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Introduction

In State Insurance Ltd. v. Cedenco Foods Ltd', the New Zealand Court of Appeal expressly declined to decide
whether damages can be awarded for a breach by an insurer of its duty of good faith. So, in New Zealand, the
question remains unresolved. In contrast, in Canada, recognition of this duty asit appliesto the handling of claims
and of the availability of damages, particularly aggravated and punitive damages, in the event of its breach has been
one of the most significant insurance law developmentsin recent decades. Thus, when wrongful denial of a
customer’s claim is attended by treatment deemed by a court to be inappropriate, the remedy is not merely to enforce

theinsurer’s contractual obligation, including pre-judgment interest, but also to require payment of an additional sum.

This paper isdevoted, in part, to describing this development. | say “in part” because a bare description would fail to
tell thewhole story. The more or less sudden imposition by the courts of civil penalties on delinquent insurers
without legislative authority might well be regarded with surprise and, by insurers at least, considerable alarm. But
when the recent case law in put in context, the picture becomesmuch less draconian. So, whilethefirst part of the
paper is descriptive, the second part provideswhat | consider to be the appropriate context. This hastwo facets.

First, because imposing an obligation to pay additional money such as punitive damages if a certain standard of

'New Zeal and Court of Appeal, CA 216/97



quality of serviceisnot met alters, perhaps fundamentally, the terms of the contract (the insurer’ s obligations are
increased without providing additional consideration), there areimplicationsin terms of freedom of contract. Asit
happens, Canadian courts have long enjoyed powers, based variously on statute and case law, to intervenein
contractual relations between insurers and their customers in specific circumstances. Examination of powers
demonstrates, | believe, that there isatradition of circumspection in regard to their exercise. The developmentswith

regard to punitive and aggravated damages for bad faith handling of claims are entirely consistent with this tradition.

The second context of relevanceisthe history, ininsurance law, of the concept of good faith generally. While, in the

past, most emphasis has been placed on the good faith obligations owed by the insured to the insurer, there has all

along been at | east theoretical room for areciprocal duty and recent developments merely give life to that theory.

Thelnsurer’sDuty in Handling Claims

Good Faith and Liability Insurance

The need to create balance between insurer and customer at the claims stage was first apparent in liability insurance
cases. Thisshould not be surprising. Theinsurer’s contractual right to control the defence of any litigation or
settlement negotiations within the scope of liability coverage givesriseto atriangular relationship involving the third
party plaintiff aswell asinsurer and customer. This creates special tensions concerning claims resolution which do
not arisein first party insurance. Initsdealings with the third party plaintiff, the insurer may face decisionswhich
place its own interestsin conflict with those of its customer. In such acase, the good faith obligation requires that an

insurer is bound to afford the customers' interests priority equal to its own.

The prime example of thisiswhere aplaintiff offersto settle for an amount within the policy limitsin circumstances
where theinsurer believes the merits of the case to be weak or the quantum sought exaggerated. Theinsurer may

consider refusal of the offer to be the better tactic. But this course would ignore the customer’ sinterest in avoiding



personal liability for damagesin excess of the limits. It isabreach of good faith to fail to account for the customer’s
interest and, in the event of a subsequent judgment larger than the policy limits, the insurer isliable to pay the full
award." It must be said that thisis not a fiduci ary relationship whereby the fiduciary must subordinate his/her own
interest to that of the person owed the duty. Herethe duty is merely to give the customer’ sinterest equal
consideration to theinsurer’sown. However, it isaduty nonetheless and it is designed to obviate the customer’s

vulnerability given theinsurer’s control of the process.

Thus, the tripartite nature of the liability insurance claims process provides unique justification for agood faith
obligation. But athird party insurer also carries the burden of good faith more generally, as any insurer does. That
is, the customer is entitled to be dealt with fairly and in atimely way even in matters not directly connected to

dealings with the third party.iii

First-Party Insurance

This more general form of the duty, as acknowledged by Canadian courts, involves two requirements. Thefirstis
that the insurer must pay aclaimin timely fashion'” if there is no reason to contest it. The secondisto treat the
customer fairly throughout the process of investigating and assessing the claim. This applies both to the manner of
investigation and assessment and the decision whether or not to pay. In particular the insurer is required to refrain

fromusing its economic muscle or the customer’ s economic weakness to extract a settlement favourable to itself.’

"' Dillon v. Guardian Ins. Co. (1983), 2 CCLI 227 (Ont. HC).

'liSee e.g. Delnobnte v. State FarmFire & Cas., 90 Hawaii 39, 975 P.2d 1159
(1999) where the insurer, anong other things withheld information about the
defence fromthe insured, and Snydergeneral v. Century Indem Co., 907

F. Supp. 991 (ND Tex. 1995) where the insurer unreasonably delayed its decision
on cover age.

'VSee e.g. Amaprop Canada Inc. v. Guardian Ins. Co. (2000), 23 CCLI 302 (Ont
Sal) .

vV 702535 Ontario Ltd. V. Lloyds (2000), 184 DLR (4!") 687 (Ont. CA). While nost
cases involving allegations of breaches of good faith are brought agai nst

i nsurance conpanies, it is possible that successful clainms my also be brought
agai nst adjusters personally. |In Spiers v. Zurich Insurance Co.(1999), 45 OR



The concern is with redressing an imbalance; the imbal ance of bargaining power that might exist because of the
customer’ s economic disadvantage or emotional vulnerability. If aninsurer is sanctioned for taking advantage of its
position of relative strength, it will be lesslikely to do so. Examples of conduct which has attracted sanction for
failing to meet the standard of fairness and timelinessare persistence in maintaining a defence of arson by

mani pulating evidence or refusing to consider it obj ectively,"ideni al or termination of disability benefits without due
regard to objective evidence of disabil ity,"”and demanding material, in support of aclaim, to which the insurer was

not entitled '

Theleading case, insofar asit isthe first of itstype to be considered by the Supreme Court of Canada, isWhiten v.
Pilot Insurance Co.* Theinsured claimed after their house was destroyed by fire. On the basis of the factsthat the
insured was unemployed and had recently filed for bankruptcy, the insurer formed the view that the fire was the result
of arson. It held to thisview resolutely despite strong evidence to the contrary. Theinsured and his wife had to
escape the fire by fleeing into afreezing night clad only in pyjamas which caused the insured to suffer frostbite so
severe that he was confined to awheelchair for two weeks. His cat was killed and he lost many possessions of

sentimental value. Facts such asthese are generally not consistent with arson. Moreover, the fire chief who attended

(3d) 726 (SCJ), an Ontario court refused to strike allegations of bad faith
agai nst the insurers enployees holding that it was possible they owed an
i ndependent duty of good faith to the custoner.

Vivhiten v. Pilot Ins. Co. (1999), 42 OR (3d) 641 (CA) currently under appeal
to the SCC, Kogan v. Chubb Ins. Co. [2001] QJ No. 1697 (SCJ). See also

Bul l ock v. Trafalgar Ins. Co. (1996), 9 OIC 245 (Ont. GD); Yasinski v.
Wawanesa Mut. Ins. Co.(1999), 15 CCLI (3d) 95 (Sask. B) and Labelle v.
Guardian Ins. Co. (1989), 38 CCLI 274 (Ont. HO).

Viladams v. Confederation Life Ins Co.(1994), 25 CCLI (2d) 180 (Alta QB);
Ferguson v. Nat. Assur. Co. (1997), 102 OAC 239 (Ont. CA); Wwarrington v. G eat
West Life Assur. Co. (1996), 24 BCLR (3d) 1 (BCCA), additional reasons (1997),
39 CCLI (2d) 116n; and Clarfield v. Crown Life Ins Co. (2000), 23 CCLI (3d)
266 (Ont SQJ).

vitiBeni nger v. Kingsway Gen. Ins. Co. (2000), 99 ACWS (3d) 842 (Alta Prov. Ct).

xSupra, note 6.



the fire detected nothing to suggest he should refer the case to the Fire Marshall. The independent adjuster retained
by the insurer reported that the fire was “accidental” and that there was no basis on which to deny the claim. The
adjuster was asked to reconsider which he did without changing hisview. The adjuster wasfired. Theinsurer
consulted the Insurance Crimes Investigation Bureau, aninsurance industry -sponsored body. That body concluded
that if the insurer was to deny the claim on the ground of arson, it “wouldn’t have aleg to stand on.” Still not
persuaded, theinsurer hired an engineer to investigate. He found the fire to be “accidental”. Under pressure from
theinsurer’s lawyer, the engineer changed his report to admit of the possibility of arson. All the while theinsured
cooperated fully with the investigation, even volunteering to undergo a polygraph test under the insurer’ s supervision,
an offer refused by theinsurer. It was not until the case reached the Court of Appeal that the insurer finally admitted

that the evidence unequivocally demonstrated that the fire was accidental.

Meanwhile the insured was subjected to considerable hardship both pecuniary and non-pecuniary. Although the
insurer initially paid for alternative accommodation it cut off rent payments without notice to theinsured. Healso
suffered the stigma of being a crime suspect, of particular acuity given the small community in which helived. Atall

levels, the courts have had little trouble characterising this treatment as bad faith.

But not all refusalsto pay amount to breaches of good faith merely because the insurer ultimately changesits mind or

isrequired to pay by acourt. Thetest isone of reasonableness. A denial of coverage must be based on areasonable
interpretation of itsrights and obligations under the policy and that thereis a“ genuineissue” pertaining to coverage.
In some U.S. jurisdictions there can also be a breach of good faith if the insurer denies coverage without determining

whether or not agenuineissue exists® Thisis probably the position in Canadatoo. In arecent case, an Ontario court

¥10. 702535 Ontario Inc., supra, note 5; Pal mer v. Royal Ins. Co. (1995), 27
CCLI (2d) 249 (Ont. GD); D Onofrio v. ICBC (2000), 18 CCLI (3d) 252 (BCSC).

Cf. CGuebara v. Allstate Ins. Co. (Cal. CA Jan. 12, 2001). See also Radcliffe
v. Western Gen. Mutual Ins. Co. [1991] ILR 1-2773 (Ont. GD) where the court
found sufficient evidence to justify the insurer’s initial suspicion of arson
which was ultimately proved not to have occurred and Nelitz v. Dyck (2001), 52
OR (3d) 458(CA) in which the bad faith claimwas dismissed given a context of
respectful dealings overall.

XiSee e.g. Viles v. Security Nat. Ins. Co., 788 SW2d 566, 567 (Tex.1990).



found lack of good faith in a disability insurer’s apparently standard practice of refusing or delaying claims on the

basis of their amount or the insured’ s employment status regardless of the terms of the poli cy.Xii

Inyet other U.S. jurisdictions insurers have been found in bad faith even where they can raise areasonably debatable
argument in support of its denial of coverage if the manner of that denial or accompanying investigationis

xiii

sufficiently objectionablein terms of delay and unfairness:

A Separate Wrong

Thelast point is related to the question of the relationship between bad faith claims and the existence of coverage. |If
aninsurer’'s conduct falls short of the requirements of good faith, it is guilty of more than amere breach of contract.

In the words of the Ontario Court of Appeal, “breach of an insurer’s obligation to act in good faith is a separate or
independent wrong from the wrong for which compensation is pai dXV" But the extent of this separationisunclear. It
has been held, by the Ontario Court of Appeal in another case, that the duty arises even before determination of the
insurer’s obligation to pay the loss under the terms of the insurance contract. Asthe court stated, “the duty to act
promptly and in good faith arises the day the insurer receivesthe claim.” More recently, however, the same court has
denied aclaim for punitive damages based on the insurer’ s bad faith because, owing to the customer’ s breach of a

condition contained in the insurance contract, there was no coverage."'

In the latter case the court made no reference to the former and dealt with the relationship between coverage and good

X Carfield v. Crown Life Ins. Co., supra, note 7.

Xiiigsee e.g. State Farm Mutual Auto Ins. Co. V. Shrader, 882 P.2d 813 (Woni ng,
1994). See also Maus & Rawls “Bad Faith Findings in th Absence of Coverage”
(2000), For the Defense 18.

XI\Whiten v. Pilot Ins. Co. Supra, note 6, at 650.

“Maschke Estate v. G eeson (1986), 54 OR (2d) 753 (CA).

xiBarker v. Zurich Ins. Co. (2001) OCA



faithin afew lines. It may also have been influenced by its clear finding that there was no bad faith anyway and by
its barely disguised suspicions about the customer’s conduct. The insured vehicle was reported stolen, found
abandoned, taken to the customer’ s property and repairs commenced before the insurer had a chance to inspect it.

Nonetheless, uncertainty remains.

Given that the concept of bad faith claimstreatment by insurersisinitsrelative infancy in Canada, it is not surprising
that issues such asthisare yet to be fully flushed out. Itisinstructivethat inthe U.S., where these matters have been
litigated over alonger period, while there continues to be a divergence of approach depending on jurisdiction, almost
everywhere there is recognition of agood faith duty independent of coverage. True, it has been held in Texas that
“there can be no claim for bad faith when an insurer has promptly denied aclaim that is not covered”!" and in
Alabama and Mississippi that the law “precludes afirst party bad faith claim if the insured does not establish
coverage.”’“’iii However, in other jurisdictions the key factor isthe manner of the insurer’ s conduct whether there
turns out to be coverage or not XX Even in Texas and Alabamathere are exceptions to the narrower approach. In
Texas there may be a successful action for bad faith in the absence of coverageif theinsurer is guilty of extreme
conduct causing injury independent of theinsurance claim. In Alabamathereis actionable bad faith where the

insurer intentionally or recklessly fails to investigate the insurance claim or invents reasons to deny it - even if, with

the exercise of reasonable consideration, it could have resisted the claim successfully ™

The key to thisissue isthe harm-causation nexus. If there turns out ultimately to be coverage, establishing a causal
link between the insurer’ swrongful conduct and the customer’ slossis straightforward. Denial of coverageislossin
itself. Aswe shall see, thismay be redressed by requiring payment of the insurance money and, in appropriate cases,

aggravated damages. In some circumstances, delay in payment, even for unjustified reasons, may not cause any 10ss,

xil enke Concrete Constr. v. Enployers Mitual Casualty Co. 1997 Westlaw 78917.
See al so Maus &Rawl s, supra, note 13.

xiliMaus & Rawl s, ibid. at 20.
XXE g. Wom ng. See supra, note 13.

Maus & Rawl s, supra, note 13.



aggravated or otherwise. 1n 702535 Ontario Inc. v. LIoyds Underwriters the Ontario Court of Appeal declined to
overturn ajudgment in which damages for bad faith had been refused because the evidence failed to show the delay
in payment (eventually made voluntarily by the insurer) caused any loss to the customer. But thissituationislikely
to berare. More problematic isthe case where ultimately thereis no legitimate basis on which the claim can stand,
either as a matter of interpretation of the coverage provisions (including exclusions) in the policy or because of a
breach of condition by the customer, but where the insurer has been guilty of conduct amounting to bad faith.
Examples are an unreasonabl e refusal to investigate or deny liability promptly or unnecessarily heavy handed tactics
in addressing the claim. This conduct may cause harm, even if thereisno coverage. A customer may delay having
repairs done to damaged property pending a decision from the insurer owing, among other things, to a concern not to
breach a policy condition precluding unauthorised repairs. S/he may defer medical treatment while insurance
coverageisclarified. The point hereisthat if the plaintiff can show (@) conduct amounting to bad faith and, (b) loss
or harm resulting from that conduct, that should be sufficient to establish the cause of action eveniif, in the end, there
isno liability under the policy.

It isalso unclear in Canadawhether this separate wrong is a category of tort or something else ! There have been
strong hints from the courtsthat it would be recognised as atort if this be necessary to found an award of punitive

damages."Xiii Nonetheless, courts have regularly awarded both punitive and aggravated damages against insurers

adjudged to have breached their duty of good faith without benefit of afinal categorisation.

i Supra, note 10.

iiNote that the duty is not a fiduciary duty. |t does not oblige the insurer
to place the custonmer’s interest above its own, nerely to accord that interest
equal consideration. See Whiten, supra, note 6, at 650.

iliywhiten v. Pilot Ins. Co., supra, note 6; Adams v. Confederation Life.,
supra, note 7.



Punitive damages have been awarded where the court has determined the insurer’ s conduct to be so harsh, vindictive,
reprehensible or malicious as to offend its sense of decency. For example, inWhiten v. Pilot Insurance CoXV,
discussed above, ajury awarded punitive damagesin the amount of $1 million although this was reduced on appeal to
$100,000. InAdamsv. Confederation Life Insurance Co.™" the insurer terminated the customer’ s disability benefits
on the basis of its unilateral determination of entitlement made in defiance of medical reports contrary to its view and
without exercising itsright to an independent medical examination. The insurer terminated benefits without giving
the customer an opportunity to respond. The court awarded punitive damages in the amount of $7,500.

On the other hand, in Bullock v. Trafalgar Insurance CoX, persistence in alleging arson without benefit of
convincing evidence led merely to aggravated damages being awarded against the insurer " The distinction
between punitive and aggravated damages was considered in Warrington v. Great West Life Assurance CoXil The
British Columbia Court of Appea deemed the insurer’s“hard-nosed and burdensome tactics’ together with its refusal
to pay benefitsjustified an award of aggravated damages to compensate the customer for the distress and humiliation
suffered as aresult but that the conduct was not sufficiently “harsh, vindictive, reprehensible or malicious” to justify

XXiX

punitive damages.

A useful case for understanding the courts’ approach to aggravated and punitive damagesisClarfield v. Crown Life

Insurance Co.”® The court awarded both to a plaintiff whose claim for disability benefits had not been dealt with by

XXV bi d.
*VSupra., note 7.

»vi(1996), 9 OTC 245 (OGD). See al so Ferguson v. Nat. Assur. Co. (1996), 36
CCLI (2d) 95 (OGD).

»ViiThe goal s of puni shment and deterrence were addressed in this case by a
prosecution under the Ontario Insurance Act for unfair and deceptive business
practices (see Part XVIII of that act). The insurer was fined $25, 000.
x»viii(1996), 24 BCLR (3d) 1 (CA), additional reasons (1997), 39 CCLI (2d) 116n.

ixgee also Clarfield, supra, note 7.

*XSupra, note 7.



the insurer with sufficient promptness or fairness. $75,000 was assessed for aggravated damages to compensate the
plaintiff for “the increased anxiety, stress and financial pressure both from the rejection of his claim and from the
delay in dealing with it...at atime when he was particularly vulnerable to stress because of the nature of his
illness.”®  Thefinancial uncertai nty resulting from his treatment by the insurer caused him to sell his house, only to
buy it back when the insurance money was finally forthcoming. The humiliation attending this process and the
disruption involved in two moves added to the non-pecuniary component of hisloss and were taken into account in

the assessment, as was an amount to cover the needless transaction costs involved.

Whereas aggravated damages are about compensating the plaintiff for harm suffered in addition to the denial of
insurance itself, punitive damages are focused on the defendant insurer. Their purpose isto punish theinsurer for
inappropriate conduct and to deter it and other insurers from repeating such conduct™'. InClarfield, the court
utilised seven criteria for assessing the proper amount in agiven case™ These are: the reasonableness of the
relationship between the quantum of punitive damages and the degree of past, present and future harm; the
reprehensibility of the conduct, including its duration, the defendant’ s awareness of it, any concealment and the
existence of apast pattern of similar conduct; any profitability to the insurer of the conduct; the financial position of
theinsurer; the costs of litigation; any criminal penaltiesimposed for the same conduct; and the existence of other

civil awardsfor that conduct.

On the facts before it the court awarded $200,000 in punitive damages. In terms of the listed criteria, the court noted
first that the plaintiff had suffered considerable harm in the form of denial of economic security and peace of mind. It
also found that the insurer’ s conduct failed to meet the appropriate standards of timeliness and fairness. In particular

itstactic of pressuring the customer to accept asmall ex gratia payment in place of benefits amounted to “a

x| pid, at p.285.
»Xiigee Whiten v. Pilot Ins., supra, note 6.

xxiiiTaken from Pacific Miutual Life Ins. Co. V. Haslip, 499 US 1 (US Al a,
1991).

10



condemnable form of negotiating with adisabled person."xx"“’ Moreover, evidence suggested such conduct was a
matter of company policy in dealing with large disability claimsinvolving unemployed claimants thus underlining the
need for adeterrent award. The court also found that the insurer stood to profit from this conduct in that denial of
claims represented “ exceedingly large” savings. The financial position of the insurer ($10 billion in assets) was such
that “ an immense award would be required to make an economic impact on the company.”**While the court realised

d XXXVi

that other factors mitigated the size of the awar , the financial means of the insurer clearly encouraged the court

in awarding what, by Canadian standards in these cases, is a substantial amount®™"". The “risk and expense of a 12-

» XXXViii

day trial in order to gain this entitlement under hisinsurance policy was also considered to be relevant as were

the facts that there were no criminal sanctions or other civil awards arising out of the insurer’ s conduct in this case.

Bad Faith by the Customer

x»xivQl arfield, supra note 7, at p.2809.
o) bi d p. 291,

XxVi |'n a recent case in New Brunswick, Cloutier v. Canada Life Ins. Co.(2000),
24 CCLI (3d) 51 (@), the court held that an insurer’s size, worth or
profitability were all irrelevant and that the only criterion was relationship
to harm as nmeasured by conpensatory damages. The court applied a rule of
thunb that punitive damages should constitute approximately 35% of total
danmages. Contrast Friese v. Citadel Life Assur. Co.(2000), 19 CCLI (3d) 178
(Ont. Master) affirmed SCJ, June 12, 2000, where the insurer was conpelled to
produce financial statenents to establish quantum of punitive danmages.

»xiigyt see al so Khazzaka v. Commercial Union Assur. Co. [1999] QJ No. 3583
(CD).

XV bid p. 292.
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Aninsured also owes aduty of good faith to the insurer, particularly at the contract negotiation stage. Whileit has
often been said that this duty is owed through the life of the contract, including the claims stage, only recently has this
become an issue of any practical significance. Conduct amounting to bad faith is usually dealt with as fraud which
entitles the insurer to deny coverage®™and the issue has not usually been couched in terms of the duty of good faith.
Courtsinthe U.S. have resisted the notion that conduct that amounts to bad faith should afford the insurer an
affirmative right to aremedy beyond merely denying payment of the insurance money.xI But, inarecent Alberta

case”!, the Court of Queen’s Bench expressly characterised the insured’ s “ deliberate course of conduct to misrepresent
factsto the Defendant in order to continue to collect disability benefits’ asbad faith. The court said that, if 10ss of
benefits was the only sanction, the insured would be no worse off than if he had been honest. The court considered it
appropriate to impose an award of $20,000 in punitive damages as a deterrent. The court described the good faith
principle as a“two-way street ... arising from the very nature of the contract.” Apart from this, bad faith by the
customer does have one clear consequence. It can be seized upon by the court to offset, entirely or in part, any bad
faith on the part of theinsurer. Thisisreferred to as comparative bad faith and operates like contributory negligence

in the sense that any damages attributable to the insurer’ s bad faith are reduced in proportion to the customer’ s bad
faithX" In Canadathe only case raising issues of thistype saw a Manitoba court denying aclaim for punitive damages
despite conduct by the insurer similar to that which had attracted punitive damages in other cases because the customer
had exaggerated symptomsto support the clai m. X1 Presumably, it would have been open to the court, if it so chose,

to have awarded some punitive damages, but at areduced rate.

*XiXxgee e.g. Ontario lnsurance Act, s.148, statutory condition 7 which provides
that “any fraud or wilfully false statenent..vitiates the claim”

X'See Maus & Rawl s, supra, note 50,at p.23 citing inter alia, Tokles & Son Inc.
v. Mdwestern Indem Co. 65 Chio St. 3d 621 (1992).

X'iAndrusiw v. Aetna Life Ins. Co. [2001] AJ No.789 (QB).

Xliigsee e.g. California Casualty Gen. Ins. Co. V. Superior Court (Gorgei), 173

Cal . App.3d 274 (1985). However, this does not apply to liability insurers in
respect of their duty to settle third party clains within policy lints. See
Kransco v. Amer. Enmpire Surplus Lines Ins. Co. (Cal SC, file No. S062139, June
22 2000).

XItiiywachal v. Crown Life Ins. Co. [1999] MJ No. 366 (Man. QB).

12



TheDuty of Good Faith and Freedom of Contract

The purpose of contract law generally isto give effect to bargains freely entered into. Whether or not one of the
parties to abargain got the better of the deal isusually not for acourt to question. Accordingly, the courts have
traditionally been reluctant to intervene to alter the obligations assumed. The threat of enforcement of the bargain as
negotiated is generally thought to be sufficient to deter breach of contract. Exceptions are made where the imbalance
of bargaining power is extreme or where legislation protects consumers in specific types of transactions, such as door-
to-door sales. But they are just that; exceptions; and they are based on factual findings or assumptions that the contract

was not freely bargained from the point of view of one of the parties.

When, in rare cases, courts in Canada have awarded aggravated or punitive damagesin breach of contract cases
(outside the insurance context), they have reconciled these remedies to the freedom of contract ideal. Aggravated
damages are given only for harm which, while beyond the mere loss of bargain, was within the reasonable
contemplation of the defendant, if not at the time of contracting™'"”, at least at the time of the breach! In other words
the original bargain is taken to have included the promise not to breach the contract in away which would cause
additional foreseeable harm such as mental distress. In punitive damages cases, the courtsinsist that there be awrong
committed separate from the mere breach of contract. This separate wrong is the manner of the breach which, because
of its outrageous nature, “assumes the character of awilful tort, calculated rather than inadvertent and in wanton and

reckless disregard for contractual rights of others.” XV The two requirements for punitive damages, commission of a

Xlivi I'n which case the damages would be within the scope of renpteness as
defined in Hadl ey v. Baxendal e (1854), 9 Exch. 341.

XIVSee e.g. Pilon v. Peugot Can. Ltd. (1980), 29 OR (2d) 711 (HO).

XIViThompson v. Zurich Ins. Co. (1984), 45 OR (2d) 744 (HO).
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wrong separate from mere breach of contract and “harsh, vindictive, reprehensible and malici ous”™" conduct are
merged. In contrast, in insurance cases, these two elements are more obviously distinct. The wrong committedisa
hxlviii

breach of good fait which may or may not be donein amanner sufficiently reprehensible to attract punitive

damages.

Whether or not the complaint is about conduct distinct from the breach of contract, it remains true that awards of
punitive damages or, indeed, aggravated damages (if based not on loss reasonably contemplated at the time of the
contract but merely at the time of the breach), constitute payments not contemplated as part of the bargain.

If there is a problem with this, itisinefficiency. Elsewhere'™

(with Bruce Feldthusen), | have argued against ajudicial
power to impose warranties in respect of non-dangerous defects in property where the warranties are not bargained for
or required by legislation. That argument was in the context of the debate about tort liability for pure economic loss
resulting from negligently caused shoddiness in products or buildings but one of the key points has relevance here.
That point isthat ajudicial warranty has the effect of adding to the cost of the good in question. Thisadded cost was
not in contemplation when the bargain was made. For future costing, the seller will have to take the warranty into
account and increase the price. Consumer choice embraces both higher priced items with superior warranties and
lower priced oneswith inferior or no warranties. Sometimes a consumer wishesto take the cheaper option. For

him/her, it represents the most efficient use of available funds. If al goods have to be priced to include a superior

warranty, that choice istaken away. Inefficiency results.

These arguments also apply to insurance. Thejudicially imposed good faith obligation equates to awarranty of

XIVilyorvis v. | CBC (1989), 58 DLR (4'™ 193 (SCC).

XIVili] t remai ns uncl ear whether a duty of good faith attends the performance of
non-i nsurance contracts. See Peel Condom nium Corp. No. 505 v. Cam Vall ey Hones
Ltd (2001) 196 DLR (4'") 621 (Ont. CA).

Xlixgr own and Fel dt husen, “Pure Economic Loss: Wo Shoul d Pay, Wen and How?” in

Negl i gence After Miurphy v. Brentwood DC (Legal Research Foundation, Auckl and,
1991) 39.
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quality of service some customers may chooseto forgo. These are customerswho, in exchange for alower premium,
would be prepared to accept aremedy restricted to the limits of insurance provided in the contract. It isnot that they
necessarily accept in advance dilatory and shabby treatment in the event of claims. Rather, like buyers of cars without
extended warranties, they are willing to gambl e that they will not have aproblem. To them that is the efficient choice.
Because the obligation to pay aggravated or punitive damagesis extra-contractual', this choiceis practically difficult to
accommodate. Theoretically customers could waive in advance their rights to aggravated or punitive damag&s” but this
would involve adeclaration that shabby treatment is possible, hardly an attractive marketing ploy. Absent the use of

waivers, insurers would have to apply this “warranty”, and spread its cost to all their customers.

But the evidence so far suggests that the good faith obligation imposed by the courts has negligible, if any, effect on

pricing of insurance products.Iii Aswill emerge from amore detailed discussion later, thisis attributable to a

circumspect approach by the courts which, despite making some accommodation for extra-contractual remedies, pays
due obeisance to the sanctity of contract. InVorvisv. Insurance Corporation Of British Col umbia'", aseminal caseon
aggravated and punitive damages in breach of contract cases, Mclntyre J. said:
In an action based on abreach of contract, the only link between the parties for the purpose of defining their
rights and obligationsisthe contract. Where the defendant has breached the contract, the remedies open to the
plaintiff must arise from that contractual relationship, that “private law”, which the parties agreed to accept.
Theinjured plaintiff then is not entitled to be made whole; heis entitled to have that which the contract

provided for him for compensation for hisloss. This distinction [between contract and tort] will not

'Recal | aggravated damages, by definition, relate to | osses not contenplated at
the time of contracting. |If they were, there would be no need of this separate
category of damages as they woul d be covered by the Hadl ey v. Baxendal e
principle.

""I'n Central & Eastern Trust v. Rafuse [1986] 2 SCR 147, the Supreme Court of
Canada affirmed that parties to a contract may limt their liability to one
another for torts related to performance of the contract. It is unclear
whether this applies to liability for punitive, as opposed to conmpensatory
damages.

liijetter to the author fromRon MIler, Baron Actuaries, Toronto, dated 1 June,
2001.

lliisypra, note 47, at 208.
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completely eliminate the award of punitive damages but it will make it very rarein contract cases.

None of this should come as a surprise. Among the things which set insurance law apart from the law of contracts
generally isthe possihility it providesfor judicial intervention. Several rules other than those related to the good faith
obligation, some legislated, some judge-made, allow acourt to impose upon one or other party obligations beyond
those negotiated or erase rights which were seemi ngly part of the bargain. For example, in recent years, courts have
embraced a new approach to the interpretation of contracts under the rubric of “reasonable expectation”. At least
potentially, this could sanction the rewriting of key terms. Another exampleisa section in the Insurance Actsin force
in most Canadian provinces and territories provides that a customer is not bound by any stipulation, condition or
warranty in afireinsurance contract if acourt findsit to be unjust or unreasonable. And another section in most
Insurance Acts allows a court to grant acustomer relief from forfeiture for failure to comply with certain provisions of
the contract if the court considersit inequitable that coverage should be forfeited on that ground. Asthe following
examination of these rules demonstrates, there isin each case, atradition of judicial restraint and deference to private

bargains; atradition later to be seen in the cases on punitive and aggravated damages.

Reasonabl e Expectations

A judicia device having the potential to impose extra-contractual obligations on the parties, particularly theinsurer, is
the approach to policy interpretation which is based on “reasonable expectations’. The adoption of this approachin
Canada no doubt was cause for concern among insurers because come courts in the United States had used it to justify
rewriting insurance contracts even in the face clear exclusionary language in the policy.Iiv But, so far, any such fears
have proved to be unfounded. In thefirst Canadian case of consequence to examine reasonable expectation as a guide

to interpretaiion,"’ the Ontario Court of Appeal gaveit effect merely to resolve an ambiguity in the policy in favour of

'"VFor a review of American approaches see Wgle v. Allstate Ins. Co. (1984), 10
CCLI 1 (Ont. CA) and the dissenting judgment of Cory J. in Brissette v.
Westbury Life Ins. Co. (1992), 13 CCLI (2d) 1 (SCC). See also Abraham “Judge-
Made Law and Judge- Made | nsurance: Honoring the Reasonabl e Expectations of the
I nsured.” (1981), 67 Virginia LR 1151.

'YW gl e, ibid.
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the customer. Note that another well established and non-controversial method, contra proferentum, was available to
achieve the same result. The significance of the introduction of the concept of reasonableness into the process was
that it could potentially limit the application of contra proferentum. That is, if the resolution of an ambiguity in favour

of the insured produced an unreasonabl e result, the court should strive to find afair result by using other approaches.

Subsequent Canadian cases have generally accepted the view that reasonabl e expectation is only applicableto resolve
ambiguity; that is, where the court finds it impossible to determine the intention of the partiesin choosing the wordsin

lvi

dispute.™ Moreover, Canadian courts also generally require examination of the reasonabl e expectations of both
parties, not just the customer.V!! Thisisredolent of an earlier seminal case on policy interpretation, Consolidated
Bathurst v. Mutual Boiler & Machinery Insurance Co.Vin which the Supreme Court of Canada held that any
resolution should be commercially sensible from the point of view of both parties. In the words of Estey J.

the courts should be loath to support a construction which would either enable the insurer to pocket the

premium without risk or the insured to achieve arecovery which can neither be sensibly sought nor anticipated

at the time of the contract.

The newer language of the reasonabl e expectation doctrine has been applied in away which is entirely consistent with
this older approach and which seemsto extend it not at all. Aswith the good faith rule in respect of claims, the courts
in Canada have declined to adopt an approach inconsistent with the tenets of freedom of contract. Courtswill

intervene only when the bargained terms are ambiguous and, even then, the intervention is not automatically in favour

of the customer. Theimposed result must fit within the (admittedly broad) confines of good business sense from the

Visee e.g. Reid Crowther & Partners v. Sintoe & Erie Gen. Ins. Co. (1993), 13
CCLI (2d) 161 (SCC) and Chilton v. Cooperators Ins. Co. (1997), 32 OR (3d) 161
(Ont. CA.

ViiBut see remarks by Laforest J. in National Bank of Greece v. Katsinouris
[1990] 2 SCR 1029 and the comrent by MLachlin J. in Reid Crowther, ibid, that
she was giving effect to “settled” law by referring to the reasonable
expectations of the parties in the event of anbiguity “w thout pronouncing on
the reach of the doctrine”.

Iviii[1980] 1 SCR 888.
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point of view of both parties.

Unjust or Unreasonable Terms in Fire |Insurance

The Insurance Actsin forcein most provinces and territories in Canada contain the following section applicable to fire

insurance:

Where a contract...contains any stipulation, condition or warranty that is or may be material to the risk
including, but not restricted to, a provision in respect to the use, condition, location or maintenance of the
insured property, the ...stipulation, condition or warranty is not binding upon the insured, if it isheld to be

unjust or unreasonabl e by the court before which a question relating thereto istri ed™

This provision appears to give judges the power to refuse to apply termsimposing obligations or restrictions on
customers when, according to subjective values, it would seem unfair to do so, even if, objectively, the obligation or
restriction is material to the insurance. However, yet again, this apparently wide discretion to intervene has been

exercised conservatively.

For the most part, the courts have considered the relevance of the stipulation, condition or warranty to therisk insured
to be key in determining whether it is unjust or unreasonable. InDuddinghamyv. &. Paul Fire & Marine Insurance
Co.*acondition that the insured, ajeweller, keep at least half his stock locked in a safe overnight was held not to be
unjust or unreasonabl e because it was related to the premium charged. Significantly, it was aterm requested by the
insured. In other words, the insured bargained for alower premium in exchange for a promise to take additional

security precautions. He could hardly be heard to complain that the very term he bargained for, in exchange for a

l'xont., S.151; Alta, s.238 (new Act, yet to be proclainmed, s.552); BC, s.129;
Man., s.145; NB, s.130; Nfld, (Fire Insurance Act) s.11; NS, s.171; PEl, s.117;
Sask, s.131; NWI, s.67; YT, s.71.

Ix(1963), 45 WAR 463 (BCCA).
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benefit, was unjust or unreasonable. Courts have also held that conditions requiring continual occupancy of buildings,

IXi

afact material to fire insurance risk, not to be unjust or unreasonable™. But it is different when occupancy is not

material to the insurance, such as cracksin acistern,™

Thereason termsirrelevant to the risk are more apt to be judged unreasonable (if not unjust) isthat they are likely to
have had no impact on the premium. They would not be part of areasonably contemplated bargaining process. Their
presencein policiesis most often explained by the fact that aboiler plate form is used to cover variations of a
particular category of insurance. For instance, the same form may be used by a particular insurer for both homeowners
and rentersinsurance with not all clause being relevant to both. In acase like that the court may either determine, asa
matter of interpretation, that some parts of the standard form were intended by the parties to be inoperative or that the
application of irrelevant terms to the particular customer to be unreasonable. Either way, the court is doing no more

than giving effect to the essence of the bargain. It isnot intervening to changeit.

In the rare case where an unscrupulousinsurer has inserted aterm, irrelevant to the risk, to trap an unsuspecting

customer and provide an excuse for non-payment of aclaim, the court isjustified in intervening on grounds of abuse

of adominant bargaining position which, as mentioned above, is aremedy known to contract law generally.

Relief From Forfeiture

Most Insurance Acts al so contain sections giving courts power to grant relief to a customer who would otherwise face
forfeiture of an insurance entitlement because of abreach of an obligation imposed by the contract. Specifically, the
section provides:;

Where there has been imperfect compliance with a statutory condition as to the proof of loss to be given by the

insured or other matter or thing required to be done or omitted by the insured with respect to the lossand a

XiSimon v. London & Scottish Assur. Co.[1969] ILR 1-267 (Nfld CA); Sturk v.
Legal & Gen. Assur. Soc.[1967] ILR 1-181 (Man. CA).

'XIiHi rst v. Commercial Union Assur. Co.[1979] ILR 1-1071 (BCSC).
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consequent forfeiture or avoidance of the insurance in whole or in part and the court considers it inequitable
that the insurance should be forfeited or avoided on that ground, the court may relieve against the forfeiture or

avoidance on such terms as it considers just "

Note that, while this grants courts discretion to disregard contractual provisions and, whileits purposeisto counter

“unjust advantages” accruing to insurers because of a superior bargaining position,'x“’

that discretion is narrowly
circumscribed. The section only applies to obligations relating to the claims process and not, for example, to matters
arising before loss such as | ate or non-payment of premiums, breach of warranty, or non-disclosure when the contract

was being negotiated. It also applies only to imperfect compliance, rather than non-compliance, with an obligation.'x"

The remaining restriction is that relief may be granted only where forfeiture would be considered inequitable. This
means the court should examine both the conduct of the customer (if s/he does not have “clean hands” in the matter,
such aswhere thereisfraud, it isusually unlikely that forfeiture be inequitable) and whether there has been prejudice

to theinsurer.”™' In this context prejudice means that the basis on which the insurer has undertaken its obligations has
been undermined. Its promise toindemnify isbased, among other things, on its ability properly to investigate claims.

If proof of lossisfiled so late, or in such astate of inadequacy, that the reasonable opportunity to investigate is denied,
that basic understanding has not been met. The customer’s breach has gone to the root of the bargain. Itisonly where

the basis of the bargain is not threatened, and the breach is a mere technicality, that relief may be granted.

IXiiiont., s.129; Alta, s.205 (new Act, s.515); BC, s.12 (broader |anguage);
Man., s.130; NB, s.110; Nfld, s.10, 22; NS, s.33; PEl, s.92; Sask., s.109; NW,
s.33; YT, s.52. This section does not apply to Iife, marine or accident and

si ckness i nsurance. However, another section makes simlar provision for

acci dent and sickness insurance. See e.g. Ont., s.328.

Xivprairie City Gl Co. V. Standard Mutual Fire Ins. Co. (1910), 44 SCR 40, at
59.

'XYEor a di scussi on of cases which exanmine this distinction, see Brown, Menezes
and Cassels, Brock and Bl ackwell, Insurance Law in Canada, Loose-leaf ed. p.9-
25.

IiFal k Bros. Industries v. Elance Steel Fabricating [1989] 2 SCR 778.
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In recent timesit has been argued, with some success, that these provisionsin the Insurance Acts are not the sole
source giving courts authority to relieve against forfeiture. Other provincial legislation, usually called the Judicature
Act or Courts of Justice Act, contains a section giving courts the authority to grant relief against “ penalties and
forfeitures’ on such terms as they seefit™ In Saskatchewan River Bungalows v. Maritime Life Assurance Co.*'"" a
case involving lifeinsurance (excluded from the ambit of the relief provision in the Insurance Act), the Supreme Court
of Canada, after deciding that the customer’ s unreasonable conduct precluded relief in the particul ar case, added that:
...the existence of a statutory power to grant relief where other types of insurance are forfeited...does not
preclude application of the Judicature Act to contracts of lifeinsurance. The Insurance Act does not “codify”

the whole law of insurance; it merely imposes minimum standards on the industry. The appellant’s argument

that the “field” of equitable relief is occupied by the Insurance Act must therefore be rej ected X

This dicta has been applied in subsequent cases™ However, the generality of the statement that the restrictionsin the
Insurance Act provision are no longer fatal to an application for relief needsto be qualified. Whileit is probably true
that relief isnow available in respect of life insurance, it remainsthe case that it will only be so wherethat isthe

equitable result, meaning that it cannot prejudice the insurer in the sense described above.

It isalso unclear whether the more general provision may be applied in cases involving pre-loss breaches or total non-

Y The reason is that

compliance. Recently courts have denied relief where the breach is non-payment of premiums.
the effect of abreach of this nature isto bring the contract to an end. There being no contract, there are no rightsto be
forfeited so there can be no forfeiture and therefore nothing to relieve against. In the words of the Ontario Court of

Appeal:

Iwiigee e.g. Ontario Courts of Justice Act, RSO 1990, c.C. 43, s.98.
Ixviii(1994), 23 CCLI (2d)161 (SCC).

XiX| pid at p.175-6.

I*XSee e.g. Feature Foods v. Landau (1995), 27 CCLI (2d) 179 (Ont.GD).

Ixiplyzak v. Gerling Life Ins. Co.(1999), 44 OR )3d) 49 (CA); Khan v. Prinerica
Life Ins. Co. (1998), 13 CCLI (3d) 171 (Ont. GD).
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The premium isthe payment for coverage for the next term. ..[T]hereis no coverage for that term when a
payment is not made and the insurer arrangesits commercial affairs accordingly. In these circumstances, the
contract terminates on its own terms and not by a breach.!

In another case,!" the Saskatchewan Court of Appeal held that avehicle sregistration was a condition of coverage

under an auto insurance policy so that expiry of the registration removed a basis for the existence of the contract.

Accordingly, failure to maintain registration was not something against which relief could be given.

In essence, these cases show that the courts will not usetherelief provision to create obligations where they do not
aready exist or where they have expired. Thusthereisadistinction between types of condition or stipulation for
these purposes. Those that go to the existence of the contract itself, in the sense that their breach terminates the
contract, are beyond the reach of even the general provisions contained in the Judicature or Courts of Justice Acts.
That reach extends only to terms which, when breached, do not destroy the whole contract but merely attract some
other adverse, but |ess serious, outcome, such as forfeiture of aclaim or payment of apenalty. Lord Wilberforce, ina

case dealing with relief from forfeiture,"

said, “equity expects men to carry out their bargains.” It wasnot an
insurance case but it reflects the same attitude these recent Canadian insurance cases reflect; that is reverence for the

essential sanctity of acontract freely bargained.

The Good Faith Obligation Historically

Insurance contracts are different from most other commercial transactionsin that the parties owe each other

obligations of candor and fair dealing in addition to the obligations contained in the terms of the contract itself and

'¥!Pluzak, ibid at para. 18.
bxitichanberlin v. Sask. Govt. Ins.(1995), 28 CCLI (2d) 157 (Sask.CA).

Xxivghi | oh Spinners Ltd. V. Harding [1973] AC 691, at 723-4 (HL).
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have access to remedies beyond those afforded by ordinary contract law." This special treatment is said to be
justified by the particular nature of insurance which, in different waysand at different times throughout the life of a

contract, places each party in aposition of vulnerability to the other.

Until relatively recently, statements that this duty applied to insurers, as well as customers, werelittle more than
platitudes. Inthe vast majority of cases the duty was applied to customersin the context of negotiating the contract of
insurance. A customer seeking to transfer arisk to an underwriter is obliged, not only to refrain from untrue
representations, but also positively to disclose all matters material to the risk even if not asked specifically about them.
The objective of this duty of utmost good faith isto place the parties on an “equal footing” boai by canceling the
perceived information advantage held by the customer. Without thisrule, developed by the courtsin the eighteenth
century, it was feared insurers would be forced to accept risks different from those they thought they were accepting,
thus undermining their viability as underwriters. In other words, underwriters were thought to be vulnerable given the

customer’ s monopoly on information material to the risk being transferred V!

But gradually this one-sided view has changed. For onething, the information-gathering abilities of insurers have
become more sophisticated. Accordingly the rule prescribing the customer’ s duty of disclosure has been modified in
Canada, both by legislation and by the courts, to reflect the shifting balance of advantage from customersto insurers.
For fire insurance, legislation has modified the duty to require only that customers not “fraudulently omit” to disclose

material information™"'"" The rule for auto insurance essentially restricts the duty to filling out the application form

I*xvSee supra, note 48.

bvigreenhill v. Fed. Ins. Co. [1927] 1 KB 65 at 76 (CA). For detailed
argunents supporting an insurer’s duty of good faith in this context, see

Boi vin, “Wongful Denial of Insurance Benefits: A Canadi an Perspective” (1999),
7 The Tort Law Review, 52.

bxvil | 'n Rozanes v. Bowen (1928), 32 LI. LR 98 at 102, the court wote, “It has
been for centuries in England the law in connection with insurance of all
sorts, marine, fire, life, guarantee and every kind of policy that, as the
underwriter knows nothing and the man who cones to himto insure knows
everything, it is the duty of the assured...to make a full disclosure to the
underwiters w thout being asked of all the material circunstances.”

Ixxvilisee e.g. in Ontario, Insurance Act, s. 148, Statutory condition 1.
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Ixxix

fully and accurately. It has long been the case that the customer’ s duty extends only to information within his/her
personal knowledge (so the customer is not penalised for failing to mention something, however material to therisk it
may be, theinsurer knows or ought to know).'xxx Now theideaiscast in terms of theinsurer’s duty."""‘i Itis
considered a breach of good faith for the insurer to lure a customer into a contract knowing it, the insurer, would never

have to pay out under the contract owing to the defence of non-disclosure. Again, the underlying principleisthat the

parties be on an “equal footing”. Neither party is permitted to hide relevant facts from the other.

More recently still, courtsin Canada, taking their lead from the U.S., have given substance to another oft-stated
platitude; that the duty of good faith applies not only to the negotiating stage but lasts throughout the life of the
contract. For both parties this probably means a general obligation to deal openly and honestly with each other
regardless of the specific requirements contained in the contract, particularly in respect of clai ms™ Theinsurer's
duty at the claimsstage is of more practical significance, not least because that is where the customer, having suffered
loss or injury, iseconomically and, possibly, psychologically vulnerable. Again, it isthe“equal footing” rationalein

play.

DXxix) pid. s.233.
Ix*Carter v. Boehm (1766), 3 Burr. 1905 97 ER 1162 (KB).
i coronation Ins. Co. v. Taku Air Transport [1991] 3 SCR 622.

boxii On exanpl e arises in respect of subrogation. Were an indemity insurer
has made only partial paynment of a |oss, depending on policy ternms or rel evant
l egislation, it may not be entitled to exercise subrogation rights. However,
the custonmer renmains under a duty to pursue in good faith the full value of any
claimagainst a third party in respect of the sanme | oss and rei mburse the

i nsurer once s/he has obtained in total a full indemity. See d obe & Rutgers
Fire Ins. Co. v. Truedell (1927), 60 OLR 227 (CA).
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Conclusion

The recognition of bad faith as a separate wrong, awards of damages for aggravated harm consequent upon such a
wrong and awards of punitive damages all speak to the theme of this paper. Judicial intervention is not about enforcing
acontractual remedy, it isabout compensating loss and punishing conduct which, while occurring in arelationship born
of contract, isoutside the scope of that contract. It isnot abreach of contract that isthetarget of thisrule, itisthe
insurer’ stortious conduct. The court is not intervening to change the terms of the bargain. It isacting to punish the
egregious way in which theinsurer has failed to keep its side of the bargain, and to compensate any loss beyond simply

loss of the bargain suffered by the customer.

Inthislight an intervention can hardly be impeached as contrary to freedom of contract. It isan attempt simply to
enforce the bargain which had been freely agreed to, especially that part promising “peace of mind” boodii N onethel ess
judgments awarding aggravated and/or punitive damages add to insurers’ costs and, like judicial warranties of quality in

the case of goods, would be expected to affect prices.

Infact the prospect of paying such damagesis not yet a specific factor in setting premiums " In part thisis because
there arerelatively few cases™™ |t is also because premium levels also have much to do with the state of competition
in the insurance market and the level of investment earnings factors which tend to distort a strict “ cost-plus’ approach
to pricing. To the extent aggravated or punitive damages are considered in a costing framework, it islikely that the risk
of having to pay them isregarded as part of the cost of fighting fraud. These cases arise invariably in cases where

insurers suspect fraud such as arson or malingering. These suspicions are borne of the often bitter experience of

Ixxxiiil bi d.

IXxxivi et ter to the author from Ron MIler, Baron Actuaries, Toronto, dated 1
June, 2001.

IxvRecall it is not every denial of an eventually successful claimwhich
attracts these damages. It is only where the insurer is guilty of egregious
conduct .
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adjusters who devel op a sense about when to challenge claims. They may be prepared to back their intuition, gambling

that it will flush out more genuine fraud than it will attract sanction for getting it wrong.

Asthetitle of this paper suggests, the principal reason for the negligibleimpact of the good faith requirement on prices
isjudicial restraint when it comesto intervening in contracts to an extent which would fundamentally change the
assumptions on which prices are based. Perhaps an equally apt word is balance. It can be argued that the purpose of
the rules giving substance to the duty of good faith owed by both partiesto an insurance contract isto ensure balancein
that relationship. Therelatively recent development of the duty as applied to insurers upon receipt of claimsis
consistent with that theme. First, the very existence of aduty imposed on insurers balances the hitherto one-sided
emphasis on the duty owed by customers regarding the disclosure of material facts when entering into contracts of
insurance. Second, creation of the duty promotes parity of bargaining power in the process of settling claims by
proving astrong incentive for insurers not to take advantage of the economic and perhaps emotional vulnerability of
those who have suffered disability or property loss. Third, the duty is limited by the notion of reasonableness. Insurers
are not deterred from proper investigation of claims or denying them when reasonable grounds (factually or in terms of
policy interpretation) exist for doing so. Fourth, bad faith by customers may offset or even cancel the legal effect of

bad faith by insurers. Fifth, the measurement of punitive damages, the chief means of deterrence, is governed by
criteriadesigned to promote proportionality to the harm done, the degree of fault financial means of theinsurer and the
existence of other penalties. |n these ways, the insurer’s good faith obligation reflects the underlying rationale of all
insurance law. In amarket place where perfect information is often lacking, insurance law generally isdesigned to
achieve balance between the reasonabl e expectations of consumers and the need for financial viability of theinstitution

of insurance. In this context, development of the duty isanatural one.

ovi|n any case the courts seemwilling to give insurers sone |eeway in
i nvestigating suspicious clainms, provided they act reasonably.
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