cal. Rptr. 802, 820 (Cal. Ct. App. 4th Dist. 1977) (rejecting the
expansion).

132. 27 Cal. 3d 167, 610 P.2d 1330, 164 Cal. Rptr. 839 (1980).
133. Id. at 174-75, 610 P.2d at 1334, 164 Cal. Rptr. at 843. The plaintiff alleged wrongful

discharge by the defendant. Id. at 169, 610 P.2d at 1331, 164 Cal. Rptr. at 840. The Tameny
court did not reach the question of whether tort recovery was possible because of California's
wrongful discharge doctrine. Id. at 176, 610 P.2d at 1335, 164 Cal. Rptr. at 844.

134. See, e.g., Cleary v. American Airlines, Ill Cal. App. 3d 443, 168 Cal. Rptr. 722
(Cal. Ct. App. 2nd Dist. 1980) (applying the duty).

135. 36 Cal. 3d. 752, 686 P.2d 1158, 206 Cal. Rptr. 354 (1984).
136. Id. at 762, 686 P.2d at 1162, 206 Cal. Rptr. at 358. In addition, Seaman sued for

breach of contract, fraud, and tortious interference with a contractual relationship. Id.
137. Id. at 767, 686 P.2d at 1166, 206 Cal. Rptr. at 362.
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circumstances. 3 ' The court acknowledged that the breach of the
covenant resulted only in contract damages.'3 9 The court noted that
tort recovery was available for breach of the covenant in the insurance
context because of the "special relationship" between the insurer
and the insured. 14 The relationship was characterized by elements of
public interest, adhesion, and fiduciary responsibility.' 41

Seaman's recognized that other relationships involving substan-
tially similar characteristics deserved equal legal treatment, 42 but the
court advised caution in determining the scope and application of
tort remedies in the context of ordinary commercially-based con-
tracts. 143 One of the court's concerns was that the injection of tort
remedies into contract law risked intrusion into the expectations of
the contracting parties. 1' The court did not define specifically the
characteristics of the "special relationship" which would support the
imposition of tort remedies for breach of the implied covenant in
noninsurance situations, but merely stated that it was possible in the
right situation. 145 Seaman's held that awarding tort remedies did not
interfere with the reasonable expectations of the contracting parties
when one party had coerced the other in bad faith to pay more than
its due.'4 The court also held that a party may incur tort liability
if, after breaching, the party seeks to avoid liability by a bad faith
denial of the existence of the contract. 47 The court, therefore,
recognized the new tort of wrongful denial of existence of contract.' 4

It suggested, in dicta, the extension of tort liability to cases involving
relationships similar to those found in insurance cases.' 49

A subsequent California appellate decision, Wallis v. Superior
Court,150 elaborated on the characteristics of the "special relation-

138. Id. at 768, 686 P.2d at 1166, 206 Cal. Rptr. at 362.
139. Id.
140. Id.
141. Id. (citing Egan, 24 Cal. 3d at 820, 620 P.2d at 146, 169 Cal. Rptr. at 691).
142. Id. at 769, 686 P.2d at 1166, 206 Cal. Rptr. at 362. The court referred to Tameny

as an example of the employee-employer relationship fitting the description. Id. n.6.
143. Id. at 769, 686 P.2d at 1167, 206 Cal. Rptr. at 363.
144. Id.
145. Id.
146. Id.
147. Id.
148. Id. at 770, 686 P.2d at 1167, 206 Cal. Rptr. at 363.
149. Id.
150. 160 Cal. App. 3d 1109, 207 Cal. Rptr. 123 (Cal. Ct. App. 4th Dist. 1984).
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ship" alluded to in Seaman's by listing the requisites for tort liability
in noninsurance situations: (1) the parties are in inherently unequal
bargaining situations; (2) the plaintiff's motive for entering the
contract is "nonprofit;" (3) contract damages are inadequate; (4) the
plaintiff is vulnerable and must place his trust in the other party to
perform the contract; and (5) the breaching party is aware of the
plaintiff's vulnerability.' 5' Nevertheless, few jurisdictions have ex-
tended tort remedies for breach of the covenant to ordinary com-
mercial contracts.12 The vast majority reject such an action or have
no case authority on the issue."'

D. Development of the Duty and Damages For its Breach in
Texas

A tort for bad faith developed along similar lines in Texas, as
elsewhere, in the realm of third-party insurance claims. 54 In G.A.
Stowers Furniture Co. v. American Indemnity Co.,'" the plaintiff
("Stowers") had a $5,000 insurance policy with the insurer ("Amer-
ican"). 5 6 American took charge of the defense of an action instituted
by a third party against Stowers.'1 The third party made an offer
of $4,000 to settle before the trial which American rejected. 5 8 Ulti-
mately, the third party won a verdict of $12,207, but American
refused to pay more than the $5,000 policy limit.5 9

The court promulgated what is now known as the Stowers
doctrine, which sets out the duties of the Texas insurer in the third-
party context.16

0 The duty arises when an insurer refuses the offer of
a third-party claimant to settle a dispute within the limits of the
policy. 16' The doctrine provides that the insured may recover a

151. Id. at 1115, 207 Cal. Rptr. at 129.
152. See ASHLEY, supra note 11, at § 3.
153. Id.
154. See G.A. Stowers Furniture Co. v. American Indem. Co., 15 S.W.2d 544 (Tex.

Comm'n App. 1929, opinion adopted).
155. Id.
156. Id.
157. Id. at 545. American reserved the right to settle any and all claims against Stowers.

Id. at 544.
158. Id. at 545.
159. Id.
160. See Knox, An Insurer's Duty to Defend: The Stowers Doctrine, 2 TEX. INS. L. REp.

65, 67 (1985).
161. 15 S.W.2d at 547.
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judgment in excess of the policy limits against the insurer if he is
able to prove that the refusal to settle was negligent and resulted in
a judgment in excess of the policy. 62 The three elements considered
in the negligence issue are: (1) the severity of the third party's injuries,
(2) the insurer's knowledge of the facts surrounding the injury, and
(3) evidence of a strict rule of refusal to accept settlement offers. 163

The basis of the Stowers doctrine was that since the insurer
controlled the litigation, it had a corresponding duty and obligation
of good faith to the insured. 164 The Stowers court found that the
insurer was actually an agent of the insured with respect to third-
party claims. 65 This "special relationship" gave rise to a duty with
tort damages for its breach.'6 The Stowers Doctrine was recently
reaffirmed in Ranger County Mutual Insurance Co. v. Guin. 67

Texas courts were hesitant to extend the bad faith tort to first-
party claims. It consistently rejected the tort until Arnold v. National
County Mutual Fire Insurance Co.' 61 In Arnold, the court adopted
a first-party tort action for breach of the duty of good faith and
fair dealing. 69 It held that the duty arose because of the special
relationship between the contracting parties. 70 In so holding, the
Texas Supreme Court modified the position it had taken in English
v. Fischer.'7' English used sweeping rhetoric to hold that there was
not an implied covenant of good faith and fair dealing in every
contract in Texas. 72 The Arnold court recognized that the duty of
good faith arises from the parties' special relationship, particularly
in the first-party insurance context. 17

Arnold dealt with an unreasonable delay by the insurer ("NCM")
to settle the claim of the insured ("Arnold"). 74 The court concluded

162. Id.
163. Id. at 548.
164. Id. at 547.
165. Id.
166. Id.
167. 723 S.W.2d 656 (Tex. 1987).
168. 725 S.W.2d 165 (Tex. 1987).
169. Id. at 167. See generally Note, Insurers Have a Common Law Duty to Deal Fairly

and in Good Faith With Their Insureds, 19 TEx. TEct L. REv. 1163 (1988) (discussing Arnold).
170. Id. The special relationship was due to the unequal bargaining power and the nature

of insurance contracts allowing insurers leverage. Id.
171. 660 S.W.2d 521 (Tex. 1983).
172. Id. at 524. The English majority called the implied covenant a novel concept which

would destroy the Texas system of government. Id.
173. 725 S.W.2d at 167.
174. Id. Arnold filed a claim on his uninsured motorist policy against NCM. Id. NCM

denied the claim. Id. Arnold sued and won a judgment exceeding the policy limits. Id.
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that Arnold had stated a cause of action in tort for the breach of
the duty of good faith and fair dealing. 75 The Arnold court relied
on the Stowers case, 76 the trend in other states to accept a tort
action for the breach of the implied duty in the insurance realm, 77

and the concurring opinion written by Justice Spears in English178 to
support the special relationship theory. 179 Arnold noted that in the
insurance context, a special relationship arose out of the parties'
unequal bargaining power, the nature of the contract, and the po-
tential for an unscrupulous insurer to take advantage of the insured
by arbitrarily denying or delaying the payment of a claim. 180 The
court concluded that a tort cause of action existed for the breach of
the duty when there was no reasonable basis for denial or delay of
the claim.' 8'

The Texas Supreme Court has reaffirmed Arnold.8 2 Texas also
has ratified the tort cause of action in the workers' compensation
setting in Aranda v. Insurance Co. of North America.8 3 The court
held that a workers' compensation claimant may seek damages for
the insurance carrier's breach of the duty of good faith and fair
dealing. 84 The Aranda court noted the similarity between relation-
ships in the insurance context and the workers' compensation set-
ting. 1

85

Nevertheless, English v. Fischer,86 and its holding that not every
contract in Texas contains an implied covenant of good faith and
fair dealing, has not been overruled. 87 Instead, the concurring opin-

175. Id. The court also held that exemplary damages were recoverable from breach of the
duty in insurance cases. Id.

176. Id. (citing Stowers, 15 S.W.2d at 548).
177. Id. (citing ZuPANEC, 1 SHEPHERD'S CAUSES OF ACTION 205 § 27 (1983)).
178. Id. (citing English, 660 S.W.2d at 524) (Spears, J., concurring).
179. Id. The court also relied on Manges v. Guerra, 673 S.W.2d 180, 183 (Tex. 1984)

(dealing with the fiduciary duty of a holder of rights in land toward the joint owners of
minerals on the land).

180. Id.
181. Id.
182. See Chitsey v. National Lloyds Ins. Co., 738 S.W.2d 641 (Tex. 1987) (accepting the

existence of the duty and tort damages in the insurance realm).
183. 748 S.W.2d 210 (Tex. 1988). The court relied on Montgomery Ward v. Scharrenbeck,

146 Tex. 153, 204 S.W.2d 508 (1947) (recognizing a cause of action for negligent breach of
contract).

184. 748 S.W.2d at 212.
185. Id. The court noted that the injured employee is dependent on the carrier and is

without judicial recourse. Id.
186. 660 S.W.2d 521 (Tex. 1983).
187. Id. at 522.
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ion of Justice Spears has been increasingly relied upon to set forth
the principle of a special relationship creating a duty carrying tort
damages. 88 The covenant, with its basic contract damages, is not
implied in all Texas contracts. 18 9

In English, the plaintiff ("Fischer") bought a house from the
defendant ("English") and gave English a $62,200 promissory note
secured by a deed of trust.190 Fischer was obligated to obtain insurance
for the house.' 91 Monies from a fire insurance claim were to be given
to English to rebuild if a loss occurred. 192 The house was later
destroyed by fire. 93 English orally agreed to endorse the insurance
check to Fischer for purposes of rebuilding, but later refused to do
so.' 94 Fischer brought suit against English for failure to turn over
the proceeds to aid rebuilding. 9 He alleged a breach of the implied
covenant of good faith and fair dealing. I9

The Texas Supreme Court reversed the decisions of the lower
courts' 97 and found that the implied covenant was a theory peculiar
to California and not present in all Texas contracts. 198 The court
reasoned that the covenant would undermine Texas jurisprudence by
leaving the interpretation of contract law to the whim of the jury in
every case.' 99 Justice Spears' concurring opinion agreed with the
majority view that there was not an implied covenant of good faith
and fair dealing in every contract, but differed by stating that a duty
was implied in some contracts. 2"° He stated that the duty arose from
a special relationship between the parties, but that such a relationship
was not present in the case at bar. 20 Justice Spears wrote that a
special relationship existed when there was (1) "an imbalance of
bargaining power, or (2) an element of trust necessary to accomplish

188. See, e.g., Lovell v. Western Nat'l Life Ins. Co., 754 S.W.2d 298 (Tex. App.-Amarillo
1988, writ denied) (drawing from the concurring opinion in English, 660 S.W.2d at 524).

189. 660 S.W.2d at 524 (Spears, J., concurring).
190. Id. at 522.
191. Id.
192. Id.
193. Id.
194. Id.
195. Id.
196. Id.
197. Id. The trial court awarded a money judgment to Forgy. Id.
198. Id.
199. Id.
200. Id. at 524.
201. Id. at 525 (noting that there were attorneys on both sides).

[Vol. 21:801



GOOD FAITH AND FAIR DEALING

the goals of the undertaking. ' 20 2 He also concluded that a special
relationship might occur in contexts other than the examples he had
cited. 203 He pointed out that a similar good faith duty applies to all
contracts governed by the Uniform Commercial Code2°4 and that, in
certain situations where the duty existed, public policy would tend
to prevent its disclaimer. 205

The English dissent, written by Justice Kilgarlin, made a forceful
argument for the existence of the implied covenant of good faith
and fair dealing in all contracts, but made no mention of whether
damages would be in contract or tort.20 The dissent took issue with
the majority's assertion that the concept of a duty of good faith and
fair dealing was a theory novel to California.m The dissent pointed
out that the Restatement (Second) of Contracts2 8 and the Uniform
Commercial Code2° acknowledge the duty. The dissent recognized
that California had pioneered the application of tort damages for
breach of the duty, 210 but asserted that the duty was well-established
in American contract law. 2 1 The dissent argued for acknowledgment
of the covenant in all contracts in Texas. 2 2 Justice Kilgarlin contended
that adoption of the covenant represented the logical, modern, and
majority view of the law. 213

The current state of the law in Texas is that there is no routine
application of the implied covenant of good faith and fair dealing
in all contracts, even as a contractual remedy. 214 A duty of good
faith giving tort damages for its breach is imposed in insurance
contracts, 215 both first-party and third-party,2 6 and theoretically the

202. Id. at 524.
203. Id. at 525.
204. Id.
205. Id.
206. Id.
207. Id.
208. Id. (citing the RESTATEMTNT (SECOND) OF CONTRACTS § 205 (1979)).
209. Id. (citing the TEx. Bus. & Com. CODE ANN. § 1.203 (Tex. UCC)) (Vernon 1968).
210. Id.
211. Id. at 527.
212. Id. at 525.
213. Id. at 528.
214. Id. at 522.
215. See Arnold, 725 S.W.2d at 165-67; Cantu v. Western Fire Ins. Co., 716 S.W.2d 737

(Tex. App.-Corpus Christi 1986), writ ref'd n.r.e. per curiam, 723 S.W.2d 668 (Tex. 1986)
(the per curiam refusal of writ indicated that Arnold was the correct interpretation of English).

216. 725 S.W.2d at 167.
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duty is implied in all contracts if a special relationship exists. 21 7 The
implied covenant with tort damages for its breach has not been
applied to employment, contracts, but the Supreme Court of Texas
has expressed no view on this question. 218

E. Special Relationship in Texas Public Contracts

Since Forgy was in the context of building contracts, that specific
area of Texas contract law must be examined. Texas has not specif-
ically recognized the existence of the "special relationship" in this
field of law, but Forgy implicates the potential of this extension. It
is conceivable that the element of trust may be present in a public
building contract, but Texas courts have not answered the question
definitively. The thread connecting these contracts to the special
relationship class is the contractor's right to rely on specifications
given by the owner. If the contractor is indeed entitled to rely without
investigation, the element of trust necessary to create a special
relationship may be present.

The duties of parties to provide and investigate specifications
were set forth in Lonergan v. San Antonio Loan & Trust Co.21 9 The
Lonergan court rejected the contention that, as a matter of law and
without regard to the intent of the parties, the owner impliedly
guaranteed the specifications for a building contract. 220 The court
held that a guarantee had to be expressed in the contract. 221 Conse-
quently, the contractor in the case at bar was not excused from full
and complete performance of the building contract, even though the
specifications were defective. 222 The court reasoned that if both parties
were in equal positions, the contractor is just as able as the owner
to know whether specifications are sufficient for the purpose. 223 Thus,
there was no justification for imposing a legal duty on the owner to

217. Id.
218. See McClendon v. Ingersoll-Rand Co., 779 S.W.2d 69, 70 n.1 (Tex. 1990).
219. 101 Tex. 63, 104 S.W. 1061 (1907). The contractor used the owner's specifications.

Id. at 67, 104 S.W. at 1062. After the building fell, the contractor refused to complete the
work and the owner sued. Id. at 68, 104 S.W. at 1062. The contractor defended unsuccessfully
on the grounds that the sufficiency of the plans had been impliedly guaranteed by the owner.
Id. at 71, 104 S.W. at 1064.

220. Id. at 74, 104 S.W. at 1066.
221. Id.
222. Id. at 76, 104 S.W. at 1066.
223. Id. at 74, 104 S.W. at 1065.
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insure the sufficiency of the specifications. 22
4 The court concluded

that the making of the contract implied that the contractor under-
stood the absence of a guarantee. 225 The court then held the contractor
liable for completing the job for the fixed price. 226 Lonergan did not
place a duty of good faith on the owner, but the parties appeared
to be in equal positions. 227 The holding in Lonergan may not be as
broad as it seems. The treatment of Lonergan in subsequent decisions
regarding building contracts, both public and private, opens the door
to the possibility that a "special relationship" may be found resulting
in tort damages for a bad faith breach.

In Newell v. Mosley,22
1 the plaintiff ("the owner") had engaged

the contractor's services to build a house on a lot according to plans
prepared by the owner's architect. 229 The plans were inadequate for
their intended purpose. 230 The Tyler Court of Civil Appeals ruled
that the contractor had a right to rely on the plans and specifications
because the owner made a positive assertion that they were suffi-
cient.23 ' Thus, the positive assertion by the owner relieved the con-
tractor of the duty to investigate the adequacy of the specifications. 2

1
2

The Newell court also stated that the party furnishing the plans to
a contractor impliedly warrants their sufficiency. 233 Newell seems to
contradict Lonergan, but the intervening case of City of Dallas v.
Shortal1234 introduced exceptions to the broad Lonergan rule.

Shortall dealt with a public building contract and involved, like
Lonergan, a fixed sum contract. 235 The court acknowledged that
under the contract with the City, the contractor could not receive
additional compensation for unforeseen difficulties. 23 6 The court,
however, noted some exceptions to the general rule. 237 It stated that

224. Id.
225. Id.
226. Id. at 76, 104 S.W. at 1066.
227. Id. at 74, 104 S.W. at 1065.
228. 469 S.W.2d 481 (Tex. Civ. App.-Tyler 1971, writ ref'd n.r.e.).
229. Id. at 482.
230. Id.
231. Id. at 483.
232. Id.
233. Id.
234. 131 Tex. 368, 114 S.W.2d 536 (Tex. Comn'n App. 1938, opinion adopted).
235. Id. at 372, 114 S.W.2d at 538.
236. Id. at 375, 114 S.W.2d at 540.
237. Id.
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extra expenses could be compensated if they flowed from a bad faith
misrepresentation by the City. 238 The same result would be achieved
if the City made accompanying assurances to the extent that the
subcontractor was justified in reliance on the plans without investi-
gation. 9 The introduction of these exceptions diminished the signif-
icance of the Lonergan decision.

In Board of Regents v. S & G Construction Co., 24
0 the court

allowed a builder to recover additional costs resulting from the
university's failure to provide correct specifications. 24' The builder
was not limited to recovering costs under the contract, but also could
be compensated for additional work and added difficulty.2 42 The
court noted that the state is as much bound by a contract as a private
citizen. 243 It added that a builder may stay on the job in spite of the
breach of contract without waiving a cause of action.2"

The Eastern District Court of New York, applying Texas law in
Potler v. MCP Facilities Corp. ,24S took note of the treatment of
Lonergan. The Potler court found that Lonergan had been nominally
subscribed to by Texas courts, but doubted that Lonergan applied
across the board. 24 The court held that when, as in the case at bar,
the owner was more experienced than the contractor with respect to
the subject of the specifications, Lonergan did not apply. 247 The court
noted that Texas decisions had not placed the risk of loss, due to
an owner's defective plans and specifications, on the contractor. 248

It suggested that Newell had undermined Lonergan's authority. 249

Other Texas cases have addressed the topic. In North Harris
County Junior College District v. Fleetwood Construction Co. ,250 the

238. Id. at 376, 114 S.W.2d at 540.
239. Id. at 379, 114 S.W.2d at 542.
240. 529 S.W.2d 90 (Tex. Civ. App.-Austin 1975, writ ref'd n.r.e.).
241. Id. at 93. The university also failed to provide the necessary instructions and drawings.

Id.
242. Id. at 98.
243. Id. at 97.
244. Id.
245. 471 F. Supp. 1344 (E.D.N.Y. 1979).
246. Id. at 1352.
247. Id.
248. Id. at 1353 (citing Ruberoid Co. v, Scott, 249 S.W.2d 56 (Tex. Civ. App.-Dallas

1952, no writ); City of Houston v. L.J. Fuller, Inc., 311 S.W.2d 285 (Tex. Civ. App.-
Houston 1958, no writ); Sands Motel v. Hargrave, 358 S.W.2d 670 (Tex. Civ. App.-Texarkana
1962, writ ref'd n.r.e.)).

249. Id.
250. 604 S.W.2d 247 (Tex. Civ. App.-Houston [14th Dist.] 1980, writ ref'd n.r.e.).

[Vol. 21:801



GOOD FAITH AND FAIR DEALING

court found that the college had intended for bidders to rely on the
college's soil report. 25' The soil report failed to reveal subsurface
water conditions. 25 2 The court found that the college had concealed
findings of water flow from the contractor. 253 In another case, City
of Baytown v. Bayshore Constructors, Inc. ,254 the court held that the
failure of the City to provide adequate plans necessary to carry out
the work constituted a breach of contract. 255 Because the defective
plans resulted in great delays and extra costs, 2 6 the court held that
the contractor was entitled to recover damages for breach of con-
tract. 257 It also held that when an owner breaches a building contract,
the owner relinquishes its contractual procedural rights concerning
change orders and claims for additional costs. 258

In Turner, Collie & Braden, Inc. v. Brookhollow, Inc. ,259 the
court of appeals stated that a cause of action existed in Texas in
favor of a contractor against an owner who furnishes defective plans
or specifications. 26

0 However, in Turner, the owner gave an express
warranty. 26' The presence or absence of an express warranty was
examined in another court of appeals case, Emerald Forest Utility
District v. Simonsen Construction Co.,262 which relied heavily on
Lonergan. The court in Simonsen found that the contractor was
indeed responsible for determining whether the specifications were
adequate for the purpose.363 The Simonsen court distinguished Turner,
Regents, and Newell because, in each of those cases, the owners gave
express warranties as to the sufficiency of the specifications. 26 In
Simonsen, the court found no warranty. 265 Relying on Lonergan, the
court refused to find that the contractor could sue the owner for an

251. Id. at 252.
252. Id.
253. Id.
254. 615 S.W.2d 792 (Tex. Civ. App.-Houston [1st Dist.] 1980, writ ref'd n.r.e.).
255. Id. at 793.
256. Id.
257. Id. (citing Regents, 529 S.W.2d at 98).
258. Id. at 794 (citing North Harris, 604 S.W.2d 24).
259. 624 S.W.2d 203 (Tex. Civ. App. - Houston [1st Dist.] 1981), rev'd on other grounds,

642 S.W.2d 160 (Tex. 1982).
260. Id. at 208.
261. Id. at 207.
262. 679 S.W.2d 51, 53 (Tex. App. - Houston [14th Dist.] 1984, writ ref'd n.r.e.).
263. Id.
264. Id. at 53-54.
265. Id. at 54.
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implied warranty.26 It stated that a correct interpretation of Lonergan
was that a contractor can only sue the owner for breach of an
express warranty. 267

However, in Shintech, Inc. v. Group Constructors, Inc. ,268 the
court of appeals held that where a contract is silent on the point,
there is an implied warranty that the specifications for a construction
job are accurate and sufficient for the purpose. 269 The court found
that the owner was liable for the acts causing the delay. 270 It concluded
that the contractor did not assume the risk of defective specifica-
tions. 27' To recover, however, the contractor had to have no knowl-
edge of the defective nature of the specifications prior to
commencement of the work. 272

The current state of the law regarding bad faith representations
of specifications in public building contracts is not clear. However,
a mixture of the Shortall discussion about bad faith assurances of
sufficiency of the plans by the owner, and the Potler discussion of
justification of reliance by the contractor in unequal situations,
furnish grounds for finding a "special relationship" of the kind
necessary to imply the tort duty of good faith. Arguably, Texas
recognized this in Newell and Shortall. In City of San Antonio v.
Forgy,273 the San Antonio Court of Appeals impliedly recognized
that public building contracts may fit into the special relationship
class, by entertaining the question of whether the duty of good faith
had been breached. 274

II. CITY OF SAN ANTONIO v. FORGY

Dee Forgy ("Forgy") entered into an agreement with the City
of San Antonio ("the City") to drill a water well. 275 Forgy was a
skilled engineer with many years of experience in the business and
had a prior history of contracting with the City. 276 The previous

266. Id.
267. Id.
268. 688 S.W.2d 144 (Tex. App.-Houston [14th Dist.] 1985, no writ).
269. Id. at 151.
270. Id. at 148.
271. Id. at 151.
272. See id.
273. 769 S.W.2d 293 (Tex. App. - San Antonio 1989, writ denied).
274. Id. at 296.
275. Id. at 295.
276. Id. Forgy had completed seven water well projects for the City. Id. at 297.
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course of dealing clearly delineated the roles of Forgy and the City.2 77

Forgy bore full responsibility for examining the specifications and
assessing the feasibility of construction. 278 Forgy began work and
progressed without incident until near the end of the job when a
metal casing ruptured. 27 9 He completed another well at considerable
expense. 280 Forgy asked for reimbursement, but the City refused.2"'

Forgy sued the City on a theory of breach of the duty of good faith
and fair dealing. 2 2 Forgy asserted that the City became aware of the
potential danger in the original specifications. 283 The City made
additional calculations, but made no disclosure to Forgy.284 The
district court gave Forgy a money judgment, but the San Antonio
Court of Appeals reversed. 285

A. Analysis of Forgy

In addressing the question of the duty of good faith and fair
dealing, the court held that even when the duty is not imposed upon
the parties by the contract's terms or by statute, a covenant of good
faith and fair dealing may be implied when a special relationship
exists. 286 Forgy described that rule as the "emerging" one in Texas. 287

The court cited the Spears concurrence in English for the rule that
for a special relationship to exist, there must be either an element
of trust necessary to achieve the goals of the undertaking, or an
imbalance of bargaining power. 288

The court of appeals acknowledged that the vigor and breadth
of the English majority opinion precluded extension of the doctrine

277. Id.

278. Id.
279. Id. at 295.
280. Id. Forgy claimed $406,876 in additional expenses. Id.
281. Id.

282. Id.
283. See id. The recalculations revealed vulnerability to casing collapse during the cementing

phase. Id.
284. Id.

285. Id. at 294. The court entered a take-nothing verdict. Id. at 298. However, the jury's

finding that Forgy was 65% negligent and the City only 35%0 negligent may have been
dispositive. Id.

286. Id. at 296. The court relied on the concurring opinion in English. Id.; see 660 S.W.2d
at 544.

287. 769 S.W.2d at 296.
288. Id. (citing 660 S.W.2d at 524 (Spears, J., concurring)).
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beyond its present scope, 2 9 but called for a rule to accommodate the
authorities cited in the Spears concurrence. Forgy suggested that a
conflict exists between the English majority's assertion that the
implied covenant was foreign to Texas290 and the fact that many
Texas cases previously had read the duty into contractually-based
transactions. 29' Forgy also cited the Restatement (Second) of Con-
tracts for the broad principle that a duty of good faith exists in
every contract .292

The Forgy court examined the facts to determine whether a
special relationship existed. 293 The court found no imbalance in
bargaining power, 29

4 nor did they find an element of trust. 295 Rather,
Forgy trusted the City by choice. 2

9 Characterizing the failure of the
City to warn as more of a negligent act than a willful breach of
trust, the court concluded that the City did not have a special
relationship with Forgy. 297 Thus, the City did not breach the implied
duty. 29 However, the court entertained the notion that a special
relationship could conceivably exist in the area of public building
contracts. 299 The court's decision regarding whether a special rela-
tionship existed dealt predominately with Forgy's right to rely on the
City's specifications without investigation. 3°0

Forgy argued that he had no duty to investigate the specifications
given to him by the City.30' He relied on statements by the City
engineer claiming that the specifications were adequate and on the
subsequent approval of the plans by another registered engineer. 0 2

Forgy claimed that his reliance without investigation was justified.303

289. Id.
290. Id.
291. Id.
292. Id. at 295. The court quoted from the RESTATEMENT (SECOND) OF CONTRACTS § 205

(1981) (stating that every contract imposes on each party a duty of good faith and fair dealing).
Id.

293. Id. at 296-97.
294. Id. at 298. The court found no imbalance of bargaining power with regard to

performance and enforcement. Id.
295. Id. at 297.
296. Id.
297. Id.
298. Id.
299. Id.
300. Id.
301. Id.
302. Id. Forgy's son attended the meeting. Id.
303. Id.
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He acknowledged that Lonergan precludes a guaranty of plans and
specifications absent an express contractual provision to that effect. 4

However, Forgy contended that Lonergan had been eroded to the
point of non-existence.3 5 He argued that he was entitled to rely on
the specifications regarding casing strength design.3°0 He claimed that
the City's faulty plans caused the rupture of the casing.307

On the other hand, the City insisted that Lonergan was still
valid precedent.30 The City contended that, under Lonergan, a
contractor is not excused from full and complete performance of a
building contract, even if the specifications are defective.3 9 The court
found that Forgy was not justified in relying on the specifications
without investigation. 10 However, the court did not address the
manner in which building contracts, and public contracts in partic-
ular, embrace or ignore the implied covenant. The court assumed
for argument's sake that Forgy had the right to rely on the City's
specifications without investigation, but found no element of trust.31'
In conclusion, the court invited the Supreme Court of Texas to
clarify and delineate the rule in Texas concerning the extent to which
a duty of good faith and fair dealing is imposed in all contracts. 2

The Supreme Court of Texas declined to do so, by denying writ.313

B. Validation of the Special Relationship Rule Without
Addressing the Broad Application of the Covenant

The majority opinion in English may have used exaggerated
language and led courts to cite it for the erroneous proposition that
there is no implied covenant of good faith and fair dealing in any
contract in Texas. 14 This misconception may have flowed from a
misguided fear of tort damages invading contract law, even though

304. Id. at 296 n.1 (citing Lonergan, 101 Tex. at 68, 104 S.W. at 1066).
305. Id.; see supra notes 218-72 and accompanying text.
306. Id. at 297.
307. Id.
308. Id. at 297 n.1.
309. Id.
310. Id. at 297.
311. Id.
312. Id. at 296. The court called for a clearer rule. Id.
313. 33 Tex. S. Ct. J. 70 (Oct. 1989).
314. See, e.g., Cantu, 716 S.W.2d at 739 (citing English as grounds for refusal to recognize

the cause of action).
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the covenant creates tort liability only in select situations. Thus, the
covenant, with its contractual remedies and occasional tort damages,
may have been confused with a pure tort theory.

In Arnold, the Texas Supreme Court established that the tort
duty clearly is implied in the insurance context." 5 The result is that
while the duty is not implied in all contracts, it may be when a
special relationship is present.116 Thus, Justice Spears' partial accep-
tance of the implied covenant, at least that portion recognizing the
tort, has become the better statement of the law than the sweeping
English majority opinion.31 7

The special relationship rule conceivably allows bad faith tort
expansion beyond the insurance province. Justice Spears' concurring
opinion in English noted that the tort duty is already implied in oil
and gas,31 8 partnerships, 19 joint adventure,3 20 and agency.3 21 This fact
is important because Forgy lies outside the insurance realm. The
Texas Supreme Court has not affirmatively ruled that the special
relationship may occur in contracts other than insurance.3 22 Because
insurance has been singled out by the Texas Supreme Court, the
courts of appeals have on occasion refused to extend the special
relationship description to areas beyond insurance.3 23

The advantages of tort damages in narrowly-defined special
relationships "gone wrong" are evident. Wrongs may be redressed
where contract remedies fail for insufficiency or because of the
neutrality of contract law with respect to breach.324 The requirement

315. 725 S.W.2d at 167.
316. Id. at 165.
317. See, e.g., Forgy, 769 S.W.2d at 296.
318. 660 S.W.2d at 524 (Spears, J., concurring) (citing Schlitter v. Smith, 128 Tex. 628,

101 S.W.2d 543 (1937)).
319. Id. at 524 (citing Johnson v. Peckham, 132 Tex. 148, 120 S.W.2d 786 (1938)).
320. Id. (citing Fitzgerald v. Hull, 150 Tex. 39, 237 S.W.2d 256 (1951)).
321. Id. (citing Kinzbach Tool Co. v. Corbett-Wallace Corp., 138 Tex. 565, 160 S.W.2d

509 (1942)).
322. See, e.g., McClendon v. Ingersoll-Rand Co., 757 S.W.2d 816 (Tex. App. - Houston

[14th Dist.] 1988), rev'd on other grounds, 779 S.W.2d 69 (Tex. 1989). The McClendon court
rejected the implied covenant in employment contracts. Id. It reasoned that English had
rejected the notion, and that Arnold only recognized insurance contracts as being special
without furnishing grounds for renouncing binding precedent in other areas. Id.

323. See id. at 819. The McClendon court was afraid to undermine the Arnold decision
by extending the special relationship description to employment because insurance had Arnold's
special protection. Id.

324. See, e.g., AsIEY, supra, note 11, at § 2:10; Diamond, The Tort of Bad Faith Breach
of Contract, When If at All, Should it Be Extended Beyond Insurance Transactions?, 64
MARQ. L. REv. 425 (1981) (general discussion).
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of a special relationship adequately guards against the wholesale
replacement of contract law by the bad faith tort action feared by
some commentators . 25 The reasons for providing a remedy for bad
faith in contracts, where special relationships are present, simply may
not exist in ordinary, fairly-negotiated contracts between equals where
the element of trust is only minimally involved.126 The Texas Supreme
Court should recognize the special relationship rule as law and extend
it to all contracts. This would include, for the first time, public
contracts if a special relationship was present. An analysis of ShortalP27

and NewelP28 provides grounds for finding an element of trust in
some public building contracts. The owner's superior knowledge of
the subject of the specifications in certain cases satisfies the element
of trust in the "special relationship" test.

C. The Implied Covenant in all Contracts with Occasional Tort
Damages in Special Relationship Contexts

Additionally, the Texas Supreme Court should have used Forgy
to acknowledge that, in accordance with the great majority of Amer-
ican courts, there is indeed an implied covenant of good faith and
fair dealing in all contracts, but not a universal tort cause of action
for its breach.3 29 The Restatement (Second) of Contracts recognizes
that all contracts contain an implied covenant of good faith and fair
dealing.330 The Uniform Commercial Code contains several provisions
on good faith, including the general admonition that "[eivery contract
or duty within this Act imposes an obligation of good faith in its
performance or enforcement." 33' The Code, however, expressly limits

325. Id. at § 2:10.
326. See, e.g., Note, "Contort:" Tortious Breach of the Implied Covenant of Good Faith

and Fair Dealing in Noninsurance, Commercial Contracts-Its Existence and Desirability, 60
NOTRE DAME L. REV. 510 (1985)(opposing extension beyond the insurance context).

327. See notes 234-39 and accompanying text.
328. See notes 228-33 and accompanying text.
329. See Burton, Breach of Contract and the Common Law Duty to Perform in Good

Faith, 94 HhAv. L. REV. 369, 404 (1980) (citing cases for the implied covenant in a majority
of jurisdictions).

330. RESTATEMENT (SEcoND) OF CONTRACTS § 205 (1981); see also 5 WELLISTON, A TREATISE
ON THE LAW OF CONTRACTS § 670 (3d ed. 1961) (stating that every promise includes an implied
covenant not to injure the rights of the other party to receive the benefits of the agreement).

331. U.C.C. § 1-203 (1978); see id. § 1-203(3) (prohibiting disclaimer of the covenant, but
allowing a contract to set reasonable standards by which the obligation may be measured).
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recovery to normal contract damages for breach of the implied
covenant. 332

Commentators generally have been opposed to extending the tort
cause of action from insurance to noninsurance cases because they
fear that the traditional breach of contract action will be replaced
with the bad faith tort, along with its expanded and more flexible
damages. " The breach of the implied covenant has been named by
some a "contort" because of its hybrid application.33 4 However, no
jurisdiction has allowed "across-the-board" tort recovery for the
breach of the obligation. Fears of chaotic legal change with the
advent of a covenant in all Texas contracts, such as those stated in
the English majority, seem unjustified. Certainly, the extension of
the tort to contract cases where special relationships exist does not
inevitably doom contract law. Nor should it prevent Texas from
recognizing the covenant with its predominately contractual remedies,
and tort remedies in certain restricted situations.

The overall guiding concept should be to grant plaintiffs access
to the courts to remedy injuries. Contractual remedies are sometimes
inadequate. Thus, there is a need for tort damages in the special
relationship context so that courts may look beyond the doctrinal
distinctions. To do otherwise would be to exalt form over substance
and pay lip service to the archaic borders between tort and contract.
A duty to deal honestly, fairly, and in good faith should be used to
impose a broad doctrine of civil obligation devoid of strict allegiance
to tort or contract doctrines."

The bad faith tort protects vulnerable parties in the commercial
setting and deters bad faith breaches of contract.33 6 Commentators
advancing this position advocate forced compliance with minimal
standards of acceptable contractual conduct by imposing higher pen-
alties on parties who engage in bad faith conduct 3 7 They fault

332. Id. § 1-106.
333. See, e.g., AsriEy, supra note 11, at § 2:10.
334. See Note, supra note 326, at 510 (concluding that the situation threatened to literally

"contort" the relationship between tort and contract law).
335. See Fuller & Purdue, The Reliance Interest in Contract Damages, 46 YALE L.J. 52

(1936); GILMORE, THt DEATH OF CONTRACT 94 (1974) (there will come a time when both tort
and contract are swallowed up by a general civil obligation theory).

336. See BURTON, supra note 329, at 372, 392 (arguing that legal recovery for breach
fosters trust, and reduces contracting costs).

337. See MacNeil, Contractland Invaded Again: A Comment on Doctrinal Writings and
Shell's Ethical Standards, 82 Nw. U.L.R. 1195, 1210 (1982).
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traditional contract law for rendering the motive of the breach
irrelevant 3 8 These scholars extol the benefits of the implied covenant
of good faith and fair dealing, recognized by the majority of juris-
dictions, for introducing a modicum of morality into contract law.339

The implied covenant accomplishes this by focusing on the sanctity
of contract and the resulting obligation to honor a promise. 34° The
concerns of these scholars are echoed in the Restatement (Second)
of Contracts,34' which provides that "good faith excludes a variety
of types of conduct characterized as involving 'bad faith' because
they violate community standards of decency, fairness, or reasona-
bleness. "342

The resolution of modern contract disputes by requiring mini-
mum levels of conduct confirms increased judicial reliance on ethical
standards. 43  One commentator described the modern law as an
attempt to reconcile the traditional value of individual autonomy
with the modern value of fairness, trust, paternalism, and coopera-
tion. 3"4 Opponents of extension of the tort action charge that the
importation of tort law into contract law does not bring those worthy
values, but rather carries with it substantial uncertainty, inflexibility,
and inefficiency. 34

The flexibility of the implied covenant allows recognition of its
existence in all contracts, while limiting tort recovery to situations
where a special relationship exists. 3" The rule is logical and does
justice while disregarding, but not necessarily undermining,3 47 the
traditional distinction between tort and contract. Many policy con-

338. See Note, Tort Remedies for Breach of Contract: The Expansion of Tortious Breach
of the Implied Covenant of Good Faith and Fair Dealing Into the Commercial Realm, 86
COLUM. L. REV. 377 (1986) (discussing inadequacies of contract law).

339. See id.
340. See id.
341. RESTATEMENT (SECOND) OF CONTRACTS § 205 (1981).
342. Id. at comment a. See generally, Patterson, Wittgenstein and the Code: A Theory of

Good Faith Performance and Enforcement Under Article Nine, 137 U. PA. L. REV. 335, 378-
88 (1986) (discussing ethical concerns behind the Code).

343. See H. COLLINS, TIHE LAW OF CONTRACTS 15 (1986).

344. See Feinman, Book Review, 39 STAN. L. REV. 1537, 1542 (1987) (reviewing H.COLLINS,
supra note 343).

345. See Note, supra note 338, at 377.
346. See supra notes 216-19 and accompanying text; see also 660 S.W.2d at 524 (listing

common law existence of the duty).
347. See Note, supra note 326, at 510 (warning against potential of every breach of contract

being seen as inclusive of a breach of the covenant, since injury to the other party is inherent).
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cerns militate against allowing tort recovery for all breaches of the
implied covenant. Contracting parties' anticipations would conceiv-
ably be frustrated, commercial parties would fear potentially large
punitive damages,3'48 and "efficient" breaches would be discouraged,
causing society to suffer,3 49 if tort damages were allowed to grow
unbridled in the contract setting.

One option advanced by commentators is to expand contract
damages in specific situations. 50 This solution, however, is a prime
example of unnecessary loyalty to strict order. Tort liability is better
designed to do the job.35" ' Tort remedies do not restrict awards to
contractual compensation, but rather attempt to rectify all foreseeable
harm.352 In certain contract situations, where the element of trust is
present or where an imbalance of bargaining power exists, tort
remedies function more fairly than myopic contract remedies. Part
of the strength of the general concept of good faith lies in its
elasticity, allowing it to develop in light of new circumstances.353

Thus, the undercompensation provided to injured plaintiffs in some
situations by contract remedies354 is circumvented by extending the
bad faith tort in certain select areas. The special relationship context
is an ideal area for application of the implied covenant's tort attrib-
utes, while still limiting breaches of the covenant as a whole to
contract damages.

An example of the obligation of good faith operating in contract
without tort damages is Reid v. Key Bank of Southern Maine, Inc.."'
The First Circuit recognized in Reid that the Uniform Commercial
Code imposed an obligation of good faith on all contracts,35 6 and

348. Id. at 527.
349. Id. at 527 n. 99 (in certain situations economic reasons make a breach better due to

fair and fast compensation under contract law). Contra Note, A Proposed New Tort Cause
of Action in Missouri for Breach of the Implied Covenant, 31 ST. Louis U. L. J. 433, 451
(1987) (arguing that the "efficient breach" theory does not work because no breach is inherently
efficient).

350. See Note, supra note 338, at 377 (advocating all consequential damages for bad faith
breach).

351. See AsrrLEy, supra note 11, at § 1:02 (describing the inadequacy of the contractual
remedy in bad faith insurance cases).

352. See id.
353. See Farnsworth, Good Faith Performance and Commercial Reasonableness Under the

Uniform Commercial Code, 30 U. Cm. L. REV. 666, 676.
354. See Note, supra note 338, at 381 (noting that requiring so much of non-breaching

parties and rewarding so inadequately may discourage some from enforcing their rights).
355. 821 F.2d 9 (Ist Cir. 1987).
356. Id. at 15 (citing 4 ME. REv. STAT. ANN. tit. 11 § 1-203).
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carried with it a cause of action.35 7 The court held, however, that
the action sounded in contract, not tort, and disallowed exemplary
damages. 5 Reid involved commercial borrowers suing a bank for an
alleged bad faith termination of a credit arrangement.35 9 The court
did not equate the breach of the covenant to a tort.36 This is
illustrative of the situation in most jurisdictions. The covenant exists
in all contracts and a breach results in contract damages, but a
special relationship triggers tort liability. 61

Although some might argue that the courts cannot, on a prin-
cipled basis, impose tort liability for some breaches of the implied
covenant and impose contract liability for others,3 62 this ability to
straddle, surmount, or ignore the ancient wall between tort and
contract is precisely the facet which makes it effective in redressing
wrongs. The failure to meet community standards of reasonable
conduct in unequal relationships may be punished by tort liability,
while the covenant may give rise to contract damages in normal
relationships.

III. CONCLUSION

The San Antonio Court of Appeals held in City of San Antonio
v. Forgy that a covenant of good faith and fair dealing may be
implied in contracts when a special relationship exists. 63 The court
called on the Texas Supreme Court to clarify the rule regarding the
covenant. 36 The Texas Supreme Court refused to do so. 3 65

Logic demands existence of the covenant in all contracts, with
tort liability accompanying breaches if a special relationship exists.

357. Id.
358. Id. at 18.
359. Id. at 9.
360. Id. at 15,
361. See, ASHLEY, supra note 11, at § 2:10. The bank-depositor setting could also be

considered susceptible to the special relationship characterization. There is often substantial
inequality of bargaining power. Also, a quasi-fiduciary duty arises because the bank is managing
the customer's account. However, the U.C.C. governs the bank-depositor relationship. See
U.C.C. § 4-401 (1977). The U.C.C. contains its own recovery scheme specifically providing
for increased damages for bad faith actions. Id. at § 4-103(5). Thus, although banks may fit
into the special relationship category, their liability is already in place under the U.C.C. Id.

362. See Note, supra note 338.
363. 769 S.W.2d at 293.
364. Id. at 296.
365. 33 Tex. S. Ct. J. 70 (Oct. 1989).
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The Texas Supreme Court should recognize the existence of the
implied covenant in all contracts, including public contracts, and
hold that when and only when a special relationship is present, the
breach gives rise to tort liability. The Texas Supreme Court should
not limit the special relationship to the insurance context.

Harold D. Jones


