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Bad Faith Litigation Against Insurance
Companies Rages Across the Country
By Robert D. Chesler and Nicholas R. Maxwell

A

rising tide of first-party bad faith decisions is defining the contours of the bad
faith cause of action. Policyholders
regularly claim bad faith to combat the obstructions and delays too often encountered
in the claims handling process. Recently, three
courts have found first-party insurance companies liable for bad faith claims handling.
However, there are also two recent bad faith
decisions in favor of the insurance company.
Key aspects of each of these important cases
are discussed below. Policyholders with Superstorm Sandy claims should be particularly
aware of the evolving state of bad faith law.
There is doubt as to whether insurance companies have reserves sufficient to cover all of
the Sandy claims, increasing the likelihood of
bad faith coverage denials.

claims handler brought in a new adjuster, and
together they made unreasonable demands
for information during their 20-month investigation. The claims handler knew that the policyholder was a small company that did not
have the resources to rebuild after the fire and
was suffering significant hardship and loss
of business. The arbitration panel found that
“[t]he issue of business interruption losses,
which were denied due to a technical failure of
proof and accounting losses, would not have
been an issue at all had [the insurance company] simply and promptly paid that which
was not subject to reasonable dispute.” The
panel found the insurance company guilty of
bad faith, stating that its conduct was “willful
and reprehensible.”
In Miller v. Safeco Ins. Co. of America, the policyholders (homeowners) purchased a house and
later found water damage that led to mold and
the loss of use of the house. The insurance company denied coverage because the homeowners allegedly had prior knowledge of the water
damage. Safeco alleged prior knowledge on

Pro-Policyholder Bad Faith Decisions

Delish v. Metropolitan Adjustment Bureau was
a case of a fire loss and the claims handler from
hell. The original claims handler had hired an
adjuster who handled the claim fairly. The new
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the grounds that the policyholders had previously reviewed inspections of the home that
suggested existing water damage. However,
when the policyholders began to renovate the
home after purchasing the policy, they discovered new damage that was significantly worse
than anything revealed by past inspections.
First, the U.S. Court of Appeals for the
Seventh Circuit found that there was no prior
knowledge and that “Safeco lacked a reasonable basis for denial and . . . demonstrated a
reckless disregard of its lack of a reasonable
basis. Second, the court rejected Safeco’s argument that it could rely on exclusions in the
policy, since the Millers had not even received
the policy when the damage was discovered. Safeco had argued that even if it acted
in bad faith by denying coverage, there would
have been no coverage in the first place if the
policy exclusions applied, so there could be no
bad faith. The Seventh Circuit rejected this argument, calling it “rather iniquitous” for Safeco to argue exclusions that had not even been
considered in the original coverage denial.
In Bello v. Merrimack Mutual Fire Ins. Co.,
a retaining wall on the policyholders’ home
sustained significant storm damage. The insurance company’s claims adjuster sent an
individual, who was not an engineer, to inspect and found that the damage to the wall
was caused by its preexisting condition. As
a result, Merrimack denied the claim. When
the homeowners protested to a supervisory
employee at Merrimack, the supervisor repeated the denial. However, in an earlier
internal memo, the superior had concluded
that it was a covered claim. Despite the fact
that Merrimack later reversed itself and paid
the claim, the New Jersey Superior Court
found that Merrimack had acted in bad faith.

Court for the District of Maryland, applying
New Jersey law, found that the coverage question was “fairly debatable” and thus bad faith
could not be shown.
Interestingly, the court held that if National
Union were required to cede to its policyholder, it “would never be entitled to test through
litigation the merits of a reasonably debatable
coverage position.” That would require not
good faith but rather “rote acquiescence to any
[non-frivolous] claim.”
In Palmisano v. State Farm Fire and Cas. Co.,
the policyholders discovered structural issues in their home and determined they were
caused by a ruptured sewer main under the
house. Plaintiffs alleged, among other things,
that State Farm violated its fiduciary duty to
them, engaged in an adversarial relationship
with them, and failed to fairly and properly
investigate the claim.
The U.S. District Court for the Western District of Pennsylvania endorsed a prior court’s
statement that bad faith claims must show the
“who, what, when, why or how” of the insurance company’s bad faith. The policyholder’s
“bare bones” and “conclusory” allegations
were insufficient to survive the insurance company’s motion to dismiss the bad faith claim.

Lessons Learned from Recent Bad
Faith Decisions

Bad faith claims handling does occur, and
courts and juries will punish the insurance
company that commits it. However, policyholders must carefully document the bad faith
conduct and plead it in sufficient detail to meet
the legal thresholds courts use to determine
whether the cause of action survives a motion
to dismiss.
The pro-policyholder cases above also
show that the policyholder must be persistent
in pursuing its original claim and fighting for
its rights. The policyholder should respond to
the insurance company’s reasonable request
for information and build a record of its cooperation in contrast to the insurance company’s delay. Most importantly, the policyholder
needs to be aware of its rights and pursue
them aggressively.
Following best practices in pursuit of any
claim will not only expedite and maximize

Pro-Insurance Company Bad Faith
Decisions

In Millennium Inorganic Chemicals v. National
Union Fire Ins. Co. of Pittsburgh, PA, the policyholder suffered business interruption after
an explosion at its facility in Australia. Millennium argued that National Union made its
coverage decision prematurely and clearly did
“not understand how [its] own policies work.”
Rejecting the bad faith claim, the U.S. District
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coverage when claims are honored, but also
establish credibility for a bad faith claim when
insurance company behavior justifies it. A
short checklist:

Moreover, the insurance company cannot
analyze your claim without the necessary
information. Delaying a response to the
insurance company will delay the resolution of your claim.

99 Provide immediate notice.
Late notice can result in the forfeiture of coverage. Immediate notice to any potentially
involved insurance company is essential.

99 Be sensitive to delays.
Most insurance companies handle most
claims in good faith. Some delay in the
process may be unavoidable, and as noted
earlier, the insurance company may need
a lot of information from you. However,
when the delay goes on for too long, or the
requests for information become oppressive, think bad faith.

99 Fulfill your duty to cooperate.
Often, in the aftermath of a catastrophe,
the insurance company is the last person
that the policyholder has time for. However, the policyholder has a duty to cooperate that the courts take seriously. Do
not put the insurance company off until
everything else is done. Responding to
the insurance company must be a priority.

99 Engage an insurance professional.
Property insurance claims are highly technical, and require substantial analysis.
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