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CASE ALERT

FEBRUARY 29, 2008

New York High Court Expands Insurer Liability
for Extra-Contractual Damages

Last week the New York Court of Appeals
dramatically altered the landscape of in-
surer bad faith law in New York. In two
equally divided decisions, Bi-Economy
Market, Inc. v. Harleysville Insurance Co.
and Panasia Estates, Inc. v. Hudson Insur-
ance Co., the Court held that insureds may
assert extra-contractual claims for conse-
quential damages against insurers that
alegedly breached their policies in bad
faith. In a strongly worded, identical dis-
sent in both cases, two justices criticized
the majority for reversing prior Court
precedent and for opening the door to in-
creased premiums for al purchasers of
insurance in New York. As a result of
these decisions, the Court now has created
anew avenue for insureds to pursue extra-
contractual damages from insurers that
undermines New York’s long-standing
reputation as a favorable jurisdiction for
insurers on bad faith law.

In Bi-Economy Market, the Court reversed
a grant of partial summary judgment to
Harleysville Insurance Company
(“Harleysville’) dismissing plaintiff's
breach of contract claim. The insured, Bi-
Economy Market (“Bi-Economy”), was a
meat market located in Rochester, New
York. A fire occurred on the Bi-Economy
premises in October 2002 that resulted in

the complete loss of food inventory as
well as heavy structural damage to the
building and equipment.  Bi-Economy
was insured by Harleysville under a
“Deluxe Business Owner's’ policy that
provided, among other things, business
interruption coverage for up to one year
from the date of the fire. Following the
fire, Bi-Economy submitted a claim to
Harleysville, however, Harleysville dis-
puted Bi-Economy’s damages and ad-
vanced only $163,161.92. Over one year
later, after the parties submitted to dispute
resolution, Bi-Economy was awarded
$407,181. During the pendency of the
dispute, Harleysville paid only seven
months of Bi-Economy’s business inter-
ruption claim. Bi-Economy never re-
sumed its operations following the fire
and claimed that Harleysville was respon-
sible for consequential damages sustained
by Bi-Economy, including damages due to
the loss of its business.

In Panasia Estates, the Court upheld a
denial of summary judgment to Hudson
Insurance Company (“Hudson”). The
insured, Panasia Estates, Inc. (“Panasia’),
owned a commercial property located at
33 West 19th Street in New Y ork City and
had a commercial property insurance pol-
icy with Hudson that included “Builders
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Risk Coverage’ covering damage to its property while un-
dergoing renovation. During the policy period, the roof of
the building was opened in order to perform construction
work and rain water entered the building, resulting in exten-
sive damage to the property. Panasia allegedly notified Hud-
son of the loss shortly after it occurred, however, Panasia
claimed that Hudson failed to investigate or adjust the claim
until several weeks later. Thereafter, Hudson denied the
claim stating that Panasia’s loss was the result of repeated
water infiltration over time and wear and tear, rather than
from a covered risk. Panasia sought both direct and conse-
quential damages as a result of Hudson's alleged breach of
contract.

The mgjority in Bi-Economy premised its decision on the
genera rule that partiesto a contract may recover consequen-
tial damages above and beyond general damages where the
consequential damages were reasonably contemplated by the
parties. The Court noted that the purpose of businessinter-
ruption coverage “would have made Harleysville aware that
if it breached its obligations under the contract to investigate
in good faith and pay covered claimsit would have to re-
spond in damages to Bi-Economy for the loss of its business
asaresult of the breach.” It therefore held “that Bi-
Economy’s claim for consegquential damages including the
demise of its business, were reasonably foreseeable and con-
templated by the parties, and thus cannot be dismissed on
summary judgment.” In doing so the Court rejected Harleys-
ville' sreliance on exclusions for “consequential loss’, hold-
ing that such exclusions did not apply to “additional damages
caused by a carrier’sinjurious conduct.”

In Panasia Estates the Court did not add much to the analy-
Sis, stating simply:

Aswe explained in Bi-Economy Market v
Harleysville Ins. Co. [decided today], conse-
guential damages resulting from a breach of
the covenant of good faith and fair dealing
may be asserted in an insurance contract con-
text, so long as the damages were within the
contemplation of the parties as the probable
result of a breach at the time of or prior to
contracting.

Unlike in Bi-Economy, the Court did not reach a conclusion
asto whether the consequential damages sought in Panasia
Estates were foreseeabl e as the courts below failed to con-
sider that question. It did, however, conclude asin Bi-
Economy that a“consequential loss’ exclusion in the Hudson
policy did not bar Panasia’ s claims.

Inanidentical dissenting opinion in each case, two Justices
accused the majority of legitimizing punitive damagesin
insurance breach-of-contract cases by renaming them
“consequential” damages, contrary to the Court’s prior
precedent, without any logical reasoning to support this de-
parture. Specifically, the Court of Appeals previousy had
rejected claims for punitive damages based solely on an al-
leged bad faith failure to pay a claim. Instead, to justify pu-
nitive damages the insured had to prove both “egregious tor-
tious conduct” directed at the insured claimant and “a pattern
of similar conduct directed at the public generally.” The
dissent concluded thisrule effectively was eviscerated by the
majority without even an acknowledgement that it was doing

so0. Beyond dissatisfaction with the majority’ s reasoning (or
lack thereof), the dissent denounced the majority’ s “bad pol-
icy choice”, which the dissent predicted will lead to higher
premiums because “[i]nsurers will fear that juries will view
even legitimate claim denials unsympathetically, and that
insurers will thus be exposed to damages without any pre-
dictable limit.”

Though the Bi-Economy opinion on its face purportsto rely
on the purpose of businessinterruption coverage for its deci-
sion, such that it should be limited to cases involving such
coverage, as the dissent correctly pointed out, the purpose of
business interruption coverage “app[ears] extraneous to [the
majority’s| holding” because Panasia Estates did not involve
business interruption coverage. Indeed the majority in both
cases used rather loose, broad language to describe its hold-
ing that could be construed to suggest that it applies to any
insurance policy. Inthe first-party context, at least one Ap-
pellate panel, albeit divided, had already allowed a claim for
extra-contractual damages for alleged bad faith denial of
disability benefitsin adecision that has been widely criti-
cized. Though neither majority opinion mentioned this deci-
sion, the result in Bi-Economy and Panasia Estates vindi-
catesit. Inthethird-party context, except in only limited
circumstances the New Y ork Courts have rejected claims for
extra-contractual damages for bad faith denial of coverage
principally because New Y ork law does not recognize an
independent tort claim for bad faith denial of coverage.
Based on Bi-Economy and Panasia Estates, insurers now
should expect that insureds will seek the very same extra-
contractual damages under the guise of “consequential dam-
ages’ based on bad faith breach of contract. Insurers do,
however, have strong arguments available to them to defeat
the extension of Bi-Economy and Panasia Estates to third-
party policies.

If you have any questions concerning the Court of Appeals
decisions, please call Justin Kinney or Rebecca Foote in our
New Y ork office.



